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FEASffiILITY STUDY REGARDING A SECONDARY MORTGAGE MARKET IN

SOUTH AFRICA

EXECUTIVE SUMMARY

Housing finance in South Africa is in transition. The large commercial banks are struggling to
serve the newer parts of the market profitably, while at the same time trying to respond to the
appearance of aggressive smaller competitors eying the large spreads charged on loans to the
higher income groups. New models oflending to previously which could unbanked parts of the
population are being developed and expanded rapidly in response to the tapping of large new
demands for housing-related credit. New financial technologies are being imported and adapted
throughout the market. Meanwhile, the populace, politicians, and policymakers are watching the
clock tick on the high expectations for a major improvement in housing market access for low and
moderate income households.

The question is whether a secondary mortgage market has a role to play in South Africa. Our
answer is a qualified yes. On one hand, we do not see an immediate interest of the large
commercial banks in any sort of secondary funding mechanism, given the current interest rate
environment and relatively low need for liquidity by the banking sector at present. Given a change
in this scenario, the value of a secondary mortgage market to the banking sector would increase
significantly. Furthermore, so long as mortgages have a 50% risk weighting for the banking
sector's capital purposes, shifting the credit risk off the books of the banks is not likely to result
in an overall reduction in cost ofcapital. The other attraction oflong term wholesale funding, the
deduction ofliquidity risk, does not seem to be highly valued by current lenders.

The promise ofa secondary market lies in its potential for funding new entrants into the market,
either at the upper-middle or lower-middle portions. In the upper-middle portion, it may be
attractive for a new entrant to pioneer a secondary market channel, not to achieve a lower direct
cost offunds, but to avoid the indirect burden ofsetting up a branch system to harvest retail funds
as well. Such purely wholesale firnding could permit the development ofa lower cost centralised
lender which could substantially undercut the high spreads of traditional lenders.

It is our judgement that the private sector is capable of developing such an arrangement on its
own and should be allowed to do so without being pre-empted by a government sponsored effort.
The government, however, should assist by updating regulations to facilitate securitisation and
other forms ofwholesale fund raising by both banks and non-banks.

The National Housing Finance Corporation (NHFC) is specifically mandated to address the need
for wholesale firnding for lenders focussed on low and moderate income households. NHFC has
already begun to offer secondary funding to some such lenders, and is actively planning how best
to expand this role. We endorse this effort in general, and in particular, we endorse the plans to
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manage risks by arranging for greater regulation and supervision of the sector and by seeking
advice from Fannie Mae on managing portfolio risks.

There is some potential for NHFC to assist in creating a secondary market window for the upper-middle market. This should be a lower priority activity for NHFC and should be restricted to
circumstances creating limited risk exposure and where the need for quasi-public intervention is
clear.

With respect to the specific question ofwhether or not South Africa is ready for securitisation,
we conclude that securitisation is a viable funding structure for this market. Securitisation, like
all other secondary market funding mechanisms, must provide advantages over the existing
funding mechanisms in order to be attractive. As discussed above, in the years to come, a changein the interest rate environment and/or a change in banking institutions' liquidity requirements
could motivate a move towards securitisation. If South Africa is to securitise mortgages, a
number ofissues would need to be addressed including sources of credit enhancement, including
the possibility ofNHFC providing it, structuring a securitised issuance according to the desire of
investors who are accustomed to fixed rate instruments, addressing pre-payment risk, and
structuring around some of the unique features ofSouth African mortgage loans. In addition, a
number ofadministrative matters would need attention including the elimination ofthe TransferTax and Stamp Duty which burden the transaction costs of securitisation, and relaxation ofthe
Deposit Taking Institutions Act of 1990 which limits the entities which can lawfully enter into a
securitisation.
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FEASmILIlY STUDY REGARDING A SECONDARY MORTGAGE MARKET IN

SOUTH AFRICA

PART I

INTRODUCTION AND OVERVIEW

There have been enormous changes in economic and financial forces accompanying the politicalshifts in South Africa this decade. These changes have included the opening up ofthe South
African economy and financial system to foreign entry as well as greater access by South African
entities to world technologies and resources. These changes are reshaping the way that business
is done, including the business of financing housing. At the same time, the political shifts are
creating new business, especially with respect to financing housing for the portions of the
population previously excluded from access.

The result is a renewed interest in a technique offinancial intermediation which has gained globalattention in the last ten years. That technique is the use ofsecondary market sources for funding
housing loans. Sometimes going by the term "securitisation," sometimes simply called asecondary mortgage market, secondary funding can be a more efficient way to fund either thetraditional housing finance market or the emerging broader market.

This report collects and examines the available evidence on the question ofwhat role secondarymarket funding may play in the near future. The goal is to provide both the National HousingFinance Corporation of South Africa (NHFC) and the United States Agency for InternationalDevelopment (USAID) with the background and analysis needed to guide them in their separateand cooperative efforts to improve the access to housing funds for all households, and especiallylower and moderate income households.

Part II discusses the nature of secondary market funding for mortgage lending and brieflyexamines five major types of secondary markets in use elsewhere in the world. Part III provides
a summary picture of the housing finance market in South Africa, including the rapidly evolvingportions specialising in low and moderate income households. Part IV looks at the broader
financial and capital markets;sources offunds, modalities of operation, and the capital market'slikely pricing and structure for a potential secondary market funding mechanism. Part V builds
on these observations to draw some specific conclusions about how and where a secondarymarket function might develop and thrive and provides an overview ofthe structural constraints
to securitization in South Africa.
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PARTn

THE ROLE OF SECONDARY MARKETS IN HOUSING FINANCE

In casual conversation throughout the housing finance world, people will comment that secondarymarkets for mortgages seem like a good idea. Moreover, there is a certain amount of
conventional wisdom about what kinds of secondary market procedures (SMPs) are mostdesirable. Like much conventional wisdom, there is some truth in such observations but also a
good bit of mis-statement. This section describes what a SMP is and what some general typesof SMPs are, reviews the success of some SMPs from around the world, and identifies theinformation needed for determining the prospects for a SMP in South Africa.

TYPES OF SECONDARY MORTGAGE FUNDING MECHANISMS

The term "secondary" is intended to follow the "primary" market for mortgages, which consistsoffinancial institutions which make the loans initially. The term was originated in the U.S. wheremortgages themselves were actually being sold in a secondary market after origination by a lenderin the primary market. It is most often used today to refer to secondary funding ofmortgagesafter origination, whether through sale of the mortgages, through their use as collateral, orthrough other forms of large-scale, longer-term fund raising (in contrast to "retail deposits")directly or indirectly backed by the mortgages. 1

The originator of housing loans operates in the "primary" market and will be called a primarymortgage lender (PML) because of that, whether a small or major lender. It is possible for asingle entity to be a PML and still fund itself, in whole or in part, through a secondary (i.e.,wholesale) funding mechanism. The PML may operate the SMP itself or the SMP may be
operated by an independent secondary market institution. Each of these types of secondaryfunding mechanisms is ofinterest here and will be examined below. However, we shall reservethe use ofthe term "secondary market institution" (SMI) to those entities, such as Fannie Mae in
the United States, that are not PMLs themselves but raise funds through secondary marketmechanisms for use only by others who act as PMLs.

Under this broad understanding of secondary mortgage funding, there is a wide range ofalternative approaches being practised around the world. The use ofany system depends on thecircumstances prevailing in the housing and financial markets of the individual country.

The simplest type ofSMP involves the issuance by the primary lender itself of an unsecured debtinstrument. Historically, a major limitation of such funding was that investors were usually lessconfident about the longer term status ofany single lender and thus saw long term debt issuances

1 In this process, negotiable securities are usually created as the mode ofaccessing the capital marketsmost cheaply; but what is called "securitization" ofthe actual mongages is only one model ofwholesalefunding
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as relatively risky. 2 Because of this, lenders will find it easier to raise funds from wholesaleinvestors through liabilities which are essentially the same as those offered retail depositors, e.g.,short-term debt. Such a limited type ofwholesale funding, essentially a large denomination retaildeposits could be considered to be secondary market funding, but is actually a less stable fundingbase than retail deposits.

One way of dealing with the fears about the long term solvency of the lender is to form bankswhose only business is very safe mortgages of specific restricted characteristics (i.e., mortgagebanks). Then the bonds are collateralised by all of these very safe assets ofthe lender. In caseof default on the bonds, ownership of the mortgages would pass to the bondholders. Such asystem was the first form of SMP, developed about 150 years ago and still in extensive use inGermany and Scandinavia.

A small variation ofthis is for a PML to back individual secondary market issuances with specificlow risk mortgages. Unfortunately, this can introduce an element ofheterogeneity in the bonds,with the prepayment and safety of any particular bond depending on the specific mortgagesbacking it.

Another small, but important variation on this approach is for an independent intermediary to pooltogether such mortgage-backed debt instruments ofa number of institutions and issue its ownbonds on a larger scale and with even greater assurances of payment, i.e., a true SML Such aninstitution has an incentive to check on the quality ofthe mortgages that serve as collateral for theloans made by the SM! to the PMLs and in tum back the bonds issued by the SM!. Severalcountries have created such a special institution, usually sponsored by the government, which
monitors and enforces such standards and provides its own blanket guarantee to bonds that itissues to the public. The implicit or explicit government guarantee is placed only on top ofthesubstantial, monitored guarantees of the PMLs.3

•

Alternatively, the SM! can actually purchase the loans from the PMLs, thereby taking on whateverrisks pertain to them. This may be attractive ifthe cost ofequity and/or debt is lower for the SM!than for the PMLs or if it allows a more efficient degree of specialisation in the lending process.

The last structure in this continuum is for the ownership ofthe mortgages to effectively pass fromthe primary lender to investors, a procedure usually referred to as "securitisation." Securitisationis the most direct sort oflinkage between a retail loan and a long term investor, and it requiressignificant structuring with respect to legal and financial issues' For example, usually involvessetting up a legal entity (special purpose vehicle) which owns the mortgages and selling rights to

2 This is not as much an issue today, at least in financial markets where credit ratings are accepted ascapturing most or all of the information needed to evaluate the credit risks of loans to housing lenders.
3 One way ofviewing such an SMI is as a separate institution that pools together as collateral the very bestmortgages from several banks or other lending institutions and uses that collateral to offer bonds that arenearly risk-free to long-term investors. The ownership of the mongages stays with each lender and theSMI accesses the debt market much like a PML with a ponfolio ofvery low risk loans.

4 A concise but comprehensive repon on the complexities of securitisation was prepared by Deloitte,Haskins and Sells, called "Securitisation in South Africa: An Introduction."
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all cash flows into that legal entity, as is done in the U.S. It also usually involves the shifting of
much more credit risk and cash flow risks than other types ofS'MPs.

The greatest advantage of securitisation for the lender is the shedding ofall risks with respect to
the loans. Ofcourse, by the same token, there is an additional burden on the investors to carefully
manage their exposures. In the U.S., many securitisations are done under the auspices of a
government-sponsored SMI, which organises and monitors all steps in the process. However, this
need not always be the case in the U.S., and is never the case in the U.K.

Unfortunately, it is not easy to know in advance that a S'MP will prosper, i.e., that PMLs will find
it is cheaper or better in practice than relying on bank deposits ofall kinds. The outcome depends
on the evolution ofthe overall debt market, including its liquidity; the perspectives of the banks
and the natural long term investors in bonds, the pension and insurance sectors; operational cost
considerations; legal, tax, and regulatory factors; and the attitudes ofthe borrowers to different
types ofloans.

THE ADVANTAGES OF SECONDARY FUNDING

The volume ofbusiness ofa S'MP depends on three things:

I) the risk-adjusted cost ofS'MP funds vs. other funds

2) the volume ofloans being made of different types

3) the volume oflending being done through different channels

As we shall see, these are highly inter-related factors.

Why might S'MP funding be lower cost? As noted above, the major motivation historically for
SMPs was the reduction ofperceived credit risks. Lenders to the SMP, i.e., the bondholders, are
willing to make funds available through the S'MP at a lower rate or better terms than regular
deposits based on a lower risk profile of a S'MP. In actuality, there may also be liquidity, tax or
regulatory advantages to investing through a SMP.

Another cost advantage of the SMP can arise from its mode of operation. By raising funds
through bonds or bond-type securities in large denominations on an organised market and
providing funds in large amounts to the PMLs, a SMP may be cheaper than operating an office
with tellers and other staffhandling the current and time deposits of individual account holders.'
However, to the extent that spreads between deposit rates and other rates fully reflect the costs
of deposit-taking, this advantage may be minimal.

S There are not only savings with respect to the operational infrastructure. Ifa PML is able to fund loans
without taking deposits, it is not part of the money creation mechanism and thus need not bear the costs
of regulations and procedures governing banks.
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A more subtle advantage that a SMP can offer an investor is that of raising funds in a form,
usually medium- to long-term debt, often with a fixed rate, that is more desirable to certain
investors than the typical short-term deposit or certificate.

There are two additional risk reducing advantages that a SMP can offer a PML, both with respect
to the funding it uses to make loans. First, the funding can be more closely or exactly matched
to that needed for the loans, either in maturity or in variability ofthe interest rate. Secondly, the
funds can be more reliably available than other sorts offunds.

Finally, there is the financial calculus ofdebt versus equity. The cost ofequity funding tends to
be higher than for debt because of the risks borne by equity investors. Since all loans held in
portfolio by a lender contain part equity funding, as well as debt, the total cost offunds may be
higher than the cost of funding from a SMP which shifts the risks elsewhere. But this is not
automatically true, because the risk must go somewhere. Since it must be absorbed by an SMI,
a third-party insurer, or the investors, there will be a cost to be included in the all-in cost offunds.

In summary, the cost advantages ofa PML using a SMP over retail deposits can be classified as:

I) Lower credit risk from viewpoint ofinvestors;

2) Lower taxes, reserve requirements, other regulatory considerations for PMLs or
investors;

3) Lower transaction costs for the PML based on the scale and term offund raising;

4) More desirable structure and scale of SMP securities for investors given long-term,
fixed-rates and greater liquidity;

5) More desirable structure of SMP funding for PMLs which reduces liquidity and
interest rate risks; and

6) Lower cost ofequity for risk bearing through the SMP than through lenders.

Without one or more ofthese advantages in cost or other terms, a SMP will not be used at all.
With some ofthe advantages, the SMP may be used for funding only certain sub-segments ofthe
housing loan market or at certain times. If its advantages as a funding source are significant, a
SMP can become the primary source offunds for housing loans.

As noted above, there are two other factors that interact with the cost advantage to determine
the use ofa SMP. The first is the extent that the desires ofmortgage borrowers match the kind
offunding best accessed through a SMP. For example, the cost advantage may be with respect
to the premium that wholesale investors want for lending for a long term or at a fixed rate or for
both long term and fixed rate, relative to the market cost of short term deposits. In general,
institutional investors have a much greater willingness to invest their funds for longer terms and,
in some financial systems, also at fixed rates. Ifborrowers also want to borrow long term at
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fixed rates (depending on how prepayment risks are handled), then a SMP may be a better wayoffunding the market.

The second factor is the extent to which there are complementarities among the gathering ofretail funds, the making of housing loans, and the long term servicing ofthose loans. In theclassic retail banking modeL the same infrastructure which is used to offer retail deposit services
is used to administer the loan function. However, in some countries, it has proven to besignificantly cheaper to separate all ofthese functions. Funds are raised through one institutionalstructure (a SMP), loans are originated through another (a centralised lender), and loans are
serviced through yet another (a servicer).

All of these points can be well illustrated by examining a number of SMPs in the world and
analysing the degree of success ofeach model and the reasons for that success.

ASSESSING THE FIVE MAJOR SMPs

A. German-style Mortgage Banks. A good place to start a tour of the world's SMPs iswith the oldest one, the mortgage banking concept as practised in Germany, Austria, andDenmark. It is not based on any complex financial engineering, but on the simplest type ofriskreduction mechanism. As noted above, mortgage banks are legally distinct from ordinary banksand can make only a narrow range ofloans. This minimises the risks they can take on and thusreassures the buyers of mortgage bonds that the quality of their investment will not be dilutedover the relatively long time until maturity.6

By any measure, they have been very successful, providing large amounts ofmortgage funds for
over 100 years. This is because they have been able to benefit from nearly all ofthe cost andother advantages noted above, including (I) low risk, and a strong regulatory agency whichensures this; (2) various regulatory and tax advantages, such as requirements that pension fundsbuy only government bonds or mortgage bonds and restrictions on commercial banks issuingbonds; (3) low fund raising costs because bond markets are well developed; (4) a large demand
for longer term bonds by rapidly growing insurance companies and pension funds; and (5)borrowers interested in loans with the same terms as bond buyers, but not retail depositors.7

Moreover, this sort ofwholesale funding, specialised purpose, and low-risk lending has allowed
the German mortgage banks to have extremely low operating margins as low as 50-100 basispoints.

This situation has permitted the mortgage banks to issue bonds at rates just a few basis pointsmore than for government bonds, to find a large and relatively liquid market for those bonds, and

6 The Getman and Austrian mortgage banks primarily limit their risk by only lending up to 55 percent ofmarket value. The Danish mortgage banks go up to 80 percent, but require that all borrowers be liable forany overall shortfalls in collateral (joint and several liability).
7 In Germany, the bonds usually have medium terms (3-10 years), low scheduled amonization paymentsand no prepayment risk. The borrower receives a loan that amortises over 40 years, but the rate is re-fixedevery few years, depending on the period chosen by the borrower, and prepayments in between bear the fullfinancial cost ofany premium on the bond due to a decline in interest rates.
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to meet the needs of many borrowers. However, as markets and borrowers have changed, so
has the importance of mortgage banks and mortgage bonds. Removal of tax and regulatory
advantages has reduced the advantage over bank deposits in Denmark. In Germany, the large
commercial and savings banks are considered so safe that they can issue bonds on terms almost
as good as the mortgage banks, and they suffer none of the restrictions that are imposed on the
mortgage banks.g In addition, there has been greater interest by borrowers in variable rate
mortgages which are better funded by deposits rather than bonds. The net result is that only
about 20 percentofthe mortgage funding in Germany now comes through mortgage banks.

B. Unsecured Wholesale Funding for Depositories.9 The same forces have been at work
in Britain as in Germany, but from the opposite starting point (i.e., with an initial dominance of
deposit-based lending). Until 1980, Britain relied on savings banks (called building societies) for
the great bulk· of their housing loans, which in tum relied on retail savings deposits. This
dominance was supported by regulatory barriers to competition by commercial banks and de
facto co-ordinated setting of rates. While in the past, loans had been offered at fixed rates, the
appearance ofinflation in the 1960s prompted a shift to floating-rate loans, well suited to funding
through retail deposits. Deregulation in the early 1980s prompted aggressive entry by
commercial banks, primarily funded by a mix ofretail and wholesale funds.

During the I980s both the building societies and the commercial banks shifted more oftheir fund
raising towards the simple SMP ofissuing medium- to long-term unsecured debt, based on the
general credit rating ofthe institution, which in tum is based on the institution's capital and the
presence ofstrict government regulation and supervision. There is no central secondary market
institution involved and no earmarking of loans as collateral, nor do the institutions fully match
the terms to maturity of their borrowing and lending. They are free to switch between funding
sources as market conditions dictate.

The growth ofthis sort offunding has been encouraged by stronger capital adequacy rules and
the increased reliance of world capital markets on internationally accepted credit ratings.
Deepening ofswap markets has also allowed lenders to offer fixed rate securities to fund floating
rate mortgages. Another development in uK financial markets, a trend away from term deposits
as a savings vehicle, has further encouraged the tapping ofwholesale funding.

It is instructive to note that in Germany and in Britain, medium- to long-term debt issuances by
deposit-based general lenders are today viewed as bearing the same low risk as the original SMP,
the German-style mortgage bank. This suggests that managing credit risk, the original
motivation for setting up special structures for accessing wholesale funds, which is what drove

8 In other words, they can set their underwriting criteria more liberaIly, they can use deposit-funding instead
ofbonds whenever that is cheaper, and they also offer the customer the full range of banking services. One
result ofthis evolution is that most mortgage banks are now subsidiaries of regular banks and really operate
as bond issuing arms ofthe banks, to the extent that this type offunding is cheaper.
9 The fund raising process by German mortgage banks is also the issuance of "unsecured" debt, but the
banks have been structured to effectively provide strong and specific security, while building societies and
other depositories have a variety of creditors, debtors, and risk exposures. It is for this reason that the
German mortgage banking is seen as a distinct type of SMP.
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Gennan mortgage banks, is not much ofa driving force today. This appears to be nearly as truein South Africa.

Government-Sponsored Refinance Windows for PMLs. A third variant in SMPs combinesthe features of the German-style mortgage bank with the desire for wholesale fund raising by
regular depositories. Specifically, an SMI makes loans to the PMLs on an over-collateralisedbasis and the SMI uses its scale and extra low credit risk to raise wholesale funds. This allowsthe PMLs to take on more risk than a German mortgage bank can and also to draw upon retail
funds or wholesale funds as the market and their needs change. The cost to them is that, inprinciple at least, they have to "cleanse" themselves of the risk by over-collateraiising their loans
from the SMI in order for the SMI to be viewed in the market the way that German mortgagebanks are, i.e., extraordinarily low risk lo

The first such SMIs were the Federal Home Loan Banks (FHLBs), which were set up in 1932to provide liquidity for savings institutions in the US. ll They operate by issuing debt with an
implicit govemment guarantee and then lending the funds to depository PMLs, which pledge ascollateral an amount in mortgages greater than the amount of the loan. All of the risks of themortgage loans stay with the lender; the intent is to provide a partial source of refinance forfurther lending as well as to offer a ready source ofliquidity for portfolio management.

How important are the FHLBs? As measured against the activities ofSMIs that buy loans, suchas Fannie Mae, they are a relatively small portion ofthe total funding scene (see Annex II-A foran overview of the SMIs in the U.S.). FHLB loans to PMLs are approximately $130 billion
compared with funding outstanding from the other U.S. SMIs ofalmost $2 trillion. However,the FHLBs are considered to be an important element in the housing finance system, especially
for many smaller PMLs. For those PMLs who wish to hold loans in their portfolio rather thansell them to an SMI, the FHLBs stand ready to provide liquidity if trends in their own depositbase deviate from trends in their loan portfolio. The cost of funds from FHLBs is verycompetitive and the acquisition ofthe funds from them is relatively easy.

An institution similar to an FHLB exists in France, the Caisse de Refinancement de Hypothecaire.The French institution is also relatively small, with loans outstanding ofless than US$ 20 billion.This is largely because it has not been utilised by the large commercial banks which tend todominate the home loan market and which have access to subsidised long term funds through theFrench contract savings scheme and through wholesale funds. However, it has been a criticalsource of refinance and liquidity for the smaller lenders, especially the few centralised lendersoperating in France. 12

10 Ofcourse, ifthe SMl is government-sponsored and has an implicit government guarantee, the SMI canchoose to not impose this sort of credit--enhancement and simply take on the extra risks itself.
II It may be confusing as to why there is more than one FHLB. There are 9 regional banks, a left-<lverfrom the days when communications were more difficult and banking was very localised in the UnitedStates. Today, the FHLBs operate ajoint system with essentially each Bank being a regional office dealing
\\~th the individual PMLs but fund-raising being centralised, much as Fannie Mae does also.
12 Anetwork of"centralised lenders" (called finance companies) have been operating in France since the1950s, funded primarily out of wholesale funds raised by large parent bank holding companies and byissuances ofthe CRH. Although once capturing almost 20 percent of the market, their market share shrank
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In 1987, Malaysia also established an SM! of this type, called Cagamas. Because wholesale
funds ofany kind are not readily available to Malaysian banks, Cagarnas has grown to be a major
source of funding and has encouraged the entry into home lending ofa number ofadditional
banks. It has been estimated to provide 20 percent ofall funds for mortgage lending.13 A similar
SMI is being established in Jordan at present for the same reason.

A variation on this is for an SMI to offer wholesale funds to lenders without taking any specific
collateral, other than a first lien on the lender's assets. This can be done without impairing the
SMI's credit rating if the SM! is government-sponsored, but it behooves the SM! to set and
monitor standards for its borrowers. This approach has been taken in India, where the National
Housing Bank has refinanced low rate loans out of subsidised funds without taking specific
collateral. It has recently moved to requiring the borrowing housing finance institutions to have
a satisfactory credit rating. This approach does not make sense in the U.S., because the
government is already guaranteeing the depositors, thus effectively putting a government-backed
lender to the PML on a second tier.

A government-sponsored SM! is also in a position to simply offer to buy mortgages for its own
portfolio. In this case, there is no overcollateralisation and the SM! could be taking on
significant risk. In the U.S., such an operation started in 1938, when the original Fannie Mae,
a government agency (now Ginnie Mae), started buying loans that had already been insured by
the FHA (Federal Housing Administration). There seemed to be no additional credit risk being
taken on by the government. 14 The private Fannie Mae today still buys mortgages in this fashion,
financed by issuances ofunsecured straight debt, not mortgage-backed. Presumably it could
securitise all ofthese loans instead, but it chooses to retain some in portfolio with the purpose
ofcapitalising on its implicit government guarantee for the benefit ofits private shareholders.

Government-Sponsored Mortgage-Backed Securities. As noted above, starting in 1938 the
original Fannie Mae actually bought loans from lending institutions. These purchases were
financed by bond issuances that originally had the full guarantee ofthe U.S. government. This
arrangement ofbuying loans by issuing bonds had a significant drawback: the bond issuances
counted as government debt. In an effort to reduce the apparent government deficit, Fannie Mae
was privatised in 1968. However, its residual presence in the government, Ginnie Mae,
introduced a new procedure, whereby it would offer its blanket guarantee to pools ofmortgages
already insured by the FHA. This procedure finally induced private sector investors to buy such
pools, and thus the "securitisation" of mortgages was born.

Securitisation remained a relatively small part of the market through most ofthe 1970s, despite
some refinement of it by another government-sponsored SM!, Freddie Mac (which catered to
the savings and loan sector). The new private Fannie Mae continued the practice ofbuying loans

to ·five percent after the commercial banks were pennitted full access to the mortgage market in 1987.
13 The nature of Cagamas is sometimes misunderstood. Cagamas executes a purchase of the actual
mortgages, much as Fannie Mae does. However, it does so only for securing its access to them as
collateral. The purchase agreement leaves all risks with the originator and mandates repurchase by the
bank at the end of the term ofthe loan from Cagamas to the bank.
14 In contrast with this statement, attempts to get private investors to directly buy pools of FHA-insured
loans, instead ofdirectly government-guaranteed bonds, failed.
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and issuing straight debt, mostly with short maturities, much as the PMLs themselves were doing.
Most of the credit risk was being taken by private mortgage insurers and the presence of the
insurers and Fannie Mae and Ginnie Mae allowed American-style "mortgage bankers," lenders
without any deposit base and no portfolio holdings, to operate.

Securitisation really only came into its prime after the upsurge in interest rates in the late 1970s
reminded portfolio lenders, including Fannie Mae, of the interest rate risk they were taking by
lending long at fixed rates and free prepayment. It became clear that the cash-flow risks ofsuch
lending had to be shifted elsewhere, possibly to investors. At the same time, the government
began encouraging sales of below-water mortgages off the books of lenders by allowing the
amortising of the loss15 Fannie Mae was in no position to hold these mortgages either, so it
plunged into an expanded program ofsecuritising them, providing blanket pool insurance, but
passing on all prepayment risk. This surge in securitisation provided the scale to increase market
interest and drive down liquidity premiums.

Note that the popularisation of securitisation as a SMP was not driven by either a desire to
maintain liquidity by the PML or to shift credit risk from the SMI, which, along with any
mortgage insurer involved, retained all the credit risk. It was the desire of the PMLs to indulge
in an accounting loophole and of the SMI to shift the various interest rate risks posed by freely
prepayable fixed rate loans (i.e., really only fixed ifrates go up, otherwise refinanceable ifrates
go down). Still today, most securitisations involve shifting no credit risk to investors, only cash
flow risks. 16

This issue ofprepayment would not be so important ifthe housing loans had interest rates which
varied with short-term interest rates in the capital markets. But an extremely important
characteristic of U.S. housing finance is the strong preference of both borrowers and many
investors for obligations with long-term fixed rates, combined with a strong preference by
borrowers to be free to prepay loans at any time.17 This situation makes secondary market
funding unusually attractive compared to fixed deposits of any kind, and sale to one ofthese
kinds of SMIs, the preferred approach for making fixed-rate loans. Even when Fannie Mae
chooses to hold such a loan in portfolio, it attempts to fully hedge its interest rate risk exposure.

The dominance ofthese SMIs in the fixed-rate loan sector has also allowed the mortgage banker,
who can exploit fully any cost savings achievable by separating the functions of origination,
funding, servicing, and risk bearing, to become the largest type oflender in the US. However,

15 The proposition was that the institutions could sell their low-rate loans at, say, 70 percent offace value,
not book the loss immediately, then use the cash to originate new higher rate loans. This kind ofdesperate
thinking by regulators directly contributed to the ever larger losses incurred in the 1980s.
16 The mortgage securities market in the U.S. received another big boost when tax laws were changed to
allow the special purpose vehicle to manage the cash flow from the mortgages in ways that focused the
risks on just those holders most interested in taking it (often as a speculation or hedge). This innovation
is called the Collateralized Mortgage Obligation, "CMO," and it substantially increased the advantage of
funding fixed-rate loans through securities.
17 It is notable that in France, the borrowers strongly prefer fixed-rate loans with rights ofprepayment, but
investors do not like long-term fixed rate bonds with right ofprepayment. Thus, this type offund-raising
has not been successful.
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it is essential to note that, for those loans made at variable rates, not fixed rates, these supposed
advantages are not sufficient to overcome advantages to bank origination and funding, despitethe extremely high state ofdevelopment of the securitisation market. (Servicing, however, is
frequently sold to a specialist organisation.) Such loans typically continue to be held by banksand savings and loans and funded primarily out ofsavings deposits. Thus, while the overall share
ofmortgage-backed securities (issued through Fannie Mae, Freddie Mac, Ginnie Mae, and someprivate issuers) in housing funding averages over 50 percent, it varies over time depending onthe preference of borrowers for fixed or variable loans, something which depends on public
psychology and the difference between short-term and long-term interest rates..

It is also very instructive to note that similar kinds ofSMPs in other countries have not been assuccessful. As noted below, the attempt to set up mortgage securitisation in Britain has
floundered because the borrowers do not greatly prefer fixed-rate loans, investors are willing tomake funds available at a low cost to lenders on an unsecured basis, and the private SMIs havehad to pay large amounts to get their mortgage-backed bonds guaranteed by private insurance
companies or otherwise credit-enhanced, a guarantee that the U.S. SMIs get implicitly from thegovernment for free. Canada set up a government-sponsored institution like Fannie Mae, butit also has not been a major source offunding, primarily because borrowers are willing to borrowat variable rates of interest (often only reset every few years). If Americans used primarilyvariable rate loans and Fannie Mae was viewed as having no government backing, the market forsecuritisation would be much smaller. 18

In an effort to summarize the Government-Sponsored Mortgage Backed Securities market, thefollowing exhibit provides an overview ofthe various secondary market institutions in the U.S.and gives an explanation of the role each of these organisations plays in the U.S. secondarymortgage markets.

In the order oftheir founding, the important SMIs are:

Federal Home Loan Banks: Founded in 1935, originally owned by government, gradually sold
to lending institutions (originally only served Savings and Loan institutions). No governmentguarantee, but viewed as having one implicitly. Provides advances to housing lenders from 3
months to 10 years, fixed or variable rate, collateralised by residential mortgages with 20 percentexcess collateralisation. Total assets about US$ 120 billion.

Federal NationalMortgage Corporation (Fannie Mae): Founded in 1938, originally owned bythe government, but privatised in 1968. Originally bought only loans guaranteed by the FederalHousing Administration (FHA), using funds raised by issuing government-guaranteed debt.Since privatisation, buys all sorts of housing loans, keeping about one-third in portfolio andsecuritising about two-thirds. Total assets and securitisations about US$ 1 trillion.

18 Recently, Fannie Mae and Freddie Mac have been required to meet capital adequacy norms similar tothat required offully private entities. This bas reduced their advantageous leveraging, but still leaves themwith access to funds at a spread over U.S. government obligations that is smaller than a top ratedcorporation would pay.
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Government National Mortgage Corporation (Ginnie Mae): Founded in 1968, at the time ofprivatising Fannie Mae. Fully government-owned. Does not buy any loans, but offers a blanket
government guarantee on pools ofgovernment-insured (FHA or Veteran's Administration "VAn)
mortgages to be used in securitising them. FHA- insurance is limited to median priced housing
and VA loans tend to at the lower end ofthe spectrum given that only veterans buying their first
home qualifY under this program. Total guaranteed pools about US$ 400 billion.

Federal Home Loan Mortgage Corporation (Freddie Mac): Founded in 1970. Originally
owned by the Savings and Loan institutions, and catering to buying their mortgages, but now
fully competitive with Fannie Mae and primarily issuing mortgage-backed securities. Total assets
and securitisations about US$ 600 billion.

Private Mortgage-Backed Securities. In the late 1980s in Britain, there appeared a slightlydifferent type ofSMP, operating on the basis ofUS-style securitisation, but with the credit risk
entirely absorbed by private entities. This funding arrangement permitted the creation by the
private sector of "centralised lenders" to compete with the banks and building societies. The
centralised lenders do not have extensive branches of their own, but instead work through
independent brokers and insurance agents. In essence, the centralised lenders operate as
competing Fannie Maes, much as would be the case in the United States if the governmentsponsored securitisers were to lose their government sponsorship.

There were several elements to the ability of the centralised lenders to enter the market at that
time. First was the low overhead of originating loans through an existing network of agents.
Second was the willingness of large insurance companies to provide blanket insurance on the
mortgage pools. Third, there was greater interest on the part ofborrowers to take out loans with
fixed rates, something easier to fund through bond issuances than deposits. Fourth, rates on
bank deposits had been competed by banks to' high levels relative to bond issuances, eliminating
any advantage to raising funds through branches. Because ofthese considerations, the market
share ofcentralised lenders jumped to I3 percent by 1987 which was halfthat ofthe commercial
banks.

This success did not last long. The costs of retail deposits fell, the cost of mortgage pool
insurance rose, the regulatory environment turned negative, and the interest in fixed-rate loansdeclined. Several centralised lenders ceased operations and their overall share has been low since
1990. The market has evolved away from shifting credit risks to insurance firms and towards
a senior/subordinated structure which appears to be cheaper, but still the market share has notrebounded.

This same mechanism did not proliferate in France when tried in the early 1990s. The total of
the costs of issuance, credit enhancement, and the premium that investors wanted for bearing
prepayment risk was too great compared with other funding sources. These other sources
include subsidised contract savings as well as regular deposits. Another deterrent in both France
and Britain has been an inclination of borrowers to go to their retail financial institution for
mortgages instead ofa specialised mortgage origination entity..

However, it remains notable that the financial and legal structure of securitisation no longer
requires the presence of a government-sponsored entity to give blanket assurances. Once the
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legal structure is supportive of it, its use is limited only by the costs of intennediation and of
obtaining a high credit rating. Clearly, though, securitisation is not necessarily more attractive
than other fonns of SMP.

WHAT ABOUT SOUTH AFRICA?

What can be concluded from the experience elsewhere about the likely success of a SMP in
South Africa? It is informative to review the circumstances under which SMPs have been found
to be useful.

Gennan-style mortgage banking was very useful originally because it sharply limited the creditrisk ofthe bonds issued by the banks. However, strong regulation and independent credit ratings
have permitted bond issuance by depositories at nearly the same spreads.

Thus, British-style unsecured bond issuance provides building societies and banks with access
to wholesale funds without setting up a special SMP. It seems to meet the needs ofthe lenders
for reducing liquidity risk and economies of scale in fund raising, but does not provide anyshifting ofthe interest-rate risks ofmaking fixed-rate loans (except to the extent that the bonds
are callable).

Liquidity facilities such as the Federal Home Loan Banks and Cagamas have been effective in
helping smaller depositories in particular to manage their treasuries. They can be a safe method
of interposing an implicit government guarantee between such lenders and investors and
providing greater liquidity to investors by making larger issuances.

Securitisation by government-sponsored SMIs has been very successful in the U.S., primarily
because it permits the shifting to investors of the large interest rate risk prominent in the long
tenn, fixed rate, prepayable loans popular among U.S. households. Part of this success is also
attributable to (I) a coincidental build-up ofWall Street activity in the area, (2) some advantages
to "centralised lending" and (3) the presence ofthe implicit government guarantee.

Securitisation by totally private SMIs was a major factor in Britain for a while. Its principal
advantage was in permitting the development oflower cost centralised lending. However, theseoperational cost advantages have not proven to be large enough to maintain a major market
share.

An interesting variant on securitisation appeared in 1996. An entity owned by the government
of Argentina, the Banco Hipotecario National, issued mortgage-backed securities on the
international market backed by its own guarantee and two subordinated tranches equaling 15
percent of the total issuance amount, as well as a 24-month reserve fund. The underlying
mortgages had been made in U.S. dollars, mostly at a floating rate indexed to LIDOR. The
bonds were rated by Duffand Phelps. The motivation for the offering seems to have been the
tapping of the burgeoning demand for relatively low-risk emerging market debt as a relatively
inexpensive source ofcapital. It is possible that such an arrangement would be relevant to South
Africa.
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We conclude from the experience in other countries that the success ofa SMP depends entirelyon many elements unique to the prevailing circumstances in that country. It depends on the costsofdeposit-funded lending, both in tenns ofraising funds and also with respect to originating andservicing loans. It depends on the cash flow characteristics of the loans themselves, and howwell they match the preferences ofretail depositors relative to large, longer-tenn investors. Itdepends on the credit risks of the loans, the cost of capital to the PML needed to bear thoserisks, and the cost ofcapital to other entities which could bear those risks. Ultimately, it alsodepends heavily on economies of scale, not only in tenns ofoperating a SMI or developing theliquidity ofdebt issues, but in tenns ofpushing all parties along a steep learning curve.

Thus, an answer can be forthcoming only after the characteristics of the housing finance sector,including the lenders, the borrowers, the loans; and ofthe financial sector, especially the investorsand intennediaries, are well understood. We tum to these issues next.
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PART ill

AN OVERVIEW OF THE HOUSING FINANCE IN SOUTH AFRICA

The traditional housing finance market is large and well developed and is the main form ofcredit
extended by the commercial banks. Such lending has survived reasonably well the difficulties ofhigh inflation, recession and political transition. Currently, it seems to be undergoing an increasein competition and innovation, including possibly some further experimentation with securitisingmortgages. In addition, there is an exponentially increasing amount ofIending to the emergingmarket, including innovative approaches to lending for housing. 19

LENDERS

The great bulk oflending for housing purposes is by commercial banks out of their own fundsand for their portfolio. The commercial banking sector (which is examined in more detail in PartIV) is organised primarily around several large bank groups, which in turn are closely alignedwith groupings ofother entities in the financial sector, such as insurance companies. The fOUTmajor groupings, in order of asset size, the size of their mortgage book and share of themortgage market (as ofMarch 97), are detailed on the following page.

The disparities between share of all banking assets and share ofmortgage assets primarily reflectsthe degree to which commercial banks acquired building societies in the early I990s. Major
changes in the banking laws at that time removed barriers between banking segments, includingadvantages that building societies had which gave them control of the mortgage market.
Commercial banks then moved into the mortgage market aggressively, but some also bought theexisting books and facilities ofthe major building societies. Today, all banks consider mortgagelending to be their primary form ofadvance, followed by short-term overdraft and instalmentcredit.

The four major bank groups hold about 85 percent of the mortgage loans (called "mortgagebonds" in South Africa), as measured by value. The rest were made by a variety of smaller
entities, some ofwhich are simply smaller banks. However, since 1994, there has been a growingpresence oftwo entirely different types oflending. At one extreme are investment groups andmerchant banks which have begun to offer "private banking" services to the most afiluenthouseholds in the country. They include mortgage loans as a major part of that package ofservices.

19 There are two very useful sources for more detailed information about the housing loan market in SouthAfrica. The first is Volume One ofan extensive report entitled "End User Housing Finance," completedin October 1996 by Matthew Nell & Associates for Lance Bailey and Associates under contract withUSAID. The second, by Mary Tomlinson for the Centre for Policy Studies and USAID in September1995, is entitled 'The First Million Is The Hardest" which discusses the various institutions related to thegovernment's housing initiatives.
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Total
Total Mortgage Market
~ lliu!k Shm:
(R. biI.) (R. biI.)

I) ABSA Group 127 45 36%

- Allied
- Trustbank
- United Bank

- Volkskas Bank
-NuBank

2) Standard Bank 107 27 21%

- Standard Bank

3) First National Bank 86 12 9%

- First National Bank
- Future Bank (cornmon ownership)

4) Nedcor 79 23 18%
-NedBank
- Permanent Bank

I

I - People's Bank

!A1IOthers 100 20 16%

!TOTALS 499 127 100%

At the other extreme is the growing amount of secured and unsecured lending being made by
banks and finance companies in the form of small loans for the purchase, improvement or
incremental construction of modest housing. At this point, it appears that this kind oflending
totals over R 2 billion, and is growing rapidly. Although this amount is a fraction of that in the
traditional mortgage market, the number ofhouseholds being assisted will probably exceed the
traditional market in a few years. The institutions catering to this part of the market include
A1tfin, Cash Bank, King Finance, and Rural Finance Facility.

FUNDING

In South Africa, the commercial banks gather funds in the usual ways, through offering CUrrent
and deposit accounts. However, the household sector, which had traditionally provided most
of those accounts, no longer provides the bulk of the banks' resources'>o In 1996, only a third
ofall deposits were from households, with the balance corning through the wholesale short-term
funds market, including from offshore sources. One important source of deposits is the

20 Changes in tax laws and consumer preferences have shifted the flow of household funds from bank
deposits of all kinds to insurance and provident fund products. For example, in the 12 months ending
September 1996, deposits by insurers and pension funds grew by 42 percent, and from individuals by only
13 percent.
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government (central and provincial), which gives a certain amount of direct leverage over the
banks. This leverage is used by the Reserve Bank to influence liquidity.

The large banks maintain the top short-term credit rating to facilitate access to foreign funds.
Their overnight liquidity needs are balanced by borrowings from the Reserve Bank at the Bank
Rate, which is set to be somewhat higher than the cost ofwholesale funds. The wholesale fund
market primarily consists of large negotiable certificates ofdeposit (NCDs). NCDs are issued
at rates which are about 50-100 basis points above retail deposit rates. Presumably, the retail
deposit rate tends to respond to the cost ofNCD funding, rather than vice-versa. NCD rates are
currently about 15.4 percent. Notably, the spread ofNCDs over similar term government debt
averages only 75 basis points.

Overall, more than half of the outstanding deposit resources have terms of less than 31 days.
Only about 5 percent is over one year. On the other side ofthe balance sheet, the majority ofthe
outstanding advances have more than five years remaining to maturity. The funding situation
pretty much demands a floating rate environment, except to a very limited extent. It also
suggests that the banking sector has to be conservatively regulated, since there is no deposit
insurance offered and liquidity could dry up quickly for any bank thought to be of doubtfulsolvency.

Tapping the deposit market is much more difficult for a new lender, especially one specialising
in lending to lower income households. Any institution that takes any kind of deposit is
considered to be a bank under the current law and as such is subject to the extensive banking
regulations. This minimises the likelihood of finance companies bidding for public deposits
against mainstream banks. It also technically prevents any non-bank lender from issuing -debt orraising wholesale deposits, although there is no public purpose served by preventingknowledgeable entities from making loans as they wish. An equally important barrier is the
tendency ofconservative institutional investors in most countries to stick to well known entities,despite the potential for additional yield in lending to lesser known institutions. Few investment
managers want to have to explain how the ratio of reward to risk was very attractive and served
as sufficient ex ante compensation for the potential of the borrower defaulting, unless they can
point to many others being equally foolish.

PRODUCTS

As of 1996, the great majority of outstanding and new loans being made by commercial banks
to the mainstream upper market were characterised as follows: secured by a first lien on the
house, self-amortising over a term of 20 years, an interest rate that was unilaterally subject to
change by the lender, and subject to prepayment at any time at a nominal or no cost. In general,
down payments (deposits) were 20 percent or less. No mortgage insurance was asked in cases
oflower down payments, but other aspects of creditworthiness were examined.21

21 There is no general mortgage insurance available in South Africa. In other countries without such
insutance, lenders usually charge a higher rate according to the ratio of the loan to the value ratio (LTV)ofthe house, at least when the L1V exceeds 80 percent. Since 1990, competition between banks in South
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There are some small variations around this standard design. Some banks are offering an initialrate fixed for a period of I to 5 years in return for agreement to pay a prepayment penalty.Prepayment penalties are limited by law to 3 months ofinterest and in practice have been difficultto collect based on market competition. However, current enviroment of strong expectationsofa declining rate environment, the presence ofterm savings on the liability side of the banks,and the ability to hedge in the derivatives market are supporting some cautious fixed-rate lending.

There are two variants of another mortgage product being commonly offered known as the
"access bond." Access bonds are mortgages which allow renewed borrowing as well as flexible
pay-offs ofall or part ofthe principal balance. The simplest type is where any early repaymentscan be taken back out again as credit. The maximum principal outstanding tracks that scheduledat the origination ofthe loan, but at the high real after-tax interest rates prevailing on mortgagesand low after~tax yields on savings, it is attractive to be able to credit excess cash against themortgage and yet retain the liquidity ofa savings deposit.

The second version of an access bond is written to permit renewed borrowing up to themaximum amount of the initial principal. Unless the term is extended at the time of renewedborrowing, this loan implies that the potential for the repayment burden exceeds the normalunderwriting ratios. On the other hand, the presence of significant inflation tends to mitigate thelikelihood that these ratios will be breached. Overall, however, this product does place increasedburden on the house value as collateral, since some borrowers will take advantage of thiscapacity precisely when their income situation is more perilous. It is not clear that any specialcriteria are applied to qualifYing for such a loan.

A very important variant of the standard mortgage loan is the so-called "affordable housingloan." After the elections in 1994, banks worked together through the Association ofMortgageLenders to set minimum underwriting standards for loans to the lower-middle income group.These guidelines call for offering loans up to the full cost of the house plus transaction costs, aslong as there is coverage of20 percent of the total loan amount by one or a combination ofthefollowing: (1) pledge ofprovident or pension fund, (2) guarantee by the employer (the usual casefor civil servants, who do not have a specific provident fund benefit), or (3) purchase of aguarantee of up to half of the amount from the Home Loan Guaranty Corporation (HLGC).Amounts received under the government's capital grant subsidy scheme to low incomehouseholds can also be contributed in lieu of cash deposit. The guidelines for an affordablehousing loan further spell out the maximum payment-to-income ratios, requirements for lifeinsurance and a National Home Builders Registration Council defect warranty.22

This type oflending forms the core ofmortgage-secured loans made to those earning less thanR3,500 per month. The average size ofthese loans is less than a third of the size ofthe averagetraditional loan and the banks appear to be experimenting with the pricing to see what willgenerate a desirable return. Currently, most banks are charging a 1-3 percent premium over the

Africa has pushed up LTVs ratios, but not caused rates to differ according to LTV.
22 The NHBRC defect warranty combines a program ofvetting and registering builders with the fOJTlllltionofa reserve fund for repairing defects in homes built by registered builders who have gone out ofbusiness.
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standard mortgage rate (from which the best traditional customers can get a discount ofup to
I percent), depending on loan size. The term is usually only 10 years and the rate is floating.

Despite the effort on behalfofbanks to address the home loan requirements of the lower end of
the market, many observers have found that mortgages are not necessarily an appropriate
instrument for this segment ofthe market. Borrowers in this group do not want loans with a 20
year maturity; they much prefer a shorter term. The floating rate associated with standard
mortgages in South Africa is often misunderstood by borrowers in this group, resulting in
feelings ofexploitation when interest rates rise and consequently, a greater inclination towards
defaulting. Furthermore, borrowers in this part of the market feel that repossession of their
homes in the event of default is an additional exploitive measure by banks. These borrowers
prefer to borrow at fixed rates, for shorter periods, on an unsecured basis, even if that means
lower proceeds and higher real costs to them.23

From the banks' perspective, the principal issue with respect to these affordable housing loans
is what rate they can recover the extra administrative costs ofmaking and servicing such small
loans. Since the smallest affordable loans (under R25,OOO) are about one third the size of the
largest (R50-65,000), it is not surprising that the premium varies by 300 percent. The banks feel
that this premium does not leave much for any extra credit risk and may not even cover the extraoperational costS.>4

Since 1994, the banks have been trying to service the very bottom ofthe housing finance market,
as measured by income and loan size, through a completely different type ofproduct, called themicroloan. These are not the sort of loans labelled in the development literature as
microenterprise finance (commonly less than US$ 500), but simply loans that are very small by
mortgage standards, shorter term than standard mortgages and carrying a fixed interest rate ofbetween 20 and 25 percent. Moreover, they are available without the burden of providing a
mortgage on the property. Instead, they are secured entirely by a pledge on the provident fund
assets.

Because the pension fund law requires that the loan be used for housing in order to pledge
pension assets, this kind ofloan is usually for building core housing or for housing improvement.
A large share ofthe loans seem to be associated with self-builders who have acquired a servicedplot with the assistance ofa government subsidy and are prepared to build housing progressively.

This kind of lending is being actively pursued by the commercial banks. This may appear tomean that these banks are actively seeking business from many lower-income clients. However,
this kind of lending is done on a wholesale basis through employers, unions, or pension
administrators, with no contact with individuals or even servicing ofindividual accounts. From

23"Mortgage bondage: Financial institutions and low cost housing delivery," Mary Tomlinson, Center forPolicy Studies, September 1997.
24 It should be duly noted that it is rare in developing countries that the local politics allow lenders tocharge higher rates on smaller loans (more likely the reverse is true). As a consequence, such lendingusually occurs only by government dictate. The flexibility of the political system in this regard is verycommendable.
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a risk-return perspective, this lending provides banks with a higher margin than their traditional
mortgage lending without a significantly greater amount of risk.

A large part of the low-income population does not have access to enough pension fund assets
to secure an adequately sized loan, despite being formally employed. This part ofthe market
is catered to by non-bank finance companies, who are often called "alternative" lenders. The
premise ofthis kind oflending is that a borrower who has had a steady job in the formal sectorhas a reliable source ofincome for a medium-term loan of2-3 years. The key to accessing that
"security" is the cooperation ofemployers to garnish the paycheque regularly, and employment
that is relatively immune from retrenchrnent. The underwriting criteria for this kind oflending
may include size of employer and years of service, but does not include reference to credit
histories, monitoring of the use offunds, or any title to real property. To illustrate the value of
payroll deduction to a lender, most lenders have found that the cost of tracking an individual
after he has left his employment generally do not justifY the effort and hence, they may simply
right off the loan at that point in time.

These lenders have been growing rapidly, based on their ability to work with employers and low
income individuals in ways that keep credit losses low and because they charge the significantly
higher rates ofinterest needed to make such lending profitable (effective rates over 40 percent).
In this regard, these lenders are making use ofa provision of the Usury law that exempts from
usury regulations loans in amounts under R 6,000 with terms ofno more than 3 years. What data
exist suggest that about halfofthis lending is used for housing, most often for modest upgradingof "non-standard housing" (i.e., shacks).

In brief, the current housing finance market can be summarized as follows:

Sou,,", Monthly SiuorLoan S<curity Tam Rau Foud ...Income In -V.... F...
TnditjonaJ B""" R3S00+ R6S.()()()"- 80.100% 20 19-20% -M_
Affordable B""" RlSOO ·3500 R25.ooo·65.ooo 80% MortgIgl: ... 10 12-23~ -Pcnsionlffi.GC for 20%

Mi= Banks/AU R7S0-2SOO R6,OOO·2:5,OOO Pension (80% ofbmefit) 3-10 20-25% F_Leu_

U........... Banks/AU R7S0- 2500 leu 1hm R6,OOO Payroll I::)eduction 2-3 30·... F_Leu_

It is notable that, in contrast to earlier efforts to go downmarket in lending, none of the
Affordable, Micro or Unsecured loans is showing unusually large credit losses. The traumas of
past "bond boycotts" and failed foreclosure actions have led to the creation ofnew approaches
to underwriting and securing loans. The primary reason for differences in applicable rates is not
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credit risk, but size ofloan relative to operational costs. 2S One implication ofthis situation is that
many lenders are pushing as hard as they can to do more business in the emerging sector.

STRUCTURE OF INTEREST RATES

The benchmark for the determination ofthe mortgage interest rate is the prime lending rate. The
mortgage rate is usually slightly less than the Prime Rate. Currently the Prime Rate is 20.25
percent and the discount is 25 basis points, yielding a Mortgage Rate of20 percent. The Prime
Rate is usually set at a fixed spread over the Bank Rate, although the Bank Rate does not move
directly with banks' average cost offunds. The premiums and discounts in this entire structure
ofinterest rates are neither fixed, nor do they fluctuate very much. The current structure seems
to reflect a claim by the banks that they need a gross spread of about 3.5-4.0 percent over their
all-in cost of funds to cover the costs on their mainstream mortgage lending.

During the apartheid era, the real interest rate paid on government debt was often negative
because government enforced prescribed asset allocations which required institutional investors
to allocate a portion oftheir portfolio to government bonds. In addition, world real interest rates
were low, South Africa was largely closed off from world capital markets, and domesticinvestment opportunities were limited. The prescribed assest allocation regulations were
eliminated in 1989. Since 1994 real domestic rates have been high and rising. Currently, thespread between the rate on short-term government debt (about 14.5 percent) and near-term
inflation (about 8-9 percent) is about 6 percent. The combination ofthe higher real rates and the
large operating spreads ofbanks has real mortgage rates over 10 percent. This situation suggests
that nominal rates may fall sharply eventually as inflation, the real rate, and possibly the operating
spread all fall together in the near future.

There are also prospects that inflation will stay lower in the future. During the 1980s inflationwas firmly in the range of 10-20 percent. Since 1992, it has tracked between 6 and 10 percent.
As the financial markets become fully integrated with world markets, there will be great pressures
towards the monetary and fiscal discipline needed to keep inflation in this range or lower. This
may usher in a period ofmore affordable housing credit and the greater use offixed-rate lending.

The behaviour ofthe banks with respect to the timing ofchanges in the mortgage rate has eliciteda good bit ofcommentary. Not only do the Iruijor banks raise and lower their rates together, but
they generally exhibit a reluctance to pursue any lending policies or banking strategies which are
markedly different from the industry norms. All of this feeds the impression that they are
competing with each other in only limited ways. Such behaviour contributed to survival during
the apartheid era, but may be subject to significant stress in the coming period, as new domestic
and foreign entrants into banking compete for markets.

25 Another source of rate differences is what might be tenned administrative and business risks. Theseinclude the potential for loss due to mistakes made by parties other than the borrower, such as mistakesmade in designing and setting up IT systems or in entering data, which are especially likely whendeveloping a new product and its related set ofadministrative functions. These mistakes can translate intodefaults and credit losses, but not because the basic model was riskY.
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The new forces of competition have already provoked the introduction of discounts to the
Mortgage Rate for qualified borrowers, usually those who are both lower risk and more likely
to generate additional income for the bank through the purchase of other banking services and
products. To the extent that this reflects variation in perceived credit risks, a de facto elementofmortgage insurance (albeit self-insurance by the bank) is entering the market. To the extent
that it is for cross-selling potential, the banks may be disappointed by the lack ofloyalty. But it
is a first sign of the potential effect of increased competition on the mortgage market.

IMPLICAnONS FOR THE POTENTIAL FOR AN SMP

No matter how one measures it, the cost ofbank intermediation appears to be quite high today.
The simplest measure of spread, that between the cost offunds to the government, about 14.5
percent, and the rate on mortgage funds, about 20 percent, is 5.5 percent. In contrast, this spread
is typically less than or equal to 2 percent in Britain, Germany, and the United States.
Alternatively, one can focus just on the spread between the cost ofwholesale funds (which, at
about 15.3-15.5 percent, is less than 1.0 percent over the government rate) and the mortgage
rate, yielding a gross operating spread of 4.5 percent. This sort of spread is common in
commercial banks which have a wide range of costly and risky activities, but not in institutionsofany sort that primarily deal in home loans.>6

A SMP may be successful ifit pennits lenders to operate profitably at a smaller margin. There
are two modes by which the appearance ofa SMP may reduce this spread. First, the SMP may
be able to reduce the spread in the cost offunding between the rate on government debt and the
cost offunds (including operating expenses) to the banks. Second, it may facilitate the entry of
a new category of lender, one relying on SMP funding and specialising in originating and
servicing mortgage loans at a lower cost. We shall consider the first question in the next chapter,
after examining further the structure of the full financial sector, the current detennination ofthe
cost of funds, and the expected transaction costs of raising funds through a SMP, especially
securitisation. We shall consider the second question further here before returning to it in PartV.

What could be creating the need for such a large gross operating spread? There are severalimportant contributors, including operating costs, the cost of capital, risks, and simply reserve
requirements.

Starting with reserve requirements, there is only a I percent cash reserve and an additional 4
percent in government notes to make up the liquidity reserves, as a percent of deposits. At
current interest rates, this would add only about 22 basis points to the cost of funds (COF).

26 Data on mortgage spreads in Denmark, France, Gennany, the U.S., and the u.K. can be found in themonograph, "Housing Finance in Developed Countries: An International Comparison of Efficiency" byDouglas Diamond and Michael Lea, published as Vol. 3, Issue I, of the Joumal ofHousing Research,Fannie Mae, 1992.
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Then there are the risks of intermediating funds for mortgages. These not only include the
obvious risk ofnon-repayment, but also a significant risk oflacking sufficient liquidity under all
circumstances. This risk is specifically related to making long-term loans out of short-term
deposits. Even though the real effective duration ofsuch loans at normal rates of repayment and
.at current rates ofinterest is probably less than 6 years, the absence of deposit insurance injects
a significant potential for a run on a bank. South African banks seem to be managing this risk
at present by maintaining more than enough capital so as to avoid any market inclinations
towards a run. Nonetheless, this situation raises the risks to the equity investors in the banks and
the amount of excess capital that management will prudently maintains.

It is difficult to put a number on the premium required to compensate for the liquidity risk of
making mortgages. However, since the largest single business ofthe banks is making housing
loans, most ofthe liquidity risk in this activity should already be included in the overall required
rate ofreturn on capital for banks, along with the normal business risks.

That brings us to the cost ofcapital. In general, every 100 rand lent by a bank must include at
least 8 rand ofcapital. This capital adequacy rule is set by the Reserve Bank and conforms with
norms prescribed by the IMF and the Bank for International Settlements to assure confidence in
offshore banks everywhere and congruity in the costs ofoperation across countries. In practice,
banks maintain higher levels of capital as a conservative management practice.

However, residential loans secured by a mortgage are considered to pose only half the risk of an
unsecured loan and thus are granted a 50 percent risk weight which is at the discretion of the
Reserve Bank, and in conformity with international guidelines. Thus, roughly only 5 rand of
capital is needed for every 100 rand ofmortgage lending. The international standards relating
to capital reserves are known as the Basle Standards. The Basle Standards call for 50 per cent
risk weight for loans secured by real estate as a minimum. Most countries follow the 50 per cent
standard for home loans, and some countries go above 50 per cent for loans secured by
commercial real estate.

What is the cost ofthe 5 rand ofrequired capital? This cost must reflect the fact that the equity
investors in the bank face real uncertainty about their rate ofreturn for a host of reasons, and also
have many other competing uses oftheir funds. The cost can be estimated from the price ofthe
shares on the exchange relative to the earnings of the company. However, a portion of the
capital ofa bank typically comes from a second-tier of capital, often issued as subordinated debt
paying a higher rate of interest than usual bonds but still cheaper than simple equity. The proper
figure depends also on the expected tax treatment ofdividends and capital gains.

In any case, more than one bank has indicated that they calculate their cost of capital at about
26 percent. At that rate, the portion of the gross operating spread that provides the required
returns on equity is about 0.5 percent. That is, the cost of95 rand ofwholesale funds and 5 rand
of capital is 16.0 percent on 100 rands ofloan, or 0.5 percent more than the cost offunds.

That leaves 4.0 percent in gross operating margin. It does not appear that lenders are
experiencing credit losses in excess of 100 basis points on their portfolios ofloans made since
1994. Ifwe take this to be the maximum necessary premium for credit risk, that leaves a spread
of 3.0 percent for operating costs, which is a high figure by international standards.
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According to the Council ofSouth African Banks (COSAB) and independent observers, SouthAfiican banks have operating expenses far higher than international norms. 27 Some parties blamethis inefficiency on the necessity ofhaving a nationwide branch network. However, this sameconsideration applies to most other countries. Countries such as Chile and Malaysia have muchlower operating costs, with Malaysia at less than 1 percent. The major difference appears to bethe lack ofaggressive competition in the South African market during apartheid, as well as lackofaccess to advances in automation and advanced operational techniques. Casual observationofbanking practices and staffing is consistent with the conclusion that nothing yet has pushedthe banking organisations to operate as cost efficiently as possible.

These comments are particularly pertinent to mortgage lending, where extreme competition inthe developed countries has forced streamlining and careful cost allocation and pricing. Evenunder present operating cost conditions in South Africa, it appears that banks may be allocatingtoo much oftheir operating costs on to pricing their mortgage products relative to actual costs.There definitely has been cross-subsidisation between from large or low-risk borrowers to smallor higher risk borrowers, since rates have been the same for both, with no differentiationbetween someone borrowing at a 90 percent LTV ratio vs. a 60 percent LTV. There may havebeen cross-subsidisation from mortgage lending to other kinds ofadvances, since it is hard toimagine that the costs oforiginating and servicing mortgage loans are as high as seems to beascribed to them.

27The review ofthe banking sector by SBC Warburg in January 1997 reponed a comparison ofoperatingexpenses across 10 countries, from Britain to Singapore, including South Africa, and found that all butColumbia had much lower rates ofoperating expenses than South Africa.
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PART IV

CAPITAL MARKETS IN SOUTH AFRICA: POTENTIAL INVESTORS IN
MORTGAGE-BACKED ASSETS

OVERVIEW

Capital markets in South Africa are relatively well developed. In comparison with otherdeveloping countries, South Africa has a relatively liquid and well capitalized stock exchange,a sizeable domestic government bond market, a deep and liquid bond market for parastatalcompanies, a number ofinstitutional equity investment funds, an active futures market, a rangeofunit trust offerings, and several offshore sovereign debt issues outstanding. Moreover, thereis a very low level ofgovernment intervention or distortion and relative ease ofentry by newentities.

The institutional investor market is relatively sophisticated and is dominated by insurancecompanies, pension funds, and unit trust managers. In addition to the domestic players in thesemarkets, with the recent re-integration into the world economy, South Africa has experiencedthe entrance ofa number offoreign asset managers into its arena over the last 36 months.

In spite ofthe relative sophistication ofthe markets and the players involved therein, the marketfor long-term debt securities is a relatively shallow one. Institutional investors have a verystrong bias in favour ofequity instruments. This bias is the result of several factors: a) depth andtherefore relatively greater liquidity in equity markets vs. debt markets; b) high real interest rates,and relatively narrow spread on yields required between debt and equity returns, therebyminimizing the advantages ofdebt to issuers; c) large capacity ofbanks to lend to corporatesthereby minimizing the demand for corporate debt on the issuer side; d) tax advantagesassociated with long term holding ofequity investments relative to debt; and e) a general lackofknowledge and exposure to debt instruments which creates a misperception relative to the riskparameters ofdebt instruments.

On the other hand, there is a market in short-term wholesale funds. Banks utilise this market fora substantial part oftheir funding. There is no form ofsecondary market at this time. There hasbeen one mortgage securitisation in South Africa, known as MS10I. This offering wasmotivated by a desire on behalf of the issuer, the United Building Society (now part of theABSA group), to test the waters for mortgage securitisation. This experiment will be discussedin greater detail below.

INSTITUTIONAL INVESTORS IN SOUTH AFRICA

Insurance Companies. The large insurance companies in South African manage about R600billion in assets. Within the industry, there are two major companies, Sanlam and Old Mutualwhich together control about 60% of the market. The industry is dynamic and reacts to anumber ofimportant structural changes that have been evolving subsequent to the elections in
1994. Among the important developments that the industry is responding to are the following:
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a) tax law changes which require these historically tax exempt entities to now pay tax; b) the
Reserve Bank's approval of asset swaps in 1995 thereby allowing insurance companies to have
some offshore investments; c) gradual removal ofexchange controls which will ultimately allow
even greater offshore diversification; and d) greater disclosure requirements in their financial
statements; e) 'preparing for the implications of the growing rate of AIDS among the South
African population.

Ranking of Long Term Insurance Companies by Assets (in Rand millions)

Insurer Total Assets YearEnd of
Data

Old Mutual 198000 June 1996

Sanlam 133000 December
1996

Liberty Life 69847 December
1995

Southern Life 32856 March 1996

Momentum 22792 June 1996

FedSure 14683 December
1995

Metropolitan Life 10910 September
1996

Source: Finance Week 200: A Survey ofBusiness Achievement, 1997.

As the following table demonstrates, the insurance industry invests the largest ponion of its
assets in equities in the form ofordinary shares (55%). The second largest allocation is to fixed
income debt securities, primarily those issues by the Republic ofSouth Africa. This allocationis about 20% in total (Government Fixed Interest Securities - 12,9%; Public Enterprises FixedInterest Securities - 1,8%; Local Authorities Fixed Interest Securities - 0,7%; and Other Fixed
Interest Securities - 2,6%). Fixed Property makes up the third largest asset allocation at about
8%.
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South African Long Term Insurance Industry Asset Allocation in 1997

Item Total Assets Percentage of
in 1996 Overall Assets
(Rand
Billions)

Coins, Bank Notes, and 319 66
Deposits

Government Fixed Interest 628 129
Securities

Local Authorities Fixed 34 7
Interest Securities

Public Enterprises Fixed 89 18
Interest Securities

Other Fixed Interest Securities 125 26

Ordinary Shares 2692 554
Mortgage Loans 8 2

Loans Against Policies I17 24

Loans to Public Sector 23 5

Other Loans 90 19
Fixed Property 375 77

Other Assets 355 73

TOTAL 4855 1000

Source: South African Reserve Bank Bulletin, Sept. 1997.

South Afiican Insurance companies are very oriented towards equities, and less oriented towards
debt securities when compared to their international counterparts. The chiefinvestrnent officersofSouth Afiican insurance companies choose equities for a variety ofreasons: a) perceived and
real liquidity ofthe equities market; b) high and volatile inflation rates creating pressure to avoid
exposure to fixed rate debt; c) stamp duty due on transfer of corporate debentures of 0,5%
(government bonds, however, are exempt from this duty); and d) lack of depth in market for
alternative corporate exposure, ie., few corporate bond issues outstanding. 28

280ne bond trader suggested that South African institutions are loathe to invest in bonds VB. equities dueto bonds' sensitivities to political and economic news. While equities move relative to these factors as well,the value ofgovernment bonds is directly tied to political and economic events, and in a country with a
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Insurance companies' second largest investment position is in government bonds. The fact that
the insurance industry overall invests about 20% in bonds seems to be a holdover from the days
in which government regulations forced insurance companies and pension funds to invest 20%
oftheir assets in government bonds. This prescribed asset allocation regulation was abolished
in 1989, and institutions are no longer required by law to buy government bonds. Today, the
institutions are governed by the Pension Fund Act which does provide maximum amounts for
various asset classes, but these regulations are now designed to protect beneficiaries from poor
financial management, rather than implementing a policy objective of ensuring private sector
funding ofgovernment activities.

Sources in the investment industry indicate that by practice, many of the large, old line insurers
continue with a 20% allocation to government bonds based on their historic comfort in doingso according to the old prescribed asset regulations. Many of the newer entrants to the market
trade their government bond portfolios more actively and their allocation at any point in timemay range from zero to thirty percent.

Insurance companies have found property to be a relatively low performer and as a result, are
currently looking to reduce their portfolios in property. The returns that they have earned over
the last many years in commercial property have been single digit. In particular, many of theinstitutions had sizable holdings in the Johannesburg central business district and the values of
those properties have dropped by extraordinllIY magnitudes over the last couple ofyears.

Insurance companies in South Africa have absolutely 0% invested in residential mortgages and
a negligible 0,3% direct investment in commercial mortgages at present. If they were to add suchmortgage investments to their portfolios, the primllIY advantages would be to provide another
vehicle for matching their long term liabilities, a means ofdiversifying their portfolios, and the
opportunity of earning a spread pick-up over government bonds. To date, however, there has
not been a convenient vehicle for the institutions to invest in residential mortgages as this
business has been conducted by the banks and they have had little desire to sell off these
portfolios as they are the primary contributor to the banking industry's profit margin. There has
not been much demand for commercial mortgage loans because much of the commercial
property has been owned by the large institutions themselves and they have chosen to fund their
acquisitions on a pure equity basis. As the large institutions unbundle their property portfolios,however, there may be some diversification in the ownership profile of the buyers and some of
these buyers may prefer or require debt financing for their acquisitions.

The liability structure ofthe insurance companies is indeed generally long. Nearly 500/0 ofthe
liabilities of the industry are pension/provident obligations (industry total of R212 billion in
1997). The market feels that it is able to match its long term obligations fairly well with the
current menu of investment alternatives. The longest issuances in the market seem to bepurchased by offshore investors with the local market preferring to buy long term investments
in the 8-13 year maturity range. A successful issuer ofnew debt must constantly evaluate where

relatively greater degree ofpolitical risk, portfolio managers are reluctant to take a high exposure to bonds.
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there are duration gaps in the market in order to fulfill an unmet market demand. At present, the
greatest bulk of the industry's liabilities are concentrated around the year 2010. Thus, a
potential issuer ofnew bonds would do well to develop a product in line with this maturity.

Pension Funds. The South African pension fund industry (defined as including both pension
funds and provident funds) can be divided into three categories: privately managed funds, official
funds and private self-administered funds. The largest category of pension funds are those
defined herein as privately managed funds, which are generally underwritten and managed by
insurance companies. The official funds are those funds administered by the Department of
Finance, Transnet, Telkom and the Post Office. Private self administered funds are registered
in terms of the Pension Funds act and include certain foreign funds registered in South Africa,
funds established in terms of industrial agreements and certain state controlled funds exempted
from the Pension Funds Act.

The size of the respective markets are as follows:

1997 Total Assets (in Rand Billions)

Privately Managed Funds 550 (approx)

Official Funds 149

Private Self Administered Funds 121

Source: Alexander Forbes

There are over 17,000 privately managed funds in South Africa. These funds cover over 15
million members. The annual contribution inflow is about R40 billion. The vast majority of
these funds are underwritten and managed by the asset management divisions ofthe insurance
companies. These funds are subject to the Pensions Funds Act (the "Act") which was enacted
in April 1996. The Act provides for a compulsory board of management for each fund
comprising at least 4 members, with the members ofthe fund having the right to elect a minimum
of 50% of the board. The Financial Services Board is the regulating entity responsible for
enforcing the Act. Beginning in 1996, retirement funds have been taxed at the rate of 17% on
their interest and rental income. Previously they were tax exempt.

Historically the privately managed funds have been defined benefit, but there has been a growing
trend over the last several years towards defined contribution and now both exist, although the
majority of funds remain defined benefit. The trade unions, especially COSATV affiliates, led
the negotiation for defined contribution programmes which became a substantive issue in annual
wage negotiations. They believe that defined contributions better serve the needs of the larger
population in South Africa for a number of reasons: a) members retiring to outlying rural areas
prefer lump sum payouts as there is little infrastructure to facilitate the collection of monthly
payments; b) the principle of defined contribution is more easily understood; and c) withdrawal
benefits under defined benefits programmes were penal as workers often only received a return
of their own contributions together with minimal interest thereon. Defined contribution plans
generally return the employer contributions as well.
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The pension fund industry is South Africa has seen a substantial rise in claims over the last few
years due to death and disability claims owing to a growing AIDS epidemic.

Privately Managed Funds allocated their assets as follows in 1997:

Privately Managed Funds - Approximate Asset Allocation in 1997

Asset Category Percentage

Equities:

- Mining 16%

- Non-Mining 46%

Total Equities 6Z%

Bonds ZO%

Property 8%

Cash 10%

TOTAL 100%

Source: Survey ofRetirernent Fund Investment Managers, Alexander Forbes, June 1997.

Interestingly, the asset allocation ofthe official public funds is very different. In crude terms,
the official funds and the privately managed funds have an inverted allocation ofequities to debt:
the official funds are roughly ZOO/o equity and over 60% debt, while the privately managed funds
have allocated their assets in the reverse: roughly ZO% debt and over 6oo/o equity.
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Official Pension Funds - Asset AUocation in 1997

Asset Category Percentage

Total Equities 21%

Bonds:

- Central Government 47"/0

- Local Authorities 1%

- Public Enterprises 10%

- Other 9%

Total Bonds 67%

Property 2%

Cash 8%

Other 2%

TOTAL 100%

Source: South African Reserve Bank Bulletin, Sept. 1997.

With the trend from defined benefit towards defined contribution funds, the investment risk is
being transferred from the employer to the employee. The trustees are feeling the burden placed
on them in determining investment strategy when they are accountable to the individual memberswho now carry the risk. As a result, there is an increasing trend towards involving members in
the investment decisions. A common approach being taken by many funds is to hold two
portfolios: one for younger members with a more aggressive investment strategy which includes
a higher allocation ofequities for long term growth; and secondly a more conservative portfolio
into which members are transferred upon reaching a certain age. This second portfolio has ahigher current income component and a lower volatility in principal which is more appropriatefor members approaching retirement age.

Banking Sector. The banking sector in South Africa has total assets of about RSOO billion as
of 1997, reflecting a growth in assets over the previous year of about 20%. The market is
dominated by five major players: ABSA, Standard, First National Bank, Nedcor and NBS
Boland.

Asset allocation by the banking industry was as follows in 1997:
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Banking Industry Advances Allocation in 1997

Asset Category Percentage

Mortgages 39,8%

Corporate Loans 21,0%

Instalment Loans 17,5%

Retail Loans 7,5%

Bills 5,7%

Foreign Loans 3,9%

Credit Cards 2,3%

PrefShares 1,5%

Public Sector 0,9%

TOTAL 100,0%

Source: Quarterly Dr 900 Analyses ofindividual Banks. March 1997

Most of the growth in the sector's assets is coming from a growth in mortgage lending.Corporate overdrafts grew by 21,6% over the last year vs. 18,4% for the previous year,reflecting the upturn in the economy and the greater demand for corporate borrowing.

ABSA is the largest mortgage lender in the market with a market share of36%. Standard is
second with 21% with Nedcor close behind with 18%. FNB has 9%.

The banking sector is funded by deposits, loans, repurchase agreements, capital and reserves.
The largest of these sources is unsecured deposits drawn from a wide range of sources.Deposits increased by 14,7% in 1997. Obviously this growth does not keep pace with thegrowth in assets and as a result, the banks are turning to foreign funding more and more to fund
their lending activities. Foreign funding increased substantially by 70% in 1997. Theunweighted ratio ofcapital to assets (plus contingencies) is 7,2%. Deposit maturities are heavily
weighted towards the short end with about 64% being short term.

The banking sector also holds a significant portion ofgovernment stock, totalling approximatelyR18 billion as of December 1996. In addition, they held approximately R5 billion in other
interest bearing bonds and approximately R8 billion in equities.

The major industry forces at work in the current environment include shifting market priorities,
lowering costs, using technology more effectively, and creating products and services moresuited to the majority population. These forces are being driven by a major increase in
competition over the last few years. Historically there have been only a handful oflocal banks
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who dominated the market. There are now more than 50 foreign banks in the South African
market. None of the foreign banks have approached the retail market due to the high costs
associated with establishing a branch network. Most of the foreign entrants are focussing on
cross border, corporate finance, and infrastructure markets.

One important feature ofthe SA bank market is a high degree ofcross-subsidisation ofproducts
and customers, and no or little differentiation in usage or risk profile. This creates an
opportunity for niche players who are able to provide specialized services or products at prices
less than the big, full service banks.

GOVERNMENT BOND MARKET

The total size ofthe government bond market is approximately R350 billion. The primary issuers
in this market are the sovereign (RSA), Eskom, Telkom and Transnet. The following table
shows how much each ofthe major issuers represents as a portion ofthe market as a whole:

South African Listed Bond Market at August 1997

Nominal Amount of Issue Percentage oftbe Total
(Rand billions) Market

RSA 278.5 79.7%
ESKOM 23.2 6.6%
Telkom 6.6 1.9"10
Transnet 19.4 5.6%
Other 21.6 6.2%
TOTAL 349.3 100.0%

Source: Bond Exchange Journal. October 10. 1997.

In 1996, what was previously an industry association, the Bond Market Association, became theBond Exchange of South Africa (the "Exchange"). The Exchange now has over 75 members
including broker dealers, issuers, insurance companies, banks, etc. The Exchange lists rand
denominated debt securities issued by central and local government, public enterprises, and
major corporates. Among important developments that have occurred over the last few years
in this market include the shift to an electronic settlement system as opposed to the traditionalmanual, physical system. This change helps to bring the South African bond exchange up to
international standards. A second important development in this market will be the reduction
in the long settlement period of 14 days to 3 days, which is expected to occur before the end
of I997. The long settlement period created distortions in the pricing ofbonds: essentially themarket has been a forward market for the sale ofbonds two weeks into the future. By moving
to a three day settlement period, the bond market will benefit through a reduction in credit,
counterparty and settlement risks faced by market participants. The exchange has suffered from
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failure to deliver in the past, in particular with respect to certain offshore parties. The new,shorter settlement period should increase foreign participation in the South African market.

There is a general sense by some informed parties that the Republic of South Africa guaranteesthe debt of the parastatals (i.e., ESKOM, Telkom, and Transnet). The reality is that the
guarantees of the debt for these parastatal organisations is subject to interpretation of their
guarantee agreements. In general, it would be fair to say that Transnet's debt is indeed
guaranteed, Eskom is not guaranteed, and the agreement between the government and Telkom
is the one most subject to interpretation. In the past, government has not always charged the
parastatals for the value ofthe guarantee. Going forward, government will be reviewing this
matter more closely and is likely to move to a more consistent, market related fee structure to
parastatals for the use of the sovereign guarantee.

The benchmark long government bond is the R150. Trading in the RI50 alone represents about33% ofaII trading done on the Exchange in total. The RI 50 is actually not one bond issue, but
the consolidation of several RSA issues with the same' coupon of 12% fixed, and similarmaturities. The principal outstanding on the RI50 is about R17,6 billion. Maturities on the
RI 50 are February 2004, 2005, and 2006.

The yield on this bond has been as follows relative to CPI:

Yields on RlSO vs. CPI
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Most government bonds are held by insurance companies and pension funds. There is no data
(according to the Bond Market Association and confirmed by several major market participants)which would provide a breakdown to show what percentage ofthe bond market is held by the
respective investor groups, i.e., what percentage of the RSA bonds are held by insurance
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companies vs. pension funds, vs. banks, for example. lbis infonnation would be useful to collect
and disseminate as the bond markets develop.

Over the period from July I, 1996 through June 30, 1997, there were II new listed bond issues
introduced to the South African market through the Exchange. These issues totalled R13 billion.
The II issuers ofthese bonds were broken down as follows: 5 - RSA; 3- Infrastructure Finance
Corporation (Inca); I - Land Bank; 2 - Lesotho Highlands.

An interesting comment on the South African bond market in 1997 is the sizeable growth in
trading of South African bonds offshore. This market is divided into two categories: Non
resident trades and offshore trades. Non-resident trades are defined as transactions undertaken
between offshore parties and South African parties. Offshore Trades are defined as transactions
undertaken between one offshore party and another offshore party. The volume ofnon-resident
trading more than doubled between August 1996 and August 1997 and now represents nearly
30"/0 oftota! market volume in South Africa. Offshore Trading has also increased dramatically
and represents approximately 20"/0 oftota! market volume. Therefore, non-resident and offshore
trading combined now represent about 50% oftotal market volume of trade activity in South
African bonds.

This reflects the significant foreign interest in the South African bond market. It also suggests
that the appetite offoreign investors should be taken into consideration as new bond markets
develop.

Further evidence of the buoyant foreign demand for South African bonds has been the very
strong development ofthe Eurorand market. A Eurorand issue is defined as a rand denominated
bond listed on a European bond exchange. This market allows South African borrowers to tap
foreign capital without currency risk. Thus far, two South African issuers have tapped the
Eurorand market: Eskom and the Development Bank of Southern Africa. Other issuers of
Eurorand offerings have included the World Bank and the European Investment Bank. These
issuers sought to raise rand denominated debt to fund their activities based in rand, thereby
eliminating for them as well exchange risk exposure. The Eurorand market typically has
maturities longer than those ofthe local market. Thus the market allows borrowers to tap large
capita! markets, without currency exposure and at longer maturities. Rand denominated debt has
a relatively high yield (relative to other emerging market debt) and as a result, offshore investors,
particularly those with emerging market funds or an international component to their portfolios,
find the rand denominated debt a way to increase their yield performance.

Yields on government bonds are driven by expectations offuture short term interest rates. The
yield curve for government bonds is slightly inverted at present. The inverted yield curve
suggests that investors believe that short term interest rates, in the long term, will be below their
current level.

The municipal bond market is a sub-sector ofthe government bond market which merits some
specific commentary. Ofthe R350 billion rand bond market, approximately R9 billion (2.6%)
is local authority issued debt. Much ofthis debt was issued prior to 1989 when prescribed asset
allocations were still in force, and institutional investors were mandated to buy this debt.
Furthermore, it was previously believed that central government was guaranteeing the debt.
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Subsequent to the elections in 1994, the new central government has made an official
determination that it will not guarantee the debt oflocal authorities.

Local governments have experienced a major financial deterioration over the last several years
as these newly democratic entities have begun to strive to provide a broader range ofsocial andinfrastructural services to the mass population. This has resulted in an increasing rate in defaults
on these obligations. In the current environment, most of this paper is not traded and if it were
to be traded, would do so at a very steep discount. Central government is addressing this issue
in a variety ofways, including the launch ofProject Liquidity which is a financial monitoring
system designed to sound an alarm bell as the financial condition of a municipality reaches a
critical point, thus allowing central government to intervene and, theoretically, manage the
municipality out of the problem.

A number of potential strategies are underway to assist in the development of the local bond
market, including the early efforts of the Infrastructure Finance Corporation (Inca) which has
been established to serve as a conduit to on-lend to local authorities to finance infrastructure
projects. However, it would be fair to say that as of this writing, the municipal bond market in
South Africa is not active for new issues, and highly illiquid and discounted for outstandingIssues.

CORPORATE BOND MARKET

As mentioned earlier, the corporate bond market in South Africa is small. There are a number
ofreasons for this. First, South African corporations are relatively undergeared by international
standards, thus minimizing the demand for debt from any source. A typical large South Africancorporate has a gearing ratio of about 20%, which is well below international standards.
Second, the banks in South Africa are relatively well capitalized and as a result, have been able
to serve the relatively modest borrowing requirements of the corporate sector. Third, a
functioning corporate bond market requires a market-wide acceptance ofmeasurement standards
for credit risk. While there have been domestic rating agencies in South Africa for many years,
the market does not place much value in the ratings. Investors are loathe to rely on the credit
underwriting of other parties. Hence, this impedes the development of a traded market incorporate bonds. Fourth, given that the banks have been able to service the market with relative
ease, the transaction costs of issuing corporate debt are high relative to bank borrowing.

There have, however, been a few corporate bond issuances. South African Breweries issued R I
billion in bonds in 1992 with a 7 1/2 year maturity (in 2000). The bonds carry a fixed rate
coupon of 14%. The issuing bank to these bonds, Standard Corporate and Merchant Bank, is
obligated to make a market in these bonds. The bonds were not rated, but were purchased on
the known strength of the issuer, South African Breweries. Today, these bonds are trading at
a spread ofabout 75 basis points over the R150. This narrow spread indicates that the market
perceives these bonds to have a relatively low risk, perhaps something along the lines of a
"AAA" rating from a rating agency. This spread is similar to corporate spreads in the U.S. It
may be indicative of the required yield on an issuance rated "AAA" by an SM!. Ifthe SMI is
government sponsored, it should be even narrower.
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In addition to the South African Breweries issue, Sappi, South Africa's largest producer ofpulp
and paper issued US$200 million in convertible bonds in 1995. These bonds were purchased by
offshore investors and no South African company or individual was allowed to purchase thebonds based on foreign exchange controls for this US dollar denominated issue.

SOUTH AFRICAN ASSET BACKED SECURITIES

The South African market has experienced two issues of asset backed securities to date. The
first involved mortgage collateral, the second involved lease receivables.

MSIOl. Mortgage Securities 101 was issued by United Building Society (now United Bank,part ofthe ABSA group) in 1990. The size ofthe issue was R250 million. The maturity is 2009.The debentures were issued in two classes: a Class A ofR225 million which was senior in orderofpreference ofpayment ofcapital and interest to the Class B ofR25 million. Both classes carryfloating interest rates linked to United's mortgage rate.. Only Class A was sold through theoffering while Class B was held by United.

United's motivation in undertaking this issuance was to test the waters for securitisation. Theyhad no real need for liquidity, and they could have funded their mortgages at a cheaper cost.The bonds were not rated by a rating agency. The primary investors in these securities wereSanlam, Liberty Life, and Old Mutual. These investors purchased the bonds on the basis of thestrength ofUnited's reputation. It is not believed that the investors had a good understandingofthe securities that they were purchasing, but were primarily looking to earn a current returnhigher than that which they were earning on their gilt investments.

In retrospect, persons involved in the issuance believe that there were several important lessons
learned from this offering which provide guidance for future mortgage backed offerings: a) theissue was too small in size; as a result, the bonds have not been actively traded and holders do
not have much liquidity; b) there should be a greater understanding of the performancecharacteristics of the mortgages being sold; in this case, the mortgages were thought to have a7 year average life, but in reality, a disproportionate amount of the mortgages were pre-paid in
the first year; c) a mechanism should have been put in place to deal with the volatility in principalbalances created by access bonds; d) transaction costs were high as the mortgages had to be reregistered thus incurring stamp and transfer duties.

Asset Securitisation Limited (Sasfin). In 1991, Sasfin Asset Securitisation Limited issued RJO
million of debentures backed by instalment agreements which had been held on the books ofSasfin (Pty) Limited. Sasfin (Pty) Limited is a lease finance company which provides credit to
small and medium sized businesses for the purchase of machinery such as photocopiers,vehicles, and other office or light manufacturing equipment. The installment agreementstypically have a term ofno more than 60 months and bear a floating rate which is linked to thePrime rate. Prepayments on the agreements are allowed but are subject to significant
prepayment penalties.

The debentures had the benefit of credit enhancement from Credit Guarantee Insurance
Corporation ofAfrica Limited (CGIC). CGIC is one ofthe largest credit insurance companies
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in South Africa. Its major business line is the insuring ofdomestic and export credit risks and
the reinsurance of risks underwritten by South African and foreign credit and bond insurance
companies. CGIC's cover in this securitisation was to underwrite the full risk offailure of the
end-users ofthe lease agreements to pay on the installment agreements up to R12,5 million on
the issue amount ofRJO million.

An additional feature of CGIC's cover was that there was a "claw-back" provision to Sasfin
(Pty) Limited. This feature meant that CGIC had underwritten their insurance cover based on
Sasfin's historic defaultJIoss rates. In the event that the defaults and losses on the portfolio being
securitised were greater than the experience on which CGIC based its underwriting, Sasfin
would bear financial exposure to these greater losses. This feature was deemed important as a
mechanism to motivate Sasfin to manage the agreements which formed the collateral for this
issuance to the same high standards which they employ when the assets remain on their books.

Based on the quality ofthe collateral and the credit enhancement, the debentures earned a "AA"
rating from Republic Ratings, a South African rating agency. The term ofthe debentures was
20 years from the date of issue. The interest rate on the debentures is floating and is paid
quarterly, in arrears at a rate calculated by subtracting 1,8% from the published Prime rate. The
rate may only adjust once per quarter. The debentures were listed on the Johannesburg Stock
Exchange ("JSE") at the time oflisting.

Sasfin's motivation for undertaking this securitisation was its need for liquidity. Sasfin needed
additional capital to expand its business and securitisation of its existing portfolio provided
access to additional capital. Despite the "AA" rating of the bonds, investors were not eager to
take the paper. The rating meant very little to investors and they were not willing to rely on the
underwriting of the rating agencies. Sanlam was a major buyer of the issue, as well as some
small overseas investors to whom Sasfin was already known. The transaction costs associated
with the Sasfin offering were lower than those of the MS10 I due to the fact that transfer duties
were not payable on these assets whereas in the case of mortgages, they are.

The Sasfin issue authorized the issuance ofR250 million at any time up until 2006. The first
issuance in 1991 was for RJO million. Since that time, Sasfin issued an additional RJO million
in 1992 and an additional R8 million in 1997. There have been certain changes to the structure
of the debentures over the intervening years. First, the insurance provided by CGIC has been
replaced by over-collateralization. The issuer found that the investors were willing to accept
over-collateralization as a substitute form of credit enhancement, and it is less expensive than
the premiums paid to CGIC for its cover. Secondly, the debentures were de-listed from the JSE
in 1997. The issuer found that the investors did not find value in the listing, and hence, reduced
the costs ofthe debenture structure by eliminating the listing fees and associated administrative
costs with being listed. Investors have found that the debentures are not liquid due to the small
size of the issue. Therefore, the listing on the JSE did nothing to enhance the liquidity of the
bonds, but merely added to the administrative burden associated with managing the issue.
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ADVANTAGES AND DISADVANTAGES OF INVESTING IN MORTGAGE-BACKEDASSETS

In countries with developed secondary markets in residential mortgages, insurance companies
and pension funds are the primary investors in mortgage-backed assets. In the United States,
investors purchase the mortgage-backed securities of secondary market institutions such as
Fannie Mae, Freddie Mac and Ginnie Mae. Mortgage backed securities are also held by certain
banks in the United States who prefer to keep their mortgages on their books in a more liquid
form. In Europe and the United Kingdom, investors purchase the securities of primary
mortgage making institutions such as banks, building societies, and centralised lenders.

Mortgage backed securities offer institutional investors in these markets a number of
advantages: a) the ability to match long term liabilities with long term assets; b) strongperformance based on highly diversified pooling ofmany small assets; c) higher returns relative
to similarly rated credit risk; d) good liquidity based on the size ofmortgage markets in most
countries.

On the other hand, investors in mortgage backed assets must be concerned with the prepaymentrisk inherent in these instruments. Depending on the structure employed in the creation ofthe
security, mortgage backed instruments can potentially return the investor's principal faster than
projected, thereby leaving the investor with the need to re-invest his proceeds at a time andpossibly at a return different than what he anticipated when he purchased the security. In
addition, this concern also contributes to the volatility in the market valuation ofthe security.

MARKET INTEREST IN INVESTING IN MORTGAGE SECURITIES

Political Risk. Investors view the mortgage market in two groupings. First is the middle tohigher end market; in short, the "white" market. Second is the low end; in short the "black"
market. Because the black market has in the past used mortgage payment boycotts (along with
rent payment boycotts, utility payment boycotts,etc) as a means of voicing their political
dissension, investors are concerned about the potential default rate on loans made to black
borrowers. In addition are the issues relating to taking back the property which secures themortgage. Despite the we1l defined laws governing foreclosures, as a practical matter, it is very
difficult for lenders to gain possession of a property subsequent to a default on the mortgage
loan. Investors are concerned about these matters and would look for some sort ofgovernmentor other high quality guarantee in order to get comfortable with these risks if the collateral
security is mortgages made to the black market. Investors do not perceive a high degree ofpolitical risk when the mortgage collateral is in the white market.

Over the last two years, the Mortgage Indemnity Fund (MIF) has been a key element in
providing comfort to the banking community with respect to political risk in black markets. TheMIF was launched in 1995 as a wholly government owned company established as part ofthe
Record ofUnderstanding in 1994 between the Department ofHousing and the Association ofMortgage Lenders. Its purpose has been to provide coverage to accredited lenders in the event
that they were unable to repossess properties via normal legal channels. The MIF was
established as in interim measure with a three year horizon until such time as it was anticipated
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that the political climate in South Africa would be nonnalized. The MIF has been successful at
unlocking access to finance for the black community and has achieved its original targets. As
such, it is expected to wind down operations in May 1998 as per its original charter. At such
time, any coverage associated with its activities will also cease to exist.

Credit Risk. As has been noted earlier, institutional investors in South Africa do not rely on
credit ratings by rating agencies and prefer to do their own underwriting. That being said, it is
also true that much of their own internal underwriting is heavily reliant on the borrower's
reputation in the market. Investors would have a very positive reaction to an issue brought to
market by one of the banks. Independent of what the legal obligations of the securitisation
structure mayor may not put upon the originator of the mortgages, there is a strong sense that
the involvement of one of the big banks would give much comfort to institutional investors.

At least one of the rating agencies has a model for evaluating the risk of a specifically South
African residential mortgage portfolio. While it may be possible to have mortgage securities
rated, this should not be viewed as a major factor in encouraging the South African institutional
investors to buy the bonds.

More likely than not, the next mortgage securities issue in South Africa will need to carry the
guarantee of government or another high quality credit in order to persuade South African
institutions to buy the bonds.

Return. Investors will be looking for a spread to government stock of about 50 -200 basis
points ifthey are to invest in mortgage securities. They will need this spread "pick-up" in order
to compensate them for the lesser degree ofliquidity in mortgage securities, at least in the early
days ofthe market. Investors indicate that they will only view the bonds as being truly liquid if
they can buy or sell upwards ofR50-100 million without moving the market price for the bonds.
Such is not the case today for the R I billion issue ofSouth African Breweries debentures. This
is, however, true for many of the RSA bonds, including the RI50 which has RI7 billion
outstanding. Thus, in order to reduce the premium required for liquidity constraints, the
issuance would have to grow to well over RI billion before investors would achieve the liquidity
levels they seek.

Fixed vs. Floating Rate. Investors would prefer fixed rate bonds. The government bond
market in which they currently participate is a fixed rate market. While there is certainly a strong
bias in favour offixed rate, investors said that they would not rule out floating rate debt.

The growing swap market in South Africa provides additional opportunities for either the issuer
or the investor to swap the floating rate mortgage bond coupons into a fixed rate obligation on
the bonds. One consideration with respect to the swap market is that the pricing ofa floating
to fixed rate swap may become uneconomic beyond a tenn of a couple of years.

Tenn. Investors would ideally like to see a duration on the bond of about 7-10 years. They are
not keen to go out much longer than 10 years.

Social Responsibility I RDP Objectives. Investors feel little or no pressure, from neither
internal nor external forces, to invest in developing South Africa's infrastructure. Hence, the
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potential appeal ofcontributing to the development ofthe housing sector creates no additional
incentive to investors in making a decision to invest in mortgage securities.

Taxable vs. Tax-Exempt Interest Income. Some countries have found that making the interestearned on mortgage securities tax exempt provides an incentive for institutional investors toinvest in such securities. South African fund managers are evaluated based on their pre-tax
performance. Hence, there is no value to be derived, at least in the current environment, from
pursuing a structure to make the interest on mortgage securities tax exempt.

Prepayment Risk. Investors are not familiar with prepayment risk in general as the bondmarkets in which they operate have not had much, ifany, experience with callable bonds. Fromwhat they do know about the matter, they are not keen to accept prepayment risk. As mortgagesecurities by definition contain a certain degree of prepayment risk, this is an important obstacleto be addressed in the issuance ofmortgage backed securities in South Africa, as it is elsewhere.

Market Depth. With an existing bond market ofR350 billion, an insurance industry asset baseof nearly R600 billion and a pension fund industry with a combined asset base ofover R800billion, there appears to be more than sufficient capacity for the capital market to absorb thedevelopment of sizeable mortgage security market.

Conclusions. South African institutional investors would be prepared to invest in their "ideal"mortgage backed security today if it reflected the following characteristics: fixed rate, no morethan 10 year maturity, credit guarantee by SA government or other very high quality guarantor,no pre-payment risk and a spread to RSA bonds of50-200 basis points.

These terms would be difficult to achieve in the current market given the nature ofthe mortgagecollateral being originated by the banks (floating rate, 20 year term), and the low cost of shortterm wholesale funding. A spread ofover 100 basis points over government bonds would makea securitisation unattractive.

However, we believe that the institutions are relatively open-minded and desirous ofleaming
about new products and instruments. There is a fierce competition in the market and eachmanager is striving to improve his investment performance relative to his industry peers. To theextent that mortgage securities were priced to anow a spread "pick up" in the fixed income
portfolio, there seems to be a high enough degree ofdesire to allow for the development ofthemarket. There may be more flexibility in the acceptable terms than indicated in these preliminarydiscussions.

Furthermore, the institutional investors are open to being educated on the mortgage market andare keen to move in the direction ofinternational markets. They are all aware ofthe fact thattheir overseas counterparts have significant mortgage securities holdings, and this knowledge
seems to be a comfort to them as they consider the possibility of investing in these same
securities.

Another factor to be considered is the offshore market. This study involved interviewing
institutional investors based in South Africa. As was noted earlier, there is a very active offshore
market in South African bonds. Given that some of these offshore investors undoubtedly are
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also players in the mortgage backed markets ofother countries, there may be a lower hurdle toovercome in convincing these investors of the merits ofSouth African mortgage backed bonds.Thus, the huge spread that South African institutions might demand could possibly be smallerfor offshore investors who do not perceive the risk at the same high level as South Africaninvestors who are completely unfamiliar with mortgage bonds at this point in time. Theseoffshore investors are more likely to place value on a rating by an international rating agency(three of which are now on the ground in South Africa: Standard and Poors, Duffand Phelpsand IPeA), and as a result, might demand a lower premium. Furthermore, the offshore investorsin RSA bonds and Eurorand issues have a preference for longer maturities as is likely to becharacteristic of a South African mortgage backed bond.
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PART V

POTENTIAL USES OF SMPs IN SOUTH AFRICA

As noted in Part II, the potential for securitisation or any other kind of SMP in South Africacould only be considered after a reasonably complete picture is compiled of the market forhousing loans, the sources and costs offunding options, the operations oflenders, and the forcesaffecting the housing finance market. We now have all the pieces needed to put the puzzletogether and see what the picture might look like.

The potential advantages ofa PML using a SMP in lieu ofretail deposits, as discussed in PartII, included:

1) Lower credit risk from viewpoint of investors, translating into a lower spread over
government debt

2) Lower reserve requirement taxes, other regulatory considerations for PMLs orinvestors

3) Lower transaction costs for the PML (scale and term offund raising)

4) More desirable structure and liquidity of SMP securities for investors (long-term,
fixed-rates, large issuances)

5) More desirable structure ofSMP funding for PMLs (reduces liquidity and interest raterisks)

6) Lower cost ofequity for risk bearing through the SMP than through lenders

7) Lower operational costs through specialisation.

Do any of these apply in the context ofSouth Africa?

1) Credit Spreads - NO It appears that the commercial banks, including relatively smallerones, can access the short-term wholesale funds market at attractive spreads over short-termgovernment rates. Spreads ofless than 100 basis points do not leave enough potential advantagefor a PML to bear the cost ofsetting up a SMP. This is particularly true since it appears that themarket attaches at least a 50 basis point premium to anything other than government debt, simplydue to less liquidity.

2) Other Advantages - NO At this point, the required reserves against deposits are smalland not very costly, so that a method ofraising funds that was exempt from reserve requirementsoffers no significant advantage. There are also no tax advantages or prescribed investmentrequirements that would attract investors to mortgage-backed securities.
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3) Lower Transaction Costs - NO It appears that the NCD market is so well developed
and the bond market so undeveloped that, if anything, the costs of issuing a long-term security
exceed the cost ofissuing a series ofshort-term ones. It will be worthwhile doing so only ifthe
longer term brings with it other advantages.

4) Structural Advantages to Investors - NO At this point in time, the sorts ofdebt that
banks would want to issue, long-term at some spread over a floating rate benchmark, do not
seem to be attractive to investors. Also, it appears that the NCD market is relatively liquid while
the non-government bond market is relatively illiquid.

5) Risk Advantages to PMLs -.M4 YBE The PMLs are generally not taking any interest
rate risk at this point. The small amount offixed rate loans being made are presumably for a
term that can be matched to fixed rate liabilities. The PMLs are, however, taking significant
liquidity risk because their liabilities are much shorter than their assets. They can deal with this
by trying to match these profiles more closely or by keeping their risk exposures and capital
reserves at levels that ensure continued access to short-term wholesale funds. They seem to
have chosen the latter approach, perhaps because of the relatively low cost ofequity capital or
perhaps because there have been no damaging bank runs.

6) Relative Cost ofRisk-Bearing - .M4YBE Some SMPs involve the shifting ofcredit risk
to a third party, such as an insurance company or investors. It is possible that either party may
be willing to accept that risk at a lower cost than the cost ofcapital to the PML. In the case of
banks, the cost is a function of the cost of capital, which has to reflect the possibility that the
bank can pursue a large number ofrisky activities, and the somewhat arbitrary determination ofthe Reserve Bank that mortgage loans are half as risky as unsecured lending. An insurance
company or investors entity may determine that the risks are such that its equity holders arewilling to bear it at a lower cost.

Sifting risk from the originator of a loan to a third party risk-bearer introduces an element of
"moral hazard", i.e., an incentive for the originator to "cheat" in underwriting the loans or in
selecting loans to securitise. In the South African context, shifting of risk will be made more
likelyifbanks are required to put a higher risk weight on the portion of their secured loans which
are really not well secured, i.e., those mortgages over 80 percent LTV.

7) Advantages to Specialisation - YES As developed below, this is a possible basis for
developing a SMP. For a number of reasons, the operational costs of banks are much higher
than normal and, as shown in Britain, even normal operating spreads are subject to entry by new
lenders making the maximum use oflow-cost funding, origination, and servicing techniques.

Based on this analysis, we see at least three scenarios under which a SMP might flourish in
South Africa.

A) CentralisedLending to the UpperlMiddle Market

B) Government-Sponsored Refinance for Lenders to Emerging Markets

C) Popularity ofFixed Rate Lending
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A. CENTRALISED LENDING

We conclude that securitisation or any other SMP does not pose significant enough cost
advantages for the major banks to develop it as an alternative to their current sources offunds(that does not mean that the banks would not use it ifthe mechanism already existed). However,
the development of a SMP might be worthwhile for an entity seeking a new primary means offunding, to permit the offering of loan services in direct and low-cost competition with the
banks, without developing the costly infrastructure ofa full-service bank.

Based on our understanding ofthe current spread on mainstream mortgages, it appears that themortgage market is ripe for such new entrants. The banks seem to be burdened by operationaland pricing practices, and perhaps a non-innovative mind set, which creates an opening for a newentrant to originate loans at rates up to 200 basis points lower than the current Mortgage Rate.The banks seem to recognise this situation themselves, by virtue ofthe fact that some alreadyoffer their best clients such a lower rate. Also, it is evident in our judgement that current pricing,while not reflecting collusion, is also not reflecting any strong competitive efforts in regard toprice29

The absence of strong price competition reflects the fact that it is not easy to set up a newbanking network to compete, especially if it is to be a complete banking operation, offering the
full array of services to a full array of clientele and seeking retail deposits. Despite thosedifficulties, there are already institutions moving firmly towards operating in the more profitable
niches ofthe market, taking advantage ofthe presence ofa degree of cross-subsidisation in thetraditional one-price-and-product-fits-aII approach. These new banks, such as Investec and RandMerchant Bank, have strong supporters and have been able to tap the wholesale funding marketat costs not much higher than that fuced by the major banks. This has allowed them to focus onproviding banking services at the high end ofthe market, where transactions are larger and safer,per rand costs are lower, and quality service is more valued, all without developing an extensive,and expensive, branch network.

The ripples ofcompetition from new entrants and foreign banks are being felt first in the nichesofthe market. However, there may be sufficient profits achievable in the traditional mainstreammortgage loan business to tempt new entrants to invest in creating a new low cost mortgagedelivery system. At the heart of the system would be some kind of SMP, whereby the lendercould obtain reliable funds at an attractive price, and focus its energies on marketing just housing
loans at substantially lower spreads and perhaps with new products. The new lenders would also

29 In fairness, it must be noted that no fInancial institution with a large existing book of long
term loans wants to pursue price competition, even for larger market share. Cutting the spreadon new business requires (or ends up forcing) the bank to cut it on existing loans. In theabsence of aggressive new entrants, it would be very natural for the major banks to maintain
large spreads on their long-term loan book and cross-subsidize more intense price competition
on short-term lending.
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be taking advantage ofwhatever economies that might exist in splitting up the various functionsinvolved in current modes oflending, and specialising in just portions ofthat array.

Such a scenario should sound familiar, since it is what developed in the 1980s in Britain. Newlending entities, called "centralised lenders", began originating loans without developing anetwork of offices, by using local real estate brokers or insurance agents to source loanapplications, and raising funds through the issuance of securitised mortgages benefiting from full
credit enhancement by major insurance companies. Tapping into a burgeoning market for longterm debt, they were able to raise funds at an all-in cost similar to that of the building societies
and to take advantage of low-costs of origination and automated methods of servicing toundercut the pricing of the traditional lenders. Moreover, as the securitisation marketdeveloped, it allowed these lenders to look for new designs and options to offer borrowers thatalso appealed to investors, including fixed rate loans.

Such lenders have long existed also in the U.S., where they are called "mortgage banks". They
were the original customers for the former government-owned Fannie Mae, issuing governmentguaranteed mortgages and selling them to Fannie Mae, which raised funds at attractivegovernment-guaranteed rates. That system evolved into the true securitisation process whichtoday is used by most lenders to fund their fixed-rate loans. Mortgage banks today have thelargest part ofthe market, based on service and low-cost origination, and the ability to shift allother parts of the lending process, including fund-raising and servicing, to other specialists.

Is such a scenario likely in South Africa? There are several negative factors, such as therelatively shallow state of the bond market, the strong barriers in existing legislation againstinnovation and entry into the securitisation market, and the low likelihood ofbeing able to offera fixed-rate mortgage product. But there is one strong incentive, which is the large spreads forthe existing lenders. Further positive considerations in favour of the emergence ofcentralisedlending are the climate ofinnovation and competition that has appeared, especially with the entryof foreign banks; great interest in encouraging housing; and also perhaps little sympathy inpreserving any advantages ofthe large banks, especially when most modem financial systems areencouraging activities such as securitisation. Last, but not least, the technology ofsecuritisingmortgages is readily available for import from any number of sources.30

Still, there are several cautionary lights which may deter investors placing a multi-million randbet on centralised lending. The first is simply the fact that many of the innovations needed tobring it all to fruition can readily be copied by competitors who do not need to bear the
development costs.

Second, the big banks themselves have "deep pockets" and may respond by cutting their short
term profits to keep any new competitor from getting well-established. The caveat to this

30 There is at least one simple way around a nwnber ofthe roadblocks. A large institutional investor coulddirectly fund a centralised lending operation. There would not have to be any securitisation, at leastinitially, and the institution would not be classified as a bank. Moreover, it would avoid any moral hazardpresent in a transfer of risk.
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temptation is that cutting the mortgage rate across the board will devastate profits on the
existing book ofloans, but not doing so would invite large scale prepayments.

The third consideration is that the key to success will be a cost offunds not too much more than
current rates on NCDs. However, the cost offunds will depend heavily on (I) the credit quality
ofthe issuer (perhaps a govemment or other very high quality guarantee) (2) the acceptance by
investors of credit ratings as a replacement for a familiar name or in depth evaluation of each
issue and (3) the development ofgreater liquidity in the non-government bond market. Once
again, the first entrant will bear the greatest costs with respect to these matters and later
followers will reap the benefits.

The fourth caution is that the highly politicised nature of lower-income lending may make
entrants hesitant that they may be burdened with explicit or implicit "community reinvestment"
requirements that are not well-suited to their model of operation. Centralised lenders to the
upper/middle income market would not naturally have the apparatus to provide the type of
service needed to originate and service mortgages in a low-income setting. On the other hand,
they may be able to contract out these functions to those that do, such as the alternative finance
companies.

The last major concern is the burden placed on lenders under current law ofhaving a banking
license ifthey raise funds by issuing debt. This severely limits the arrangements that can be made
by a non-bank financial company to intermediate funds to housing. This provision is a
recognised anachronism, however, and we expect it to be removed and or modified in the next
few years.

Credit enhancement remains one ofthe challenges involved in moving in this direction. The US
market, and recently the Australian market, benefited from the presence of a government
sponsored guarantee mechanism which obviated the need for private credit enhancement at the
beginnings of the market. The UK market tapped into what was already a well-developed
private mortgage insurance system to add to each pool a level of pool insurance that would
cover residual losses not covered by the primary insurance and also assured a timely cash flow
to investors. None of that exists here and some alternative may need to be developed.

Of course, one alternative is that the centralised lender hold enough capital itself to provide a
good rating for the securities. However, given that it faces a number of other business risks, it
would probably be more effective for a diversified insurance company to provide the cover.

A related question is whether mortgages themselves could be made safer, specifically to develop
better quality to access the securitisation market at better rates. One approach that seems
attractive is to have all borrowers provide a claim against their pension accumulation for any
exposure over even 75 percent LTV. If such a move can really reduce the risk ofloss to very
low levels, more supportive of pool insurance, then it may be worth the while of the borrower
and the industry.

We have not spoken about the exact nature of a SMP to support centralised lenders. It could
take the form of a German-style mortgage bank if the government agreed to provide the
legislative and regulatory support for such an approach. It could take the form of a private or
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government sponsored refinance facility, where all the risks stayed with the lender, but the
lenders as a group could achieve greater economies of scale of debt issuance. However, it
appears that the most likely route would be through securitisation, in the mode ofthe centralised
lenders in Britain. In this model, each lender securitises its own loans and shifts the credit risk
either to an insurance company, a special tranche of investors who take the first losses, keeps
the risk itself against its own capital.

Note that this is not quite the same as the Fannie Mae model, where private mortgage insurers
take on most ofthe risk and a government sponsored entity takes on the rest and plays the role
of a middle man between investors and lenders. The UK experience has shown that such a
government sponsored middle man is not necessary and the US experience has shown that such
an entity must be regulated to prevent it from abusing its position. In any case, unless the
government gets involved one way or another, the lenders will be on their own to develop
acceptance of their product with domestic and offshore holders ofSouth African debt.

It appears to us that the most likely route would be through securitisation, in the mode ofthe
centralised lenders in Britain. Note that this is not quite the same as the Fannie Mae model,
where a government-sponsored entity plays the role ofa middle-man. Unless the government
gets involved one way or another, the lenders will be on their own to develop acceptance of their
product with domestic and offshore holders ofSouth African debt.

Will such a market develop? There are definitely a number ofstrong reasons against seeing such
a market develop, especially without some government assistance, at a minimum in the form of
providing legislative support for securitisation and possibly with respect to credit enhancement.
There is also the problem that the size of the high-quality middle-class market is not very large
in absolute terms, so economies of scale may not be easy to reach. But the temptation will
remain as long as spreads are so large in mortgage lending.

An alternative resolution of this "tension" would be that one or more of the large banks will
break ranks and start pricing its products more closely to the relevant marginal costs. We would
not expect to see this before the bank had sharply pared down its overhead and increased its
efficiency in order to survive the ensuing price war?'

B. REFINANCE FACILITY FOR LOWER-INCOME LENDERS

The traditional loans are not the only part of the housing finance market which could benefit
from the entry of new, non-bank lenders. There is a consensus that traditional mortgage
products are not appropriate for the majority of the lower income market for the following
reasons:

3' Some ofthe banks seem to be moving towards "rationalised" pricing based on relevant
costs. The real problem is that the cost structures of all the large banks are out-of-line with an efficient
mortgage·origination operation. Only if a bank can reconfigure its operational approach to the market
can it aggressively price mortgage lending to the bulk of it.
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(I) unfamiliarity with mortgages, (2) land and housing which has no clear title, (3) desire to
upgrade their housing progressively, and with disposable incomes too small to absorb significant
economic shocks.32 A portion ofthis market is being addressed by the traditional banks through
wholesale lending through employers and unions finnly secured by pledges of pension benefits.
It is arguable that the banks have a comparative advantage in that part of the market, since it is
actually closer to corporate finance.

However, there is a large part of the market which can not be serviced through large-scale
pension-backed lending. This is where the traditional banking model breaks down, since what
is needed is both a direct interface with the individual (non-traditional) client and a keen eye to
operational efficiencies owing to small loan sizes. This is also a natural market for new entrants,
practically requiring a bottom-up reformulation of procedures and attitudes to serve this market
efficiently.

Fortunately, there have already appeared a number ofentities trying to serve this market. These
include Cashbank, operating from the traditional banking model; Rural Finance, operating as a
non-bank financial company making secured loans; and Ahfin and King Finance, operating as
non-bank financial companies making unsecured loans based on payroll deductions. None of
these operate as centralized lenders, as they all have local branch presence. However, all ofthem .
have focused on centralising their processing and management information systems so as to
achieve efficiencies and tight control ofcosts.

Cashbank is the only one ofthese lenders that is allowed to take deposits, but it must be careful
not to spend too much on seeking retail deposits. So far its funding needs have been met from
retail and some longer-term wholesale sources, while the other lenders are not permitted this
option under the banking laws. All of these lenders will need ready access to funds ifthey are
to grow as rapidly as their market potential seems to be growing and to achieve the scale of
lending that will support very efficient operational systems.

How can these entities tap secondary market funding, or even just short-term wholesale funds?
They are clearly not in a position to pioneer a market in securitised loans based on the lending
that has been done to date based on the small volumes involved for individual issuances. the
perception that their lending is very risky, and the fact that their model oflending is relatively
new and untested. The answer is that the government, presumably through NHFC, will
intervene in various ways to provide such access. This could take the form ofNHFC becoming
a SMI itself (most likely) or by it offering credit enhancement facilities. In either case. NHFC
should try as hard as possible to avoid the politics that are inherent to any parastatal company,
and to attempt to act in a totally commercial manner: manage its risks prudently while at the
same time accepting that it is shouldering a certain amount ofuncertainty for the valid social goal
of giving this part of the market a greater opportunity to fully develop. At the same time,
however, the activities ofNHFC in this regard should make it easier for developing a SMP for
other entities.

32 This view is well articulated by Mary Tomlinson in "Mortgage Bondage: Financial Institutions and Low
Cost Housing Delivery," Centre for Policy Studies, Research Report # 56, September 1997.
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C. THE APPEARANCE OF FIXED RATE LOANS

A second scenario that might change the calculus of securitisation for the banks might beincreased popularity offixed-rate financing among the general public. This kind oflending is notwell-suited to the liability structure of banks and could be a spur to them to seek either newliabilities or to push ahead with direct securitisation.

It is highly speculative at this point to foresee the appearance ofa yield curve that would makelong-term fixed rate lending attractive. If and when the expected sharp decline in short ratesmaterialises, most borrowers will breathe a sigh of relief and be happy to watch the mortgagerate decline for the ensuing year or so. At some point, though, the prospect ofa new upwardcycle in rates may shift thinking towards trying to lock in the low rates. The question at thatpoint is whether the fear ofhigher rates is greater among investors or borrowers and also whatpremium investors would demand and borrowers be willing to pay for the option to prepay_

As noted above, there are prospects that South Afiica will join the ranks of developed anddeveloping countries which have persisted with the fiscal and monetary discipline conducive torelatively low and stable long-term rates. This event would be supportive offixing rates to someextent. The result could be at least a greater incidence offixing rates for at least 3-5 years. Ifthis were to become common enough, the banks may find that they want to extend the term oftheir wholesale borrowing, and perhaps also shift some ofthe prepayment risks, through somekind ofSMP.
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SUMMARY CONCLUSION

In sum, we do not see any obvious incentives sufficient to make securitisation or any other SMP
attractive to the large banks at prevailing interest rates. This situation could change, particularlyifanother entity created the securitisation market or if fixed-rate lending became more popular.

In contrast, new entrants into the upper or lower parts ofthe market would find a SMP very
useful for providing funds at a enough scale to allow them to expand in a cost minimising
manner. In the case ofthe traditional mortgage market, such funding would allow the growth
of a centralised lending operation. We would expect that such an institution would be able to
undertake the arrangements necessary to create and market mortgage securities.

A SMP is also needed by those institutions catering to the low and moderate income borrowers.
Creating such a SMP is part of the mandate ofNHFC and may assist the creation ofa SMP for
the rest of the market.

In the event that South Africa does develop a SMP, it is important to note some ofthe structural
constraints that would need to be addressed. Below are four significant constraining factors thatcould impact South Africa's ability to effect a securitisation ofits mortgage loans at the most
efficient pricing and with the most optimal terms and conditions.

Management Information Systems. Ifand when South African banks choose to securitise
their mortgage portfolios, a constraining factor will be the ability to provide accurate,
comprehensive data on the characteristics ofthe portfolio in electronic form, in an expeditioustimeframe. At present, the banking industry could generally be characterized as not having the
adequate management information systems in place to accomplish this task. Many banks stillmaintain mortgage borrower files in paper form. Those that do employ information technology
to manage their mortgage portfolios do not maintain comprehensive records of relevant data
items such as: loan to value ratios, payment to income ratios, default history broken down into30 days/60 days/90 days/120 days or more, etc. The banking industry should invest in improved
information technology for their mortgage divisions. This investment should provide
management benefits if its own, even if the bank should choose not to securitise its mortgage
portfolio.

Standardization ofDocumentation. A securitisation ofmortgage loans would require that all
of the mortgage documentation be standardized. Each mortgage and loan agreement shouldhave the same terms, conditions, language, etc. At present, within any one bank, various formats
may be used and in some cases, language may be negotiated specifically with an individual
borrower. In preparation for securitization, banks should move towards standardizing their legal
documentation.

Transfer Tax and Stamp Duty. As the law currently stands, the sale ofa mortgage from a
PML to a special purpose vehicle requires the re-registration of the mortgage as well as the
payment of transfer tax and stamp duty. In order to create a more liquid market in mortgages,
the exemption of these taxes should be considered as they are currently imposing an additional
transaction cost onto a securitisation. Countries with large and active securitisation markets do
not impose such taxes on the transfer of a mortgage subsequent to its origination.
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Restriction on Entities Allowed to Securitise. The Deposit Taking Institutions Act of 1990
limits the entities which may enter into a securitisation to "deposit taking institutions," essentially
banks. Clearly this restriction impedes the development of the securitised market by providing
protection to banks should a competitive market in securitisation otherwise develop.
Consideration should be given to revising this legislation so as to allow non-banking entities the
opportunity to securitise their portfolios.
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APPENDIX 3: RESULTS OF AnT ASSOCIATES' QUESTIONNAIRE ON MORTGAGE LoANS

SENT TO ALL MAJOR SOUTH AFRICAN COMMERCIAL BANKS

Note: The response rate was very low because the data needed are not easily accessible. The
substantive results are presented below for reference.

GENERAL CONCLUSIONS:

Average Loan Size: Between 100,000 and 150,000.

The term of a loan is 20 years more than 90% ofthe time.

Loan-To-Value Ratios

The general standard is a 90% LTV. However, the major commercial banks lend at over
90% loan-to-value for a significant portion of their loans. Another significant portion of
loans is under 80% loan-to-value.

Income to Payment Ratio

More than 95% of all loans have an income to payment ratio ofunder 30%, with most being
between 15% and 30%.

Gross Monthly Income of Borrowers

Large commercial banks tend to cater to higher income borrowers. Smaller banks lend
according more to a niche market ofhigh or low income borrowers. In both cases, there are
very few loans to people who earn under R3,000 per month.

Loans in Arrears and Foreclosed

All banks showed significant numbers ofloans in arrears for over 90 days, but relatively low
numbers foreclosed on. This seems to indicate some general difficulties with payments.

Interest Rates

Almost all loans are variable, at the prevailing bond rate, which currently is at 20%. A tiny
portion ofloans are capped. Fixed rate loans are rare.

Prepayments

Banks do not keep readily-accessible data on prepayment activity. This information is
essential for successful securitization.


