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Abstract 

Prospects for an Indonesian Secondary Mortgage Market 

The purpose of this study is to assess the feasibility of creating a secondary mortgage 
market in Indonesia. The paper begins with a review of the approaches used to Anance 
owner-occupied housing and a deAnition of the concept of a secondary market. A 
secondary market is seen as  a solution to the problem of insufficient lending by primary 
market institutions. The appropriate organization of the secondary market depends on 
the specific reasons why primary market lenders are not providing sufficient funds to 
meet demand. 

Secondary mortgage markets exist in a variety of forms in different countries. The study 
briefly reviews the experience with such markets and identifies the requirements for their 
successfd operation. The feasibility of a secondary mortgage market in Indonesia is 
evaluated through a review of the p r i m q  market conditions. The major conclusion of 
the study is that a secondary mortgage facility could significantly improve the allocation 
of credit by reducing the liquidity risk for primary market lenders and increasing the flow 
of funds from long term sources of capital (e.g., pension fbnds). 



Executive Summary 

Prospects for an Indonesian Secondary Mortgage Market 

The purpose of this study is to assess the feasibility of creating a secondary mortgage 
market in Indonesia. The paper begins with a review of the approaches used to Anance 
owner-occupied housing and a definition of the concept of a secondary market. A 
secondary market is seen as a solution to the problem of insdcient lending by primary 
market institutions. The appropriate organization of the secondary market depends on 
the specific reasons why primary market lenders are not providing sufficient h d s  to 
meet demand. 

Secondary mortgage markets exist in a variety of forms in different countries. The study 
briefly reviews the experience with such markets and identifies the requirements for their 
successful operation. The feasibility of a secondary mortgage market in Indonesia is 
evaluated through a review of the primary market conditions. The major conclusion of 
the study is that a secondary mortgage facility could s i e c a n t l y  improve the allocation 
of credit by reducing the liquidity risk for primary market lenders and increasing the flow 
of funds from long tenn sowces of capital (e.g., pension funds). 



Indonesian Secondary Mortgage Market Study 

L Overview 

- 
The purpose of this study is to assess the feasibility of creating a secondary mortgage market in 
Indonesia. The study is organized in six sections: Section II provides a brief overview to the - 

- 
approaches used to finance owner-occupied housing and defines the concept of a secondary - 
mortgage market. Section III describes the rationale and principal benefits associated with a 
secondary market. Section IV defines the basic principles of a secondary market and the 

i 

conditions necessary for its viability. Section V briefly reviews the experience with secondary - 

markets in other countries. Section VI discusses the feasibility of a secondary market in Indonesia. 
- - 

Section VII notes several issues that must be Adressed in order for the development of a 
secondary market in hdonesia. 

II. Housing Winance Systems I - 

Description: The aim of a housing finance system is to provide the finds which homebuyers 
need to purchase their homes.' This simple description has spawned a broad array of institutional 
arrangements, ranging from contractual savings schemes, to depository institutions specializing in 
mortgage finanqe, to the issuance, sale and trading of mortgage-backed securities ("MBS"). All 
of these arrangements have been created with the same purpose in mind, to channel finds fiom 
savers to borrowers. 

A sign of financial sector development is the finding of owner-occupied housing by formal 
financial institutions (as contrasted with informal savings clubs, relatives or landlords). These 
institutions can be private sector entities, which can be shareholder owned or mutual 
organizations or special circuits (i.e., government-backed institutions operating apart fiom the 

- 
broader financial markets). As economies develop, provision of housing finance often moves 

- 
- - 

away fiom extensive reliance on special circuits towards integration of housing finance into the - 
- - 

broader financial markets.2 - 

- 

The traditional model of formal financial sector finance of housing is the deposit taking system. 

'For a comprehensive description of housingfinance systems in the early 1980s, see Boleat [1985]. 
?For a recent analysis of European and US. housing finance systems, see Diamond and Lea [I992 a, b]. 



(Exhibit 1). In this model, an institution gathers savings 
makes l o r ~ s  to home buyer^.^ Thus, it originates, services 

- 

fiom households and enterprises and - - 
and knds the loan. There are several - 

types of deposit taking institutions, including commercial banks which offer a complete range of 
banking services, savings banks which deal largely with the household sector, and specialist 
housing finance institutions (building societies or savings and loan associations) which focus their 
lending primarily on housing. The United Kingdom is an example of a country which relies largely 
on depository institutions for housing finance. In Asia, housing finance in both'Malaysia and 
Thailald is provided primarily by depository institutions. 

An alternative to the depository institution model is the mortgage bank system (Exhibit 2). In 

such systems, specialized institutions (mortgage banks) originate and service portfolios of 
mortgage loans which are finded by securities .ihey issue. The securities are general obligations 
of the mortgage bank and are typically purchased by institutions with long term sources of finds 
( eg ,  pension funds and insurance companies). The mortgage bank model has been around since 
the mid-1 800s and is extensively used in continental Europe (particularly Denmark, Germany and 
Spain). Asian mortgage banks exist in India and Pakistan. 

A depository system is frequently referred to as a retail approach as institutions deal directly with 
the public in lending and borrowing finds. The mortgage bank system is a combination of a retail 
and a wholesale approach. Its wholesale character comes fiom the finds raising side wherein 
finds are obtained primarily fiom institutional sources through the, broader capital market rather 
than directly fiom the public. 

In many countries, purely wholesale institutions exist to facilitate the flow of funds to the primary 
mortgage market (Exhibit 3). These institutions, referred to as liquidity, rediscounting or 
secmdary mortgage facilities, are typically government owned or supported. They issue general 
obligation bonds in the capital markets and use the proceeds to refinance the portfolios of primary 
market lenders. In the U.S., the Federal Home Loan Banks have been making collateralized loans 
to mortgage lenders since the 1930s. In France, the Caisse de Refinancement de Hypothecaire 
("CRH") (earlier known as the Marche Hypothecaire) performs a similar function. In Asia, the 

National Bank of India and the National Home Mortgage Finance Corporation ("NHMFC") of the 
Philippines were created for this purpose.4 Cagamas in Malaysia purchases mortgage loans fiom 

3For the purposes of this study, contract savings schemes are viewed as specialized depository institution 
circuits. 
4A number of countries have national housing banks which operate primarily on a retail basis. 



primary market lenders (with recourse and buy back agreainents). Its securities are general 
obligations of the company and not collateralized by the loans. This mode1 is referred to as a 
secondary mortgage facility ("SMF"). 

A fourth approach is a secondary mortgage market ("SMM"; see Exhibit 4). A SMM involves the 
sale of mortgage loans (or loan portfolios) or MBS backed by specific pools of mortgagess As 
s-lch, it involves the transfer of the risks and ownership of mortgage loans to a third party. The 
loans may be sold to specialized institutions called conduits or special purpose, separately 
capitalized vehicles. These entities raise fbnds through issuance of securities backed (or 
collateralized) by the loans. The majority of residential mortgage loans in the U.S. are fbnded 
through the SMM. MBS have been issued in Australia, France, Spain, Sweden and the U.K. 

The SMM model was originally developed in the U.S. as a method to sell mortgage loans (i.e., 
achieve off-balance sheet financing) in order to reduce the interest rate risk associated with fixed 
rate mortgage lending. The provision of payment guarantees with the securities issued by 
government sponsored conduits facilitated investor acceptance. The investor in a guaranteed 
security does not have to worry about default risk (but st21 is exposed to interest rate risk). In 
recent years, private SMMs have developed in the U.K. and U.S. without the aid of govement.6 
These markets developed because wholesale sources of hnds were cheaper than retail and lenders 
were capital constrained. 

The use of one or more of these systems depends on the stage of developnient of a country's 
financial markets as well as government policies. As housing finance involves lending to 
individuals, it usually emerges as a retail activity. Wholesale fhds  mobilization develops if the: 
banking system is constrained from supplying sufficient mortgage credit to meet demand or if 
capital market sources of fbnding are more cost effective. The issuance of securities is, however, 
premised on the existence of well developed capital markets. The creation of secondary market 
institutions has been motivated by the desire to expand the supply of credit available to 

homebuyers. 

Examples in Asia include Bank Tabungan Negara in Indonesia, the Government Housing Bank in 
Thailand and the Korean Housing Bank. NHMFC has both retail and wholesalej%nctions. 
SAn MBS also is refrred to a pass-throiigh security in which borrowers' monthly principal and interest 
payments and loan payofls are passed directly to the investor net of servicing and guaranteejies. 
6In the US. and more recently in the U.K. an extensive seconhry market in mortgage loan servicing 
rights also has developed 



PII. Ratio~~ale for Secondary Markets 

Why Primary Market Lenders May Not Lend: The need for secondary markets arises when 
primary market (retail) lenders are not viewed as providing sufficient hnds for owner-occupied 
housing. There are a number of reasons why mortgages may not be attractive investments for 

.- 

retail lenders (Exhibit 5). First, because mortgages are obligations of individuals, secured by - 
property in a particular location, assessment of credit risk can be costly and time consuming. The 

ability of the lender to foreclose on leans in default in a reasonable time period with reasonable 
costs dso is a major determinant of credit risk. 

Second, even if credit risk is manageable retail lenders may perceive significant risk in funding 
mortgage investment. Mortgages are typically long term assets (typically 15 to 30 year 
mslturity).7 Lenders with primarily short term liabilities (notably deposits) are subject to 
significant liquidity risk if they allocate a substantial portion of their assets to mortgages. Also, 
mortgage borrowers may demand fixed rate loans. Lenders with primarily short term deposits are 
subject to considerable interest rate risk if they invest in such loans.8 

A third factor influencing mortgage investment may be capital. ;fa lender is capital constrained, it 
cannot expand its balance sheet significantly without being able to sell the loans it originates. The 
concept of capital adequacy is hndamentally risk based. lfmortg.~cs are viewed as more risky 
than other forms of investment (e.g., government securities) the lerder may choosl: to irivest in 
lower risk assets which do not use significant amounts of scarce capital. 

A fourth factor influencing mortgage investment activities by private sector lenders is the presence 
of a state subsidized competitor(s). If one or more institutions in the primary market have 
preferential access to low cost (government subsidized) sources of finds, they can crowd out 
private lenders from the market by offering lower rates andlor better terms, Borrowers will often 
queue to receive below market rate loans, depriving private lenders offering market rate a 
profitable customer base. 

7Although have relatively long maturities, they amortize and are often subject to early repayment. The 
duration, or average life, of a mortgage is considerably less than its stated maturity. Mortgages with 
maturities of 20 to 30years have durations of 5 to 7 years. 
8The vast majority of US. savings and loan institutions became insolvent in the early 1980s because of 
interest rate risk. Until 1980 they were required to put 80 percent of their assets in 30yearfixed rate 
mortgages. Their liabilities were primarily short term deposits. Their problems began during the late 
1970s when deposit interest rate controls were removed. 



Solutions to the Lack of Lending: The proper solution to the perceived lack of mortgage 
lending depends on the primary cause of the market breakdown. If default risk arising 
underdeveloped systems of property ownership or an inefficient foreclosure process is viewed as a 
major barrier, government provision of mortgage insurance (e.g., similar to the Federal Housing 
Administration or "FHA" in the U.S.) may stimulate more lending. If the difficulties are primarily 
due to the costs of underwriting loans or achieving broader geographical diversification, a private 
mortgage insurance system may suffice. Insurance or security guarantees remove concern over 
the lack of standardization in or information about mortgages for institutional investors. 

A SMF is appropriate if primary market lenders have poor access to the broader capital markets 
or concerns exist about their ability to manage interest rate or liquidity risk. Security issuance is a 
more efficient way of raising hnds than individual loan sales. SMF may be able to issue longer 
maturity bonds than individual institutions. If the institution is well capitalized (or supported by 
the government) it can achieve a higher credit rating on and lower cost fbnding for its activities 
than private issuers. Issuance of debt by a centralized institutim may involve lower transactions 
costs of developing a market and issuing securities.9 Issuance of a large volume of standardized 
securities can result in greater liquidity than issues of individual institutions. 

SMh.lis have been created when true off-balance sheet financing is desired. Transfer of ownership 
enables lenders with relatively little capital to participate in the mortgage market. Although MBS 

-I - can be issued by private sector concerns they are complex, unique and costly to issue. In addition, 
the issuing entity still must confiont the problems associated with introducing a new security and 
assuring investors of its liquidity and credit worthiness. 

Establishing a conduit can facilitate creation of a successful SMM (Ekhibit 6). A conduit can 
wort, with mortgage originators and servicers to standardize mortgage design, documentation and 

underwriting, ultimately lowering the transactions wsts of mortgage lending. Second, by 
purchasing mortgages from banks on a nationwide basis, it can achieve geographical 
diversification, lowering the credit risk on securities relative to those of an individual bank. Third, 
it can expand the investor base for mortgages, increasing the availability of hnds and management 

of risk. It can do so through credit enhancement, tailoring securities to meet the needs of 

9A SMFcan issue a sufficient volume of securities to jush3 the up-front costs. It also solves the free 
rider problem that exists when upfront costs are not borne by subsequent issuers. An alternative* to a 
single institution undertaking this eflort is for a consortium of banks to develop rhe market jointly. 



investors and providing a centralized source of standardized securities. Fourth, it can lower the 
transactions cost of and develop a market for MBS or debt securities. Finally, a conduit can be a 
catalyst for innovation in the housing finance system, for both loans and securities.10 

The problem of competition with a subsidized direct lending competitor cannot be solved through 
introduction of a secondary market. The lending activities of such competitors must be targeted 
to those in greatest need. Introduction of a secondary market can facilitate greater availability of 
finds for the remainder of the home buying population (i.e., those borrowing at market rates). 

Benefits of Secondary Markets: Properly structured, a secondary market can provide 
significant benefits to a housing finance system, and ultunately to the entire economy (Exhibit 7). 

The primary benefit is an increase in the availability of finds for housing. A secondary market can 
overcome a geographic mismatch between the suppliers and demanders of finds (e.g., if there is a 

lack of nationwide banking or efficient payments system). It can overcome an institutional 
mismatch between institutions wherein the capacity or inclination to hold and originate long term 
assets differs. By expanding the pool of finding options available to primary market lenders, 
there is less pressure on governments to provide direct (and ofken subsidized) credit to 
homebuyers. In turn, governments can target scarce resources to the most deserving groups. 

A SMM can also lower the cost of mortgage credit through a more efficient allocation of risk. 
For example, a SMF may improve interest rate risk allocation through matching of long term 
mortgages with long term sources of finds.11 A SMM may lower credit risk through nationwide 
diversification. Liquidity risk may be reduced through expansion of finding opportunities for 
primary lenders. 

A SMF can reduce the transactions cost of mortgage lending and investment through 
standardizatioll of mortgage loan documentation, underwriting and servicing and creation of 
standardized securities. Expansion of the market and finctional speciaimtion can reduce costs 

1OFor example, Freddie Mac in the US. pioneered the use of the collateralized mortgage obligation 
which divides cashjlows fiom a p o l  of mortgages into d~ferent maturity securities. Ginnie Mae has 
facilitated the introduction of new mortgage instmments through its pool insurance activities. 
l1Prepayment risk is a form of interest rate risk arisingfiom the early repayment of mortgages. 
Specialized securities (derivatives) have been created in the US. to more eflciently allocate prepayment 
risk A C?dF may be exposed to significant prepaymenr risk if it purchases mortgages finded with 
straingth debt. However, it may be in a better position to hire experts to manage this risk than individual 
lenders. 



through economies of scale. By expanding the fbnding scurces for mortgages, a SMM improves 
the competitive environment which ccln lead to cost reductions for participants and borrowers. 

All of these factors can lead to lower relritive mortgage rates. A secondary market also can 
improve affordability of housing finance for borrowers through the offering of longer maturity 
mortgages and alternative mortgage instruments (e.g., indexed loans and GPMs). 

Finally, an active secondary market enhances the marketability of the securities, reducing the risk 
of investment and ultimately mortgage rates.12 Not only will .;mproved marketability lower the 
relative costs of mortgage securities, it can also be a catalyst for the development of the overall 
bond market. 

IV. Principles of Secondary Mortgage Market Operation 

Primary Market: The starting place for the discussion of the requirements for a successfbl 
SMM is the primary mortgage market and within that the mortgage instrument itself (Exhibit 8). 
First and foremost, mortgages must be attractive investments. The interest rates on the 
mortgages must be market determined itnd provide investors with a positive, real, risk-adjusted 
rate of return. Thus, the mortgage rate must be sufficient to cover the investor's marginal fimding 
cost (both debt and equity), the risks of mortgage investment and the administrative cost of 
servicing mortgages (and MBS).l3 In addition, the mortgage market must be at a sufficient stage 
of development to produce a significant volume of loans to just@ the up-front costs of 
developing the SMM infrastructure. 

A second key primary market characteristic is standardization of the mortgage instrument. 
There can be many types of mortgages present in the housing finance system, but only those with 
sufficient volume are candidates for sale and securitization.14 In order to reduce the transactions 
costs of evaluating mortgage loans and the processing 'costs of issuing and administering MBS, 
the characteristics (e.g., rate adjustment, amortization schedule, term) of the mortgages should be 
uniform. In addition, standardized documentation must be available far all loans. Typical 

121n the US. the trading volume ofMBS has surpassed that of Treasury securities. 
13For a detailed discussion, see Lea [1993]. The risks of mortgage investment include credit, interest 
rate, option, spread and liquidity. 
14Standardization is less important fir collateralized lending. Pools of diverse mortgages can provide 
effective collateral as long as they can be identijed, legally pledged and valued. 



documenti~tion includes the mortgage 
deed (document conveying ownership 

note (document describing the mortgage obligation) and 
a 

to lender as security for the repayment of the mortgage) - I 
the applictltion, property appraisal and borrower credit report. 

Along with standardization of mortgage instrument and design, the underwriting of mortgages 
should bt: performed in a comprehensive and consistent manner. The underwriting process 
establisher; guidelines ensuring that a borrower has the ability and the willingness to repay the debt 
and that the property provides sufficient security for the mortgage. Assessment of the ability to 
pay generally consists of relating borrower income, assets, liabilities and net worth to proposed 
mortgage payments and overall housing expenses. Debt-to-income guidelines help to standardize 
underwriting. Willingness to pay is based on the downpayment (bwrower investment in the 
property) and credit history. The appraisal determines the value of the property through 
exarninatilm of the sales prices of similar properties, construction costs of new properties and 
market co~nditions and trends. 

The servi1r:ing of mortgages is a critical component of a viable secondary mortgage market. The 
collection of mortgage payments and the periodic remittance of these payments to the investor (or 
conduit) i!; the major task of servicers (whether they are originators or third parties). In additior, 
servicers me the primary repository of information on the mortgage loans. Thus, they must 

maintain accurate and up-to-date information on mortgage balances, status and history and 
provide timely reports to investors. 

Ultimately, the attractiveness of mortgages and NiBS depends on the ability of investors to 
understand the instruments and quantifj their risk and return potential. Standardiition of 
mortgage instruments is an important step in reducing the information costs to investors. In 

addition, historical performance data on mortgage payments (e.g., default and prepayment) is 
important in risk assessment. Because of the importance of data in the assessment of risk, the 
demands crn servicers (and conduits) are potentially great. These institutions must be able to 
process arrd disseminate large amounts of information. Thus, they must develop effective, 

automated management information systems. 

An important part of the servicing is establishment of clear guidelines for the collection of 
mortgage payments. The documents must spell out payment obligations (dates, amounts, terms 

of adjustments, obligations for taxes and insurance) and prbcedures to be followed in the event of 
default. Altho~gh lender discretion in working with borrowers is an important part of the 



collection process, third party investors must know what those procedures are before making their 
investment (in order to assess the degree of default risk) and what latitude exists in dealing with 
the borrower (e.g., forbearance or restructuring). Servicers also must make decisions about and 
implement procedures leading to foreclosure and repossession in the case of defaulted loans. 

Legal and Regulatory Framework: A successfbl housing finance system is premised on a well 
developed legal and regulatory structure (Exhibit 9). The primary concern for investors is the 
security interest In other words, how enforteable is the claim the investor has on the collateral 
(house) in the event of default. The answer depends on the clarity of land title, the ability to 
establir:~ priority of liens on the collateral (i.e., an effective title and lien registration system) and 
the ability to enforce foreclosure and repossession over a reasonable time period.15 

Enforceable security interest is a necessary but not sufficient condition for a successfil housing 
finance system. For transactions involving asset sale or pledging (i.e., as collateral), security 
interests must be transferable and investors must have the ability to perfect their security interest 
after transfer. Furthermore, the transfer of interest must be at relatively low cost. Thus, transfer 
and recordation fees should be nominal an6 borrowers should not have to approve the transfer.16 

An additional legal concern for investors is the solvency of seller, servicers or other third parties I 
(ije., credit enhancers, trustees). In the event of insolvency, payments to investors may be delayed 
while a court reviews the merits of various claimants. Thus, the rights of investors to the cash 
being collected on their behalf is important. Also, investors should be able to monitor the 
financipl condition of sewicers. Investors may demand the right to "pull" or transfer servicing in 
the event the solvency of a ssrvicer becomes impaired (i.e., to avoid the hazards of diverting cash 
flow, delaying payments or inadequately collecting loan payments). 

In general, the regulatory environment also must be supportive of a secondary mortgage market. 
Capital requirements on mortgages and MBS must reflect the relative risks and ensure a "level 

lsln the short run, a government mortgage insurance find can overcome these conccms. However, a 
reasonable and enforceable title and foreclosure process is a necessary condition of a viable mortgage 
insurance find.. Once a functioning legal proces::i._Sor protecting investor rights is in place, private 
mortgage insurers can provide default guarantees to investors. A government insurance find can be 
provide targeted assistance to certain groups (e.g,# Icw to moderate incomejlrst-time homebuyers). 
16As long as borrowers receive adequate service on their loans (e.g., get their questions answered and 
have access to accurate information on payment ckwnges and balances outstanding;) they should not care 
who the ultimate investor is. Consumer informati~~rl issues may arise when loan servicing is transferred. 



playing field" (i.e., one that does not favor certain institutions 
standards (including tile requirements for off-balance sheet 

or instruments). Proper accounting 
or sale treatment) should exist to 

provide institutions, investors and regulators with accurate and consistently defined information. 
In many countries, imposition of withholding taxes on asset transfer have proved to be a 
formidable impediment to the development of a secondary mortgage market. 

Appropriate Rde of Government Institutions: In a well developed capital market, wholesale 

finding and secondary mortgage markets can be developed by the private sector. However, in 
less well developed capital markets, government support may ha necessary to achieve investor 
acce?tance and increased access to funds. Careful attention must be given to the organization and 
missioh. of institutions with such support. (Exhibit lO;.:7 

Secondary market institutions must have sufficient scale and capital to absorb the start-up costs of 
developing the systems, procedures and markehg as well as the risk associated with making a 

market in mortgages. A back-~;p parantee bar the government (either explicit or implicit) can 
provide the necessary comfort to investors to encourage acceptance of the securities. The use 
(and maintenance) of private capital in government institutions can encourage appropriate risk 
management and efficiency. Private capital reduces the potential moral hazard associated with 

the dispensing of government parantees.18 The use of private capital does involve a trade-off, 
however. A government-supported conduit is a mon~poly. Therefore, carefbl attention must be 
given in defining its mission and monitoring its risk taking. 

Secondary market institutions are not appropriate vehicles for subsidizing mortgage credit. Their 
primary mission should be to mobilize private capital, broaden the financial markets and improve 
risk allocation. If the finds for subsidizing mortgage borrowers come fiom savers or private 
investors they will not supply sufficient capital for the institution to meet demand. As a result, the 
instituticn will have to resort to non-price rationing of mortgage credit during periods of rising 
demand. Its lending activities will crowd other intermediaries fiom the market and potentially 

17Ajter a secondary market is successJilly in!roduced, the government support can be withdrawn. This 
was the case with the CRH in France. Discussrons about the privatization ofFannie Mae and Freddie 
Mac have taken place in the US. Reduced government support enhances market discipline and redwes 
the contingent liabili@ of the government for the activities of the institution. 
18A moral hazard exists when the activities of the insured directly affect the exposure of the insurer. An 
insured individual who engages in high risk activities presents a moral hazard to the insurer. In the 
US., the high risk lending by bankrupt savings and loans represented a moral hazara K'O the government 
which insured the deposits of these institutions. 



distort capital allacation. Affordability issues can be better addressed through mortgage design 
and direct borrower income or downpayment support. 

Secondary markets by definition involve the separation of the fbnctional activities associated with 
mortgage lending (i.e., the institution that owns the morigage may not have originated it and may 
not service it). In such a system, principal-agent problems exist. The owner (principal) of the 
mortgages relies on the actions of the originator and servicer (the agents) to undertake prudent . 

and conservative actions consistent with long-term preservation of capital (this is also the case 
with collateralized lenders). The agents may have different incentives. For example, a cash short 
servicer may div3rt some mortgage payments (clrhnhg the borrowers are in default) to meet 
short-term needs. Or an originator may relax underwriting guidelines to increase the volume of 
loans sold or fee income. The principal (or the guarantor) must conduct proper due diligence of 
servicers and sellers and deveIop effective hcentives to safeguard against such actions. 

V. Experience With Secondary Mortgage Markets (Exhibit 11) 

U.S.: The SMM mobilizes a majority of finds for owner-occupied housing in the U.S. The roots 
of the SMM go back to the Great Depre~~sion. That period was characterized by collapse of the 
financial system caused in large part by a lack of liquidity in the financial markets, an erosion of 
confidence in financial institutions and, in the mortgage market, a lack of understanding of asset 
default risk on the part of investors. The U.S. government created several institutions in the early 
1930s to restore public confidence and improve liquidity in the financial markets. In the mortgage 
market, the Federal Home Loan Bark system was established in 1932 to provide regulatory 
oversight and liquidity to the nation's thrift institutions, thz primary provider of mortgaf,e credit at 
the time. Deposit insurance was also set up for thrifts and banks to enhance public coulfidence. 

In 1934, the FHA was created to insure mortgages, increasing investor confidence in mortgage 
assets (by reallocating credit risk) rind fostering the adoption of the long-term, self-amortizing 
mortgage instrument. In order to promote the adoption of this instrument and increase liquidity in 
the mortgage market, Fannie Mae was created to provide a secondary market for originators of 
FHA mortgages. Until the 1980s, Fannie Mae fbnctioned as a portfolio investor in mortgages, 
finding its purchases with general obligation debt. Both Fannie Mae and the Federal Home Loan 
Banks (which make collateridized loans to primary market lenders) enjoy relatively low finding 
rates. Although they are not government agencies, they benefit from a line of credit with the U.S. 



Treasury, various security law advantages and a widespread perception that the government 
would come to their rescue in times of trouble. As a result their debt trades at rates higher than 
comparable maturity 1J.S. government debt but less than comparable maturity corporate AAA 
(the highest private rating) debt. 

This system worked well until the 1960s when the combination of inflation, volatile interest rates 
and deposit interest rate ceilings led to shortages in the availability of mortgage credit. Thus, 
Ginnie Mae was created in 1968 and Freddie Mac in 1970 to develop secondary mortgage 
markets.19 Ginnie Mae is a government agency, and its securities are issued with a payment 
guarantee backed by full faith and credit of the U.S. The pool insurance provided by Ginnie Mae 
enables mortgage ba kers to sell portfolios of FHA loans directly in the capital markets. Freddie 
Mac is a government sponsored enterprise with a similar structure as Fannie Mae.20 In its e d y  
years, Freddie Mac concentrated its efforts at standardizing the conventional (non-government 

insured) mortgage. It began issuing mortgage pass-through securities in the mid-1970s. Fannie 
Mae began issuing such securities in the early 1980s. 

The U.S. SMM came of age in the 1980s when thrift institutions with below market fixed rate 
mortgages were given tax irlcentives to sell their loans in the secondary market (in effect swap 
them for securities which they sold or used as collateral for borrowing). The swap activities 
added liquidity to the MBS market and facilitated an enormous increase in the trading volume of 

mortgages and MBS. The introduction of the collateralized mortgage obligation ("CMQ") 
provided a better match between mortgage assets and investor preferences. The increas~d 
liquidity and flexibility of MBS brought pension plans, insurance companies and foreign investors 

into the mortgage market. By the end of the 1980s, a majority of new single-family mortgage 
originations were being sold directly into the SMM. 

The development of the U.S. S X M  has not been without controversy. The FHA suffered 
significant default losses during the 1980s and subsequently had to tighten its qualification 

standards and raise its insurance fees. Fannie Mae had several years of negative earnings and a 

lgTwo major factors influencing the development of the secondary mortgage market in the US. are a 
"ohibition against nationwide banking and the requirement (until 1980) thatfidcrally insured 

depository institutions make onlvjxed rate mortgages. 
2OBoth Fannie Mae and Freddie Mac are shareholder-owned corporations. They have limited purpose 
charters, are regulated by the government and have Boards with both shareholder elected and 
Presidential appointed directors. The mLBs are mutual institutions (owned by their members) with 
owner elected boards. .?'hey are also regulated by the government. 
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negative mark-to-markct net worth in '.he early 1980s, the result of investments in fixed-rate - mortgages in a volatile interest rate enwronment. Portfolio lenders claim that the economies of 
scale and implicit government backing of the secondary market agencies crowd them out of the 
mortgage market by reducing spreads to the point where it is no longer profitabie (on a risk- 

- adjusted basis) to hold mortgages. The U.S. appears to have weathered all of these problems. - Congress has passed and the agencies currently meet new capital requirements. FHA's non- 
subsidized activities are once again a~tuarially sound. And U.S. homebuyers continue to benefit 
fiom ample availability and a relatively low cost of mortgage credit. 

- U.K.: Unlike tLe U.S., the SMM in the U.K. developed without any government involvement. In 
the mid-1980s, centralized mortgage lenders entered the market in response to wide spreads 
between mortgage rates and money market rates. These institutions (private conduits) lend 
through a network of brokers and insurance agents and find themselves entirely through 
whdesale sources, primarily MBS. The centralized lenders were able to build a share as high as 
13 percent of the market over a short period of time, aided by favorable wholesale-to-retail 
finding rates and aggressive marketing acd product differentiation, Their share fell in the early 
1990s to less than 5 percent of th9 market, reflecting the aggressive pricing of building societies, 
which benefited ficm significant deposit inflows in the wake of the October 1987 stock market 
crash. Downgrading of insurance companies, which provide credit enhancement for centrdized 
lender MBS, and unfavorable risk based capital treatment of MBS (until recently at 8 percent, 
rather than the 4 percent level of residential whole loans) adversely affected the cost of finds of 
the centralized lenders. 

Europe: Unlike the U.K. and U.S., MBS markets have not yet developed in Europe. In recent 
years there have been isolated issues (in France, Spain and Sweden) but no on-going programs. 
The primary reasons for the slow pace of securitization has been the lack of capital pressure on 
lenders, low rates on mortgages (particularly in France), high sosts of developing securitization 
programs and legal and regulatory uncertainty. 

Wholesale finding of mortgages is well established in Europe. France, Germany, Spain and the 
Nordic countries have active and well developed mortgage bond markets. Bonds are issued by 
private and state-owned mortgage banks. Investors (particularly insurance companies and pension 
funds) are major holders of mortgage bonds. They typically have restricted investment 
opportunities or incentives to hold mortgage bonds. Government supported wholesale banks exist 
in France, Germany and Spain. These institutions refinance the ~ortfolios of primary market 



lenders. It is notable that dl of these countries have highly developed securities markets. 

Asia: The only Asian country with a true (but small) SMM is Australia. MBS were introduced 
in Australia in 1986.21 By 1991 over $6 billion had been raised through this approach. Most of 
the MBS issuance has been by mortgage companies specializing in low start rate loans guaranteed 
by state housing authorities. 

A secondary market institution, Cagamas, was created in Malaysia in 1987 to purchase loans 
from primary market lenders. Both market rate and government subsidized loans are purchased 
with the intent of reselling them to the lenders after a period of 3 to 7 years (selected by the 
lender).22 The loans are acquired on recourse fiom the lenders which administer them on behalf 
of the company. The mortgage acquisitions are financed with the proceeds of general obligation 
bond issues. Both fixed and floating rate bonds have been issued corresponding to the 
characteristics of Cagamas' loan purchases. The government has created incentives for the 
holding of these securities through tax preferences, assignment of the lowest risk based capital 
weight for depository institutions, authorization for investment by pension finds and insurance 
companies and inclusion of the securities as part of the investments that can be held as liquid 
assets. 

Cagamas is a predominately private company with 80 percent ownership by banks and finance 
companies. The Central Bank of Malaysia has a 20 percent ownership interest (the next largest 
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shareholder has a 7.9 percent interest). Thus, the company's securities have the perception of 
government backing. Cagamas is by C x  the largest issuer of private debt securities. It issued over - 1' 
RM 3.3 billion of debt securities in 1992 and had over RM 5.1 billion outstanding at the end of 
the year. 

A number of Asian countries have created wholesale institutions to provide liquidity through 
refinancing primary market loms. In Iridia, the National Housing Bailk ("NHB") h2s achieved a 
degree of success in mobilizing ncw finds for owner-occupied housing.23 Most of its funds have I 
come fiom government directed source: or through bond issues carrying specia! tax advantages. 

In addition, NHB developed a contract savings schenx that initially brought in flew funds but will 
eventually result in a net outflow of fhds (as it begins lending to savers that fulfill their 



contracts). In general, NHB's access to new hnds lags its commitments an1 
limited success in tapping the broader financial markets. 

d it has had only 

The Government Housing "mk (GHB) in Thailand obtains its finds primarily through deposits. 
The Gm's  main influent, ir1;pears to have been as a competitor to other primary market lenders. 
It began ~ffering to refinance (at lower inlerest rates) existing mortgage loans held by commercial 
banks in the mid-1980s, using its cost advantage in raising finds (as a government-backed 
institution). The banks responded by significantly increasing their volume of mortgage lending in 
order to retain their customer base. The GHl3 has been noted as a constructive source of 
innovation and competition in the system.24 

The experience of the Philippines with government supported mortgage institutions has not been 
positive. The major government lending entity, the NHMFC, mobilizes funds !?om government 
pension plans and mutual finds to provide mortgage loans to their members. As such, it is a 
combination retaiWwholesale institution.25 It has suffered from very ICgh dcSnult rates and 
curreiltly is undergoing its second "reh~biitation" in the last 6 years. The current plan 41s  for it 
to be reconstituted as a SMM conduit purchasing loans fiom banks and developeis and issuing 
MBS. 

The existence of specialized housing banks in Sri h n k a  and Korea has not significantly 
improved the availability of housing finance. Both countries are plagued with severely repressed 
financial systems in which the government actively attempts to direct credit. Housing finance is 
provide primarily thtaugh specialized state mortgage banks that operate on a retail (direct 
lending) as well as wi~olesale (security issuance) basis. Mortgage rates are not market determined 
and what finding is available comes fiom directed sources (e.g., state pension finds). The 
volume of lending is small (relative to the size of the economy) and private sector participation is 
limited.26 

24Mbp [1990J 
25Philippine institutions appear to suflrfrom a lack of well defied and targetedpurpose. It is notable 
that the government pension finds also are direct mortgage lenders. A government institution insuring 
loans to private developers also originates loans and provides interim$nancing to community groups 
(the ultimate owners). 
26Struyk and Ravicz [l992]. 



VL Feasibility of a Secondary Mortgage Market in Indonesia 

Primary Market Conditions (Exhibit 12): The volume of mortgage lending through formal 
sector institutions in Indonesia is relatively low, particularly in relation to housing needs. Tnere 
are several factors responsible for this situation. First, real interest rates have been very high in 
recent years, reducing affordability anc! depressing demand. Second, the majority of lending has 
been through a special circuit isolated from the brcader financial markets." Both Bank Tabungan 
Negara ("BTN") and P.T. Papan Sejahtera (now known as Bank Papan) have had access to low 
cost government credit. The relatively large volume of subsidized loans made by these two 
institutions has diswuraged mortgage lending by other banks. Most private bank lending has 
Seen at the high end of the market, often in conjunction vith real esate development (e.g., 
providing construction finds followed by end loans to purchasers). 

In acidition to competition fiom s~bsidized competitors, private banks have shied away fiom a 
significant volume of mortgage lending due to perceived risk. Mortgage lending involves 
significant credit risk reflecting the costs and uncertainties associated with the foreclosure and 
possession process. However, several private banks interviewed for this report have developed 
ways to manage this risk including guarantees obtained from developers, setting up direct deposit 
and payroll deduction plans with employers and aggressively using the court system. Furthermore, 
there is a belief that house price inflation offsets much of the high cost of foreclosure and provides 
an incentive for borrowers to sell their houses instead of risking loss through foreclosure. The 
consensus among the small group of interviewees is that housing loans are less risky than business 
loans. 

The issue of credit risk may be a more general problem, reflecting the slow down in the economy 
and the increase in bad debts hdd by banks. Many institutions have reduced their lending (not just 
mortgage lending), preyerring to invest in short term, low risk securities (both domestic and off- 
shore). 

A second rignificant source of risk is liquidity risk arising from the nature of mortgage assets and 
bank depasits. Mortgage loans typically have maturities of 15 to 20 years. Because they 
amortize and are subject to prepayment, their average lives are typically 5 to 7 years. The vast 
majority of commercial bank liabilities are deposits with terms of 2 years or less. As a result, 

27Stn~yk, Hoflman and Katsura [I 9901. 



most private bank mortgages are 3 to 5 year loans. Rapid amortization significantly reduces 
affordabiiity. Even with such terms, many banks are reluctant to allocate more than 5 to 10 

percent of their portfolios to mortgages. Liquidity risk concerns were heightened by the abrupt 
tightening of monetary policy in 1991 and the failure of Bank Summa in 1992. 

Interest rate risk is a potential concern to lenders. There is a demand for fixed rate mortgages by a 
segment of their customer base. However, the banks have no corresponding liabilities or 
experience in pricing such instruments. 

Mortgage Funding: There is a notable lack of investment in mortgages by long term investors 
(pensions and insurance funds). The only vehicle for such investment have been the bond issues 
of BTN and Bank Papan, which represent a small fiaction of total bond issuance and pension find 
assets. A large portion of s!ate pension find assets are invested in government short term paper 
(BI certificates) and time deposits. Therefore, there is a large reservoir of long term finds that 
could be used to find housing. 

Private banks can issue bonds to finance their mortgEge portfolios. However, there are a number 
of reasons why this has not been an attractive option to date. Bond issuance is very expensive 
with all-in costs of 3 to 4 percent. There are limits on the ability of subsidiaries to issus debt and 
special purpose vehides and trusts have not been introduced. There may be a credit risk premium 
required by investors for private bank bonds reflecting uncertainty over their credit quality. The 
Bank Summa failure and on-going reference to bad debt problems have undermined confidence in 
private banks. Credit enhancement options are limited. Private bank bonds need state bank 
guarantees to be purchased by state pension finds. Currently, capital shortages in state banks 
reduce their ability to issue guarantees. Foreign bank guarantees are costly and may not be widely 
accepted. The regulations necessary to issue subordinated debt have not been developed. 

There is a marketability premium for holding Indonesian bonds. There is very little secondary 
trading in bonds and no valuation or quotation system (which inhibits foreign investment). Also, 

there are no long term bonds (the longest maturity issues have been 5 years). One factor may be 
the lack of a government bond market. Without such a market, there is no reference rate for bond 
pricing (i.e., risk fiee rate for comparable maturity securities) nor a large volume issuer with the 
capabilities of establishing liquidity in the market. 

Legal and Regulatory Issues: In addition to the difficulties in foreclosing on delinquent loans, 



there are several legal and regulatory constraints which inhibit mortgage lending and investment. 
Mortgages carry a 100 percent CAR risk weight as opposed to the 50 percent weight 
incorporated in the Bank for International Settlement standards. Bond purchasers are limited lo 
10 percent of an issue - a potentially binding constraint in a market with relatively few buyers. 
The sale of mortgages requires borrower consent which is time consuming and costly. Although 
collateralized borrowing involves a self-executing deed, obtaining the collateral must be done 
through a court procedure which is costly and time consuming. A lengthy process will inhibit 
collateralized borrowing or sale of mortgage loans with the lender retaining the servicing. In both 
cases it is imperative that the creditor or owner of the mortgages obtain access to the cash flows 
as soon as possible. 

The civil law system in Indonesia is not conducive to rapid change. Innovations such as 
securitization have to spelled out in new legislation in advance of adoption. It is often difficult for 
legislation to be flexible enough to accommodate the f i l l  range of market needs. This contrasts 
with Anglo-American or common law in which market participants are fiee to introduce new 
contract and organizational forms as iong as they are not specifically precluded under existing 
law. 

Market Needs: The Indonesian economy has been undergoing rapid change and growth. As a 
result, the demands on the financial system are becoming greater with each passing day. With 
growth and change comes increased awareness of the financing needs of particular sectors. One 
of the major roles for government is to identifjl and prioritize the principal problems affecting 
provision of credit for important social and investment needs and adopt appropriate policies to 
solve those problems. 

High real interest rates are a major problem in the area of housing, as they reduce affordability 
particularly for low and moderate income households. Secondary markets are not the primary 
solution for this problem. The development of a secondary market can modestly lower mortgage 
rates relative to other market interest rates through an increased supply of finds, better allocation 
of liquidity and interest rate risk and increased competition. Development of a secondary market 
can lead to the use of longer term mortgages which can improve affordability. However, targeted 
subsidy programs (e.g., through BTN) and the introduction of alternative mortgage instruments 
are better solutions to affordability problems of low and moderate income groups. 

The second significant issue is credit risk in mortgage lending. The ultimate solution to this 



problem is improvement in the land titling and court systems - both of which are long term 
projects. Provision of mortgage insurance through the gcvemrnent could reduce or eliminate 
credit risk for mortgage investors. However, it could expose the government to significant 
liabilities if it is not properly priced and underwritten. The need for government mortgage 
insurance is unclear as private banks appear to have found ways to deal with mortgage credit risk. 
An opportunity may exist for a private mortgage insurer ("PMI") to profitably price and manage 
this risk. Through the activities of a PMI the costs of credit risk could be reduced through 
nationwide diversification and improved foreclosure procedures. 

A third market need is greater access to long term sources of finds. There are substantial sources 
of long term finds that could be invested in mortgages if proper investment vehicles are made 
available. In addition, development of long term finding options could reduce liquidity and 
interest rate risk concerns that may be inhibiting mortgage lending in Indonesia. A SMF may be 
the most appropriate way to improve access to long term sources of finds for mortgage lending. 
Private banks could obtain long term advances (collateralized loans) from a SMF finded by 
general obligation bond issuance. The bonds would be purchased by pension plans, insurance 
companies and other banks. 

The appeal of this alternative is that it is relatively simple to implement. If the collateralized 
lender can get prompt access to the borrower's payments in the event of loan default, the risk of 
such lending should be modest (as it is typically done on an overcollateralized basis). If the SMF 
has some form of government involvement, it will have a ready demand for its bonds among long 
term investors. 

If mortgage lenders are unable or unwilling to significantly expand their mortgage investments the 
a mechanism for sale of the loans will need to be developed. One alternative could be for a SMF 
to purchase loans, finded by its bond issues. However, the legal issues that exist in selling 
mortgages and managing servicing risk suggest that it would take an extended period of time to 
develop such a system. 

A true SMM model would be expensive and time consuming to form. Systems for tracking and 
transferring cash and information would have to be developed. Mortgage design and 
underwriting would have to be standardized to permit MBS issue. Legal obstacles to ownership 
transfer would have to be resolved as well as determining how credit enhancement would be 
provided. A SMM can be developed in the future if demand for off-balance sheet financing arises. 



W L  Issues Associated with Development of a Secondary Market in Indonesia 

As the banking system becomes stronger and the capital markets develop, a greater volume of 
housing finance is likely to be forthcoming fiom the private sector. However, at the present time 
h d i n g  risk appears to be a significant impediment to expmsion. Thus, maintaining the status quo 
is not an attractive option for the housing finance system in Indonesia. The creation of a 
government supported institxtion (an SMF) to refinancc. bank originated mortgages finded 
through the issuance of bonds would have several bemficial effects (Exhibit 13). First, it would 
provide a source of long-term finmcing for private banks, removing a major obstacle for 
mortgage investment. Second, it would facilitate investment in mortgages by pension finds and 
insurance companies, potentially improving their investment performance and increasing the 
supply of finds available for housing. Third, it would help stimulate development of a bond 
market in Indonesia which would benefit private companies and government enterprises in their 
efforts to raise capital. 

Ideally the SMF should be capitalized primarily from private sources to promote efficiency and 
prudent risk management. However, to facilitate pension plan and insurance company investment 
the SMF should have some government connection. This involvement could be limited (e.g., 
minority investment by Bank of Indonesia). 

Given the current stage of development of the capital markets, it would be preferable for the 
bonds issued by a SMF to be a simple as possible (e.g., fixed term bullet bonds with either fixed 
or floating rates). Once formed, the restriction against pension find investment in bonds issued by 
companies with less than three years of operating experience would have to be waiv1:d. The SMF 
car1 work with institutional investors to achieve acceptance of longer term bonds. However, the 
bonds do not have to be over 10 years in maturity to provide the necessary long term financing for 
mortgages. Interest rate risk management guidelines should be developed before the S M F  begins 
operation. It will be particularly important to develop procedures or capabilities to manage 
prepayment risk if the loans can be cailed. One option in conjunction with making collateralized 
loans to banks would be charging prepayment penalties for early pay-off This approach would 
keep the responsibility for interest rate risk management with the lender. 

Initially, it will be simpler to make loans to banks collateralized by their mortgage portfolios rather 
than to develop the systems necessary for sale and transfer of individual loans. Collateralized 



loans (or advances) can be made either with blanket liens on an entire portfolio or with 
9 identification, segregation and valuation of individual loans. The SMF can lend on an 

overcollateralized basis to minimize its credit risk. This type of lending also obviates the need for 
standardization of loan characteristics and documentation. The SMF must conduct a thorough 
review of the underwriting, servicing and performance of individual lenders before it makes the - decision to  extend credit. Cash and management information systems for managing loan and 
security payments must be developed. 

Advances collateralized by loans are unknown in Indonesia. A careful review of the legal and 
A - regulatory issues associated with this type of lending needs to be undertaken. If the SMF is to 

purchase mortgages, guidelines (i.e., documentation and underwriting) will have to be developed. 
Purchases should be limited to those lenders with ii demonstrated track record in originating and 
servicing mortgages. Also, the requirement for borrower consent of loan transfer would have to 

A - be dropped. 

J 

Creation of an SMF can be viewed as the first step towards development of a true S N M  in 
Indonesia. Many of the issues concerning loan standardiza!ion, information processing and 

e- - servicing also will have to be addressed if individual banks decide to sell loans or MBS directly 
into the capital markets. In this regard, a SMF can provide a valuable demonstration effect for the 
rest of the lming system and capital market. As market participants gain experience in 
originating, sericing a.ld managing mortgage investments, new fcrms of fbnding tailored to the 
needs of lenders are likely to emerge. 
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Exhibit 11 

Experience with Secondary Markets 

U.S. 
- FHA: Mortgage lnsurance 
- FHLBs: Secondary Mortgage Facility 

. - Fannie Mae, Freddie Mac: Secondary Mortgage Market 

U.K. 
- Private Mortgage lnsurance 
- Private Secondary Mortgage Market 

Europe 
- Secondary Mortgage Facilities: France, Germany, Spain 

Asia 
- Secondary Mortgage Facility in Malaysia 
- Private Secondary Mortgage Market in Australia 
- State Housing Banks (India, Thailand, Philippines) 





Exhibit 13 

Indonesian Sec~ndarv * 
Mortgage Facility 

- Glihat it Can Do 
- Long term collateralized loans to originators 
- Long term bond issues to investors 

Benefits to Lenders 
- Long term source of funds 
- Better risk management 

Benefits to Investors 
- Long term bond investments 
- Bond market development 

Benefits to Borrowers 
- More affordable mortgage credit 
- Increased competition among lenders 
- More flexible mortgage terms 


