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AN ALTERNATIVE MODEL

Simplicity Versus Complexity in the
Evolution of Housing Finance Systems

recent estimate puts total world

wealth at $44 trillion, of which ap-

proximately haltis real estate.! The
study does nat break out residential real
astate on a global basis, but does in the
United States, where 60% of real asiate
vaiue is in the form of owner-occupled
homes. If we extrapotate thig relationship,
it would suggest that residential real estate
reprasents about 30% of total world wealith,
fmaking it the largest single component. By
comparison, total equities represent about
19% of the world wealth and cash about
3%. The second largest componant of total
wealth is bonds, which reprasent ahout
27%. Thus in very round nurmbers, the
largest sources of aggregate wealth in the
world seem to be representad by perhaps
$13trilllon of residential real estate and§12
trillion ot bonds. This paper is concerned
with how the markets for these two principal
asset classes shouid bs linked,

Two ways to make this linkage are
securitization of mortgages and the Home
L.oan Bank model, which we wish to can-
trast. Expansion of securitized mortgage
markets in the United States has led many
tommantators and consultants ta recom-
mend this technique to other countries in
othet economic situations. Part of the finan-
cial romance of securitization lies in the
baroque complexity which has svolved from
the original idea of simply passing through
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payments from pools of mortgages to in-
vestors. Jtis no wonder that theoreticians,
bath academic and corporate, should love
the efflorescence of mortgage-backed se-
Curlty varieties, accomplished through “stic-
ing and dicing” mortgaga cash flows through
collateralized mortgage obligations, plannad
amortization classes, Z tranches, interest
only and principal only strips, and tha re-
lated mathematically interesting problems
ot options valuation, It is not surprising that
investrnent banking houses should promote
such complex structures, because they rep-
resent a huge source of profit for them.

Seouritization links residentlal morgages
and the bond market, but does so in a way
which is financially complicated. Its devel-
opment assumes a society which has al-
ready made massive investments in infor-
mation systems, computing technology, and
securities market infrastructure - in short,
has highly developed capital markets. The
assumption that all this infrastructure does
exist, canrapidly be creatad, or even should
be a priority to create s dubious for mast of
the world.

The U.8. Home Loan Bank model, on the
other ‘hand, accomplishes this linkage
through much simpler means. The Home
Loan Banks make loans, collateralized by
mortgages, to lending institutions financed
by the issuance of general obilgation bonds
sold in the capital markets. Both the tech-
nology and the investment necessary for
this form of intermediation are far less than
that required for securitization.

The debate over which modal is appropri-
ate or desirable fraquently focuses on the
sophistication of securitization and loses
sight of the tundamaentals.

What are the fundamentals? We beticve
there are twa:

+ Widespread proparty ownership is a de-
sirable goal for every socisty.

* Achievemert of this is significantly en-
hanced by an effective and economically
efficlent link betwsen residential mon.
gages and the bond market.

The first polnt is a matter of basic philoso-
phy. Thomas Jefferson, that giant of the
Enlightenment, wrote in 1785, “The smali
landholders are the most precious partofa
state.”2 To the American founding fathers,
the combination of liberty and property was
clear. Jefferson suggested a broadened
vision: that the goal should be widespread
property awnership throughout the society.
We cannot improve upon this insight, ex-
cept by updating it from his agrarian day to
ourindustrialized, urban times, in which the
most logical form of the goal is home own-
ership. However, widespread home owner-
ship cannot be achieved without robust
housing finance,

This brings us to consideration of the sec-
ond peint: that linking residential mortgages
to the bond market makes housing finance
more effective. [n order to understand this
point, it is necessary to view the relation-
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ship from a variety of perspectivas; inves-
tors, borrowers, financial institutions, and
society. We need to state what may ssem
obvious, for understanding advances fur-
ther with what is fundamental and obvious
than what s fashionable and obscure.

Investors

Bonds are among the most basic financial
instruments and the earltest to develop in
any financial system, thus accounting for
their position as the second largest asset
class in the world. The bond market by
definition deals with investors wha are looke
ing to commit capltal to long term uses at a
variety of interast rates, but most impor-
tantly at fixed rates of interest. Bonds are a
baslc investment of institutions key to eco-
nomic development, including banks, in-
surance companies, and trustfunds of vari-
ous kinds. Such institutions whl always
Seck among their assets high quality instru-
ments, having reliable debt servicing ca-
pacity, Expsrience clearly shows that di-
versified pottfolios of amortizing residential
mongages are very good credits and thus
are amang the safast forms of collateral in
the world. Furnthermore, the form of the
bonds ¢an be tailored to the needs of issu-
ersand investors. Band markets, for examn-
ple, regularly price and trade optional call
features which are present in most rort-
gage contracte,

Borrowers

The tinancing of the purchase of a home is
the largest and most important financial
decision. ever made by most households.
Financial experience suggests a great ad-
vantage to borrowers is the ability to estab-
lish debt service with certainty through the
alternative ot fixed rate mortgage finaneing.
Equally imponant js the avajlability of fully
amortizing mortgage finance, so that tem.-
porary financial dislocations cannot cut off
the ability to refinance principal, and trigger
a downward spiral of debt deflation. Al the
sametime, itis advantageous for borrowers
1o have various refinancing options, as op-
posed 1o refinancing requirements. {The
current popularity in the United States of
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shorter term mortgages with a “bailoon”
final payment, requiring refinancing of prin-
cipal atmaturity, is an interesting contrast to
the historical lesson of the advantage of
fulty amortizing mongage debt.)

Thus. the central characteristics of what
bend investors are seeking in assets and
what morngage borrowers seek in liabillties
are a good match, but obviously the match
can be made only through intermediation.

FInancial Institutions

The maost efficlent morgage financing will
always be created by private firms which
must baiance profit and risk. In competitive
markets, such firms will have the incentive
to innovatg and make constantly more pro-
ductive use ofresources. Martgage lending
organizations must opeérate at local levels,
although the local operations may be partof
very large organizations, Private deposi-
tory institutions, in sither stock or mutal
form, are demonstrably effective creators of
mongage financs. Theit deposit base can
finance a significant portion of mortgaqe
assets, but does need to be supplemented
by access to the bond market, This is
because lenders funding mortgages with
deposits require;

* Liquidity backup and funding alternatives,

* Long term fixed rate liabiities often not
available in deposit markets, and

* Ability to hedge the options embedded in
mortgage contracts,

These requirements cannot be met with
depas't. funding alone. Thus, when finan-
cialinstitutions engage In morigage finance,
they should always have ths abllity to ac-
cess the bond market and expand their
intermediation capabilities.

Soclety

Te help achigve the Jeffarsonian ideal of
widespread property awnership on an effi-
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cient economic and financiat basis, finan-
cial systems should be buiit on private insti-
lutions with market incentives as the pringi-
pal agenis for mortgage finance. Such
financial institutions are more basic and
more important to have or create than are
secondary markets. However, such institu-
tions need to be linked 1o the bond market.
{s there a simple, direct, easlly designed
way to do that which does not require as a
prefequisite complex capital market infra-
structura?

The Home Loan Bank Model

We suggest there is: the Home Loan Bank
model. This model meets the requirsments
of investors, borrowers, financial institu~
tions and society in an elegant tashion,

ftbegins with the fact that inside the private
financial institutions which make mortgage
loans are implied assets of very high credit
guality: namely, aggregate mortgage |oan
portfolios. A Hame Loan Bank is, in es-
sence, a way to extract the credit quality of
widely diversifiad mortgage loan portfolios
and use it ta abtain centralized bond market
financing at very attractive rates, A Homg
Loan Bank pools tha inherent credit quality
of thousands of mortgages in many finan-
cial institutions and gives 1o those Institu-
tions, inturn, the advantages of large-scale
financing they could not achleve on their
own,

An advantage of the Home Loan Bank
model is that it worke well with the issuance
of simple, classic debentures, ranging from
shortto long term maturities, although more
complex forms of debt may alse be issued
as the bond rmarket develops. Tha U.S
Home Loan Banks are able to finance In the
bond market at very attractive interest rates
and terms because of this ¢redit quality, as
Ingicated by theit being one of only a hand-
ful of AAA/ARa rated banks in the world,

Home Loan Banks today are doing exactly
what they were designed to do in 1932
when the Federal Home Loan Bank Act
became law. President Herbert Hoover,
introducing the proposed Act, stated, “As a
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people we nead at all times the encourage-
mant of home ownership,” which the Home
Loan Banks have provided ever since. The
key function is to make advances {loans) to
financial institutions to finance their portio-
lios of residential mongage loans. To se-
cure the advances, these mortgage loans
are pledged as collataral to the Home Loan
Banks with wide collateral margins. The
advancas are often at long term fixad rates
and may contain prepaymant options.

This financing structure has proved to be so
Sound that since 1932 no Home Loan Bank
has experienced a single dollar of credit
loss. This track record has enabled the
Home Loan Banks issue very high quality
bonds, whose low cost and attractive terms
allow the advances to be correspandingly
attractive to the borrowing financial institu-
tions, As thig structure has developed over
six decades, the Home Loan Banks have
become one of the largest issuars of pub-
licly-traded debt in the warld.

Home Loan Banks are organized as twelve
Separate, regional corporations throughout
the United States, sach a caapserative in
corporate stock form. Each has its own
board of directors, of whom two-thirds are

elected by the stockholders and one-third
appointed by a fedaral government agency,
the Federal Housing Finance Board. The
capital of the Banks is provided by the
financial institutions who must purchase it
in order to become members and have
access {o berrowing. The aggregate net
worth of the Hame Loan Barks is today
more than $11 billion. Net profit for 1993
was $895 million. It is essential that the
Home Loan Banks themselves operate as
for-profit, market-otiented aenterprises, not
4s government departments.

From 1933 10 1988, the Mome Loan Banks
were, in addition to being mortgage financ-
Ing wholesale banks, the regulators of sav-
ings and loans. With the banefit of hind-
sight, this combination was unfortunate,
The American savings and loan system
ultimately experienced a major dabacle in
the 1980s, culminated by the failure of ona
third of the industry. The Home Loan Banks
and Home Loan Bank Board as regulator
and depositinsurer ofthe savings and loans
could net escape being embroiled in the
debacle. Moreover, as savings and loans
failed or were merged, this meant a rapid

Figure 1 : Faderal home Loan Bank Systern Membership Compesition, Decembear 1991
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Figure 2 : Federal Home Loan Bank Sys-
tem Membership Composition as
of December 1993

Savings & Loans 1,742
Savings Banks 441
Commaercial Banks 2,208
Credit Unicns 57
Insurance Companies 16
Total 4,464

decline in membership and volumes for the
banking functions of the Home Loan Banks.

The 1989 Financial Institutions Reform,
Recovery and Entorcement Act was the
government's reaction to the problems.
Amang other provisions, the Act divided the
regulatory fungtion and the banking func-
tion into two entirgly separate organiza-
tions. Membership eligibiiity in the Home
Loan Banks was expanded to inslude com.
mercial banks (as had been the original
intentin 1932). Thus was sat up a notewor-
thy experiment in the design of housing
finance systems: would the Home Loan
Banks as pure wholesale barks for housing
finance survive and prosper?

The experimant has yielded the unambigu-
ous answer that they can and have. Maem-
bership by financial institutions in the Home
Loan Banks has grown rapidly and now
exceeds 4,000 (Figure 1). Membars include
savings and loans, savings banks, insur-
ange cormpanies, credit unions, and more
than 2,200 commercial banks {Figure 2).
By 1995, there will be more than 5,000
financial institution members of the Home
Loan Bank System, of which more than
60% will be commerclal banks, The aggre-
gate advances by the Home Loan Banks 1o
financial institutions secured by martgage
collateral now exceed $100 billion and the
total assets of the Home Loan Banks $180
billion (Figure 3), Asone example of growth,
in the Chicago Home Loan Bank over the
two year period 1992-93, financial institu-
tion members grew 60%, borrowing mem.
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Figure 3 . Federal Home Loan Bank 5]
December 1993
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bers grew 97%, and advances grew 147%,

The rapid growth of the Home Loan Banks
demonstrates the importance of their cen-
tral function: linking portfolios of residential
martgages 1o the bond market.

We draw three lessona from this history;

* The tundamental linkage petformed in
this fashion works very well. The Mome
Loan Banks have experienced no credit
loss in their entite history; they have dem-
onstrated success in providing lorg term
fixed rate liabilities 1o match the fixed rate
mongege assels of their members: and
as evidenced by the rapid growth in naw
members and business volumes in the
1990s, provide high value as judged by
conternporary financial institutions.

* The Home Loan Bank model works tor
many kinds of financial institutions which
make morgage ioans, including savings
and loans, savings banks, commercial
banks. creditunions, and insurance com-
panies.

* The organizations created to perform the
mortgage-bond market linkage should
stick to banking and not dilute their atforts
with regulation and politics.

FINANCIAL MARKET EVOLUTION

From the paint of view of financial systemn
development, there are three majortypes of
financlal systemns in the wortd: highly indus-
trialized economies with advanced finan-
cial institutions and capital markets; devei-
oping economies and financial systems;
and former soctalist aconomies working to
create market systems. The importance
and size of mortgage finance makes it an
important topic in all three. The theoreti-
cians of securitization, drawing on the evo-
lution of capital markets in the most ad-
vanced finangial systems, often recommend
complex structures to developing and newly
Markset-oriented countries. We think it is
appropriate 1o suggest an alternative ap-
proach, one that is consistent with histori-
cal patterns of financial market evolution,
The following evolutionary pattern should
guide the development of mortgage finance
10 succese.

» The first requirernent is private credit in-
stitutions which can c¢reate the primary
residential mortgage toans. These in-
stitutions may have various institutional
forms or charters, with corporate stock or
mutual ownership, and may be funded by
retail deposits or wholesale sources.

*+ The second requirement is a bord mar-
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ket, the base market of traded securities.

- The third naturai step is 1o link the private
credit institutions to the bond market in a
Home Loan Bank organizational mode,
This will both promote the growth of mort-
gage finance and the development of the
bond market, by making long term amor-
tizing mortgage Instruments more liquid
and giving the market attractive, high
credit quality honds to trade. The Mome
Loan Bank model has the advantage of
demonstrated historical success, in peri-
0ds as various as the Great Depression,
the 1970s inflation, and the restructuring
of the 1990s,

In the longer run, as world financial evolu-
tion proceeds and more advanced financial
systems develop, many forms of mortgage
finance will co-exist, For example, In the
deep financial markets of the United States
today, Fannig Mae and Freddie Mac, mon-
gage-backed securities and all their com-
plex derivatives operate along side the sim-
pler patterns of Home Loan Banks and local
financial institutions. The mortgage finane-
ing markets co-exist ard interact with mar-
Kets in equitigs, futures, options, junk bonds,
mutual funds, swaps, and so an, As capital
market infrastructure gets built, there is
apparently no limit to the variety and com-
plexity of financialinstruments or the breadth
of investrment desires or speculative urges
they may satisfy.

However, it is simple organizational com-
mon sense to suggest that the development
of a financial system will have a far greater
probability of success if it starts with primary
factors in straightforward ways, and lete the
mere complax structures evolve later. For
houging finance, we believe the Home Loan
Bank modal can be a very useful slementin
the fundamental design. =
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