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i Introduction

This paper e&ﬁsiders those recommendations of ﬁhe Camphell Report which
are specifically related to housing finance and examines the possible
implications for the cost, availability and distribution of housing finance
of implementing these recommendations. There are, in Fact, only two '
recommendations arising out of chapter 37, the chapter 5pe¢ificaliy concernad
with housing finance. The first of these relates to deregulation of
portfolic constraints (37.91) and states
"mubiect to appropriate g#uﬁeﬁtia} regulirements - the most important
of which would be asset gquality/capital ratios ~ the present
restrictions on the asset structures of savings banks and permanent
building sccieties should be removed.”
The introductory provisory phrase possibly suggests that the re-regulation
phrase coined by Kane (1980) in response to the 1980 Deregulation Act in
tha;ﬁgs*l” micht be egually sppropriate here,. The second recommendation
relates to the removal of the preference gévan to dending for newly '

constructed houses (37.99)

“The provision in the Commonwealth Banks Act requiring the Commonwealth
Trading and Savzngs Banks., in meking housing loans, to glve preference
for the erection of homes and for the purchase of newly erected homes
should be repesled.™

The issue which has received most of the 9@§&i&t attention, however, is

gtated only as a conclusion in ahagterHB? 137.77)

"There is no. justification for retaining interest raté controls as an
instrument of housing or welfave policy.”

but is Tormally presented as a recommendation in an earlier chapter (4.26)

“Bll official intervention in the determination of bank deposit and
lending interest rates should cease and existing controls should be
aholished.”

Cbviously, ﬁany of the recommendations in other chapters do have a direét

bearing on ha&siﬁg finance; for example (4.23}



"Maturity controls should pe abolished”
&né (1% 123

”mh& reﬁtr&c@ian on gources of savings bank deposits should be removed.™

In assessing the "effectivensss, efficiency and equity .of assisting housing
.« through gagul&ﬁi@n“ {37.38) the Committee concentrates on the lmpact

of interest rate regulation and the effects of portfolic constraints.

This emphasis will be maintained in this paper. In the Report, however,
the effects of interest rate deregulation on the cost and avallability of
finance were examined withount any explicit reference to portiolic
constraints (37.40 - 37.81); likewise, the Report went on to examine the
implications of dervegulation of portfolic constraints (37.82 - 3?»99}
without making it clear as to what assumytiﬁns‘had been made about interest
rates . Although the effects of implementing ﬁﬁéée recommendations are
obvicusly interdependent, section fwa of this paper will iﬁitially congider
the effects of interest rate deregulation on the explicit assum@tian that
portfolio constraints remain unchanged and section three will then consider
the implications of deregulating ygrtfaiiajééngtrainﬁs on the assumption that
interest rates have been deregulated. In both of these zections, the
analysis will be baded on the assumption that thﬁ‘deﬁaﬁﬁ for housing
finance is unaffected by changes in relative interest rates and responds
only to changes in the ﬁbrtgage:x&ﬁewgﬁ' The effects of relaxing this
aggumptiam abowuk demanﬁVWill be briefly considered im”semtimm four and
the distributional implications of dereguiaﬁzcn f@v W kxtw&m@
.a$3ﬁmpt§9ﬁ$ abﬁmt its impact on the c@gt &nﬁ avaigabillty @f flnammw

will be axamxn@é in seotion five.
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2 Enﬁexesﬁ‘xaﬁe dereguiation

As indicated asbove, the impact of intevest mate deregulation on the cost
and avallability éf'fiﬁanae is initially considered on the assumptions
that portfolio constraints remain as is and that the demand for housing
finance iz maffected by regulation {or dersgulation}. The analveis in
this section im based on a simplified model of the financial system which
is consistent with the obssrvations éﬁ&yaxgﬁments presented in the Report
but which makes explicit the type of éa@ampﬁigﬁa which need to be made in
orfer to arrive at the Report’s conclusions, These conclusions will

then be evaluated on the basis of their underlying assumptions.
2.1 Supply of funds from regulated institutions

The Committes argues that (37.55)

"deregulation will .. tend to make housing funds more readily available
from housing finance speclalisgts {albeit at slightly higher interest
rates} "

and that (37.17:

“Ffailure of housing finance intermediaries to 1ift their rates at a

time of generally rising interest rates will, other things being egual,

lead to a lossg of deposits to competing intermediaries.”
Thelr arguments, therefore, are explicitly based on the sssumption that the
flow of funds into (or out of) housing finance intermediaries is sensitive
to interest rates and to interest rate differentials between regulated and
non-régulated institutions.  Appendix 37.1 @f)tﬁs Report gé@sﬁntg sOmS
perfunctory evidence that this agssunption is valid. Reliable and consistey
measures of this sensitivity QfAﬁEQQEit flows to interest rate differential:
between deposit taking institutions, however, is generally not avallable

since “estimates of interest rate and income elasticities are surprisingly
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ungtable” {(Bvans, 1979, p 55} .- In other words, tha Commlitee apparently
agviﬁagﬁﬁya supply schedule for housing finance from regulated
institutions as given in Pigure 1 below. Heye S§$§ shows the response
‘of the supply of funds for housing finance from regulated institutions
which results from an increase in theéir deposit and lending rates for a
given rate of interest ifﬁ} in wvnregulated markets. = This supply curve
follows if it is assumed that regulated institutions operate on a fixed
margin between mortgage and deposit rates and that deposits into these
institutions are ‘interest sensitive. S?S?

of funds from regulated institutions when the unregulated market rate of

similarly ‘shows the sUPDLY

interest increases to rl,

mortgage rate ® B

[42]
73

o]
ot
b

fundz for housing

Pigure 1: Supply of funds for housing from regulated institutions

If interest rates are regulatsed at r and the current rate of interest in
unregulated markets is Ly then 08 will be supplied by'x&gﬁlatﬁﬁ institutions:
if the unregulated rate incréases to Ty and the regulated rate remains
unchanged, only OB funds will be supplied by regulated institutions. The
extent to which such a movement takes place is dependent upon the assumption

made about the total supply of savings in the economy. If savings are
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fixed then increases in interest rates in the unregulated sector which
‘result in increased differentials between unregulated and regulated
rates are likely to decrease the supply of funds going to regulated
in&titutiaga; if total savings rvespond to general increases in interest
rates, howsver, chaﬂgeé in interest rate differentials, whilst they are
likely to decrease the share of funds going to regulated institutions,
wmay not have swvch an unambiguous effect. Presumably the Committee had
the former possibility in mind, or believed that any substitution affect

outwelghed the income effect if the latter was the case .

For & given rate of interest in tﬁe unragulated mazket’ké&xagﬁlation of
interest rates is thus assumed to make funds more yeadily aveilable From
housing finance specialists. This argument that there wiii be a flow of
funds into specialist housing finance institutions if interest rates were
deregulated (given the assumption of no change in portfolio constrainte}
would present no difficulty if there were only one type of specialist
housing finance institution with one set of linterest rate controls.
niffiaulﬁy immediately arises, however, é%@m the fact that there is ﬁgt
just one type of specialist housing finance institution. . Given this, the
argument that a decrease in the interest rate differential between
regulated and unregulated institutions will increase the funds available
for housing depends on an implicit agsumption that the current intervest
rate differentials betwesen the different housing finance institutions
within the regulated market are those which would exist in a free market,
The Comndttes makes no attempt to determine whether or not this assunpiion
is valid.  Building societies are subject to a wide range of interest
controls which vary between States and éiffﬁr ﬁram‘?eﬁexally imposed
controls on savings banks, To the extent that removal of these controls
results in a reduction in the current interest fate differential between
building societies ang banks, deregulation could result in a significant
redistribution of funds from building societies to banks. Since, on the

basis of existing portfolic constraints, building societies currently lend



‘@bout 85 per cent of their funds for housing compared with only 60 per
cent for savings banks, such = redistribution could lead to & reduction
in the overall funds avaiiable for housing, even with a net inflow into
these housing finance zngtitut1$ﬁ$¢3* %huﬁ, although it can e concluded
that there will be a net inf flow of funds into specialist housing finance
institutions as a result of a reduction in the interest rate differential
between z@gal&t@d and unregulated inﬁtit&tiﬁnqg it does not neces ssarily
follow that this will lead to an 1nax&ase in funds avaalaﬁl& for housing.
This will Jepend on what happens to A%tﬁreah z&?@ &1ffﬁr@ntxals betwaen
regulated institutions. For simplicity, however, any pot e;%i&i'mhamgm in
interest rate dsz&xeﬂtzals b@%@eﬁﬂ regulated institutions is ignored in
vth@ regt of this analvsis: in other wmxdgg regulated rates are assumed

te move in unison,

On the basisz of this am&iygiﬁ, if thers ié a general rise in interest rates
~in the economy, the two extreme responses af doing nothing to regulated
rates {or making adjustments which lag significantly behind changes in
the market) dx af dex@galaﬁing all interest rates have obvious sffects.
The first option uﬂamblﬁamug}y results in a reduction in the supply of
funds available for hmu&:«smg (compared with the funds which could have
been expected had interest rate differentials not r*hamg@.é} but those
which are available will be cbtainable at xezativaly lew rates of
interest; the second option unambiguously causes interest rates in
regulated institutions to rise but protects ﬁhesgvinstitwkimﬁﬁ from a
significant outflow of funds and offers the p@s%lbilify of increased
finds for hcusxmg finance becoming available. The Committee clearly
believes that the first response will not ensure an adequate supply of
housing finanaeéﬁ {(nor a satisfactory ﬁlsfzibutlan of that which is

avaziable} and prefers the second response.



2.2 Cost of housing finance

i

The Committee does offer a palliative to those who would reject
dersgulation of interest rates because of the inhibiting-effect of
higher interest rates on houséholds wishing to becoms owner-gooupiers

by stating that (37.54)

“the Committee does not believe that the effective cost of housing

inance would necessarily rvise appreciably on average as a yesult
of the dervegulation of interest rates.”

The argument that the effective cost of finance would nobt riss appreciably

on average with the devegulation of interest rates f(even though the rates
from regulated institutions would rise) depends primarily on the
assumption that {37.72}

“the need to ‘seek supplementary Tinance typlcally involves the

borrower in higher costs, since funds are obtained from less
regulated sources {eg finance companies) charging higher rates.”

Given this, the Committes goes on to conclude that

"The overall cost of funds - compriszing the lower rate charged by

the regulated source and the hidher rate charged by the wnregulsted
supplementary source -~ may often be higher than a savings bank oy
bullding society would charge for a single loan LF they were allowed
te charge a maxket vabe.”

49

In order to illustrate the key assumptions which must e mads in order to
reach this conclusion, the simple wodel of the housing finance sactor
initiated by Pemner and Silber {1973} and developed by Tucillo et al (198
will be used here. In this model there are only two types of housing
finance intermediaries; vregulated and umx&g&iat@é,g“ For each typs of
institution the capacity to supply housing finance is obvicusly limited
by its capacity to attract Ffunda. For regulated institutions with

portfolic restrictions which result in a high proportion of assets being
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held

ce of the supply of housing finance on

is reflected in the supply schedule assumed
in Ploure 1. institutions with no ﬁg&éiai incentives
to hold mortgages, the supply of housing finance will depend on the
degres of substitutdbility between mortgages and other assets, This,
in turn, will depend on the risk characteristics of m@rég&g&g and the
rigk prefsrences of the institoution. If mortgages are perfect

subgtitubés for other assets o

4

if institutions are risk neutral, the
supply curve for mortgages will be infinitely elastic at the exigting
interest rate. If they ave very good substitutes with other assets and
the fin&nﬂiﬁi svstem is large relative to martgaQé m&xﬁetﬁ, the supply
schedule will be highly @E&gticsa; Farkgimyziaitfg an infinitéiy
elastic supnly curve for housing f@ﬁama@ fram unregulated institutions
has been shown in Figure 2 since the distinction between this agsuwnption

and the more realistic one of high substitutability 1s immaterial for

ﬁgﬁ

o o

e of N for wnregulated institutions.
.

the purposes of this analvais, The relevant supply curve § has been
chown for an interest rat
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Fiogure 2: Housing market with independent su ply achadules




with interest rate regulation at r the total supply curve for housing
‘finance is given by SQQSSE* If demand iz glven by Qﬁﬁg then the total

supply of funds for housing finance is given by OE, with OA provided by
regulated institutions at a rate ¥ and AE provided by unregulated
The currvent effective cost of finance as

1y
; ; . S 7. : o
n the Beport is given by (0A.x + %Eqra} . If the market rate

natitutions
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of interest in currently unregulated markets is unaffected by deregulation
and remzing at r, then the supply schedule @isi is the appropriate
schedule for regulsted institutions and the total $ug;;1y schedule for

biie

With demand given by ﬁgﬁgg

housing finance would be given by ﬁiﬁﬁg»
ggui}i%zéwﬁ ooours at the point 2 and the total supply of funds for
housing finance remaing unchanged at 0F with the vegulated institution’s
share increasing to 08° and that of the unregulabed institution decreasing
o A'FE. In this case the cost of finance rises to the previous

unregqulated rate r , an unsmbiguous increase oveyr the previcus effective

O
cost of finance, and there is no conpensating incressse in the supply of

v e

funds.

demand is given by D Q é, then before devegulation OA finds are provided
ong and AG by unregulaited institutions, giving a

(2N

if
by regulated institut
total supply of funds for housing finance of 06, After interest rate
deregulation, eguilibrium occcurs at point X and all 0G' funds are provided
by the regulated ingtitutions at a rate r' which may or may not exceed
the previous effective cost of finance prior to deregulation. In this
case the total supply of funds has increased énd the previocusly regulated
rate has increased to a value above its old rate and below the previcusly
mregulated rate which is mmw‘ixzﬁievanta The inflow. of funds into
specizlist housing finance institutions will be greater and the resultant
rate of interest lower the more pesponsive ig the supply curve for
housing finanve from regulated institutions to its own rate of interest.
The inflow of funds will similarly be greater, the mors intersst elastic
iz the demand for housing finance, but the resultant rate of interest

P

will be higher the move interest slastic is demand.



Simdlax, b&t move pessimistic, ?ﬁ”mﬁb@ aries

mark@t raﬁ@ of intﬁreﬁt éﬁﬁg rize with deregul
bﬁﬁ&uﬁ& of ﬁha 9ff@¢ta of an outflow of funds from imyragulated ingtitutions.
When this is the case, the supply schedule for unregulated ingtitution

sh;fxs up tﬂ gat an interest rate xzz the supply schedule for

u.u
s
1 L R.R
r@gniat&d institutions g%;Ltg o the left to Sﬁgl as shown in Figure 1
g 3
and these z‘:hang@s mmzlt in a lower swpply of funds and a higher rate of
intere%% c@m@&r@é with the case when dersgulation had no impact on rates
o of 1ﬁtmxaaﬁ 3n the unregulated markeat. The post regulation case fC

I

3mst one possible demand cuxve is shown in Pigure 3 bslov.

mortgage rate

¥

-

Figure 3:

With no interdependence between the supply schedules, sguilibrivm ocourred
at point Z with OE funds being provided at an intevest vats of Tye With
interdependence, eguilibrium cccurs at Z° and OBY funds ars prowided at

an interest rate of xgw



On the basis of this analysis, therefore, it isg cbvious that the
qualifications to the Committee’s claim that the cost of housing finance
will not aeegﬁﬁaxi%g’ris@ appreciably on average and that the current
effective rate may be higher than a single rate after devegulation are
assential. Whethey the effective rate vises, falls or remains steady
is dependent on the interest elasticities of the relevant demand and
supply ‘schedules and on the overall determinants of demand and supply.
In the most pessimistic case, housing interest zates could rise to
levels prevailing in the unregulated market and the total supply of funds
avéii&@le for housing could fall. Ir is only in the most oytimigtiﬂ
case when the supply of funds for housing increases (and is totally
provided @y regulated institutions) that there is even the possibility

that the effective cost of Finasrce will not rige!
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io) deregulation

ALL of the amalysxs in the previous section has been undertaken on the
assumption that the @r&@@mﬁ restrictions on the asset structurse of
regulated institutions remain unchanged. This, however, is conirary

to the Beport's recomemndation.

When the Report was released, savings banks were consivained in their

lending behaviour both by constraints on thelr total asset portfolios

and by the 60/40 rule, although if the 60/40 rule was an effective

constraint it must be vegardsd as protecting funds for the government

sector, not for housing since its relaxation could mean that, with

a given Bupply of funds availsble to regulated institutions,

housing could be expanded at the expense of the government sechor. There

is, however, some doubt that the constraint was effective when the

Report was released since only two savings banks at December 1981 had

presecribed ssset ratios less than 41,5 ;f?ér cent; for the remeining

banks the ratios varied from 44.5 per cent to 51.8 per Cenﬁgg' which

suggests that they could have loaned more for housing had they chosen to

do 0 {or had it besen profitable for them to do sol. Since the Report

was released the 40 per cent prescribed assets ratio has besn vaplaced by

a 15 per cent liguidity reguirement, 10. which means that there i8 now no
ffective constraint in relation to how much of avallable finance could

e lent for housing by savings banks.

Bullding sécieties have had no exact sguivalent of the éﬁjéﬁ rule

M
£
o

restrictions generally &mgaﬂeé on their asset structures by State
governments relate to certain minimum liguidity criteria {and are thus
possibly within the vealm of what the Commitiee would desuyibe {(37.91)

(i

ag “appropriate prudential reguirements”). Aoy restraint on the
avalilablilicy of funds for houslng Ffinance, therefore, arvises primavily
from the flow of funds into the bullding socleties, not from the allocation

of these funds between the varvious assets held.
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On the basis of these observations, any removal of -existing restrictions
on total asset structures cannot have the effect of incressing funds
fﬁr ﬁoasing'finaﬁca for any given supply of funde available from
requlated institutions except in the short run as the banks adapt to
the change from a 40 per cent prescribed asset ratio to a 1% per cent
liguidity vatio and attempt to meet the increased target for lending
for housing. The existence of portfolio restrictions, in genevral,
has meant that housing, along with the government, has been a protected
sectoy. Tt is the continued existence of these constraints which will
maximise the supply of funds available for housing finance in the light
Qf interest rate dersgulation. Although the Committee sugges ts that (37.¢
"in practice .. it is most unlikely that any gubstantial move out of
housing would occur, at least in the short to medium term”
they can-give no reassurance that such a move will not ocour in the long
terms That it will, is almost certain if institutions which ave
currently regulated are to be allowed “maximum portfolic Fiexibility®.
The suggestion that the removel of any existing asset restyictions needs
to be gradually phased in (37.92) gives iégiicit support o the argument
that the Committee has been unduly optimistic in ciaimiﬁg that it is
unlikely that +there will be short or medium term disruption to housing
finance. Disruption, in this sense, is to be inteypreted as meaning a
deriine in Ffunds avallable fer housing for any given total supply of

funds in regulated institntions.

In terms of the anlaysis presented in section 2, 2 reduction in the share
of funds going to housing for a given total supply of funds in regulated
institutions is eguivalent to a leftward or an upward shift of the

relevant SQSR supply schedule. The opening up of investment opporbunities
by allowing portfolio flexibility is equivalent to making this supply

curve for mortgages from regulated institutions more elastic. If¥ there
were complete dereguliation and financial markets were competitive, there

iz no reason why the supply curve for housing finance from regulated

institutions should not eventually be similar to that from wnyegulated
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institutions. wunds will be avallasble at a lower rate of interest

@

3 5

than that charged by these intermediaries only if regulated institut

Fuda

L OT

i1

‘are more efficlent than thelr unregulated C&a@t@ﬁ?&fﬁﬁg or are able

to atiract é@yasiés at a lower rate of interast, 1f %h@:gﬁﬁyly
schedule for regulated institutions was indistinguishable from that for
unregulated institutions, eguilibrium would occur at the ﬁﬁt&é&ﬂt vabe
v, in Figure 3 and the equilibrium supply of funds would be demand

1

determined.. As long as r, exceaded r., this equilibrium supply of funds

1 o’
must be less that prior to deregulation and the eguilibrivm rate of
interest higher than the previocusly umr&gu}ateﬁkta@e“ The optimistic
claim that the new effective cost gf finance wizi'he iasﬁ than r.. can
5ﬁ§y'h&,véii§ if, after deregulation, currently regulated institutions
@%gﬁg‘&xé able and willing to provide more than the total supply of funds
>§E%?&Qﬁﬁiy pﬁovid&& by .all housing finance institutions at a lower rate

of intgﬁaéﬁkthan that charged in unregulated markets prior to deregulation.
In Sﬁctiﬁﬂ 2.2 the conditions necessary §§x5th§$ to happen with interest
rate ééxﬁgmlaﬁioﬁ alone were cutlinad. It is lese likely to occouy

with both portfolio. and interest rate deregulation than with interest

rate deregulation alone because of the increased incentive for yegulated

institurions to wove culb of housing and into other assels.

The 2ééwltﬁt¢f the analysis in sections twé and three suggest that the
Committee's claim that deregulation would result in an increase in the
cost of finance from housing finance specialists is their only conclusion
which bolds wiﬁhwug gualification. Their conclusion that this increase
in inﬁ@x&atyrét@g would make housing finance more readily available from
thege institutions is éeyaﬁﬁent on the assumption of no significant
portfolio changes away from housing after deregulation and no significant
redistribution of funds between yegulated institutions. Thelr conclusion
that the effective cost of finance need not rise is based on the
asgumption that, after aﬁr@gulatiﬁﬂy all housing finance will be provided

by previously regulated institutions and that the total supply of funds
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available for housing will increase. As well as depending on no
{signifi@&nt portfolio changes, this alsc depends on the responsiveness
of supply to interest rates and to intewest rate differentials and on
the factors affecting the underlying demand for hmﬁsing finance, as was
shown in Flgure 3. Thezse latter factors will be considered in the

following section.
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4 Dervecsulation and depand

In the @rﬁ%i&&s twg sections, the analysis was undertaken on the
a%ﬁum@ﬁi@m that thé demand schedule for housing finance remained
maffected by changes brought about by derequlation. - This is consistent
with the view that the demand for housing finance is derived from a long

n turn, depends on lncome, relative

Sude

yun demand for housing which,
prices, houséhold formation and other demographic factors and is

independent of financlal yayriables. This view, howsver, tends to be
biased heavily towards the consumption aspects of housing demand and

ignores the fact that the demand for housing is also an asset demand.

g

s such,.it is likely to be affected by the real rate of rebturn on
housing. This will decrease with any increase in the effective cost
of finance. The Committee suggested (footnote 24 to 37.53) that the
effects of increased interest rates might be mitigated by a reduction

in demand for housing bringing about %‘rﬁ&ﬁ&té@n in housaé prices.

This would arise if the interest subsidy had been capitalised into house

¥

prices or 1f real interest rates directly affected demand. The

Ccommittee gives no evidence for Australia for either of these possibilities.

albon and Piggott {1982b) discuss the first possibility and conclude
rhat there is 1ittle likelihood that the subsidy has been capitalised
because of a highly elastic supply of housing. There is no information
regarding the second possibility for Austyralia, but limited econometric
evidence from Canada and the U.S. (see, for example, Scheffman and

Slade (1981 for recent estimates) does suggest +hat there iz a small
negative elasticity of house prices in real terms with respect to the
real mortgage rate yanging from ~-.0L to ~.04. ‘wWith an inflation rate
of approximately 10 per cent, an increase in nominal mortgage rates from
12.5 per cent to 14.5 per cent represents an 80 per cent increase in yeal
mortgage rates (from 2.5 to 4.5 per cent); on the vasis of the above

estimates, this would lsad to a decrease in real house prices of anything
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upto 3.5 per cent. gimilarly, an increase from 125 per cent to ey

g&ﬁﬁ could lead to a decrease in real house prices of upio 1% per gant,
Hawever, for the UK. where interest rates h&@ﬁ been x&gal&@a& and so
§f@?ﬁﬁt§ﬁ4fiﬂm regoting o chaﬂq&ﬁ in market fo rces {ag has been the
case in &mﬁ%r&iia}g Nellis and Longbottom {;981g have shown that an
increase of 1%v§@r sant dnothe stork of real morkgages sould be expected
to raise house prices by 7.6 per cent. In other words, there may be
conflicting forces at work in z&lmtian to house prices &ﬂﬁ’ﬁﬁﬁﬁgaiaﬁiﬂﬂ
in a situation such as that Australis could be in. fhe &ﬁﬁﬁwﬁ“ﬁ
suggestion, therefore, is possibly’ valid but is m§i1mA%ﬁxc &ﬁ that it
1@%&3@ the pogsilble Offﬁeﬁtiﬁg effect of anv i ﬂrﬁa@ﬁ in t&a %upmbskﬁ
g&g@ &xn%ﬁme availsble.

=

Kearli., Bosen and Swan {1%?&} g%ve 2 useful gawvey sf 1.8 enonometyic
studies desioned to measure the potential interactions of incressed
interest rates, increased supply of mortgage funds and the impact of
changes in other mmﬁxgmg& characteristics Q%ﬁch;as ioan to valuation
ratics, amortisation period) via the @ff&@* %h&v have on the stream @i
rasal x@p&ym&m%g over pime. They cangzmde.th&* although there is 2
conziderable conoensus amongst regearchers as to the divection of thess
effects there ig less agreement as to thelr ma gnitude which means that
the net sffect cannot be deduced.

: more divect factor which hasg guﬁ“’iﬁeﬁ s+he demand for housing and hence
the demand for housing finance related to the “affordability” of
houming. The combination of inflation and the tax trastment of owner-
accupied housing has meant that in the past decade or so housing has
provided households with a betber rate qufﬂtﬁﬁﬁ rhan could be obiained
From financial apsere and, indesd; from other real asseis. removal of
+hesge tax iﬁﬁ%ﬁtivéﬁ and/or a reduction in inflation may well be a far
more cffective means of improving access to G@ﬁéx*&@ﬁﬁm&wiﬁﬁ through the

veduction it has on house prices than any attempt to offset the high cost



»of interest. Figure 4 below, taken from the Report, shows evidence of
‘iﬁhis‘advantage@uﬁ rate of return on housing despite the fact that the
estimated rate of return on housing in this figure is likelv to he
downward biased because the price of housing used in its derivation was
based on a cost of construction index and sc ignorxed increases in the
price of land and because the rate of return was based on the assumption
of 100 per cent equity and sc ignored the high percentage yields which
can be cobtained from a geared investment. On investment in ghares,
the Committee states (33.38)
"in the uncertain economic climate of the 1970°'s, the risk/returmn
characteristics of shares have not been as attractive as those

possessed by other investments available to the individual investor -
in particular, vertain classes of real estate.”
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. b .
Recent U.8. and U.X. writar$¢2“ have argued that too little consideration

ﬁaﬁ been given to this fnvestment aspect of haasimgqén& that an increase
in the ratic of firer or early year's housing outlays to income, brought
about by an’iacxeage in interest rates, does not necessarily imply
reduced affordability of housing even tﬁaa%h it may mean decreased
consumption opportunities for households in those early vears of home-
ownership, Instead, it is possible +o argue, as T@ﬂiila‘{iggﬂ pi5} does,
that "the affordability of ownership, i.e., whether or not the current
price of housing as a real asset is too high, depends on the rate of
return to hﬁm&ue@né&sﬁip“. Rises in interest vates induced by inflation
will generally be associated with increased affordability in this sense;
the inflation premium agsociated with such increases iz merely paying

for capital gain and should not be treated as a housing expense.

Atkinson and King {1980, pll} argue that "high money interest rates do

of course lead to cash flow difficulties - the front end loading problem -
particularly for those with a low e@uity‘st%gg in their house.  This

%ay in turn be a serious detervent for wﬁgﬁéQbe owner-occupiers. These
difficultiés have received a great deal of attention and bring out the
~need for measures to change the time path of pavwentsy they should not,
however, be taken as representing the generality of experience of cwner-
occcuplers, nor as indicative of the effect of inflation on the long term
cost of housing. Kordse dn the rabks of inflation, accompanied by a rise
in money interess rates, so that real interest rates are unchanged, does
in fact lower the capital cost of housing .. One consequence of the high
rates of inflation which have characterised the 1970's is that the capleal

@,

cost to owners has fallen significantiy.®

On the other hand, rises in interest rates due to *real’ factors will
lower the veal rate of return on housing and imply decreased affordability.
Which of thesge aspects iz relevankt with deregulation is important in
determining whether overall affordability will deéeline in comparison

m&gmemmmthwmmﬁ, @wn%%f@gm%Mm@M%tmrmi



h as§t wg housing has been negative in recent years, congiderable increases
in interest rates mwight be necessary before the absolute advantage that
Gwnexmageu?ieévhmﬁﬂingbhas over other forme of investment is eliminated.
Whilst anerdmwcugiéﬁ housing does provide a better rate of rsturn than
other fdrmg of investment, it will remain ‘affordable’ and demand will

remain high.

u?inaliy, inAréiatimn to agmﬁmdg the Committee expected that, in a more
Jéﬂméétitive environment, there would be (37.50)

Tgreater scope and commercial incentive to use ‘income geared® loans

of the 'low start’ or deferred repayment variety"

and claimed that these influences might mitigate the impact of interest
rate incresdses (37.48). They did not discuss the possibility that the
effect of widespread introduction of alternativ&ﬂmartgage‘iﬁ@ﬁfﬁmﬁﬁﬁg
might be to expand demand. Evidence that thig could be sé is given in
~Follain and Struyk (1877) who, in a study bassd on a conbination of
gimulation and U.S. econometric evidence, -concinded that the usé of such
instruments could significantly increase home-ownership xatéé“émmﬁgst all
’huﬁzthe higheat income groups. The mortgage instrument ussd as a2 basls
for comparison in their study was a FRM (fixed rate mortgage) which was
ﬁhe'§tan§ar§ mortgage instrument used in the U.S. at the ime of the
_§§m@y%J Vandell (1978), using a similar approach, shows that alternative
»#g;@g@g@‘inﬁtr&mantﬁ based on deferved repayment schemes and fized interest
)_qraﬁag_w&ﬁiﬁ increase home-ownership over all incoms groups compared with
the use of a standard fized rate credit foncier mortgage but that any move
to a varisble rate mortgage instrument [(as curvently used in Australia)
would reduce home-ownership, particularly amongst the lower-middle income
and aged groups. The converse: of ﬁanﬁﬁiiﬁa‘xeﬁuiﬁa would be that any
movement away from a variable rate mortgage instrument towards various
fixe&vrateg deferred payment schemss would improve the prospects for

older, middle income earners enteving home ownership.
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The Committee also ﬁa& nﬁt ﬁiﬁw&ﬁ% thﬁ pﬁﬁﬁi&i& short run reduction in
ﬁ@e @g&z}abzlmty of funds for housing (through reduced repayments}) and
the potential cash flow problems which might arise if institutions were
uﬂ&%i& to introduce sacﬂ fiexahiiity on hgtﬁ sides af th@ balance sheet.
%py incxeasﬁ in ﬁamﬁnd wiii plam& &éé&tzamai pressures on interest rates,
as wzii any r@&ueﬁlﬂa iﬁ 3u§piyn;; Th@ net imgaﬁt on the equilibrium sugpiy -

Gf th&sa eff@ﬂts.



e

8 Distributional effects

The éistr%buti@nai effects of the combined impact of all of these
potential Chang%s-wiiliba discussed on the assumption that the regulated
rate of interest must rvise with deregulation but that the impact of
deregulation on the total supply of funds and on the effective rate of
interest is unknown. As a starting point, thﬁkaxisting situation under
regulation is Fflrst examined and then the impact of deregulation is
considered for two illustrative cases. The first of these is that the
total supply of funds available either decreases or remains the same and
that the effective rate of interest rises to at least the current
unregulated rate; this is the pessimistic scenario. The second is
that thé total supply of funds available increases and the effective
rate of interest remains unchanged; this is the optimistic scenario.
The impact of chang&slathexrthan those considered can be deduced from
the discussion of these two extreme aaﬁegfi The Report's claim (37.45)
that th¢se who predominantly borrow fiaﬁhunrequlateﬁ institutions would
find that their effective cost of finance fell if rates were deregulated
can only be valid‘if the second of these two cases holds. Their claim
that those who predominantly borrow from regulated institutions would

find that their effective cost of finance would rise follows in both cases.

5.1 Distributional impact of regulation

The guestion of who might benefit and who might lose is not systematically

examined in the Report although it is stated that (37.59)

"low income earners are less likely to be able to cbtained a ‘rationed’
loan than higher income earners™.

A footnote to this statement, however, adds the gualification that



“"References to ‘higher income groups' should be regarded strictly as
. & relative concept, High income earners .. tend not to rely on
r@guiatn& financial intermediaries for &Guﬂiﬂg finance."
 ,”ﬁﬁ fxrst gian&e, this quailfimatlgn mculé be Lnkexgreteé as im@lyxng that
high income households would therefore be izkely to benefit most from ‘
‘&ér&guiatimn& ?his inﬁ@r?x&t&ti&ngyhawevary is hard to rﬁﬂéaaile with
th& éaﬁa Qt&ﬁ&ﬂtﬁﬁ in Table 37.2 af the E&F%Xt which show thaﬁ in i@?@»ﬁﬁk
‘nearly 50 per cent of borrowers frmm r&%uiaﬁa@ &ns%xt&tx&n@ had s gross
anmual &ﬁe@ma of oveyr 520 000 wh&n they thazneé their loan., Only 18.7
. per ﬁ&mt of the yapaiatimﬁ, h@@ev&r, haﬁ a gross annual 1ncﬁmé at least
equal to this at that time aﬂé f@W&X‘thﬁﬁ 2B Pﬁf ﬁent of haasehﬁids who
A could he ai&ssziia& a8 90t$n&ia1 first howe buyarg had such incomes.
Szm&l&rlvf 1&%5 thaﬁ % pex cent of borrowers fz@m f@guiateﬁ lﬁﬁt&thtlﬂnﬁ
had gross aﬁmuai xnaﬁmas ﬂf less than $10 000 &am@axe& wxﬁh 45 per cent of

the population or 35 pey cent OF gmtam&;al first hqggkbuyﬁr$a,;

The data ﬂ@ll&ste@ f@x th& Yiot torian Home Fiﬂﬁﬂﬁﬁ Survey in Harch 1980
§Z%ESR, 1981} generally veinforce the &&%& yx&ﬁant@é in the AFSI Report
k&ﬁ thﬁ Anﬂamﬁ profile of b@ryﬂwﬁrﬁlg’ B ﬁaes the data fgem a 198%«31 survey
of bank fimaﬁﬁa cﬁn@maaed by the Eﬁﬁtr&llaﬂ Bankers® ﬁgsaclatxan {i%m2y .
Tahle 5.1 below presents some of the results from this mcze racent BULTVEY .
The ﬁata in this table show that, in 19$Gwﬁi only 16 5 per cent of
hwuﬁﬁhﬁlﬁg ehtaxﬁxmg’ﬁan@ Finance for hemsxag had §§0$5 inﬁames of less
than $1§ 000 per arnmun {vhich is aygrmxim&t@ly th@ anpual equiv&l&nt of
June 1981 male average weekly earnings). On tha basis of the 1978~79
iﬁaémé éiatribntioﬁ fioures gr@ganéed in the AFSE Rﬁpﬁrt, neaxiy 60 per
cent of all households had incomes less than ithe %h&n,agﬁli&ahi@} male

average weekly Earnlngs,

anQVtwnatelyg éms»rxbmkxauai Lnformaﬁlmn on first mcztgage f&nane& from
regulated institutions gives no ami&a as to the élstrzhutxan of first
mortgage or supplementary finance from aﬁregnlateé‘iﬁstxiutxcna and

evidence on the latter is fragmented or limited by small sample sizes.
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The Victorian survey indicated that the average first mortgage loan

From institutions other than banks, bullding societies and the government
was only marginaliy less‘that tﬁaﬁ pzwviﬁe&‘by r&éﬁiateé gources and that
only 4.8 per cent of all first mortgage loans came from such sources.
Since ﬁheaaxﬁauxceé inciuded Credit Unions, Finance companies, Life
Assurance companlies, thg‘gtata Superannuation Board, the Defence Service
Home Corporation and Trust companies, it is reasonable to assume that the
tmregulated sector, on the basis of this data, provided considerably

less than 5 per cent of total housing finance as first mortgage loans.

The number of applications to these 'other' institutions was approximately
evenly distributed across income groups (with 6.1 per cent of all lower,
7.4 per cent of lower middle, 5.4 per cent of upper middle and 7.7 per cent
of upper income groups applying) bit no information ig provided on the
distribution of first mortgage loans approved, nor on the size of these
loans for sach income category. The survey does conclude, however,

{p 43) that "the 1axge'majariﬁy of lowey income applicants were not forced
. to borrow from the relatively high cost fipance sources.”

For supplementary finance, data from this survey suggest that 20 to 25 per
cent of all b@rr@@ézs rely on supplementary bﬁrrowingsé”, Data from

the Australisn Bankers’® Asscoiatblion, Eaﬁ&é on’ fivet wmortgage bank finance
only, give a ali§htly higher overall figure. They show that 23 per cent
of all bank borrowers surveved relisd on supplementary bank finance
{primarily fized or personal loans) and 4 per cent relied on non-kank
supplementary finance (predominantly from building societies or from
finance companies). However, as can be seen fyom Table 5.1 and as was
concluded in the Vietorian survey (IAESR, 1981, pl3), “"while there is a
fairly high incidence of secondary (i.e. other than fifat mortgage)
borrowing, .. the actual contribution to total home finance of non-first
mdrtqage funds is for wmost borrowers quite small.” Pable 5.1 shows

that for bank borrowers supgieméntaxy Financing, on average, represents

only 12.0 pexr cent of total borrowing and varies only from 9.1 per cent
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to 13.7 per cent for~ al% ﬁut t&& hi @ﬁ%ﬁﬁ‘iﬁﬁﬁﬁﬁ grﬁﬁy'f@r whom
S&?§Lamﬁﬁi&xy fimaﬁce xeyregan@ 22.1 pey cent of total boyrowing. On
the basis of the same dats sz used in Table 5.1, supplementary borrowing
from unregulated sourges {i.e., not from banks, buiidimg societies or
government 1ﬁgtitatianﬁ§ for first mortgage borrowars fxam‘ﬁaﬁkﬁ
regxegeﬁtﬁ &nly 1.2 yer cent of total funds borrowed for hausing fln&ﬁﬂ&

by the borrowers. The importance of supplementary borrowing from

unregulated sources varied from 0 per cent of total funds borrowed for %h@‘
lowest &ﬂ@@%@ gr@ﬁm to 7.8 peyr cent for thé second highest income group.
The data fx&m th& broadex based Vlﬂ%ﬁxxan survey show that first m@rtg&g&
loans accounted for over 90 per cent of the borrower®s total lovan pa&kag@
in the vast majority of cases {in 85.% per cent of bank first wmortgage
ioans, B8%.8 per cent of buillding socliety loans, 8?&6 per cent of other f
institution loans and only 70.0 per cent of g&v&rﬁm&nﬁ inaﬁitaticn first
maztgag& loans). In fact, the data from this survey, given in Table 5.2,
show that, on aversge, second mortoage finance was an even smaller
Cproportion of the botal loan package for 5&3ﬂ$$ﬂfdl home finance b@zzawexg
in Victoria (from all lending institutions 5ux§%yﬁé§ than indicated by the
data b&seé o banks alone. From Taple 5.2, suppléementary financing for
all borrowers contributed a very small 2.5 to 3.4 per cent to the botal
loan ?&ﬁkﬂgﬁ of all borrowers in any income group in Vi&twyxag1§° Teblse 5.3
helow shows the distribution of this éu@pi&m&n@axy finance,  The Victorian
data also show that, although bank borrowers obtain lower average first
mortgage Joans and buy more expensive houses than borrovers frowm bullding
societies, the difference is made up by higher initial equity and not

by increased supplessmentary finance.

The extent to which lower income households are able to fake use of higher
cost finance, either as firet mortgage finance or & gm§gi@m§ntary finance,
depends, of sauxsé, on thely capacity to repay. The éaté‘greseﬁtﬂd in
Tables 5.1 and 5.2 %hmw that households in the lowest incowe categories
raceive loans wh&gh are consider ably smaller (by as much as 50 per cent)

than the average loan received by thosse in the hicgher incone ﬁaﬁeg&ri&s‘
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Hotes on Table 5,1

Tﬁa ﬁaﬁ& Qﬁegemt&é in this table comes Fr@m a survey cf g&ﬂc&ﬁﬁfal
appiz&&mtﬁ for housming Ffinanece from the m@mhﬁx banks of ths
Austyalian Bankers® Association and the Copmonwealth Banking
Corporation. It excludes, for szemple, the State banks.

It was conducted on a 10 per cent sample of losns sporoved by these
banks in Svdneyv, Melbourne and Aﬁei&iﬁe in the Decsmber guarters of
1880 and 1981, The data from ﬁhe two periods has simply besen
aggrecated.

Gross household income ag presented represents an understatement of
total household dncome, particularly for hidgher incoms groups singe
it based on applicant's income plus only that other family income

which was considered when making the loan.

' The ‘other cash® category of sources of funds {which is 7 per cent of
total sources of funds) dncludes oifis from family {(40.7 per cent of
total other cash), other savings izﬁﬁﬁ.gﬁf*ﬁent}f finance from emplover
(5.0 per-cent}, funds frowm governmental sources {32.9 per cent) and an
aﬁjus%m%ﬂtifﬁctax ko correct for the ﬁigééagaﬂsy hetween total stated
sources of funds and the purchase price of the dwelling (15 per cent of
total other cash).

Bank Finance (4.5 per cent of total sources of funds! was predominantly
fimed (41,7 g&r cant) or personal {50.3 per cent) loans. Hon-bank

finange (1.1 per cent of total sources of Funds) was made up of loans

from fimangﬁ.sﬁmpaﬁiaa {36.6 per cent}, bullding socleties 142.1 per cent),

credit vnions (5.1 per cenit) and solicitors® and trustees’ funds{ls.l per cex

Only 23.3 per cent of cases had bank supplementsry finance recorded and
only 3.6 per gent had non~bank finance recorded. Congeguently the dats
for gnpyl&mém%&ry finance in some of the income categories is based on
very small samples {in many instances, less than 5 cases) and should be
treated with some caution. The Figurss recorded, however, have besn

averaged ovey the whole sample.



Table 3.2: Home Finance Loans Approved: Viectoria, March 1980°%"

Gross Purchase Fir§t Second

household price of Eguity morteage MOFEGRGS
income dwelling 9ag gage
FLowrer!? 33838 igigs 22651 a0k
"Lower middle’ 40152 14214 24802 776
gﬁpge% middle? 423166 14050 26331 826
“Upper? 54834 20853 31480 111z

Souros: Victorian Home Finance Survey (IAESR, 1981)

&, sea notes on following page
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Notes on Table 5.2:

the data on first and second mortgages and on the source of second

finance at very short notice.

2

The data for the Victorian Home Finance Survey was collected in March

for the Victorian Ministry of Housing's Housing Policy Review. It iz
based on 5862 questionnaires filled out for all applicants for

by the officers of the relevant lending institutions and is bel

have achieved "a high degree of coverage of applicants® although

permanent building socliety was not ‘coverad by the survey and the

3

of applicants to Victorian Government home-financing institutions was

%

period over a number of months for these institutions to ensure adeguate

representation. This means that the "survey data relating to loan numbe
are not strictly comparable with corresponding data for March 1980
published by the ARS.® Further details about the survey are given in

IAESR {1282} .

As in Table 5.1, household income is based on applicant's incowe plus

income of spouse/partner/second applicant where applicable. Income from

pensions and endowments is explicitly included. The "lower' income cabeo

corresponds to.a gross income range of upto $250 per week ($13000 peY any
‘lower middle’ to $261 -~ $325 per week (or $13000 ~ 516000 per anmmn), i
middle® to $326 - $440 per week (or $16000 - $22880 per annuml and ‘upper®

to over $440 per week (or $22880C per anmum) . The data prasentsd are for

construction or purchase of dwellings only and exclude loans for alteratic

and additions or for other purposes. Ho adiustment hag

5

fact that the stated eguity plus movtgage borrowings fall

stated dwelling price.
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Teble 5.3: Source of Second Mortgage Finance: All Borrowers, Victoria, 198

#

; giZ:Zhﬁlé ﬁéﬁks EBS Governmeant Other ;
income Hpercentages of total in sach income eategwry%n
“Hlower® SRR L2 T2 4 16 .4 0.0
‘Lower middle!|  26.5 36.7 32.7 - 4.1
*ﬁyger miédleg; 12.4 49,3 28,4 e B0
* Upper! 59.8 10,3 15.5°7 14,8

| v

Source: Victorian Home Finance Survey (TAESR, 19281

LW see notes provided for Table 5.2
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FPor these low income groups, the average first mortgage leoan obtained

{ was alﬁﬁ&t 80 per c&@h of &h@ maxxmﬁm 16&% which a&uﬁﬁ have besen
ts@rvxced assumimg a 25 vesy vr@&it fonciey i&an, a monthly repayment
capacity equal to gross weekly income (that is, approximately 25 per cent
of monthly incoms) and %ﬁ& then current rate of intevest. In athey
words, low income households were already virtually egt@néiﬁg themgelves
te capacity on thelr fivet wmortgage loans. The more detalled
information collected by the Australian Bankers' Association shows that
the repayment position is made &v&n‘mmgé difficult than indicated by the
yasaumgtimm of an "average® loan term &crmﬁs all income groups ginga

the average loan term far first mortgage bank finance provided to low incowes

households was only 13.8 vears (compared with 17.8 vears on average) .

On the basis of first mortgage repayment to household income ratios, the
Victorian survey (p56) reports that "the number of first buvers comnitting
higher proportions of their incomes are significantly high” and argues
'*that.signific&nt numbers of the surveved boryrowers, particularly in the
lowey income ranges,. have committed %h@ﬁsélv&s to a level of home loan
repayments wﬁich leaves little gmtﬁmtial for ebsorption of changes in
clroumstances - such as ﬁh&hg&ﬁ in interest ratez {and hence repavments) .,
changes in the number of income scurces etc.”. The survey zhows that,

for bank borrowers, over 45 per cent of houssholds in the lowest income
category {compared with only 13 per cent of all bank borrowers) have
repayment {of first mortgagés) to income ratiosg in excess of 25 per centy
for permanent building soclety borrowers, over 60 per cent of borrowers

in the lowest incowe category (compared with ampraxlmat%iy 20 per cent of
all hu&lﬁlmg society borrowers) have rapayment o 1nm@ﬁa rabios in excess
of 25 per cent: for borrowers from the lower cost government institutions,
only 9 per cent of borrowers in the lowest income categonry ié@mgaraﬁ with

4 per cent of all government borrowers) have repayment to income ratios in
excess of 25 per cent and for borrowers from the ‘other® institutions (which
include the higher cost sources of finance) only 18 per cent of borrowers in

the lowest income category {compared with 14 per cent of all borrowers) had
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repayment to income ratios in excess of 25 per a&nﬁl

Covicusly it is possible to households to extend thely repayment capacity
by expanding household income, particularly if only one person is

currently in paid ém&iayaﬁntwlﬁ” Yhis option, however, is ocbviocusly not
available for one psrson or single pavent houssholds, nor is it available
for approximately half of all borrowers since these are alveady dual

income houssholds. See Yates (1981) for detalled breakdowns of dats on
borrowers from banks. For dlow incowme households, despite a very much
lower proportion of dual dncome h@uﬁehoiész?”, the fact that there has besn
an extremely low take up rate of the Ffunds made available by the NSW State
government undey th&'ﬁﬁyyiﬁmaﬂﬁaxy Housing Loans Scvheme introduced in June
1981 suggests that incresasing houseéhold income is not a2 viable aytimnl .

and that, with existing wortgage instruments,. low income households thersfore
have little scope for expanding thelr repayment capacity in order to be

able to afford to vepay a ‘top-up’ loan, even when this is offered at

%

regulated first mortgage rates of interest.  On the other hand, there

o

I

moyre scope for expanding repavment gayégi%y i¥ existing mortgage instruments
are changed, The work of Pollain and Struvk (1877} and Vandell {1978}
guoted in the previous section shows that this ig the cage. Sote support
for the axgﬁm&ﬁt‘frsm Bustralisn institutional data is given by the data
presented in Table 5.4, This shows the hich incidence of supplementary
borrowing amongst those first home buvers with first mortgage loans from
terminating bullding societies or from government authorities despite the
fact that the maiority of these ave szingle income households with hﬁ@ﬁﬁh&iﬁ
incomes less than average weekly earnings. The fact that these households
are able to obtain first mortgage finance at concessional rates of interest
{in ¥8W loans generallv start at 5 or & per cent and %émalaﬁﬁ by % per cent
per annum until 1 percentage point below the iong term bond rate)
effectively suxpands thely borrowing capacity and enables almost ze many

low income zs hidgh income households {within the income range covered by

%
this scheme} to undertake supplementary finance.
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Table 5.4: Incidence of Supplementary Finance

Source of firvst Percentage with
mortgages ; supplementary finance
Bank 21.7

Permanent bullding 12.0

society

Terminating bullding 42,2

society

GovermmentSlocal . 31.2

authority

Source: 1980-8l Home Savings Grants approvals: table supplied

by the Department of Housing and Constyruction, January 1982
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Mo information is aveilable @é fvicome grouss who obtain flrst mortgage
§inaﬁ¢$ from unregula ated ingtituticns bub, on the assumption that low
income households who obtain finance from regulated institutions are
already borrowing upto their capacity to repay on loans at regulated

rates, éuah'ﬁaas&ﬁ@lﬁﬁ could service fixs%'mﬁﬁﬁga@ﬁ loans at unragulated
rates of interest only 1f these loans were 3ignifi¢&ﬁtly gmalley than those
obtained from reguléted institutions. A repavment capacity of 3250 per .
month can service a 25 year loan of $25000 at 11k per cent; it can only
service a 25 year loan of $15000 at 20 per cent. Low income households
”éﬁﬁﬁrﬁakiﬁg such loans, therefore, must have even higher initial equity
tﬂan those low income houssholds obtaining access to finance from regulated
institutions.

In summary, on the basis of the evidence fiom all institutional lenders in
Victoria and from banks in Sydnsy, Melbourne and Adelaide, there is no
evidence that Borrowers in general, and low income borrowers in particular,
on avazagéiﬁazx@w significant amounts of mﬁﬁ@gﬁl&tﬁﬁ finance to supplement
first mortgage loans from regulated institu tions. Thus, although the
Committee’s claim (37.72) that | |

"the need to seek supplementary finance %ygiﬁaiiy involves the borrowser '
in ﬁzgﬁax costs since funds are obtained from less regulated sources™
has 2 sm&li element of truth, there is no support for the argument that
such flﬂ&ﬂ”& ﬁl@ﬁ&aiﬁ&ﬁmiy affects the total loan package. On the basis
of the avaiﬁﬁ%la asvidence, therefore, all bﬁrxﬁﬁ@ra From raguiaﬁéé
1n5titutiﬁmm wguiﬁ.ha é&&a&%a&t&q&& by rises in interest rates from
regulated ins %&ﬁ%ﬁi@ﬁﬁ ﬁiﬁy@ aéi §za§wmin&nﬁif horyow From regulated
ingtitutions. ?r&é@ﬁim@mﬁ in this sense means that the ratio of their
finance from regulated institutions to thelr total loan package exceeds

the same ratic for the economy 2s a wﬁﬁiﬁwzg“ Az stated in the Report,
those who may benefit frmm dersgulation are those who predominantly b@zx@$
from unregulated Iinstd ﬁa*ia&s; in other words, those for whom the ratio of

®

finance from regulated institutions to total loans is less than the ratio
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for the sconomy as a vhole. Such borrowsrs arve those who can afford the
higher rates charged by unregulated institutions. As acknowledged in
the Beport {footnote to 37.59%) they ave likely to be the higher income

households.

In conclusion, interest xaﬁ& regulation has not assisted the vast majority
of low income potential home buyers into home-ownership and, in fact, has
led to a disproportionate share of loans at regulated rates of interest
going to higher income households. The small proportion of low income
households who 4o have loans will be adversely affected by xis@% in
interest rates; the vast majority who do not have a loan, sither because
they cannot afford one or cannot obtain one, will be unaffected by a rise

in regulated rates of interest.

The excess demand for funds at regulated rates of interest has led to the
imposition of various rationing criteria such as maximum repayment to
income ratios, loan to valuation ratios, sminimum deposits and gueuing,

- many of which have been as effective in exeluding low income households
from cheap ﬁih&ﬁﬁ%‘aﬁ price rationing would be. Under regulation and
rationing, those low income houssholds cuyygntky‘gﬁiming access to finance
at regulated rates of interest are those who reguire the smallest loans,

either because they have managed to obtain a large deposit or are able to

purchase a relatively low valued house {or who can do both of these; .

(o3

s

his can be seen in the data provided in Tebles 5.1 and 5.2 and is borne
out by data in Yates (1981} which show ﬁhat'a~%igh proportion of low
incoms fiygé time borrowers are either older than the &V&fﬁg&‘bGYXGWﬁX
{and hencs have had a longey time to save for a‘&ﬁ§QSit§ or have bought
cutside the metropolitan area (where house prices are generally lower) .
Young households with a lsw'ﬁaﬁimg capacity and/or ralativéiy high housing
needs because of the existence of children who would find it difficult to

leave the metropolitan area for any number of reasons are less likely than

-y

£

slder, non-metropolitan borrvowers to obtaln finance under rationing
t

criteria such as those currently emploved.
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schemes which extend access to finance to those low income households who
currently cannot afford or cannot obtain a loan uwnder regulation.  Their
only incentive to innovate will be limited to a desire to protect &xistiﬂg
marginal borrowers from interest rate rises if these households are unable
to afford the additional repavments reguired. ' Initially, howaever, the
combination of buyer resistance (partly brought about by lgnorance and
partly by uncertainty about future sarning capscity) and institutional
inflexibility {(brought about in part by the mismatching of the flow of
funds from assets and liabilities that such schemes would bring if
introduced on one side of the balance sheet alons) means that it is
likely that increased pressure will be placed on low income households to
encourage them to exwpand thelr curvent repayment capacity. If this is
the case, those households who will benefit are those who consist of two
Qoteﬁtialqinc@ma BEYDETS . Many such households, however, may have
already utilised their potential two income status in order to gain
accesg to finance at regulated rates. To the extent that insufficient

‘households are able to further expand their repayment capacity and so

- schemes which redure the

b, b

gbgorb avallable funds, deferved vepaymen
nitial burden of repavment will have to be introduged. If deregulation
brings with it inrnovetion in mortgages financing to offset the resultant
increased interest rates, those marginal low income households most
likely to benefit ave those whose potential income earning capacity is
perceived as being hichest, since it iz this which will determine thelry
assessed ability to mervice increased repavments ovear bime. They may
not be amongst those who currently inflate their immediate repayment
capacity by temporarily relving on two incomes: thev are wmore likely to
be those who either apparently have parmanent two incam% status or thoss
for whom the household head's sarning capacity is such that the housshold
will not remain in its current relatively low income status %hr@ﬁghgut

ite life-cyele.

In other words, in the pesszimistic case being considered here, with no

increase in total funde avalilable, there iz a potentisl redistribution of
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are specificelly concerned with the distribution of finance vather than
general regulations relating to its cost and availability ave reﬁmz@{ia
Such policies can either be introduced through the buﬁg@f {for ?x&m@;e,

by 1n¢raa$xng rather than cutting back funds allocated under the Home
purchase Assistance scheme {see Yales {1281) for a detailed description of
the operation of this scheme in NSWLY or by changing the nature of the
existing regulations on financlal intermediaries (for example, by regulring
211 financial intermediaries to lend a given proportion of funds to low ‘
income households at subsidised intevest rates) . There appesrs to be no
case for maintaining existing interest rate regulation. Deregulation

of interest rates should limit the sztent to which the supply of housing
finance is reduced and would remove a subsidy which disproportionately goes
to those who do not need it. portfolio regulation, however, as it now
standspzzﬁ does protect the supply of funds for houvsing finance and any

further deregulation 05 these constraints vould reduce this supply.
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This paper hasz distriboutional dwpllcations of

e

implamenting Report in zelation o

the quﬁgii@ﬁ of access to housing fipance and has concentrated on the

two major recommendations of chapter 37 of the Report. It has not dealt

guestion of the Cthe benefits and costs

e

ey
with the brosder

of regulation and deregulation. This guestion, in relation to the
impact of regulation on the

It has alse not congidersd

to efficiency and stabilis
Albon and Piggott {(1981b) papsy . Remsining issuves relating to other

recommendations or conclusions of the Report have been omitted because

The problems of ¥ lowar income

households have the current

climate of high and considerable snergy has besn

directed towsrds first and low incoms home buyers. & continuing emphasis

on howe-ownership policlies ag 2 to the housing difficulities faced

Ly

v low income geli-defeating 1f egulty is

ownership reguires a
may not be the appropriate

ular, many low incoms

fully in Yates {(1882).

nelther we capliital gains noy

Whilst the existing tax svstem tawn

imputed ing

are alyeady hichly subsidised. Introduction

of furthser subsidies home ownership adds to the

advantages of this particular tenure Form. It home ownership is an
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inapprobriste tenure form for iow income households, then such households
are effectively denied access to these housing subsidies. If this is

s, there is some doubt that corntinuing to subsidise home aw&erﬁhiy BE

a tenure form iu the exalnsi@n of other tenure forss more appropriate

for low income households {such a private renting, which attracts no
subsidies, public housing, which has been severely cut back in recent
years, or any of the great variety of co-operative forms of ownership,
many of which have not even been tried in Rustralial is the most effective

way of ensuring that low income housecholds have access to adequate

housing,
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FOOTHOTES

1. See Kane {(1980%. The deregulation referred to is the U.S.

egulation and Monetayy Control Act of 1980,

:
i

tepository Institutions De

Z.  This assumption iz consistent wiﬁhyﬁhat taken in the Report where

it is argued (footnote 18, p £42) that “"dersgulation will not generally
affect the ’demand curve' for housing finance:s It will only alter the

shape and glope of the ‘supply curve'.” Ho explicit consideration is

given in the Beport to the possibility that the demand curve for

housing finance might shift as a result of dervegulation.

3. The effect of this redistribution will, more accurately, depend on
the marginal portfolico alloeation ratlos rather than the stock ratios.
Since the savings bavnks presovibed asset ratios have been Ffalling over
time {and a@ﬁseq&@ﬁti§ the proporxtion of funds allovated to housing

has been rising! and since bullding societies have been holding an
increasing proportion of their funds im*ii%wi& assets {and, conseguently,
a &aﬁxﬂégiﬁg proportion in housingd the text may overstate the current
importance of this point, I am indebted to Tony Morvgan for polinting
this out. The principle, howevey, remains. Any redistribution of a
glven supply of funds frow an institution lending a higher proportion
of itz funds for housing to one lending a lower proportion must decrease

the total supply of funds avallable for housing (and wice versal.

4, The definition of Yadeguate” in this context is assumed to be a
political rather than an sconomic decision.

5. This simplification means that the model can only focus on the
interdependencies bebtween the two sectors and must lgnore any within
gsector variation (such as discussed in section 2.1}, It is eguivalent
to agsuming that the interest rate differentials between intermediarvies
within the regulated sector remaln unchanged: similarly for those

within the unregulated sector.



5. Ses Tucillo et al {1981} for such an argument. Penner and Silbeyr {(1973)

~guote Tobin, J. "An Essay on Prianciples of Debt Management® in

Fiscal and Debt Management Policies: Comudssion on Money and Credit,

Prentice~Hall, 1963 for a discussion of the determinants of subgtitutability

between securities and the definition of perfect substitutes.

7. For late 1981, using 1979/80 weights, Albon and Piggott (1982a)
estimated this effective cost of housing finance to be 13.6 per cent,
approximately one percentage point sbove the curvent savings bank rate
of 12.% per cent and one percentage point below the predominant building
gociety rate of 14.5 per cent. They do point out that their estimate
of 13.6 per cent ignores non-institutional loans such as solicitors’® or
mortgage brokers® funds and family finance but claim that incorporating
the Campbell Report's estimate of $5 billion for the former of these

two sources still vields a weighted average of less than 14 per cent.
There could be some argument as to whether the B per cent of loans
provided for defence gervice homes and by government housing comnissions
at ﬁﬁﬁﬁé$5§$ﬁ&i rabes of interest $hﬁﬁ§é”§& included in these estimates
since these institutions do not rely on the market for thelr funds.
Excluding them increases the estimated weighted average from 13.6 per

cent b0 13.% per cent.

8. In this case the inflow of funds into regulated institutions must
either come from deposit taking intermediaries not currently providing
housing finance {as would be the case 1f funds came from the cash
management trusts) or from an increase in total saving in response o

the increase in regulated interest rates or it must repregent an
insignificant ontflow of funds from unvegulated iﬁt@xmé&iazies providing
housing fiﬁ&ﬁﬁ%f There could be some fdoubt as to what rate of interest
iz the best measure of Eoe the current unyegulated rate charged for
housing finance. Blbon. and Plogobt (1882a) imply that the rate
prevailing in the uncontrolled segment of the market {which i dominated

by finance companies) would be a reasonable estimate and claim that



17-18 per cent is a conservabive estimate of this rate in Decessbex 13981,
EThiS finance cowmpany rate, however, is gensrally a fixed rate for short
teym gecond mortgage Finance and is not necessarily a g&mﬁ'yx@gy for
variable rate, longer term first mortgage finance. The rate currently
charged by permanent building societies in those states where there is
ny effective intervest vate regulation on these societies might be a

better proxy. It was repovted in the Australisn Financial Review

on Febyruary 15, 1882, for example, that sarly in 1982 Victorian ‘buildin g

souietries appeared to be "flush with funds® and o have sufficient

funds to meet the demand for housing finance. This suggests that their
jending rates, which were then 14.5 to 15 pey cent, may have been closs
to what would have been a market colearing rats.

G. The Bustralian Fimancial Review, March 19, 1982 gives prescribed

agssel ratiocs for Decenber 1981 as follows: Commonwealth Savings Bank,

51.8: Bank of New South YWales, 44.5: AN.Z., 47.9;  Haticonal Bank, 47.%:

C.B.C., 40.7 and C.B.A., 46.8.

10. This was part of the housing package ammounced by the Treasurer
on March 18, 1982, alsc included in this package was 2 one per cent

a five per cent across the board tax rebate for new and existing home
buvers and changes in regulations related to deposits. In return, the
banks agree to increase their lending for housing by 3400 million over
the next 12 months. This vepraesents an increase of gpproximately 1
per cent of total savings bank lending in 1980/81 and is to be met

Funds resulting from morve cowpetitive rates

aitheyr by the inflow

of
or by allocating a higdher proportion of new funds te housing.

= -

11. On the other hand, since incomplete regulation of interest
1

<

3
rates in the March housing package still leaves bank rates uncompetitive

with the unregulated sector, wuch of the increased bank lending may

simply result from a redistribution of lending within the regulated sectoy

rige in the savings bank maximun lending rate for housing to 13.5 per cen:

5
[
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{that is, between banks and biilding societies) without dncreasing the

total-supply of housing finsnce from redgulated dnestitotions.

12, Por tﬁe U.8. see, for example, Tucillo (1580} . Bimilar arguvents
can be found v von Furstenberg {1877F and Kaplan 119771, For the 0.,
see, for sxample,; Atkinsorn and ¥ing (1880%.

13, At the upper end of the ilncome poale, the Victorian survey shows
that 80.7 per cent of borrowers from Victorisan savings barnks had gross
incomss in excess of 17000 per snnun End approximately 4% per cent had
gross incopes in oxcess of S20000 per annum. Howevery, at the lower end of
the dnvome geale, this survey shows 1201 ver cent of 21l borrowsre had
incomes less than averags weekly sdrningsy the date in Table 37.2 of the
AFST Report puts this sz low as 1208 ey cent Tfor Victoria: A congiderable
part of the explanation of the ddfference could lie in the & months
difference in the timing of the relevent survevs.  This could have
resulted in an increase of anything upto 10 .per cent in nominal incomes

&& the ?z&t@rxaﬁ survey vis a vis those reported in Yates {1981). Thisz

i

is & sufficient &ncx@aﬂﬁ to expiain th

Ehy FYevenve 18 that, in the

o
%@
!"'ﬁ

discrepancies in the figures.
& further potential factor contributing o
guestionnaire used for the Victorisn survey, apolicants were explicitly
ingtructed to record dncome from pensions and endownents. I the data

*

clusion of income from zuch sources

collected for the AFSY Repori, the in

was lelft to the discrstion of the spolicant and/or bank managser.

The figures on the income distribution for the population as 2 whole are
based on the 1878/79 ABE Tncome Survey dats scaled up by the increase in
with the 197%/80 loan data.

SR

average weekly eavaninus to bring them ints lis
Those on the income distribution for potenti a? home buyers are based on
scaling up the 19758/76 Housshold Ewpenditurs ﬁggvey figuxﬁ$¢ The proportions
of first home buyers obtaining loans in each income category are almost
identical to the figurss for all borrowsrs guoted in the Report. Purther

details are given in ¥Yates (1981},
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14, Figures on the Home Savings Grant scheme, supplied by ‘the

Bepartment of Housing and Construction in January 1982, also indicate

that 20-25 per cent of first home buyers rely on supplementary borrowing.

B

15. For first home buyers, supplementary financing is very slightly more

important, varying from 3.5 per cent of the total loan package {(for

the 'lower' income groups) to 5.1 per cent (for the ‘lower middle® income

groups} .

6. The fact that, for the Australian Bankers® association data, the

[+

average repayment to applicant’'s income for those in the lowest income

category was 56 per cent, but the repayment to household income ratio for

these same applicants was only 28 per cent, "enphasizes the importance

of supplementary family lncome to the capacity to vepay™ {ARA, 1982, p 29

The potential weakness of relving on applicant's

is reflected by the fact that average "other family income® used to

‘supplement borrower's income was egqual to M0 per cent ofapplicant’s

#

income in the less than $10000 income category (compared with only

24 per cent of applicant’'s income on average and 10 per cent in the over

$25000 income categorv). this explains why the repavsent cepacity of
applicants in the lowest income category in the survey was, on average,

doubled once household income was taken into acoount.

17, This: simply indlicates that once a household has dusl income stabus

o

its income is generally sufficlent to 1ift it sbove the lower income

categories recorded in Tables 5.1 and 5.2,

isg. It was reported in the Sydney Morning Herald, February 16, 1982 tha
only 550 loans had been made in the first ssven monkhs of the scheme (cony

with a projected total of 8000 over 3 years). The inability of households

pay for or cobtain first mortgage finances was clted as a major cause of

difficulty. Thers are a number of reasons why many singls income houssholds

noome alione for anslys

A

i

is
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may be unable to increase their household income in those cases where there
is a gﬁﬁand.§ﬁt@ﬁtiﬁi income earnsyr in the housshold. One reason is that
there may be no work available: a sesond is that m&nykguahfamiiiﬁs have
“young childven and there may be no child carve facilities available: a

third is that even when facilities are available, therse wﬁﬁt? ?1 us additional
costs incurred by Joining the work féree, may be such mh@ﬁ the af@gmtivg
income earning capacity of a second income sarner is C¢@$% to g@yu@

iz, Tabiles 4.5 to 4,8 in Yates {1881 give data on loans @rﬁv*mﬁ& by Hsw
terminating bullding socisties under the ﬁ&mﬁkxuxw%ﬂ/& %gﬁ%eﬁamme ﬁﬁhﬁm@
?héﬁe ﬁﬁéw that 61 per cent of borrowers ave gindle income hounssholds,

The lower rate of interest charged (viz. 5

incomes less than $1B0 per week enables them to service first mortyage

loans bevond the maximun $25000 limie. In addition; Table 4.9 ghows thatb

=1

44 per cent of these borrowers with anvusl housshold incomes less than
$10000 obtained supplementary finance (with 65 per cent reporting own
savings and relatives as the source), T@§%"a@ﬁg&x@ﬁ with 48 per obnt of
all borrowers obtaining supplementary finance but only 54 per cent of all

borrowers reporting own savings or relatives as the source ¢f this Finance.

20. On the da ta presented, supplementavy borrowlng from unregulated
sources {including non~institutional sources such as solicitors' funds)
repregents no more than 3 per cent of tokal loans for borrowvers in any
income group with first mortgages from regulated institutions. In other -
words, the ratio of loans approved from regulated institutions to total
loans was at least 97 per cent. For 18B0O/81, on the basis of loans
approved for owner-ocoupation [ARS Cat,. Bo. 360%.0), the ratic of loans

and government)

qu
{M
&Q
0
[#)
5]
E grvxe
i
¥
?"%
i
2]

from regulated institutions (banks, bui
to total loans approved {including, in addition, finance companies,
credit unlong and insurance companies) was BA8.Z per cent. For 1980, on
the basis of balances outstanding to these same institutions it was

85.7 per cent {[AFSI Beport, 1981, Table 37.1}.
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Z1. The expression Ythe 25 Per cent rulsev i used hare +o apply to
‘wha%evaf'incem& rationing criterion has been imposed in specific instances.
Since many ef‘tha problems of access are due to the front end loading
broblem a&sa&&ated with the conventional cregit foncier mortygage sYstemn,

the lmtraauctlan of i mortgage instruments which reduce the bur&en of mortgage
repayments in the early years of 4 loan will help improve Accessibility

for those households excluded by increased interest rates,

22, See section 3 and footnote 10 for a description of Lurrent portfolio
k@gniaﬁlwnﬁw
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