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Executive Summary

Despite its recognized economic and social importance, housing finance has remained under-developed in India. The proportion of households living in permanent structures in India rose from 41.7% in 1991 to 51.8% in 2001, but a high proportion of 38.5% of households still lives in one-room structures in 2001, which was 40.5% in 1991.

A vibrant secondary market will be an efficient, low cost and stable way of raising money and managing cash flows in the overall mortgages market. This will be achieved due to economies of scale in raising money, in processing the purchase and servicing of large numbers of mortgage loans, and in managing risks through diversification. 
We have analyzed several mortgage refinancing models, and have strongly recommended capital market based models, as the same minimize agency costs, integrate capital markets and mortgage markets, and over long run will reduce the cost of mortgage lending.
Till October 2004, National Housing Bank has made 10 MBS issues in the secondary market with total issue size of INR 512.27 crores and comprising of 35,116 housing loans. But the mortgages that are securitized annually account for only 0.5% of the amount that is disbursed in the primary mortgages market.

We have estimated the size of secondary mortgages market in India using various methodologies. The estimate using housing data of India and Malaysian ratio of housing loans securitized for 2002-2003 comes to INR 6682.27 crores. If the funds required in the housing sector are taken into account, then the mortgage securities that can be issued per year can be INR 14272 crores. Also, assuming the present CAGR of 24.42% in disbursals to continue till 2010 and if 15.9% (Malaysian ratio) of the amount disbursed is securitized, then the amount corresponding to mortgage securities issued in 2010 would be INR 32625 crores.

From the perspective of the long term debt market and using the ratio of MBS to government debt in Malaysia, the total mortgage securities that could have been issued in India in the year 2002-2003 would have been INR 18091 crores. With the average loan size in India of INR 2 lakhs, this extra liquidity of INR 18091 crores, would have facilitated housing finance to around 904550 people in India.

The potential for secondary mortgages market in India is huge even when we take the most conservative ratios (of the Malaysian market), which are lowest among the developed and semi-developed secondary mortgages market of the world.  If like in US, the two-third of our home loans are securitized and based on the disbursals figure of 2002-2003, the MBS issued in 2002-2003 would have been of INR 28017.91 crores.
We have elaborately discussed the reasons why securitisation should bring down the cost of funding for the mortgage originator. In India, inefficiency is breeding inefficiency and the cost of securitisation remains high due to either rating agencies exaggerating the credit enhancements or the investors demanding high premiums for risks they have not properly appreciated. Therefore, Indian housing finance companies regard the gain-on-sale booking as one of the prime motivators for securitisation, which, as we have demonstrated, is quite misplaced.
We have made significant recommendations for an institutional framework for development of the securitisation market. NHB, in our recommendation, should play an increased role in securitisations in at least two ways that it does not currently do:
· NHB credit-enhanced securitisations
· Pool-of-pools transactions
A strong legal framework is essential for the establishment of securitisation market in the country. We have tried to identify the problems in the legal system that stifle the growth of securitisation. Laws relating to mortgages date back to the 19th century and obviously cannot be expected to be securitisation-friendly. We have suggested simple amendments that would take RMBS paper from the fold of Transfer of Property law, a 19th century enactment, and would avoid the need to have a conveyance for transfer of mortgage debt, thereby eliminating the stamp duty issue.
The primary mortgages market should be developed through standardization of documents and underwriting practices, and by using professional standards of property appraisal.

We have also made comprehensive analysis of the risks underlying investment in RMBS, and made a case that the credit and prepayment risks in MBS investing are quite often misunderstood and are exaggerated. There are significant differences between market practices in the US market and those in the Indian market – so the US-style prepayment risks are not relevant to the Indian market.
1 Introduction
The housing finance sector in India has undergone unprecedented change over the past five years. The importance of the housing sector in India can be judged by the estimate that for every Indian rupee (INR) invested in the construction of houses, INR 0.78 is added to the gross domestic product of the country
. The housing sector is also subservient to the development of 269 other industries
. Also the development of robust housing finance is important to cope with population growth and rapid urbanization in the country.
Despite its recognized economic and social importance, housing finance has remained under-developed in India. The role of efficient housing finance system in the provision of housing cannot be over-emphasized, and is too obvious a need to demand an explanation. 
The dismal state of the Indian housing finance can be gauged from the fact that the mortgage to GDP ratio stood at an abysmal 3% in India in 2001 when compared to 57% in UK, 54% in USA, 40% in EU, 7% in China, 17% in Thailand and 34% in Malaysia
.
2 Housing finance systems
Broadly speaking, housing finance is delivered, at the house-owner level, by housing finance companies or banks (say, mortgage financiers). This is by and large common in every country. The secondary market in residential mortgages refers to the manner in which these mortgage financiers raise their own funding. On this front, there are several models, which may broadly be classed into (a) depository banking model; (b) refinancing body model; or (c) capital market model. 
No country in the world works exclusively on any one of the models – there are combinations in various proportions. In the first system, the mortgage financiers are depository institutions who are allowed access to public savings – for example, banks typically raise public deposits; building societies in the UK having been depending on public savings in form of deposits. The second system has some form of refinancing body, say, National Housing Bank in India, that raises resources at a central level on its own balance sheet, and then provides refinance to the mortgage financiers. In the third model, the mortgage financiers have their mortgage originations funded by capital market. Here again, there are two possible models – the covered bond or pfandbriefe model as it prevails in Germany, and the mortgage pass through model or securitisation model that originated in the USA and then spread all over the World.
Each model has its own merits and demerits. The first model has existed through centuries, and its biggest advantage is its simplicity. The public needs some saving option  -mortgage financiers provide an easy mode of pooling public savings. However, the first model has shown grave potential for problems over time. The biggest problem is the huge asset liability mismatch (ALM) problem that it necessarily implies – the retail deposits are either contractually or behaviorally short-term, while mortgage finance is long term. In addition, retail delivery requirements necessitate presence of a large number of mortgage financiers in every country, and if they are allowed access to public deposits, there is a huge requirement of regulatory surveillance on a large number of depository entities. Not only their capital adequacy needs to be monitored, there is a need to ensure there are no unfair or unhealthy practices in place – a goal which is more often observed in breach than in compliance. The debacle of savings and loans associations in the USA proves the point that a large number of entities with depository access can pose a threat to the system.
The refinancing model is cost and inefficiency-ridden. More intermediaries imply more costs, and if the apex refinancing body is a publicly-owned entity, it may also carry sloth which percolates down. That apart, such larger apex bodies are not immune from financial problems  - on the contrary, their large size only means any probability of demise of the institution may too strong a shock for the system to tolerate. Alan Greenspan was recently critical of the behemoth-sized Fannie Mae and Ginnie Mae.

The capital market model has one notable difficulty – it is not easy, particularly for regular requirements of small amounts of funding. On the other hand, it has several merits. Eventually, in either model, the funding comes from the capital market – so the capital market model only integrates the primary mortgage market with the ultimate provider of funding. It is a sort of a disintermediation model, as the role of the mortgage financier is reduced to mortgage originator and servicer. If the integration is efficient, the capital market model brings down the cost of funding
, and resolves several problems such as ALM, interest rate mismatch, etc. The capital market model cannot replace the other models, but to the extent it can be exploited, it brings efficiency and makes housing finance both cheaper as also more easily accessible. 
We later revert to the example of the US government-supported entities (GSEs) in promoting house finance, but it is clear from history that in both the capital market models – the European covered bonds or pfandbriefe model
 and the US mortgage pass-through model -  the mortgage-backed capital market securities have proved to be extremely safe and sound means of investment for the investing public. In the European covered bonds case, for example, there is reportedly no default over the last 200 years. In the US mortgage pass throughs, to the extent they are backed by the GSEs, there is no question of a default as the GSEs bear the implicit support of the US government, and even in the non-agency or private label market, defaults have been very scanty, with very high recovery rates
. In addition, the level of secondary market activity in the GSE securities is only next to government treasuries – as reflected by the graphics below.
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3 Scope of the Article
The purpose of this article is make a case for the capital market model for residential mortgage-backed securities in India, in both forms: (a) agency-backed, that is, with intermediation of apex agency like the National Housing Bank; and (b) non-agency or private label securities.
We first define the objective – that is, development of housing refinance market and the relevance of securitisation. Next, we see the relevance of the two securitisation models – agency-backed and private label. Next, we outline the hurdles in the process and the need for regulatory refinement. Finally, we make a quick comparison of the costs and the benefits of the exercise.
4 Methodology

The project involves studying the Indian mortgages market and identifying the gaps in the mortgages market and identifying the extent of unfulfilled demand for housing in India. The project also involves studying other developed and semi-developed secondary mortgages market of the world, mainly US mortgages market. For the sake of comparing it with a comparable market, we have chosen Malaysia, though, evidently, the Malaysian system of refinancing mortgages is surely not a role model. The comparison with Malaysia serves the purpose of juxtaposing India with a market which is substantially similar. Comparison with the European market would not have provided an apple-to-apple comparison.
Using the demographic statistics of India and the performance of mortgage securities in USA and Malaysia, the size of secondary mortgages market in India was estimated using various methodologies.

The project involved identification of various pre-requisites for a vibrant secondary mortgages market and coming out with recommendations for the framework that is required for the development of secondary mortgages market in India and solution to specific issues outlined in the report. The regulatory and other hurdles were analyzed based  on the first co-author’s association over long years as an educator and consultant in securitisation transactions. The recommendations are also based on the first co-author’s knowledge and intuition.
The Indian Scenario
4.1 Housing Status in India
The percentage of houses to population was 24.26% in 2001, up from 21.87% in 1981. In absolute terms the number of houses grew by 27.7%, from 19.5 crores in 1991 to 24.9 crores in 2001
, and at a marginally growth rate of 27% in number of households, signaling a marginal improvement in housing situation. The proportion of households living in permanent structures rose from 41.7% in 1991 to 51.8% in 2001, on account of sharp increase in the number of permanent houses from 6.3 crores to 9.9 crores. The number of households living in semi-permanent structures also grew from 4.7 crores to 5.8 crores.  But a high proportion of 38.5% of households still lives in one-room structures in 2001, which was 40.5% in 1991
. These statistics reflect the poor availability and quality of housing infrastructure in India. 
The financing through organized sector accounts for only 25% of the total housing finance in India. The housing finance sector has grown at a cumulative average growth rate of around 39% on the average during the last 3 years
. However, this performance notwithstanding, the mortgage to GDP ratio stood at an abysmal 3% in India in 2001 when compared to 57% in UK, 54% in USA, 40% in EU, 7% in China, 17% in Thailand and 34% in Malaysia. This comparison apart the disbursements made by financial institutions to the housing sector amounted to only 1.81% of GDP at factor cost at constant prices (1993-94) in 2002-03 and in 2003-04 it was 2.91%
. This includes the disbursals made towards rehabilitation after Gujarat earthquake and Orissa cyclone.

The growth of housing finance business in the last 5 years has been due to the keen interest evinced by the commercial banks in this sector, which have slowly but surely transformed themselves from development banks to consumer banks. The growth potential further gathered momentum through continued fiscal and monetary fillips and budgetary provisions. The burgeoning middle class, increasing purchasing power, changing demographics and increasing number of nuclear families, scaling down of the real estate prices and a softer interest rate regime and traditionally low default rate resulting in low non performing assets as compared with the other sectors also contributed to the growth.

4.2 Mortgage Backed Securities in India
The beginning of Mortgage Backed Securities (MBS) in India was made in August 2000, when National Housing Board (NHB) issued the first MBS with issue size of INR 59.7 crores, originated by HDFC Ltd. Till October 2004, NHB has made 10 MBS issues in the secondary market with total issue size of INR 512.27 crores and comprising of 35,116 housing loans. The details of all the MBS issued by NHB are given in Exhibit 5. 

While the number of housing loans has increased, the number of MBS issued so far has remained more or less constant for all the years since 2000, on the basis of total issue size. Also, while the volumes of securitisation in general have continued to zoom, the RMBS activity remains limited.  The MBS issued so far has been for an aggregate outstanding principal of INR 663.91 crores, as shown in Exhibit 6. The aggregate principal outstanding against the MBS issued till 2003 was just 0.5% of the total disbursements made over these years. On an annual basis the percentage of loans converted into MBS of the total disbursements made in that year has declined from 0.96% in 2003 to 0.34% in 2003. While 2004 has seen comparatively better performance with MBS of issue size INR 144.75 crores already issued, the performance of India with regard to developing the secondary market for home mortgages is far from satisfactory. 
One possible explanation for the declining interest in issuing mortgage backed securities is the fact that the spreads in mortgage lending have come down drastically over time. Interest rates have declined, and there is stiffening competition. Housing finance has suddenly become the coveted asset class for a bank to house on its balance sheet – which has been responsible for squeezing the spreads. If the spreads are thin, will mortgage originators securitize? Essentially, the question is one of mindset. There is a notion that securitisation transactions were driven by a gain-on-sale motive
. If gain-on-sale is the driving motivation, it is understandable that where spreads have dwindled, the extent of gain-on-sale will become less significant. However, the gain-on-sale is one of the many motivations in securitisation. The most predominant motive is the reduced cost of funding – in any mature securitisation market, a securitisation transaction must result into lower weighted average cost of funding. If it does not, it is a clear signal that either the rating agencies are dictating too high credit enhancements, or that the investors are demanding too high premiums possibly due to lack of understanding of the inherent risks in RMBS. Both these factors are signals of market inefficiency – inefficiency is necessarily transient, if the extraneous hurdles to development of the market are removed. So, we expound in this article that the reduced interest in securitisation is in fact the product of inefficiencies of the system, which have set in process a vicious cycle – inefficiency breeding inefficiency.
4.3 Quick understanding of the securitisation process:

The essential securitisation process is well known and is explained at length in several texts
. We spend some time to quickly introduce the essential process, which may be skipped by initiated readers. We explain both the agency-backed method and the private label method, though the two are substantively similar. We also add that in India so far, in the RMBS segment, all securitisations have been agency-backed.
Agency-backed securitisation:
In this case, an mortgage originator having accumulated a sufficiently large mortgage pool sells the pool to an agency, say, National Housing Bank (NHB). NHB sets up a special purpose vehicle in form of a trust, with NHB being a trustee thereof. The special purpose vehicle buys the pool and issues several classes of securities, usually designated as either senior or junior securities, or as Class A, class B, class C and so on. Generally the senior securities or Class A will have a high rating, usually AAA. The securities may be in form of either bonds or pass-through certificates – in India, so far the pass-through structure has been used
. The servicing of the mortgage pool is retained by the mortgage originator, who continues to collect the receivables on the sold pool, and remit the proceeds to investors. If there is a residual surplus in the pool, it is typically paid to the junior-most of the securities.
Private label securitisations
The essential process is the same here – with the only difference that instead of an apex agency such as NHB, there is a special purpose vehicle that would typically be created for the transaction. Owing to isolation and non-consolidation legal criteria, this SPV will not be owned or controlled by the originator – hence, there will be an independent trustee to monitor the SPV’s affairs.
In both the cases, the repayment to investors flow from out of the pool and are not guaranteed by either NHB or the trustees.

4.4 Why securitisation should reduce weighted average funding costs:

Our arguments as to why securitisation must result into reduced weighted average cost of funding run as under:
· We compare two broad forms of funding – on-balance sheet and off-balance sheet, the latter by way of securitisation. We assume that both are fixed income, debt-type sources. 
· The on-balance sheet funding is characterized by the following:

· The rating of the funding method, say, bonds or loans, is driven by the rating of the mortgage originator.
· The lender/investor will be concerned with the bankruptcy or default risk of the mortgage originator, which in turn is affected by all the several risks affecting the business of the originator.

· There are capital adequacy considerations – therefore, for every on-balance sheet funding raised, there has to be an equity component required.
· The off-balance sheet funding or securitisation is characterized by the following:

· The rating of the transaction is independent of the rating of the originator – this is because the transaction isolates the assets from the bankruptcy risks of the originator altogether and therefore, ratings are asset-based;

· The perceived risks of the investors are based on the rating – the senior class in securitisations will typically carry a AAA rating. Thus, investors invest in mortgage-backed securities at far lower spreads than if the originator were to issue on-balance sheet bonds.
· Securitisations typically carry capital relief. The originator is expected to put in first loss support to the transaction, but the extent of the same may be expected to be lower than the element of equity in on-balance sheet financings. This is due to the fact that with isolation of the assets, investors in a securitisation transaction are not affected by other entity-wide risks of the originators’ business. Investors are concerned only with asset-based risks of the isolated pool – therefore, the credit enhancements required to support such risks at a AAA-rating confidence level are considerably lesser.


Thus, the rating independence creates a rating-arbitrage – the transaction gets a better rating than the originator. The isolation of assets creates a leverage-arbitrage – the transaction gets higher effective leverage than an on-balance sheet funding. The combined effect of the two arbitrages is to bring down the cost of funding for the originator.
If it be accepted, based on the above argument, that securitisation will drive down the cost of funding of a mortgage originator, there is no reason as to why securitisation volumes should remain only 0.5% of disbursements. The syndrome of spreads having been compressed in a competitive scenario should only promote securitisation rather than discourage the same.

Therefore, it is quite obvious that the reasons for the lackadaisical securitisation activity in India have to be traced in external inefficiencies. The external inefficiencies have stifled the number of transactions coming to the market. With sparse transactions, rating agencies do not have the benefit of experience of rating survival or migration history, and therefore, they willy-nilly tend to exaggerate credit enhancements which unduly increases the cost of funding. Thus, the a priori argument of reduced cost of funding falls due to market inefficiency, which itself is a creation of inefficiency of the tax and regulatory system.
On the other hand, if the imperfections are removed, a larger number of transactions will enter the market. The cost of funding will be reduced, which in ultimate analysis will also reflect in lower cost of housing finance. There will be lots of lots of other significant benefits. Investors in the fixed income market will get an alternative investment avenue, Various classes of MBS will offer a wide choice to potential investors in terms of risk-return profile, liquidity, maturity, yield etc. and help attract new investors into the long term debt market. Innovations in the US RMBS market in terms of product design have evinced that the RMBS market has potential for creating some very interesting products which are differently sensitive to interest, and therefore, prepayment rates – such as IO strips, inverse floaters, etc.
4.5 Potential for MBS in India
Based on the above reasoning as to why MBS in India should have a huge potential, we go to make some estimates of the size of the potential market.
Estimate 1
On the basis of 1991 census, the estimated housing shortage in India in year 2001 was 19.40 million units. Of these 12.8 million dwelling units (65.98 per cent) were required in rural areas and 6.6 million dwelling units (34.02 per cent) were required in urban areas
. Even taking a conservative estimate from by the Planning Commission in the Tenth Five Year Plan, the estimated the urban housing shortage was 8.89 million dwelling units in 2002. Further, the total number of houses that would be required cumulatively during the Tenth Plan period is estimated at 22.44 million dwelling units.  The average size of housing loan in India is INR 2 lakhs, so the total investment required in housing to provide 22.44 million dwelling units will have to be a staggering INR 4488 billion or INR 448800 crores. On a per year basis this translates into INR 89760 crores. This is much more than the total disbursement made by the financial institutions for house loan, which stood at INR 42,027 crores in 2003. This shows that there is an urgent need to increase the supply of funds to the housing sector so as to bridge the gap, which can be bridged about to some extent by developing a secondary market for mortgage securities.

On having a look at various developed and semi-developed secondary markets across the world, we chose the Malaysia for our estimation, because the figures for the Malaysian market were the most conservative.
As at the end of 2002, CAGAMAS has purchased 15.9% loans
. So, if we use the same percentage for the loans that can be securitized in the Indian market, then as per the disbursals in the primary mortgages market in 2003, the total mortgage securities that could have been issued in secondary mortgages market in 2003 would have been INR 6682.27 crores. If we take into account the funds required in the housing sector, then the mortgage securities that can be issued per year can be INR 14272 crores. This is significantly different from the present status of the Indian secondary mortgages market, where the total MBS issued in 2003 were INR 114.1 crores.

If we assume that the present rate of cumulative average growth rate of 24.42% in disbursals of housing loans (from 2000-2003) to continue till 2010, then in the year 2010 the total amount disbursed under the present scheme of things would be INR 205189 crores. Even if only 15.9% of the amount disbursed is securitized, then the amount corresponding to mortgage securities issued in 2010 would amount be INR 32625 crores. This is really far off from MBS issued in 2002-2003 with a principal outstanding of 141.28 crores. 
Estimate 2
If like in US, the two-third of our home loans are securitized, then this would lead to MBS issues of INR 28017.91 crores per annum (based on disbursals figures of 2002-2003). The MBS issues in 2002-2003 were against a principal outstanding of INR 141.28 crores, which is just 0.5% of the above stated possible MBS that can be issued per year. 

Estimate 3
Mortgage Securities (including covered bonds in the case of European countries) form a very important part of the overall bond market of many countries. The percentage of mortgage securities to total bond market in selected countries is as follows:

USA: 24%; Germany: 44%; Denmark: 59%; Chile: 33%; Malaysia: 11%
.

For the purpose of our estimating the size of mortgages market, we will use the most conservative figures. So, we will take the example of Malaysian market. 

As on March, 2003, the total outstanding mortgage securities issued by CAGAMAS BERHAD in Malaysia amounted to RM 26.34 billion and the total outstanding government securities were RM 121.85 billion
. So, as on March 2003, the total outstanding mortgage securities were 21.62% of the total outstanding government securities.

Similarly, as on March 2002 the total outstanding mortgage securities issued by CAGAMAS BERHAD in Malaysia amounted to RM 24.68 billion and the total outstanding government securities were RM 106.55 billion
. So, as on March 2002, the total outstanding mortgage securities were 23.17% of the total outstanding government securities.
So, for the purpose of estimating the potential of mortgage securities in India, we will use the most conservative estimate of 21.62% for the percentage of mortgage securities with respect to government securities in Malaysia.

Now, if we look at the Indian debt market, the total outstanding government debt in India as on March 2003 was INR 807292.6 crores, which increased from 640650.6 crores on March 2002
. So, in 2002-2003 net government debt of INR 166642 crores was issued.
If we take the Malaysian example and estimate the size of MBS market in India using the Malaysian ratio of outstanding mortgage securities to government securities, we infer that as on March 2003, the total outstanding mortgage securities in India should have been INR 174537 crores. This amount reflects the potential of MBS in India. If we would have taken the amount for 2004 then it would have been significantly higher due to the growth in government debt. The potential of secondary mortgages market in India is in sharp contrast to the total outstanding MBS as on March 2003, which amounted to INR 367.52 crores.
Also, in year 2002-2003, the percentage of total mortgage securities issued with respect to the total government securities issued in Malaysia was 10.9%. If we use the same estimate for the Indian market, then the total mortgage securities issued in India in the year 2002-2003 should have been INR 18091 crores. This is in sharp contrast to the mortgage securities issued in 2002-2003, which stood at INR 114.1 crores.
Considering the average loan size of INR 2 lakhs
, this extra liquidity of INR 18091 crores, could have facilitated housing finance to around 904550 people in India.
All the above estimates show that there is significant potential in the MBS market in India that can be harnessed for the good of nation. While all the estimates above throw up huge figures, the growth in the Indian MBS market will come at a steady pace and is likely to less in the absolute terms from the above estimates, considering that base of MBS issued per year from which we will be starting is just INR 144.75 crores (in 2004). 
5 The US Success Story
The US secondary mortgages market is considered to be the world’s most developed mortgage securitisation market. Due to this reason it has always been an area of interest to people of other countries, to see how it has worked and to learn the lessons from it. This study also incorporates this element besides others and goes to the extent of looking how the advantages of the US secondary mortgages can be replicated in the Indian context.
The US mortgages market consists of primarily three participants besides the mortgagor: the mortgage originators, the secondary market conduits and the investors in the secondary market. 
The mortgage originators are commercial banks, thrifts, mortgage banks, and mortgage brokers. The main secondary market conduits are Fannie Mae, Ginnie Mae and Freddie Mae. Some private investment banks also act as conduits in the secondary mortgages market, but to a limited extent. The investors in the secondary mortgages market are the pension funds, the life insurance companies, the commercial banks, the thrifts, and Fannie Mae.
The total outstanding mortgage debt in US was $6.2 trillion at the end of 2003. Moreover, at 2003 end the total outstanding debt of three GSEs was more than USD 2.4 trillion, in comparison to the publicly held debt of USD 4 trillion for the federal government. At the end of Q2 of 2004, the outstanding mortgage related debt was USD 5357.5 billion dollars as compared to treasury (USD 3755.5 billions) and corporate debt of USD 4569.9 billions

The two-third of Americans won their homes and over two-third of the residential mortgages are securitized. The US mortgage value chain is significantly unbundled with different organizations specializing in different parts of the value chain.
5.1 Institution framework for the Secondary Mortgages Market
5.1.1 Regulatory Framework

The housing and mortgages industry in US is overseen by U.S. Department of Housing and Urban Development (HUD). It also sets goals for government owned Ginnie Mae, and Government Sponsored Enterprises (GSE) like Fannie Mae and Freddie Mac.

The Secretary of HUD is the mission regulator for Fannie Mae and Freddie Mac with oversight authority to ensure that both GSEs comply with the public purposes set forth in their charters. The secretary is charged with the general regulatory authority over GSEs in all areas other than the GSEs financial safety and soundness. The secretary’s authority includes setting and enforcing three affordable housing goals, monitoring compliance with fair lending principles, collecting loan-level data from the GSEs on their loan purchase activities, creating and distributing a public use data base of non-proprietary GSE purchase data, and providing oversight for new program approval.

The financial safety and soundness of GSEs is regulated by an independent office of HUD, the Office of Federal Housing Enterprise Oversight (OFHEO). It regulates both the GSEs for safety and soundness, by ensuring that they are adequately capitalized and operating their businesses in a financially sound manner.

5.1.2 Key Organizations in Secondary Mortgages Market
The three agencies form the backbone of the US secondary mortgages market. Their main objectives are:

· Providing stability to the mortgages market

· Responding to the changing capital markets

· Assisting the secondary markets including the support of these markets for affordable housing

· Promoting access to credit throughout the country by increasing liquidity and improving distribution of investment capital for residential mortgages market

· Secondary market investor buys mortgages within their guidelines and limits, which are revised from time to time depending upon the market considerations

Fannie Mae

It was established in 1938 to buy Federal Housing Administration (FHA) insured mortgages and to create a secondary market for mortgages. It is the second largest corporation in US in terms of assets. Till 1968 it was owned by the federal government, but since then it has been a privately owned company.

Its main activities are:

· Pays cash for mortgages bought from lenders in the primary market and keep them in its books

· Issues Mortgage Backed Securities in exchange of pool of mortgages from lenders

· Buys MBS from the secondary market

Fannie Mae funds it capital requirements by issuing debt securities like debentures, notes, bonds to the investors. In 2003 it had Senior debt of USD 947.72 billions and Subordinated debt of USD 464.53 billions. The companies main source of earnings are the spread due to yield on mortgages and the cost endured to buy them, and by fees earned for providing guarantees to MBS issues. The guarantees issued by Fannie Mae assures the buyers of MBS that they will receive timely principal and interest payments regardless of what happens to the underlying mortgages.
In 2003 the company had total Mortgage assets of USD 906.53 billions. Out of which MBS accounted for USD 665.95 billions and loans (mortgages) accounted for USD 240.58 billions. In MBS 71.35% of MBS were in “help to maturity category” and 28.65% were in “available for sale” category.

In the present circumstances the company’s role is to provide a steady stream of mortgage funds to lenders across the country and introduction of new technologies that make the process of buying a home quicker, easier, and less expensive.
Ginnie Mae

It was established on September 1, 1968 after being partitioned from Fannie Mae. It is a government corporation within HUD. It is the only agency to offer mortgage-backed securities backed by the full faith and credit of the United States government. It provides guarantees on timely payment of principal and interest on MBS backed by federally insured or guaranteed loans – mainly by Federal Housing Administration (FHA), Department of Veterans Affairs (VA), Rural Housing Service (RHS) and Office of Public and Indian Housing.

It does not buy or sell loans or issue mortgage-backed securities (MBS) and so its balance sheet doesn't use derivatives to hedge or carry long term debt. Due to this its balance sheet size is smaller in comparison to the balance sheet size of Fannie Mae and Freddie Mac. Also Ginnie Mae has got no MBS under “held till maturity” category.

Freddie Mac

It was established in 1970 as a private company. Like Fannie Mae it also purchases residential mortgages and mortgage related securities and issues MBS, but is smaller in size as compared to Fannie Mae. It also issued debt instruments to fund its activities. Freddie Mac is the purchaser of one in six mortgages that is done in US.

As on March 31, 2004 its mortgage assets totaled $635.6 billions, of which a total of USD 60.3 billion was mortgage loans and USD 575.2 billion was MBS. It also had USD 798.9 billion outstanding in guaranteed mortgage backed securities.

5.1.3 Support to GSEs from the US Government

The government of US provides support to GSEs through various means. Some of them are listed below:

· The government provides no direct subsidy

· Exemption from local and state taxation

· Exemption from securities registration requirement

· Line of credit at the US treasury

· Implicit protection of GSEs debt against default

5.1.4 Possible problems with GSEs

· Availability of fewer funds for business investment

· Moral hazard problem related to risk taking

· Incomplete pass-through of subsidies intended for mortgage borrowers

· Risk shifting to the Federal Deposit Insurance Corporation

· Risk taking by GSEs could undermine the stability of the financial system because lot of banks depend on them for liquidity

5.2 MBS in USA

Mortgage related debt is the most dominant debt category in the US debt market. If we consider the bond market in entirety and include municipal bonds, treasury securities, mortgage related securities, corporate debt, federal agencies debt, short term debt and asset based securitization, and compare the performance of mortgage related debt, then we see that the percentage of mortgage related debt in the total outstanding debt has increased from 8.11% in 1985 to 23.51% in Q2 2004, making it the most dominant debt category. At Q2 2004, total outstanding mortgage related debt was 142.67% of the total outstanding US treasury debt and 117.23% of the total outstanding corporate debt (Refer Exhibit 3 for details). The mortgage backed securities have clearly seen a tremendous growth over the years, to now become the leader the debt market. The total outstanding mortgage related debt at Q2 2004 stood at USD 5358 billion dollars.
Another indication of the dominance of MBS in the US debt market is their daily trading volume compared to other debt securities. The average daily trading volume of MBS in April 2004 was 307.36% of the agency securities and 1226.74% of the corporate securities. The average daily trading volume of MBS in US debt market in 2004 has been in the range of 245% - 307% with respect to agency securities and around 1000% with respect to corporate securities. The average daily trading volume of MBS in April 2004 stood at USD 243 billion dollars. (Refer Exhibit 4 for details)
6 Advantages of Having A Secondary Market for Mortgages In India

A vibrant secondary mortgages market in India will benefit all the stakeholders in the mortgage chain. This includes issuers, investors, borrowers and mortgage finance industry as a whole. It will also improve the housing situation and socio-economic situation in the country. The introduction of MBS can improve housing affordability, increase the flow of funds to the housing sector and better allocate the risks inherent in housing finance. It will also benefit lot of other industries that depend upon housing sector in one way or the other.
In this paper we will identify the main benefits of secondary market for the main stakeholders in the value chain.

Benefits to issuers
· Reduction in cost of funding, as explained earlier.

· Capping of credit risk – the risk in case of securitisation transactions is capped to the extent of credit enhancements provided by the originator
· Elimination of asset liability mismatches, both in terms of maturities and interest risks
· Increase in liquidity and funding appetite by creating an additional avenue
· With more efficient use of owned capital, the issuer is enable to create higher effective leverage – which promotes RoE, hence market capitalization.
Benefits to investors
· Attractive rate of return on investment in a highly-rated instrument, with excellent track record of rating resilience and recovery rates
· Portfolio diversification both geographically and economically
· Socially responsible investing

· Ability to buy tranches that matches their appetite

· Alternative to investment in government bonds and corporate bonds

Benefits to borrowers

· Reduction in cost of mortgage finance
· Greater availability of funds

· Availability of funding for lower income groups
· Creation of formalized credit scoring systems which ultimately result into a decentralized, formula-driven approach to mortgage origination and makes the process extremely fast
· On a higher level of development, integrating the origination process with the securitisation process, whereby the mortgage originator matures into a mere originator-cum-servicer, for a much smaller agency cost, and therefore, much lower lending costs.
Benefits to mortgage industry
· Specialization of mortgage related service providers leading to reduction of costs and improvements in efficiency
· Lender access to alternative funding sources

· Improved sustainability of longer term housing funding through long term debt market with reforms of contractual savings institutions like pension funds and insurance companies

· Potentially larger investor-base

· Lenders able to broaden target market, through risk sharing

· Long term debt market funding can help smooth housing cycles

· Improved standardization and supervision of real state loans, improve transparency and security for borrowers and lenders
7 Analysis of the problems of Indian RMBS Market and Recommendations
A vibrant secondary market can turn out as an efficient, low cost and stable way of raising money and managing cash flows in the overall mortgages market. This can be achieved due to economies in raising money “wholesale” in the capital markets, in processing the purchase and servicing of large numbers of mortgage loans, and in managing risks, through diversification.

In this section, we analyze the factors that stifle, either by their presence or in absence, the development of the RMBS market in India. While on our analysis, we also discount some of the commonly-cited factors which are not really stumbling blocks and which may be allowed to be developed either by the market forces or over the long run.

7.1 Development of specialised servicers: not an immediate need
Quite often, one of the factors cited for development of the RMBS market is the existence of “specialized servicers”. The phenomenon obviously comes from the US market where securitisation has developed to an extent where the several components of a mortgage loan are completely unbundled – the origination done by originators who are wide-spread geographically, the servicing done by servicers who are technology and infrastructure-rich, and the funding done by the capital markets. To an extent, the risks are sucked out by insurance companies and other credit enhancers.
While this is the wish list of any country wanting to develop securitisation, such a specialized framework is certainly not a pre-requisite. Specialization itself is a by-product of development – putting specialized agencies as a pre-requisite for development is like putting the cart before the horse. If securitisation market develops, the need for outsourcing of the servicing function will be felt, and in India, there is no dearth of outsourcing potentials.
7.2 Institutional Framework – NHB in a new role, or a new specialised agency for secondary market in mortgages
Under the present institutional framework National housing Board (NHB) is the apex level financial institution for the housing sector in the country and performs the role of promotion and development, regulation and supervision, financing, development of secondary mortgages market through securitization of housing loans, and promotion of rural housing.

While all the functions that are being carried out by NHB are essential and many more functions will also have to be carried out, if we ever intend to provide a roof over the head of millions of Indians who haven’t got a house, the prevailing institutional framework is not sufficiently equipped to meet the challenges of the future. 
First of all, NHB is currently mainly engaged, apart from its regulatory position, in the role of being a refinancing body. The perils of creating a refinancing behemoth have already been highlighted earlier. Though NHB avowedly does not take the risks of the mortgage pools that it refinances, it is not immune from the same. The funding of NHB’s own balance sheet comes from various sources, which include the capital market. There are some tax subsidies in certain of the funding liabilities of the NHB – for example, capital gain bonds.

This structure is surely not efficient – if the objective is to provide a capital market window whereby ultimate investments in mortgage loans can be funded (an investment in NHB is essentially an investment in mortgage loans), the same can be achieved more efficiently by securitisation. The current practice of NHB is to provide with-recourse funding  to the mortgage institutions, whereby there is no integration of the credit risk  of the mortgage loan pool with the effective capital of the mortgage originator. All NHB does is to lay down regulatory capital requirements – which obviously do not distinguish between the risks of different portfolios. On the other hand, securitisation will directly link the level of credit enhancement with a scientifically estimated measure of stressed risk of the pool, thereby ensuring more sound investment avenue for the capital market investors.
Therefore, we recommend that NHB may gradually increase its role in intermediating in the securitisation market, rather than refinancing mortgage originators. 

The intermediation in the securitisation market may also take three forms:

· By simply facilitating a securitisation transaction, by providing SPV support, as it is doing currently;

· By providing a facilitation role as above, coupled with a credit enhancing role, where NHB absorbs credit risk above a certain first loss piece retained by the mortgage originator. There are models, for example, from KfW in Germany, that may be either emulated or modified to suit requirements. We call this NHB-credit-enhanced approach.
· By being a buyer of mortgage loans, minus the servicing function, with NHB providing warehousing funding, as also securitising the portfolios thereafter. We call this pool-of-pools approach.
The first model is being pursued by NHB currently, with all the inefficiencies of the system on which we dwell later.
The second model provides a more active role for NHB – where, being a mezzanine loss absorber, NHB inherently also provides a degree of comfort to retail investors that the pool has been analyzed by an apex institution. If the objective be to attract retail investors to invest in the mortgage market, this kind of role (unless the third role becomes a reality) would really be commendable. In addition, if the government considers tax incentives to be necessary to attract retail savings, the tax benefits that today attach with NHB’s bonds may be granted to the NHB-credit-enhanced securitisation structure suggested above.
The third model should be the ultimate objective. As the supervisor of the mortgage financing business, no one is better suited to buy mortgage loans than NHB. With or without a first loss support, NHB may buy mortgage loans minus the servicing, leaving the servicing fees, origination profits and a compensation for the first loss support, if any, with the originator. These commingled pools may thereafter be securitized. In this “pool-of-pools” securitisation, there is far greater diversification than ever possible in any securitisation.
In our suggested model, there is very little additional credit burden on NHB – therefore, hardly any need for additional capital infusion into NHB. On the contrary, it may be argued that the credit risk of NHB will substantially come down, as also its balance sheet size – NHB might even eventually think of returning a part of its capital to the government. The credit risk with NHB in our models will be no more, and in fact will be arguably lesser, than the risk being taken currently in its refinancing role.
Specialised securitisation agency for RMBS
We have also at length considered whether it would be preferable to have NHB get into this securitisation promotional role, or to reserve the same for a specialized secondary market agency. There are arguments on either side. The advantage of retaining NHB as a the securitisation agency albeit with enhanced role as suggested by us is that we are not proliferating institutions. After all, every new institution needs capital, manpower, and above all, might lead to an overlap of roles.
On the other hand, a separate specialized body for secondary market in RMBS might have its own advantages – primarily that of focus. NHB is currently also assigned a regulatory role – it registers and regulates housing finance institutions.

The question of separate body or NHB in an enhanced role is essentially a question that requires more interaction and since the rest of the recommendations in our article are not affected by the specialization question, we defer it for further thought.

7.3 Development of other agencies – leave it to the market:
The  securitisation market will also need at least two more agencies: private label securitisation service providers, and insurance or external credit enhancement providers. Both of these are market-related developments, and left to itself, the market will cause them to come up. Nevertheless, we discuss below these agencies:
Private label securitisation service providers:
We do not expect the entire mortgage origination market will be ruled by NHB. In fact, as developments in most markets evince,  GSEs and private label transactions co-exist. The reasons for private label transactions are various – they include securitisation of non-conforming mortgages, or for reasons of staying outside NHB’s supervision over the transaction.
Currently, in the RMBS segment, there are no private label transactions. However, there are several private securitisation service providers in the ABS market, who, as needed, may provide support to securitisation transactions in the MBS segment as well. The services are typically provided by investment banks who have focused themselves on structured finance transactions. The other ephemeral services are those of SPVs etc. which can easily be developed to accommodate market needs.

Mortgage insurers
In many countries, insurance companies cover pool losses beyond a particular level – this is common in USA, UK, Australia, etc.

Under the current refinancing model, most of the mortgage originators have not felt the need for this external credit enhancements. Insurance companies do not provide insurance against credit risk – but mortgage pool insurance covers may be provided, as the need is felt. We feel that this development is purely market-based, and there is no specific regulatory intervention required to make it happen.
7.4 Permitting and encouraging banks to invest in Mortgage-backed securities:
Much of the efforts at developing a securitisation market could be nothingness, if there is not sufficient investor appetite. In order to develop the securitisation market, we need to develop strong investor demand, which has to come from two broad classes – institutional investors and retail investors.
Among institutional investors, banks, insurance companies, mutual funds, employee benefit funds, etc are major investors in senior classes of RMBS, and hedge funds, private equity funds, ABCP conduits, structured finance CDOs etc are investors in junior classes of RMBS.
Currently in India, major buyers of securitisation paper are insurance companies and banks.

Banks have a huge treasury position. The current investments by banks in RMBS paper are driven by an RBI circular being DBOD No. BP. BC. 106/21.01.002/2001- 02, dated 24th May 2002. The language of this circular is far from clear. It does nothing by way of incentivising banks to invest in RMBS paper, nor does it provide any guidance on how to assess the risks of RMBS investing. On the other hand, by laying down several conditions that banks must monitor, some of which are impractical, it only creates the impression of being a piece that regulates banks’ investments in RMBS.

Though the circular aforesaid does provide a 50% risk weight for investments in RMBS, what is required is a comprehensive guidance to banks wanting to invest in RMBS. Not necessary that the RBI should do it – even some industry association, for example, FIMDA, can do it. Bond Market Association in the USA has easily-understandable guidance on investing in MBS paper. In absence of a guide, it is quite easy for banks to either over-estimate or under-estimate the risks of MBS investing. In practice, in a situation of ignorance, over-estimation of the risks is more common. We spend below a few paras on the risks of RMBS-investing.
The other significant investor class is mutual funds. So far, there were several apprehensions as to whether mutual funds could invest in MBS, as the same was not apparently defined as “securities” under sec. 2 (h) of the Securities Contracts (Regulation) Act, and under SEBI’s current scheme, mutual funds might invest only in “securities”. A major step in this direction has already been taken  - the Union Budget 2005 proposes an amendment of the definition of ‘securities’ in sec. 2 (h) of the aforesaid law, so as to clearly include asset-backed and mortgage-backed securities. This will open the avenues for mutual funds and foreign institutional investors to invest in MBS paper.

Employee benefit funds may also find investing in senior tranches of MBS paper interesting. The government’s interference here is very helpful – it might recommend/permit limited MBS  investment by provident funds and pension funds.
7.5 RISK ASSESSMENT OF INVESTING IN MORTGAGE-BACKED SECURITIES:
In any market, to encourage investors to invest in securitisation transactions, an easy-to-understand guide from a body who carries reliability and faith would be highly helpful. We are of the view that in absence of such guide, the risks of investing in MBS have generally not been understood, or have been over-blown.
Essentially, there are two primary risks in MBS investing:
· Credit Risk 

· Prepayment risk, which is essentially Interest rate Risk 

Credit Risk
Essentially, in MBS, like in any other defaultable mode of investment, the basic risk is risk of default, or credit risk. Mortgage-backed securities are not guaranteed by either the originator or the trustees – the credit support has to come from the credit enhancements which are put in place at the inception of the transaction. There is no continuing credit support, and it would be foolhardy to think that any of the parties would do anything to bail out a transaction potentially into a default.
This risk, analytically, is no different from risk of plain corporate bonds. In case of plain corporate bonds, the bond-holders’ primary source of comfort is the existence of equity in the corporation. To the extent the equity is not wiped out due to losses, the bond holder is protected. As equity is wiped out, the bonds will get into a default.
What equity does to corporate finance, credit enhancements do to a securitisation. Credit enhancement is the economic equity of a securitisation. 

Investors need to understand that in structured finance transactions, the computation of the size of the credit enhancement is based on the rating agencies’ stressed default scenarios. Each an every factor that contributes to the credit of the portfolio – excess spreads, prepayment rates, contraction of the excess spread over time, delinquencies, are stressed, stretched, and the ability of the transaction to withstand the stress is analyzed. The size of the credit enhancement itself is a function of the desired rating.
Investors need to look at the following factors to understand the inherent credit risk:
· The rating of the tranche that they are buying

· The rating rationale and the factors that the rating agency has/has not considered in giving its rating;

· Was excess spread a major factor in determination of the credit enhancements? Excess spread itself is a function of the weighted average rates of return from the pool over time, and rising prepayment rates might compress the excess spread.
· Extent of concentrations in the pool

· Assumptions of recovery rates, delays in case of foreclosure

· Other assumptions made by the rating agencies.
Prepayment Risk 
One of the most commonly misunderstood risks in MBS investing is the risk of prepayment. Since mortgages tend to prepay (obligors exercise a prepayment option), the prepayments are passed over to investors. Thus, investors get a part of the principal before scheduled maturity, and hence, lose their coupon to the extent they are prepaid.
A degree of prepayment speed is always estimated in any MBS investing, and hence, the expected maturity is computed, but if the actual prepayment speed is higher than that estimated, it introduces a maturity contraction risk to the investment; if the actual prepayment speed is slower than that projected, it introduces maturity extension risk. In general, neither of the two risks affect the yield of the investors from the given investment – but they have a bearing on the reinvestment returns. Therefore, in a falling interest rate scenario, a contraction risk results into reinvestment risk. In a rising interest rate scenario, extension risk becomes a loss of opportunity. Ironically, in a portfolio of fixed rate mortgages, falling interest rates will be generally associated with increasing prepayment speed, and rising interest rates will slow down prepayment speeds. 

Much of the literature on prepayment risks comes from the USA -  where mortgages carry a contractual prepayment option. In India, as in most other markets, there are prepayment penalties – which serves as a demotivator to prepayments. If the prepayment penalties are worked out as a mark-to-market differential
, the prepayment penalties may be sizeable for a mortgage which is not significantly burnt-out (that is, substantially amortized). Those are the mortgages where there is a stronger urge to prepay based on interest rate changes.
Besides the above difference, there is yet another significant difference between the US market and the Indian market – the predominant share of floating rate mortgages in India. If the mortgage lending rates are periodically reset based on interest-rate changes, interest rates cease to be a motivation for prepayments to happen.

These risks have not properly been communicated to investors. Being unaware, investors demand too high risk premiums for investing in MBS, which implicitly includes a fat premium for their own lack of understanding. 
7.6 Legal infrastructure 
By far, the most significant barrier to development of securitisation in India is the presence of certain antiquated laws that date back to the 19th century and are completely out of place with the present market reality. Unfortunately, these laws are stumbling blocks to the development of securitisation in the country. It is not that this paper brings those issues to the notice for the first time – this has been done by every single committee that went into the matter, starting from the Andhyrujina panel to the several consulting groups of the Asian Development Bank. However, no concrete measures have been taken by the government to resolve the issues.

7.6.1 The Securitisation Act – a futile exercise:

To many, it might sound surprising that there is an enactment called the Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interests Act (SARFAESI) enacted in 2002. The long title suggests that the Act does something about securitisation – in fact, the Act is focused on enforcement of security interests, and whatever skeletal provisions it had enacted about securitisation have been completely useless in practice. The whole scheme of the Act was flawed – it envisaged the concept of a ‘securitisation company’, supposedly a company in the business of securitisation, which will be licensed and regulated by the RBI. No such companies have come into existence, and therefore, the provisions of the Act on securitisations have been of no avail whatsoever. Perhaps in realization, the Finance Minister announced as a part of the Budget Speech presenting the Union Budget 2005 that the government will appoint a high-powered committee to examine all aspects of securitisation transactions.
7.6.2 Problems of the existing legal system:

The existing legal system, as far as it relates to mortgage  backed securitisation, suffers from two basic legal infirmities. It was easy to resolve both of these without involving any Centre-State issues, and it is only surprising as to why this has not been done.

Mortgage debt regarded as immovable property:

The first problem is that a mortgage backed security, being an interest in a mortgage, is treated by law as an immovable property. This may be resolved by providing, that a receivable which as the security of a mortgage will not be deemed to be an immovable property, thus taking mortgage receivables out of the domain of the Transfer of Property Act, a law with its foundations in the 19th century.

Stamp duty issue:
The other issue is the issue of stamp duty. The stamp duty also originates from an archaic concept of English law whereby a receivable (‘actionable claim’) is treated as a specific form of property, for the transfer of which a written instrument is required. This principle is enshrined in sec. 130 of the Transfer of Property Act. If this provision was deleted or amended, obviating the need for a written instrument, one would not need a conveyance to transfer a mortgage debt, and therefore, the whole issue of stamp duty could be resolved in one stroke.

Currently, the system works under an extremely inefficient structure of stamp duty concession notifications. Several states have issued such notifications, notably, Maharashtra, Gujarat, Tamil Nadu, West Bengal, etc. As could be expected, the language of the notifications is different, and interpretations are mind-boggling. It is easy to understand why securitisation pools have been restricted to those states where these notifications exist, thus, keeping the borrowers from the rest of the country outside the securitisation framework.
The stamp duty issue is being made to look like a Centre-State issue, but in fact it is not. None of the States would have projected huge revenues out of securitisation stamp duties – in States which have  not made the stamp duties practical enough, there are not any securitisation transactions at all. So the options are clear – either make it practical, or the transactions do not happen at all.
Mortgage foreclosure laws:
Another difficulty commonly cited so far was the lack of mortgage foreclosure laws. Under traditional civil law (sec. 67 of the Transfer of Property Act), mortgage foreclosure necessarily required the decree of a civil court, which could take anywhere between years to ages.
This problem has substantially been addressed in terms of legal infrastructure  - only requires institutional structure to handle foreclosures. The SARFAESI Act made it permissible for banks (and notified finance companies – some 23 housing finance companies have already been notified) to foreclose mortgages (and other security interests) without approaching a Court. While the legal provision therefore exists, all that is required is development of institutions that could carry out the law and logistics inherent.

Clarity on taxation:

Securitisation structures are going on without any clarity whatsoever on the tax treatment of special purpose vehicles. Securitisation SPVs are created as trusts, and it is believed, without any precedent or basis, that they will be tax transparent and that the tax will be imposed on the ultimate investors.
Given the fact that the pass-through rules in the US taxation are quite complicated and not every transaction qualifies for pass-through or see-through treatment, believing securitisation SPVs to be tax transparent may be quite dare-devilish. In fact, with the kind of recycling, reconfiguration of cashflows and stripping of inflows, it is quite likely that the transactions are not treated as pass-throughs.
Lack of tax clarity promotes malpractices  - the smart ones overdo things, which can be fatal. In case of financial lease transactions, this was clear from history. A tax clarity is therefore a must.
7.7 Development of primary mortgage markets 
The following recommendations are not necessarily intended for the regulators – self regulatory bodies like the FIMDA can easily contribute.

To develop effective disclosure and reporting systems for securitisations, the following standards need to be developed. It is notable that the both the American Securitization Forum and the European Securitisation Forum have come out with reporting standards, which may be emulated with necessary modifications in India:

· Standardization of documents and underwriting practices: The more standardized are the products, documents and underwriting practices, the lower the transactions cost of due diligence and credit enhancement costs in the case of securitization. So, proper standardization norms should be followed in the primary mortgages market.
· Post-issue servicer reporting: Regular reporting by the servicers is quite important to allow the investors to know the state of the collateral.
8 Appendix
8.1 Exhibit 1: Statistics of Population and Housing in India

	 
	POPULATION
	CENSUS HOUSES
	% OF HOUSES TO POPULATION

	 
	1981
	1991
	2001
	1981
	1991
	2001
	1981
	1991
	2001

	Total
	683
	846
	1027
	149
	195
	249
	21.87%
	23.04%
	24.26%

	Rural
	524
	629
	742
	114
	143
	178
	21.75%
	22.74%
	23.92%

	Urban
	159
	218
	285
	35
	52
	72
	22.25%
	23.91%
	25.12%


All units in millions

Source: Census 2001

8.2 Exhibit 2: Amount Disbursed by Various Institutions in India
	 
	1995-1996
	1996-1997
	1997-1998
	1998-1999
	1999-2000
	2000-2001
	2001-2002
	2002-2003

	HFC
	NA
	4627.74
	5767.55
	7399.69
	9812.03
	12637.85
	14614.44
	17832.01

	Banks-Direct
	 
	 
	 
	 
	3597.4
	5553.11
	8566.41
	23553.37

	Banks-Indirect
	842.03
	1805.62
	1454.77
	3951.99
	9911.35
	9787.24
	14744.85
	33840.53

	ACHFs
	NA
	NA
	519.57
	665.88
	700.86
	867.72
	677.58
	641.48

	Total
	 
	 
	 
	 
	14110.29
	19058.68
	23858.43
	42026.86


Note: 

HFC: Housing Finance Company

Banks – Direct: It refers to the lending done by banks directly to the home loan buyers

Banks – Indirect: It refers to the amount lend by banks to HFCs besides home loan buyers from the bank

Source: National Housing Bank
8.3 Exhibit 3: Classification of Outstanding loans of Scheduled Commercial Banks

	Loan Slab 
	1998
	1999
	2000
	2001
	2002
	2003

	 
	No. of A/cs
	Amount
	No. of A/cs
	Amount
	No. of A/cs
	Amount
	No. of A/cs
	Amount
	No. of A/cs
	Amount
	No. of A/c's
	Amount

	Rs.25,000 and Below
	416832
	639
	444593
	466
	417271
	454
	536572
	552
	244376
	280
	442944
	556

	Above Rs.25,000 and Upto Rs.2 Lakh
	589593
	5336
	702483
	6527
	1627721
	8919
	1620279
	9544
	1133744
	10841
	1316608
	12874

	Above Rs.2 Lakh and Upto Rs.5Lakh
	65546
	1758
	115608
	3269
	185519
	5498
	285328
	9233
	350284
	10980
	513798
	15974

	Above Rs.5 Lakh and Upto Rs.10 Lakh
	5344
	319
	9272
	572
	17735
	1140
	30933
	1996
	67146
	4306
	127959
	8242

	Above Rs. 10 Lakh and Upto Rs.25 Lakh
	1902
	197
	2162
	278
	3873
	497
	7639
	1053
	16870
	2198
	36202
	4625

	Above Rs. 25 Lakh and Upto Rs.50 Lakh
	435
	117
	529
	141
	712
	184
	1278
	323
	2773
	773
	5466
	1385

	Above Rs 50 Lakh & Up- to Rs 1 Cr
	255
	148
	258
	142
	280
	142
	380
	208
	610
	314
	1414
	605

	Above Rs. 1 Crore and Upto Rs. 4 Crore 
	180
	317
	163
	296
	171
	298
	252
	432
	344
	483
	1163
	630

	Above Rs. 4 Crore and Upto Rs. 6 Crore
	37
	165
	34
	142
	49
	193
	49
	198
	55
	182
	226
	275

	Above Rs. 6 Crore and Upto Rs.10 Crore
	20
	157
	30
	208
	25
	192
	25
	184
	40
	220
	132
	405

	Above Rs. 10 Crore and Upto Rs. 25 Crore
	20
	479
	14
	206
	19
	336
	41
	643
	37
	496
	111
	844

	Above Rs. 25 Crore 
	----------
	---------
	3
	130
	15
	672
	21
	1046
	36
	1754
	58
	2652

	Total
	1080164
	9632
	1275149
	12377
	2253390
	18525
	2482797
	25412
	1816315
	32826
	2446081
	49067

	Source: Basic Statistical Returns, RBI

	All amount in INR Crores


8.4 Exhibit 4: Forecast of Population in India
	Year
	If current trends continue (Total Population-million)
	If TFR 2.1 is achieved by 2010 (Total Population-million)

	1991
	846.3
	846.3

	1996
	934.2
	934.2

	1997
	949.9
	949

	2000
	996.9
	991

	2002
	1027.6
	1013

	2010
	1162.3
	1107


Source: Planning Commission: Population - A Human & Social Development Report 2002
8.5 Exhibit 5: MBS Issued by NHB in India
	S.No.
	NHB SPV
	Originator
	Date of Issue
	Pool Size
	Issue Size (in crores)
	Pricing Structure 
	MBS Coupon
	Credit Enhancement
	Rating (with Agency Name)

	
	
	
	
	No. of Loans
	Principal Outstanding
	
	
	
	
	

	1
	HP1
	HDFC Ltd
	Aug-00
	8329
	88.32
	59.7
	Par
	11.85%
	A-B Structure & Guarantee of Rs. 1.10 Cr
	AAA (So) by CRISIL

	2
	LP1
	LIC HFL 
	Aug-00
	2777
	47.54
	43.84
	Par
	11.85%
	A-B Structure & Cash Collateral
	AAA (So) by CRISIL

	3
	LP2
	LIC HFL 
	Apr-01
	4292
	74.22
	46.84
	Par
	10.25%
	A-B Structure & Collateral
	AAA (So) by CRISIL

	4
	CP1
	Canfin Ltd
	Apr-01
	4257
	63.4
	44.85
	Par
	10.25%
	A-B Structure & Cash Collateral
	AAA (So) by CRISIL

	5
	CP2
	Canfin Ltd
	Jun-02
	4256
	85.35
	58.19
	Par
	8.90%
	A-B Structure & Cash Collateral
	AAA (So) by CRISIL

	6
	BP1
	BOB HFL
	Apr-03
	3548
	77.15
	59.65
	Par
	6.89%
	A-B Structure & Cash Collateral
	AAA (So) by CRISIL

	7
	CP3
	Canfin Ltd
	Jun-03
	2007
	64.13
	54.45
	Par
	6.25%
	A-B Structure & Cash Collateral
	AAA (So) by CRISIL

	8
	DP1
	Dewan HFL
	Mar-04
	3155
	69.79
	61.83
	Par
	6.98%
	Bank Guarantee @2% of PTC A Rs. 1.24 crore at time of issue
	AAA(So) by FITCH and CARE

	9
	AB-1
	Andhra Bank
	Mar-04
	1437
	50.36
	42.95
	Par
	6.15%
	A-B Structure & Cash Collateral of Rs.68 lakhs
	AAA(So) by CRISIL

	10
	BH-1
	Birla HFL
	Mar-04
	1058
	43.65
	39.97
	Premium
	6.60%
	A-B Structure & Cash Collateral of Rs.9.81 crore
	AAA(So) by ICRA

	Total
	 
	 
	 
	35116
	663.91
	512.27
	 
	 
	 
	 


Note: All amount in INR Crores






        Source: National Housing Banks Annual Reports and www.nhb.org.in
8.6 Exhibit 6: Issuance of MBS in India (Year wise consolidation)
	S.No.
	Year
	No. of Issues
	No. of Loans
	Principal outstanding
	Issue Size
	Total Disbursement
	% of loan issued as MBS

	1
	2000
	2
	11106
	135.86
	103.54
	14110.29
	0.96%

	2
	2001
	2
	8549
	137.62
	91.69
	19058.68
	0.72%

	3
	2002
	1
	4256
	85.35
	58.19
	23858.43
	0.36%

	4
	2003
	2
	5555
	141.28
	114.1
	42026.86
	0.34%

	5
	2004
	3
	5650
	163.8
	144.75
	 
	 

	TOTAL
	 
	10
	35116
	663.91
	512.27
	 
	 


Source: National Housing Bank

8.7 Exhibit 7: Refinance assistance provided by NHB
	Institutions
	Before July'98
	July'98 to June'99
	July'99 to June'00
	July'00 to June'01
	July'01 to June'02
	July'02 to June'03
	Cumulative disbursal till June 30, 2003
	July'03 to March'04

	Scheduled Banks
	198.82
	38.76
	2.4
	101.19
	76.99
	790
	1232.42
	518.25

	Cooperative Sector Institutions
	575.28
	163.09
	187.81
	140.57
	219.15
	139.77
	7303
	479.13

	Housing Finance Companies
	2852.9
	545.16
	651.47
	761.37
	705.33
	1766.69
	1425.66
	37.77

	Under Gujarat Scheme
	 
	 
	 
	 
	23.33
	13.26
	 
	 

	Total
	3627
	747.01
	841.68
	1003.13
	1024.8
	2709.72
	9961.08
	1035.15


Note: All amounts in INR Crores

Source: National Housing Bank – Annual Reports
8.8 Exhibit 8: Outstanding debt in various categories in US Debt Market
	OUTSTANDING LEVEL OF PUBLIC & PRIVATE BOND MARKET DEBT

	1985 - 2004 (USD Billions)

	 
	Municipal
	US Treasury(1)
	Mortgages Related(2)
	Corporate*
	Fed Agencies
	Money Market(3)
	Asset Backed*(4)
	Total

	1985
	860
	1438
	372
	777
	294
	847
	1
	4588

	1986
	920
	1619
	534
	960
	307
	877
	7
	5225

	1987
	1010
	1725
	672
	1075
	341
	980
	13
	5816

	1988
	1082
	1821
	772
	1196
	382
	1109
	29
	6391

	1989
	1135
	1945
	972
	1293
	412
	1192
	51
	7000

	1990
	1184
	2196
	1,333.4**
	1350
	435
	1157
	90
	7745

	1991
	1272
	2472
	1637
	1455
	443
	1054
	130
	8462

	1992
	1303
	2754
	1937
	1557
	484
	994
	164
	9193

	1993
	1378
	2990
	2145
	1675
	571
	972
	200
	9929

	1994
	1342
	3126
	2252
	1756
	739
	1035
	257
	10506

	1995
	1294
	3307
	2352
	1938
	845
	1177
	316
	11229

	1996
	1296
	3445
	2486
	2122
	926
	1394
	404
	12073

	1997
	1319
	3442
	2680
	2359
	1023
	1693
	536
	13051

	1998
	1403
	3341
	2955
	2709
	1301
	1978
	732
	14417

	1999
	1457
	3266
	3334
	3047
	1620
	2339
	901
	15964

	2000
	1481
	2952
	3565
	3359
	1855
	2663
	1072
	16945

	2001
	1604
	2968
	4126
	3835
	2150
	2567
	1281
	18530

	2002
	1763
	3205
	4705
	4094
	2293
	2546
	1543
	20149

	2003
	1899
	3575
	5309
	4462
	2637
	2526
	1694
	22101

	2004:Q2
	1959
	3755
	5358
	4570
	2725
	2648
	1772
	22787

	*The Bond Market Association estimates

	**Denotes break in series due to the inclusion of additional source data on non-agency MBS/CMOs.

	(1) Interest bearing marketable public debt.

	(2) Includes GNMA, FNMA, and FHLMC mortgage-backed securities and CMOs and non-agency MBS/CMOs.

	(3) Includes commercial paper, bankers' acceptances, and large time deposits.

	(4) Includes public and private placements.

	Sources:

	U.S. Department of Treasury

	Federal Reserve System

	Federal National Mortgage Association

	Government National Mortgage Association

	Federal Home Loan Mortgage Corporation


8.9 Exhibit 9: Average Daily Trading Volume of Debt Securities in US 
	 (USD Billions)
	 Agency Mortgage-Backed Securities(1)
	Agency Securities
	Corporate(2) Securities

	2002
	 
	 
	 

	January
	125.84
	87.99
	21.00

	February
	134.82
	82.42
	18.30

	March
	139.88
	83.54
	23.40

	April
	125.39
	78.15
	19.10

	May
	134.10
	77.07
	18.40

	June
	154.86
	82.34
	18.40

	July
	161.69
	89.43
	15.40

	August
	159.73
	80.14
	15.60

	September
	178.34
	79.33
	17.70

	October
	194.94
	80.67
	15.80

	November
	198.81
	82.50
	22.30

	December
	149.32
	76.46
	23.00

	2003
	 
	 
	 

	January
	201.96
	87.22
	22.90

	February
	195.63
	84.80
	21.80

	March
	237.45
	88.00
	23.40

	April
	218.91
	78.08
	20.50

	May
	254.67
	90.17
	23.00

	June
	227.87
	95.88
	22.00

	July
	250.49
	77.86
	20.30

	August
	207.34
	80.33
	15.40

	September
	181.48
	79.46
	23.80

	October
	192.14
	75.55
	20.20

	November
	178.86
	74.39
	20.00

	December
	135.33
	67.99
	16.00

	2004
	 
	 
	 

	January
	199.94
	81.80
	25.00

	February
	227.66
	77.49
	22.00

	March
	207.88
	76.27
	22.70

	April
	242.89
	79.03
	19.80

	May
	184.74
	75.99
	18.40

	June
	191.05
	72.96
	20.10

	July
	203.13
	 
	20.60

	August
	199.40
	 
	20.60

	(1) Primary Dealer activity

	(2)Primary Dealer activity; securities with maturities of more than one year

	Source: Federal Reserve Bank of New York


8.10 Exhibit 10: Issuance of Agency Mortgage-Backed Securities
	1980 - 2004* (USD Billions)

	 
	GNMA
	FNMA
	FHLMC
	Total

	1980
	20.60
	-
	2.50
	23.10

	1981
	14.30
	0.70
	3.50
	18.50

	1982
	16.00
	14.00
	24.20
	54.20

	1983
	50.70
	13.30
	21.40
	85.40

	1984
	28.10
	13.50
	20.50
	62.10

	1985
	46.00
	23.60
	41.50
	111.10

	1986
	101.40
	60.60
	102.40
	264.40

	1987
	94.90
	63.20
	75.00
	233.10

	1988
	55.20
	54.90
	39.80
	149.90

	1989
	57.10
	69.80
	73.50
	200.40

	1990
	64.40
	96.70
	73.80
	234.90

	1991
	62.60
	112.90
	92.50
	268.00

	1992
	81.90
	194.00
	179.20
	455.20

	1993
	138.00
	221.40
	208.70
	568.10

	1994
	111.20
	130.50
	117.10
	358.80

	1995
	72.90
	110.40
	85.90
	269.20

	1996
	100.90
	149.90
	119.70
	370.50

	1997
	104.30
	149.40
	114.30
	368.00

	1998
	150.20
	326.10
	250.60
	726.90

	1999
	151.50
	300.70
	233.00
	685.20

	2000
	103.70
	211.70
	166.90
	482.40

	2001
	174.60
	528.40
	389.60
	1092.60

	2002
	174.00
	723.30
	547.10
	1444.40

	2003
	220.00
	1198.60
	713.30
	2131.90

	2004*
	72.90
	297.80
	209.77
	580.40

	*As of June 30, 2004

	Sources: GNMA,FNMA,FHLMC


8.11 Exhibit 11: Outstanding Securities in Malaysian Debt Market

	End of March 2003

	Instrument
	Amount (RM millions)

	
	Conventional
	Islamic
	Total

	ABS 
	3623.784
	0
	3623.78

	ABS(CP) 
	130
	0
	130

	BNB 
	10000
	2000
	12000

	BONDS 
	83495.683
	56171.1
	139667

	CAGB 
	24139
	0
	24139

	CAGN 
	2205
	0
	2205

	CP 
	3051.5
	6697
	9748.5

	GII 
	0
	7000
	7000

	ICAGPAPER 
	0
	954
	954

	LOANNOTES 
	1133.1
	0
	1133.1

	LOANSTOCK 
	5632.229
	0
	5632.23

	MGS 
	121850
	0
	121850

	MTB 
	4620
	0
	4620

	MTN 
	1981
	3046
	5027


	End of March 2002

	Instrument
	Amount (RM mil)

	
	Conventional
	Islamic
	Total

	ABS 
	1290.39
	0
	1290.39

	BNB 
	8000
	1000
	9000

	BONDS 
	96479.107
	42924.1
	139403

	CAGB 
	21723
	0
	21723

	CAGN 
	2960
	0
	2960

	CP 
	3877.95
	4761
	8638.95

	GII 
	0
	4000
	4000

	ICAGPAPER 
	0
	194
	194

	LOANNOTES 
	1323.1
	600
	1923.1

	LOANSTOCK 
	3629.492
	0
	3629.49

	MGS 
	106550
	0
	106550

	MTB 
	4320
	0
	4320

	MTN 
	1173
	2162
	3335


Source: Bank Negara Malaysia; Ringgit Bond Market[image: image1.png]
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The Size of the US MBS market is huge – as the graphic below shows
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� The co-author is a student at the Indian Institute of Management Bangalore; the co-authori’s inspiration for this article came from a project under Prof P C Narayan on development of secondary mortgage markets in India. In the present article, the co-author’s contribution draws upon the said project work.


� At 9th Annual Asian Real Estate Society International Conference on August 9, 2004 by HDFC Ltd


� At 25th Congress of International Union for Housing Finance by HDFC; June 23, 2004


� Report on trend and progress of housing in India, June 2003 by National Housing Bank


� In a testimony before the House Financial Services Committee on 17th Feb 2005, Alan Greenspan remarked: “Enabling these companies to increase in size...we are placing the total financial system of the future at a substantial risk”.


� There are several studies on the impact of securitisation on housing finance costs, to name a few: Black, Deborah G., Kenneth D. Garbade, and William L. Silber. May 1981. “The


Impact of the GNMA Pass-through Program on FHA Mortgage Costs,” Journal of


Finance, xxxvI, 2: 457-469; Greenbaum, S. and A. Thakor. September 1987. “Bank Funding Modes: Securitization versus Deposits.” Journal of Banking Finance. 11: 379-402; Kolari, James W., Donald R. Fraser, and Ali Anari. 1998. “The Effect of Securitization on Mortgage Market Yields: A Cointigration Analysis,” Journal ofReal Estate Economics, 26, 4: 677-693.


� Pfandbriefes are bonds backed by the security of the underlying mortgage, as also by the mortgage-originator. These are issued under a special legal dispensation, which provides bankruptcy-remoteness features to the bonds. Most of the continental European countries have strong markets in pfandbriefes.


� See, for instance, Standard and Poor’s rating volatility and default studies, which periodically reports the delinquency and recovery history of non-agency RMBS transactions.


� Refer Exhibit 1


� Census 2001


� Refer Exhibit 2


� Source: Planning Commission and National Housing Bank


� Gain on sale is the profit that is booked, upfront, when a portfolio of assets is securitized. In accounting as in legal parlance, securitisation is a sale, and the sale might result into a gain or loss on sale. Usually, securitisation transactions result into a gain on sale, if there is a positive difference between the rate of return inherent in the mortgage pool and that in the issuance of securities – which is obviously expected. Even if the pool is sold at par, but with a contractual right to derive profit in future in form of service fees or any other retained interest, if conditions of off-balance sheet accounting are met, accounting standards will permit profit booking by bringing on books the fair value of the retained interest.


� See, for example, Vinod Kothari; Securitisation: The Financial Instrument of the New Millennium second edition 2003


� Ironically enough, though all securitisations, both MBS and ABS, have so far used the pass-through structure, there is no definitive tax rule or clarification that either guarantees a tax-transparent treatment to pass-through vehicles, or lays down conditions of pass-through treatment. 


� National Buildings Organization


� Cagamas Berhad


� Source: World Bank; Figures for USA and Malaysia are for 2000; Germany and Denmark for 1999 and Chile for mid 2001.


� Refer Exhibit 11


� Refer Exhibit 11


� Handbook of Statistics on Indian Economy, Reserve Bank of India, 2003


� Refer Exhibit 3


� Meaning, computation of the present value of future mortgage instalments at a discounting rate lower than the original rate of interest
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