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INTRODUCTION

The Asian financial crisis has confirmed the need to develop further the
long-term domestic bond markets in the region. Despite generally high
rates of saving, long-term savings have not been efficiently mobilized.
Private-sector investments in rapidly growing emerging economies have
had to be financed with short-term foreign borrowing (causing worsening
imbalances in the current account and eventually exchange-rate instabil-
ity). Governments looking for a way out of the crisis have therefore been
searching for alternative ways of mobilizing long-term savings.

The search has focused on several instruments.! Mortgage-backed
securities (MBSs) are increasingly seen as a tool for mobilizing long-term
savings, while at the same time stimulating domestic housing markets.

The present study was carried out to determine the feasibility of establish-
ing mortgage-backed securities markets in eight Asian countries (the People’s
Republic of China, India, Indonesia, Republic of Korea, Malaysia, Pakistan,
the Philippines, and Thailand). The domestic bond and mortgage markets are
reviewed briefly in this overview chapter, which also summarizes the find-
ings of the study and its policy recommendations at the regional level.

Mortgage-Backed Securities (MBSs)
MBSs are a specific type of asset-backed securities (ABSs), which are
claims on a stream of cash flow from financial assets, usually in the form

!ncluding pension-fund reform and the development of mutual funds or unit trusts.
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of receivables. MBSs are backed by a stream of cash flows from mort-
gage credits provided by an originator (usually a bank). MBSs are an
effective tool for balance-sheet management for originating institutions,
which can take the securitized loans sold without recourse off their bal-
ance sheets.

By channeling funds from domestic bond markets to domestic housing
markets, MBSs link the wholesale and retail credit markets. That is why
reasonably efficient bond and housing markets are crucial for the effi-
cient operation of domestic MBSs markets. And conversely, distortions
and other shortcomings in domestic housing and bond markets weaken
the MBS markets.

In theory, any real or financial asset that can generate a stable and
predictable cash flow can be securitized. In practice, the types of assets
eligible for securitization (see Table 1) depend on the preferences of the
regulatory regime. More developed financial regimes take a more liberal
approach, while less developed regimes, such as the Philippines’, are wary
of liberalizing securitization rules without first increasing the technical
capacity of regulators to supervise such activities. Exotic securitization
structures, such as the securitization of receivables to be realized in the
future, are not yet widely accepted in developing regulatory regimes. The

IEIJCWE  Types of Assets Securitized B

Country Securitizable Assets

United States Various types of receivables, including residential and commercial
mortgages, credit-card receivables, automobile loans, royalty streams,
personal loans, and trade receivables

China No assets currently securitized

India Limited securitization of: auto loans, bills receivable, hire-purchase
receivables, and other receivables

Indonesia Credit-card receivables, auto-loan receivables, export receivables, future
receivables, motorcycle receivables

Republic of Korea No assets currently securitized

Malaysia Residential mortgages and industrial property loans

Pakistan No assets currently securitized

Philippines Mortgage loans, consumption loans, trade and lease receivables,

credit-card receivables, and other similar financial assets

Thailand Loan claims or any other receivable rights that give rise to a flow of
future income: mortgages, auto loans, consumer loans, vehicle and
equipment leases, credit-card receivables
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securitization of nonperforming loans, a practice spawned by the crisis in
countries such as Japan and Thailand, is expected to inject additional
liquidity into the banking system.

Receivables and loans are the most commonly securitized assets. Of
these, mortgages are the most widely eligible, because the underwriting
process for housing loans is fairly easy to standardize. Countries with
enough experience in mortgage securitization (e.g., Malaysia) have also
begun drawing up regulations for the securitization of other types of as-
sets, usually project- or infrastructure-related receivables. Besides resi-
dential mortgages, securitizable assets include, among others: commer-
cial mortgages, trade and lease receivables, automobile loans, credit-card
receivables, agriculture and education loans, taxicab medallions, and cash
surrender values of life insurance policies.

In practice, conventional MBSs issues can be classified into three types
(see Table 2):

* Collateralized debt. This is very similar to traditional borrowing where
real assets are pledged as collateral for debt. In the case of collater-
alized debt, the market value of the financial asset when sold, or the
market value of the future stream of cash flow generated by the
asset, is pledged. This type of structure is found in the United States
and other Western financial markets, but not in the countries sur-
veyed.

* Pass-through obligations. These structures involve the sale of di-
rect equity interest in the underlying asset pool. Since the claim is in
the form of an equity stake, the timing and size of the amortization on
the principal cannot be reconfigured. The interest payment stream,
however, can be divided between the servicer and the investors. Thus,
in a pass-through MBS, the underlying assets have the same pay-
ment characteristics as the security. Assets are conveyed to a spe-
cial-purpose trust (SPT), which issues certificates to investors buy-
ing direct equity claims on the underlying assets. Among the coun-
tries in the survey, only the Philippines allows pass-through ABSs
structures.

Pay-through obligations. Unlike pass-through ABSs, these struc-
tures allow the payment stream of the underlying assets to be
reconfigured to appeal to a broader range of investors. Assets are
conveyed to a special-purpose corporation (SPC), which issues debt
securities collateralized with the assets. An example of an SPC in
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IEL WA Allowable Securitization Structures M

Country Eligible Securitization Structures

United States Collateralized debt, pass-through obligations, pay-through obligations
China No private debt securities issued, only private equity securities
India Pay-through obligations

Indonesia Pay-through obligations

Republic of Korea None

Malaysia Pay-through obligations

Pakistan None, but there is a proposal for pass-through-type obligations
Philippines Pass-through obligations

Thailand Law establishing secondary mortgage institution does not define the

allowable securitization structures

the countries surveyed is Cagamas Berhad of Malaysia. Indonesia,
Malaysia, and India have recently allowed pay-through securitization
structures for various types of receivables.

Securitization transactions allow securities to be structured so as to
achieve a credit rating that can be higher than the issuer’s. This is another
appeal of securitization.

Since all the countries in the sample are familiar with the concept of
a mortgage generating future flows of amortization payments, mort-
gage-backed securitization should theoretically be possible in those coun-
tries. Differences in legal and regulatory climates, however, account
for differences in the ease of implementation of MBSs transactions.
Some countries have experimented with or have successfully estab-
lished securitization regimes, while for other countries, the MBSs con-
cept is still totally foreign.

There are a number of potential issuers of securitized assets. These
include secondary mortgage institutions (SMIs), corporations, and banks.
In the United States, the government established the Federal National
Mortgage Association (Fannie Mae) and the Federal Home Loan Mort-
gage Corporation (Freddie Mac) to securitize residential mortgages.
Cagamas Berhad in Malaysia was established by the government as a
secondary mortgage institution (SMI) to securitize mortgages. Housing
finance corporations in other countries, such as the Philippines, Korea,
and India, are current or potential issuers of MBSs.
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DOMESTIC BOND MARKETS

Table 3 shows the relative size of the domestic corporate bond and equity
markets and domestic bank lending in the countries surveyed. Malaysia
has the largest market for bank loans and equity market capitalization in
relation to GDP, while Korea has the largest domestic bond market. Table
4 summarizes outstanding bonds by type of issuer. Korea has the highest
ratio of government and corporate bonds to GDP.

LELJCRER  Bank Loans, Corporate Bonds, and Equity Markets in Selected Asian Countries,
December 1997 (US$ billion) W

Outstanding Outstanding Equity Market

Country Bank Loans Corporate Bonds Capitalization
PRC 965.19 n.a. 206.37
(105.00) (22.46)
India 80.40 30.98 128.47
(23.50) (9.10) (37.60)
Indonesia 80.82 2.01 29.11
(60.20) (1.50) (21.68)
Korea 118.17 50.73 41.88
(47.60) (20.40) (16.86)
Malaysia 117.27 11.96 93.61
(165.80) (16.90) (132.30)
Pakistan 15.46 0.62 10.97
(27.20) (1.10) (19.30)
Philippines 43.83 7.60 31.36
(72.30) (12.50) (51.73)
Thailand 128.26 3.86 23.54
(125.50) (3.80) (23.04)

Note: Percentage of GDP in parenthesis. “n.a.” stands for “not available.”
Sources: Asian Development Bank, 1999; International Finance Corporation, 1998

Bond market development presupposes a wholesale credit market made
more efficient and reliable as a source of funds by a host of well-func-
tioning institutions and market players. But the bond market is also influ-
enced by factors that affect capital markets in general. Hence, bond market
development should be discussed within the broader context of capital
market development.

The Asian Development Bank (1999) has proposed six capital market
policy areas for consideration by policymakers and regulators in Asian
developing countries. These are:
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eI  Outstanding Bonds, Trading Volume, and Turnover Ratio, December 1997
(USS$ billion) W

Outstanding Government Corporate Trading Turnover

Country Bonds Bonds Bonds Volume Ratio
PRC 65.22 65.22 n.a. 185.54 284.80
(7.10) (7.10)

India 93.76 62.78 30.98 28.97 n.a.
(27.44) (18.37) (9.10)
Indonesia 4.91 2.90 2.01 2.51 32.00
(3.66) (2.16) (1.50)
Korea 131.57 78.41 53.16 169.12 128.50
(52.97) (31.57) (21.40)
Malaysia 30.81 18.55 11.96 15.71 36.90
(43.55) (26.64) (16.90)
Pakistan 6.40 5.78 0.62 n.a. n.a.
(11.26) (10.17) (1.10)
Philippines 14.10 6.50 7.60 42.55 222.50
(23.26) (10.72) (12.50)
Thailand 11.50 7.57 3.86 3.39 19.50
(11.25) (7.41) (3.80)

Note: Outstanding bonds include both government-issued and corporate bonds with the exception of the PRC, for which only
government-issued bonds are reported. Figures in parentheses represent % of GDP. “n.a.” stands for “not available.”
Source: Asian Development Bank, 1999

* development of long-term bond markets;

* improvement of corporate governance;

* reinforcement of regulatory and supervisory arrangements;
* expansion of the investor base;

» further improvement of market infrastructure; and

* reevaluation of controls on market volatility.

Development of Long-Term Bond Markets

Major flaws in many of the markets surveyed, if not remedied, will ham-
per the financing of long-term investments and, even more so, the estab-
lishment of MBSs markets in the region. Underdeveloped bond markets
in the countries surveyed have narrowed those countries’ choices in rais-
ing capital, leading them to rely heavily on the banking system. Banks, on
the other hand, risk mismatches in their maturity structures if they con-
tinue to provide long-term capital (for infrastructure-related investments),
given their short-term liabilities. For lack of alternative sources of domestic
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long-term capital, firms have turned to international wholesale credit mar-
kets, and have exposed themselves to exchange-rate risks in the payment
of debt. The crisis, however, has worsened those risks, and has reduced
the flow of portfolio lending to Asian countries and depressed the domes-
tic equity markets. Very little long-term capital is being mobilized in the
region.

Clearly, therefore, domestic bond markets have a crucial role to play,
along with domestic equity markets, in financing investments in areas
critical to sustained economic growth. Reforms in these markets are thus
a key part of financial market reform in Asia in general. The Asian De-
velopment Bank study identified four key institutional impediments to the
development of long-term bond markets in the region.

Lack of a benchmark yield curve

The government can boost the bond market (including the market for
MBSs) by developing benchmark yield curves that will allow the risk-
adjusted pricing of long-term corporate bonds. Malaysia, Korea, and the
Philippines, among the countries surveyed, have attempted to establish
benchmark yield curves, but none that is worthy of consideration.

Most of the countries surveyed, notably Malaysia and the Philippines,
have recognized that the concentration of liquidity in short-term bond
markets is to the detriment of long-term bond markets and activities, such
as housing and infrastructure. Both countries have programs for deepen-
ing their long-term financial markets and extracting benchmark long-term
bond yields. However, the programs have been derailed by the crisis,
which has increased demand for short-term rather than long-term securi-
ties. Many of the other countries in the survey have been content with
their liquid short-term domestic bond markets (the short-term bond mar-
kets in Korea appear to be the deepest) and have not attempted to build
liquid long-term bond markets.

Limited supply of quality bond issues

The lack of viable debt instruments is due to the following factors:
(i) poor credit standing of issuing corporations; (ii) statutory restrictions
and financial regulations on the issuance of bond instruments; and
(iii) repressive regulatory processes.

Many of the supply-side impediments mentioned cannot be removed
without some initiative on the part of government. The further deterioration
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of the credit standings of issuing corporations as a result of the crisis under-
scores the need for macroeconomic stabilization to enhance credit condi-
tions in general. Governments must also be aware that undue legal restric-
tions on the amounts of debt that corporations can raise or on the number of
eligible issuers interfere with the proper operation of market forces in bond
markets (and hence unduly limit supply).

Limited bond demand

Subjecting bond markets to nonmarket forces, such as the practice of
forcing captive investors to purchase bonds at below-market yields, un-
necessarily restricts demand.

Inadequate bond market infrastructure

The ADB study pointed out that the following were necessary for the
development of bond market infrastructure: (i) competitive auctions; (ii) a
secondary market trading system where real-time price and volume in-
formation is readily available; (iii) a clearing and settlement system for
bonds; (iv) a stronger role for credit-rating agencies; and (v) hedging in-
struments for long- and short-term interest-rate risk.

Bond market development in general requires mechanisms to ensure
that the market value of securities reflect correct market perceptions of
relative borrower risk and other fundamentals. For this purpose the bond
markets should be competitive and have information efficiency. All par-
ticipants should have access to information that will help them value secu-
rities correctly. Bond markets, like all securities markets, thrive only in
conditions of full transparency: information about issuers and other par-
ties to a transaction and the basic variables driving bond prices should be
well known. Without such transparency, market prices may not corre-
spond to the fundamentals. That is, bubble paths may emerge in the prices
of securities.

Since information is crucial to bond market development, an economy
must have a stable, consistent, and accessible framework for the timely
and accurate analysis and interpretation of information about issuers and
securities. Bond markets cannot develop fully without exhaustive, objec-
tive, and independent research by credit-rating agencies, investment banks,
and other financial service institutions.

To a greater or lesser extent, shallow bond markets are a constraint in
all of the countries surveyed. Lack of quality information discourages
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investment. Despite efforts by the countries to set up domestic credit-
rating agencies and to cultivate a ratings culture in domestic bond mar-
kets, most of the agencies lack the capacity to rate structured-finance
securities. Some countries, such as Malaysia, India, and Korea, have al-
lowed the establishment of more than one credit-rating agency to foster
competitive ratings. However, with low demand for ratings due to shal-
low bond markets, the efficacy of such a step is questionable.

Improvement of Corporate Governance

The ADB study identified three principles for improving corporate gover-
nance, which is necessary for improving the overall integrity of broad capi-
tal markets: (i) competitive capital markets; (ii) legal protection for inves-
tors; and (iii) a better defined and enhanced role for outside shareholders.

Bond market development in general also requires institutions and tools
to protect creditors’ claims on borrowers. Laws passed to strengthen and
clarify the nature of claims of creditors on debtors likewise preserve the
integrity of domestic bond markets. In most of the countries surveyed,
laws governing the bond markets can barely cope with the demands of
trading and regulation of sophisticated financial transactions.

Where laws do appear to be adequate, regulators are unable to en-
force rules and regulations. This renders investments in the bond markets
more uncertain, reduces overall demand for such investments, and makes
the markets even more shallow.

Reinforcement of Regulatory and Supervisory
Arrangements
The ADB identified three serious problems in the region that cause en-
forcement problems and increase monitoring costs: (i) fragmented regu-
latory structure and coverage; (ii) overemphasis on merit-based regula-
tion; and (iii) underutilization of self-regulating organizations (SROs).
Bond markets need laws that strengthen the operation and regulation
of financial markets in general. The crisis has pushed a number of gov-
ernments to institute quick reforms in the structure and regulation of their
financial markets. From the regulatory standpoint, perhaps the most im-
portant reforms have been those that were intended to consolidate regu-
latory oversight over disparate financial institutions in a single entity. The
most prominent example is the Financial Supervisory Commission in Ko-
rea, which now supervises the banking, capital market, and insurance

11
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industries. The objective is to streamline review and regulation, and to
give regulators a broader perspective of the financial system, instead of
the limited sectoral views of the past.

The present model of financial regulation is that of a central bank and a
securities commission regulating the financial markets. Typically, central
banks supervise banks, while securities commissions supervise securities
market institutions. Regulatory powers are typically embodied in enabling
laws which allow financial regulators to discharge their functions.

A market-based regulatory philosophy consistent with competitive capi-
tal markets also includes a gradual transition from merit-based to disclo-
sure-based regulation, in recognition of the fact that market participants
are in a better position to decide on the merits of a particular issue than
the regulator itself.

Expansion of the Investor Base

The ADB study identified a number of preconditions for the expansion of
the investor base, which is narrow in most, if not all, of the countries
surveyed: (i) improvement of the contractual savings system and its regu-
lations; (ii) promotion of mutual funds; (iii) deregulation of the asset man-
agement industry; and (iv) a greater role for insurance companies in capi-
tal markets.

Domestic laws in several of the countries surveyed limit the range of
eligible investments by contractual savings institutions. These laws or rules,
while prudential in nature, need to be evaluated for consistency with ef-
forts to broaden investor participation in financial markets in general.

Further Improvement of the (Equity) Market Infrastructure
The ADB study also cited the following issues related to the strengthen-
ing of equity market infrastructure, which are relevant as well to the
development of the bond markets: (i) better risk management in clearing
and settlement; (ii) rationalization of trading costs (including brokerage
fees and stamp taxes); and (iii) adoption of better trading methods to
reduce volatility.

To ensure their integrity, financial markets must protect investors from
a multitude of trading system and counterparty risks. Transaction risk can
be minimized through such means as clearing and settlement systems
based on scripless trading and real-time gross settlement (RTGS). In re-
cent years, Thailand, Malaysia, and Korea have invested significantly in
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the necessary financial market infrastructure to support more sophisti-
cated securities market activities.

High transaction costs resulting from such factors as stamp taxes, which
curtail liquidity in both primary and secondary bond markets, may also
hold back the development of the bond markets. Reasonably low transac-
tion costs promote operational efficiency. Most of the countries studied
levy transaction taxes, such as stamp taxes and capital gains taxes, on the
trading of bonds and other securities in the financial markets. High trans-
action costs in the Philippines, India, and Pakistan have led investors to
hold on to their investments in bonds and other securities until maturity. In
an effort to stimulate liquidity in their domestic bond markets, Malaysia
and Thailand have eliminated stamp taxes to lower transaction costs and
encourage trading of securities.

Transaction costs are influenced as well by the competitive structure
of bond markets. Where securities trading or market support activities
are confined to only one or a few institutions, such as when there are few
brokers, investment banks, and underwriting institutions, transaction costs
will be relatively high.

Regulations that require institutional investors (especially banks or in-
surance companies) to set aside a proportion of their investments in bonds
as regulatory capital or reserves also increase bond market transaction
costs. Such requirements, though essentially prudential in nature, impose
an opportunity cost on investors which reduces the demand for bonds and
other securities.

Reevaluation of Controls on Market Volatility

Finally, the ADB study recommended the introduction of (i) margin regu-
lation, (ii) circuit breakers, (iii) a price stabilization fund, and (iv) securi-
ties transaction taxes to contain volatility in the region’s financial mar-
kets.

However, the study report also expressed reservations about the effi-
cacy of such controls on market volatility, which could encumber price
discovery. Careful evaluation of these mechanisms before their adoption
was recommended.

DOMESTIC MORTGAGE LOAN MARKETS IN ASIA
The domestic market for mortgages in the countries surveyed in this study
shows the tremendous potential of mortgage finance in Asia. This potential,

13
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though, will remain untapped if weaknesses common to mortgage markets
in the region are not solved.

First, like bond markets, the viability of mortgage markets in the region
may be compromised by high transaction costs, especially unreasonably
high stamp taxes. High transfer and registration fees and property taxes
add to transaction costs. Malaysia has dealt with the problem by granting
exemptions for the sale or transfer of mortgages arising from securitization.

Second, the difficulty of enforcing property rights also constrains mort-
gage finance in the region. The absence of a clear legal framework for
protecting property rights is a major obstacle to the operation of housing
markets in Pakistan and Indonesia.

Third, banking and financial systems in several countries still have in-
adequate mortgage underwriting systems. If poor credit risks cannot be
distinguished from good credit risks through borrower screening, then
credit rationing will be a problem on the supply side of mortgage markets.
Mortgage quality is a potential area of concern in the Philippines, Paki-
stan, and Thailand.

Table 5 summarizes the key characteristics of mortgage markets in the
countries studied. The table contains important information and observa-
tions about the types of financing patterns and mortgage lenders in those
countries.

In most markets, mortgage credit as a proportion of GDP is still
small and shows much potential for future growth. Many of the coun-
tries surveyed display tremendous potential for growth in mortgage mar-
kets. In particular, China, Indonesia, Pakistan, and India, all very populous
countries, each have mortgage-to-GDP ratios of less than 5 percent, imply-
ing room for growth. However, traditional aversion to mortgage borrowing
in India and Pakistan may limit the potential for mortgage credit growth.

Recognizing the importance of sustainable and competitive hous-
ing markets, many of the countries surveyed are deregulating their
housing finance markets. The move from nonmarket to market-based
lending includes a gradual shift away from providing budgeted and off-
budget subsidies for housing and interest-rate ceilings toward more mar-
ket-determined pricing and supply of mortgage financing. This regulatory
shift is already evident in the availability of both fixed- and floating-rate
mortgages in most countries. But despite the general trend toward mar-
ket-based lending, most housing finance markets are still marred by major
distortions. These include: (i) interest-rate ceilings and/or subsidies in all
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of the countries surveyed except Thailand;? (ii) limits on mortgage lend-
ing in China; and (iii) mandatory bank credit allocations for housing in
India.

State-owned and state-run firms still dominate primary mortgage
lending in many of the countries surveyed, underscoring the impor-
tance attached by governments to housing as a central human and
economic need. This is true of all the countries surveyed except Malay-
sia, in which commercial banks are the dominant primary mortgage lend-
ers.

Deregulation of housing finance markets has also enlarged the
group of primary mortgage lenders. Except in China and the Philip-
pines, mortgage lending began with the establishment of a state-owned
mortgage finance institution with broad market powers and financial sup-
port from the state. Although state-owned mortgage lenders are still domi-
nant in several countries, the transition toward deregulated housing fi-
nance markets has made it profitable for other types of lending institu-
tions—including commercial banks, provident funds, and insurance com-
panies—to participate as well. The entry of provident funds and insur-
ance companies has led to a more proper matching of assets and liabilities
for housing finance institutions.

Dominant primary mortgage lenders in the countries surveyed differ
markedly in the way they operate. While all of them offer the best
credit terms, for instance, not all of the dominant public-sector mortgage
lenders lend at subsidized interest rates. In countries like China, Indone-
sia, the Philippines, and Malaysia, where some mortgages from primary
lenders are available at subsidized rates, governments have initiated low-
cost housing loan programs with fixed or below-market mortgage rates.
Other countries, such as Korea, Thailand, and India, price mortgage loans
at market rates. The dominant primary mortgage lenders in the countries
surveyed include contractual savings institutions (the Philippines and China),
housing banks (Thailand, Indonesia, India, and Korea), and housing fi-
nance companies (Pakistan). India uses an apex-structured banking sys-
tem to ensure liquidity in the housing finance industry.

Only two of the countries surveyed—Pakistan and the Philippines—
have had considerable amounts of nonperforming mortgage loans.

2Such ceilings and subsidies are usually intended for low-cost housing initiatives of the government.
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OVERVIEW

Default ratios in the other countries are reasonably manageable.
The vast majority of the problem loans in the two countries were origi-
nated by public institutions with inadequate borrower screening mecha-
nisms. These shortcomings may be corrected through prudential regula-
tion and better underwriting and servicing. The largest originator of public
mortgages in the Philippines, the Home Development Mutual Fund
(HDMF), has recently tried to forge partnerships with the private sector,
to strengthen underwriting and servicing procedures.

Informal sources, where these are customary, also play a consid-
erable role in housing finance. This is the case in Korea, where chonsei
deposits finance a large portion of housing, and in Pakistan and India,
where the informal sector and personal savings still provide much of the
resources for housing finance.

Feasibility of Creating MBSs Markets

To determine the feasibility of establishing MBSs markets and secondary
mortgage institutions (SMIs) in the countries surveyed, key variables, such
as market demand and supply in the mortgage and mortgage-backed se-
curities markets, were analyzed. In the housing and mortgage market, the
assets or mortgages originated by banks and other financial institutions
must be of good quality. On the other hand, in the market for mortgage-
backed securities, the quality of the securities themselves must be en-
sured. Thus, the quality of both the underlying asset and its derivative
instrument must be strong for the establishment of MBSs markets to be
feasible. Table 6 summarizes the important factors to be considered when
evaluating the feasibility of establishing MBSs markets.

Most of the countries surveyed agreed that mortgage demand in pri-
mary markets, temporarily slowed by the crisis, would eventually pick up
because of the continuing need for viable and affordable housing. Impedi-
ments to the viability of establishing MBSs markets in these countries are
therefore likely to come from the following sources: the secondary mort-
gage market, and the primary and secondary market for MBSs and bonds
in general. For MBSs markets and secondary mortgage institutions (SMIs)
to be viable, reforms and improvements should start with the primary and
secondary mortgage markets, and later involve the primary and second-
ary bond markets.

Different countries have different financial regimes yet share simi-
larities which inhibit the development of MBSs. Among these inhibiting



1N Factors Conducive to the Development of Secondary Mortgage Markets M

Factor

Adequate demand for
mortgages

Legal and regulatory
framework conducive
to liquidity in primary
and secondary
mortgage markets

Adequate underwriting
and servicing capacity
of mortgage lenders

Adequate capacity to
assess mortgage
lending risks

Ability to standardize
mortgage underwriting

Availability of support
institutions and timely
information about
mortgage markets

Clear accounting rules
for MBSs

Adequate demand for
MBSs

Legal, regulatory, and
tax framework
conducive to bond
market liquidity

Yield curve for pricing
MBSs

Adequate credit-rating
capacity
Bankruptcy-remote
SMI

Adequate financial
market infrastructure

Prerequisites

Macroeconomic stability;
robust economy

Foreclosure laws that
facilitate recovery of
foreclosed properties.
Ability to convey mortgages
without need for consent of
all mortgagors.

Clear rules on conveyance or
assignment and definition of
true sale of mortgages.

Low transaction taxes (low
stamp taxes) on creation of
mortgages.

Adequate regulatory and
supervisory capacity

Prudent lending guidelines and
supervision by financial
authorities and regulators.
Standard underwriting
procedures.

Automated servicing

Low NPL rate for mortgages

Use of credit scoring

Credit bureaus.
Mortgage insurers

Well-defined accounting
treatment of true sale and
modes of conveyance

Lower tax burden on potential
buyers of MBSs.

Less institutional restrictions
on MBSs investments

Special MBSs/SMI laws.

Low transaction costs for
primary and secondary trades
(low stamp taxes).

Flexibility in allowable MBSs
structures and eligible issuers.
Adequate regulatory and
supervisory capacity

Longer yield curve, with liquid
market for standard
maturities

MBS ratings (may be
mandatory)

Clear laws on bankruptcy-
remoteness

Adequate clearing and
settlement facilities

Effect on SMI Viability

Sustains demand for mortgages and
long-term securities, such as MBSs

Reduces SPV’s credit risk.
Facilitates securitization.

Reduces uncertainty in legal and
accounting treatment of conveyance
of mortgages.

Improves liquidity in primary and
secondary markets for MBSs.
Reduces systemic risks in MBSs
market; increases certainty of MBSs
investments

Reduces SPV’s credit risks.
Facilitates securitization; takes
advantage of scale economies in
securitization

Reduces SPV’s credit risk; improves
overall quality of MBSs

Facilitates securitization

Facilitates risk assessment of potential
borrowers.
Enhances quality of MBSs

Reduces uncertainty in treatment of
MBSs transactions and conveyance of
mortgages

Enhances liquidity in primary and
secondary markets for MBSs

Simplifies process of drafting rules and
guidelines.

Enhances liquidity in primary and
secondary markets for MBSs.

Widens variety of instruments
available to issuers and investors.
Reduces systemic risk in MBSs market

Improves accuracy in benchmark
pricing of MBSs

Encourages prudent and independent
assessment of MBSs risks

Ensures MBSs quality and integrity

Ensures MBSs quality and integrity;
facilitates securitization
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factors in the secondary mortgage market is the inadequacy of laws
and accounting guidelines for protecting and carrying out the transfer of
ownership under conditions of true sale. Inadequate laws and account-
ing guidelines cast doubt on the bankruptcy-remoteness of SPVs, and
increase transaction costs in the conveyance of mortgages to them.
Countries such as China, Korea, Indonesia, Pakistan, and India must
deal with these deficiencies. Only the Philippines, Thailand, and Malay-
sia have clearly defined rules on what constitutes a true sale. Moreover,
the requirement in some countries, notably China, India, Indonesia, and
Korea, to obtain the consent of the mortgagor before the mortgages can
be conveyed to the SPV delays securitization.

Another factor that affects the viability of a secondary mortgage mar-
ket is the quality of mortgages originated in primary mortgage markets. In
Pakistan and the Philippines, low mortgage collection efficiency makes a
compelling case for improving the underwriting, information gathering,
appraisal, and servicing capacity of originators, and for reducing moral
hazard in lending through better screening and monitoring.

Improvements in the primary and secondary bond markets as a whole
would also strengthen the primary and secondary markets for MBSs.
The bond markets in the countries surveyed have similar shortcomings:
the lack of long-term benchmark yield curves, low demand for long-term
financial instruments, the lack of long-term investments by the contrac-
tual savings sector, and high transaction costs.

The key findings of the regional survey are summarized in the follow-
ing sections.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN CHINA

The potential market for MBSs in China is plagued by demand and
supply uncertainties. There are indications that housing demand has
shifted from institutions to individuals and that individual demand is strong
in certain cities such as Shanghai (despite the regional slowdown in
economic activity). But demand still depends on a state housing subsidy
for mortgages originated by the Housing Fund. Such subsidies may ad-
versely affect the demand for mortgage-backed securities since low
rates of return on the underlying mortgages will limit the return on MBSs.
Besides, competition from government securities and lack of reliable
information on the state of domestic housing markets may also affect
MBSs demand. Furthermore, sophisticated borrower evaluation and credit
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analysis techniques have not yet been developed, given the novelty of
individual mortgage lending. SMI feasibility hinges on the existence of
such techniques.

The distortions are even greater on the supply side, where state
planning prevails. Supply and demand are also undermined by weak
laws and regulations for MBSs development. There are no rules for
trading in private fixed-income securities, and no basic accounting
framework for MBSs, making their purchase much more risky. The
need to obtain borrower consent before selling mortgages and the
absence of foreclosure laws likewise increase transaction costs and
credit risk.

A secondary mortgage institution will thrive better in a more competi-
tive and complete market. It has therefore been suggested that MBSs be
issued offshore to mobilize savings from more established channels, such
as foreign equity markets. Ensuring the integrity of MBSs backed by
assets in China would nonetheless require a stronger domestic financial
sector.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN INDIA

The prospects for establishing a secondary mortgage institution appear
favorable in India. It has a large and growing population and has recently
mandated risk assessment through credit ratings to assess risks. More-
over, relatively good-quality mortgages are held by potential MBSs mar-
ket participants, such as the State Bank of India (SBI) Group, national-
ized banks, and private domestic and foreign banks.

However, as in most of the other countries surveyed, factors that
affect both the mortgage and bond markets also affect the feasibility of
establishing an MBSs market in India. The lack of domestic securitization
experience indicates the need to build the capacity for mortgage
securitization from scratch. The legal and regulatory framework, on
which securitization is based, was not designed with securitization in
mind. The law seems to imply that banks conveying mortgages should
first seek the consent of mortgagors. The government has also not ruled
clearly on the definition of a true sale, nor issued clear accounting guide-
lines for MBSs transactions. The development of the MBSs market is
hampered as well by lengthy foreclosure, high stamp duties on the con-
veyance of property, and the generally unclear tax treatment of con-
veyed property.
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FEASIBILITY OF MBSs MARKETS IN ASIAN COUNTRIES

The factors that hinder bond market development also hinder
MBSs development. These factors include: limits on investments by
insurance companies and provident funds; shallow secondary bond
markets; unautomated clearing and settlement systems; low invest-
ment in infrastructure; illiquid primary markets; a thin investor base;
and high stamp duties on primary and secondary trades. The small
number of retail investors contributes to the thinness of the investor
base.

But despite these market constraints, the country report suggests that
a secondary mortgage institution in India could be backed by some of the
larger players in the housing and financial sectors such as NHB, HDFC,
HUDCO, and UTI (an active player in the secondary market). Mean-
while, the NHB should act as SPV, as proposed, in a pilot securitization
program where housing finance institutions would sell their loans to NHB
without recourse.

The proposal is for MBSs to be issued at the start by NHB, and for
these MBSs to be rated. The credit-rating agencies must specify the
extent of credit enhancement needed for a triple-A rating. The credit
enhancement could take the form of cash collateral from the housing
finance institution (HFI) that sold the loans. Later, a specialized institution
could be set up to guarantee various types of financial instruments such
as MBSs. The HFI that originated the loan should continue servicing the
loan and be compensated for doing so.

MBSs should first be sold mainly to large institutional investors such
as banks, UTI, and other mutual funds. The government should be prod-
ded into allowing long-term investors such as LIC, GIC, and provident
funds to participate. Eventually, MBSs should be sold to individual in-
vestors. Fiscal incentives from the government particularly at launch
would help push MBSs among individual investors and create a level
playing field.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN INDONESIA
The Capital Market Law of 1995 does not cover MBSs. However, recent
BAPEPAM rules for onshore ABSs/MBSs stipulate the use of a collec-
tive investment contract (CIC) arrangement (as against ABSs arrange-
ments), wherein an investment manager manages a portfolio of mort-
gages and ABSs, while a custodian bank becomes a depository of mort-
gage securities.
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FEASIBILITY OF MBSs MARKETS IN ASIAN COUNTRIES

In addition, the new law on the use of land and building as collateral
(Hak Tanggungan Law) covers mortgage assignment and defaults, and
therefore sets the tone for future laws on MBSs and on the primary and
secondary mortgage markets. Unfortunately, this law requires banks to
seek the consent of mortgagors before conveying mortgages, hampering
securitization. Unless this condition is relaxed, securitization will not be
viable. The viability of an MBSs market is also constrained by difficulties
in assigning, transferring, and protecting property rights, and the lack of
clear precedence of commercial dispute resolution and legal enforcement
of contracts.

Other aspects of the mortgage process affect the viability of an SMI in
Indonesia. These include inefficient foreclosure proceedings and inaccu-
rate appraisal. Accounting standards create uncertainty in the treatment
of mortgage assignments and transfers, and are generally perceived to be
the most in need of reform in the region. However, the evolution of credit
scoring, which facilitates mortgage underwriting, should make an MBSs
market more viable.

Perhaps the biggest obstacles to the viability of an MBSs market in
Indonesia can be found in the domestic bond market. Although the mar-
ket is large relative to other bond markets in Asia, inadequate disclosure
and high transaction costs affect the quality of private bond issues. Other
obstacles to the development of the domestic bond market are the small
investor base and the lack of high-quality issuers in the market. All of
these shortcomings detract from the advantages of a wide variety of
credit enhancements and MBSs trading infrastructure.

The country study on Indonesia suggests that the viability of an
MBSs market rests on improvements in the market for fixed-income
instruments, in market infrastructure and institutions, and in the legal
and regulatory framework for securitization. The study concludes that
other vehicles (besides a secondary mortgage institution) be explored
to stimulate liquidity in the housing sector. In particular, the study ar-
gues for the establishment of a secondary mortgage lender (SML)
which could: (i) buy mortgage loans from primary lenders and issue
bonds in capital markets to raise long-term capital; or (ii) lend money
to primary mortgage lenders (PMLs) against their mortgage receiv-
ables. According to the study report, the first option is most appro-
priate for Indonesia given its legal framework and current market
conditions.
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FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN KOREA
Structural impediments in the past, such as the policy of directed credit to
industry, have contributed to the current shortage of mortgage finance.
However, Korean authorities have begun to review the need for increased
credit to the housing sector to augment funding from the Housing and
Commercial Bank (H&CB), private mortgage firms and commercial banks,
and the publicly run National Housing Fund (NHF), another state-run
provident fund for housing.

There is renewed interest in stimulating the housing finance market,
yet Korea still lacks major preconditions for a viable MBSs market. These
include a market-oriented interest rate, a more developed domestic bond
market, and an adequate legal and regulatory framework for MBSs.

Despite the shortage of mortgage financing in Korea, mortgages are
originated at below-market rates. The excess demand for mortgage loans
is probably due to the pricing distortion. This distortion should be cor-
rected if a secondary mortgage institution is to be viable in Korea.

The supply side of the private bond market in Korea is relatively better
developed than in other countries in this study. There are many private-
sector bond issuers, and there is an established credit-rating culture. In
addition, there is an active over-the-counter market for fixed-income se-
curities. However, the demand side of the domestic bond market is beset
by the same weaknesses as the bond markets in the other countries in this
study: the proliferation of short-term investors, the absence of a well-
defined benchmark yield curve for pricing securities, and onerous stamp
taxes on trading. These weaknesses should also be addressed for an
MBSs market to be viable.

Among the barriers to the viability of an MBSs market, legal and regu-
latory barriers are the most pernicious. The law that requires banks to
seek the consent of mortgagors before conveying mortgages is the single
biggest obstacle to securitization, which is also hampered by the absence
of standard accounting practices for MBSs. There are no other laws for
mortgage transfer and/or conveyance. However, foreclosure in Korea is
relatively less time-consuming and costly compared with other countries
in the study.

Despite the underdeveloped legal framework for securitization in Ko-
rea, the presence of an established financial market infrastructure for
the issuance and trading of fixed-income securities should facilitate the
establishment of an MBSs market in the future. At present, though, the
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country should deal with the pressing legal constraints, and do away
with distortions in credit and mortgage pricing and in credit allocation.
The new regulatory structure for financial markets should rationalize
the supervision of the financial markets.

The country study on Korea also argues for the introduction of simple
MBSs structures to attract investors. The use of pay-through-type, rather
than pass-through, instruments seems to be indicated, at least initially.

FEASIBILITY OF STRENGTHENING CAGAMAS AND THE MBSs
MARKET IN MALAYSIA

Since Cagamas already exists, the question is how to strengthen further
its capacity for securitization. Among the promising developments are a
plan to broaden securitization activities to include industrial mortgages,
and a commitment to pursue “true securitization,” without recourse to
mortgage originators.

At present, the fiscal privileges granted to Cagamas make it a viable
conduit for securitization. Cagamas is exempt from state taxes, and mort-
gages conveyed to it are exempt from stamp taxes, as are Cagamas
securities, when traded in the primary and secondary bond markets. The
agency status of Cagamas securities makes them comparable to govern-
ment securities. Demand is therefore healthy despite the crisis. In addi-
tion, Bank Negara Malaysia has declared these securities eligible for use
by banks in meeting their reserve and liquidity requirements.

The establishment of Cagamas has strengthened the domestic bond
market, but its agency nature has tended to divert demand away from
private bond issues. The advantage Cagamas now enjoys over other bond
issuers will persist unless it is privatized. The government’s efforts to
preserve and encourage securitization in Cagamas nonetheless indicate
its continuing commitment to the housing sector in the interest of national
welfare and development. Housing demand (and supply) in Malaysia
should therefore not be a cause of too much concern to the government.

The stimulus provided by Cagamas has spurred further modernization
in the Malaysian bond market, with recent improvements in clearing and
settlement technology, as well as the introduction of scripless trading.
Accounting methods have likewise been developed for dealing with
securitization.

The existence of Cagamas notwithstanding, some aspects of the
securitization market still need attention. These include the costly and
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FEASIBILITY OF MBSs MARKETS IN ASIAN COUNTRIES

time-consuming foreclosure process, the narrow investor base in the bond
market, the inadequacy of hedging mechanisms, and the lack of a longer-
term benchmark yield curve. There are also various laws that restrict the
transfer of mortgages.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN PAKISTAN
The viability of an MBSs market in Pakistan may be hampered by the
absence of a legal and regulatory framework for securitization. Without
such laws, securitization would initially be subject to the discretion of
regulators and policymakers. The absence of laws relating to convey-
ance and the true sale of assets creates uncertainties in securitization.

The greatest barriers to the viability of securitization in Pakistan ap-
pear to be in the primary and secondary mortgage markets. Aside from
the absence of laws for mortgage conveyance, stamp duties for mort-
gage transfer appear relatively high, foreclosure is costly and time-con-
suming, credit approval is not standardized, and credit appraisal may not
be accurate. These problems have caused a deterioration in the quality of
the mortgage portfolios of the largest housing finance corporations. In
addition, a recent Supreme Court ruling that secured creditors may real-
ize their securities in any manner desired makes it possible for originators
to have a claim on assets even after they have sold them. This will have
an adverse effect on the bankruptcy-remoteness of any SPV that is es-
tablished. Moreover, the current accounting framework must be enhanced
to make it responsive to securitization needs.

While the primary and secondary market infrastructure for fixed-in-
come securities trading appears adequate, the market lacks liquidity and
depth because of several factors including: (i) crowding out of private
bonds by government bonds due to persistent deficits; (ii) investor wari-
ness of sophisticated savings schemes; (iii) lack of investor awareness;
(iv) lack of a ratings culture; (v) undercapitalization of market-makers
and discount houses; and (vi) lack of a separate trading floor for bonds.

The country study suggests that the initial market demand for MBSs in
Pakistan is likely to be low. Large housing finance corporations feel no
need for additional liquidity. What is more, sources of liquidity other than
MBSs already exist. Other potential problems noted by the report include
the highly leveraged nature of the SPV (a deterrent to many investors),
the long tenor of MBSs, the lack of standardization of mortgage loans,
and the high default ratio of originators, such as HBFC. Another major
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impediment would be the nontransparent operations of housing finance
companies.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN THE
PHILIPPINES

Despite the relatively advanced state of development of the legal and
regulatory framework for securitization in the Philippines, the viability of
establishing a secondary mortgage institution is constrained by a number
of factors that affect the broader market for financial securities. On the
demand side, these factors include the tax burden on insurance compa-
nies and restrictions on MBSs investments by the contractual savings
sector in general. The preference for short-term financial investments
also hinders the viability of an MBSs market. On the supply side, the
impediments include the absence of credit-rating capacity and inadequate
regulatory capacity. The latter has been partly addressed by the introduc-
tion of new rules on asset securitization by the central bank.

A major impediment has been the quality of the underlying mort-
gages. Mortgages originated by state-run institutions carry a much higher
credit risk than mortgages originated by private institutions, as reflected
in the low collection rate of state-run mortgage originators. The low
rate of return on state mortgages is aggravated by the interest rate
ceilings on low-cost socialized housing mortgages. Confidence in pub-
lic-sector mortgages in general is further undermined by the inability of
originators to distinguish poor from bad credit risks. But for private origi-
nators, securitization remains a viable tool, and a state-run mortgage
insurer provides assurance that private mortgages are of reasonable
quality.

To be viable, an MBSs market in the Philippines must exercise effec-
tive control over the integrity of its security issues. Therefore, MBSs
must be adequately rated before they are issued. In addition, while under-
writing procedures appear to ensure the soundness of the mortgage port-
folios of private banks, the MBSs market must be able to regulate the
underwriting practices of public originators. Adequate screening and
monitoring mechanisms must be in place to make the securitization of
publicly originated mortgages viable.

The moral hazard associated with the low-cost housing market has led
to a recent tightening of mortgage credit to this sector. This, along with
the crisis and the subsequent contraction in mortgage lending limits set by
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the central bank, has put a credit squeeze on the entire housing market.
As aresult, real estate lending has fallen sharply across the board, reduc-
ing the supply of securitizable mortgages.

Other legal and regulatory issues also need to be addressed. These
include the low level of activity in the private bond market; the need to
resolve the dichotomy in mode of clearing and settlement between pri-
vate and public securities; costly stamp duties for mortgage conveyance
and securities trading; the lengthy process of foreclosure; and the possi-
bility of redemption. Accounting rules must conform to existing best prac-
tices, and tax issues regarding MBSs must be resolved.

Whether a privately run SMI will be viable in the Philippines depends,
too, on the extent of regulatory restrictions on its operations. The central
bank, after insisting on classifying the SMI as a quasi-banking institution
under its supervision, recently softened its stance. It also ruled that MBSs
would not be classed as deposit substitutes, for which adequate reserves
would have to be set aside.

FEASIBILITY OF ESTABLISHING AN MBSs MARKET IN THAILAND
The regional economic crisis has given Thailand an opportunity to over-
haul the institutional mechanisms for regulating its financial markets. A
secondary mortgage institution has been established with the help of Fannie
Mae and Merrill Lynch. The move has boosted the viability of securitization
in Thailand, because the law provides precise definitions for true-sale
transactions and methods of conveyance.

Despite the increased awareness of securitization due to the Spe-
cial-Purpose Vehicle Decree and the securitization of bad loans, sev-
eral factors still impede the viability of establishing an MBSs market in
Thailand. The foreclosure process is time consuming and costly, and the
transfer of real property is subject to stamp duties. The viability of an
MBSs market is also limited by weaknesses in the domestic bond mar-
ket: lack of liquidity in the primary and secondary markets; high stamp
and transaction taxes; lack of government bonds to serve as bench-
marks (and thus lack of a benchmark yield curve); low demand among
potential investors; high intermediation costs relative to bank deposits
and equities; and economic instability due to the crisis. On the mortgage
market side, potential obstacles include the underdevelopment of mort-
gage underwriting and the unclear accounting treatment of mortgage
conveyance.
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OVERVIEW

The Thai bond market shares many of the limitations of its counterparts
elsewhere in Asia, yet is in a sense relatively better poised to ensure the
viability of the recently established SMI. The Thai Bond Dealing Center,
with modern clearing and settlement facilities, serves as a platform for
potential primary and secondary market trades in MBSs. In addition, there
is a viable credit-rating agency, which enhances risk assessment for MBSs.

The country study on Thailand identifies other factors that affect the
viability of an MBSs market, including the possibility that originators will
have to pay a 10 percent value-added tax when selling or conveying as-
sets to the SMI. The study, however, concludes that with strong govern-
ment support, a robust market can develop in the future.

POLICY RECOMMENDATIONS FOR THE REGION

In general, the countries surveyed in this study have the following charac-
teristics: (i) shallow domestic bond markets with the greatest liquidity
concentrated in short-term securities; (ii) weak legal frameworks in sup-
port of securitization; and (iii) large and growing primary mortgage mar-
kets despite the Asian financial crisis. Hence, despite these weaknesses,
there is definitely room for developing robust MBSs markets provided
certain conditions are met.

Given the current state of MBSs markets in the region, the following
policies at the regional level are recommended for the development of
MBSs markets:

1. Macroeconomic stability encourages long-term investment and
thus provides the basis for building long-term capital markets, in-
cluding MBSs markets. Therefore, economies should make every
effort to stabilize their macroeconomies in the light of the Asian fi-
nancial crisis.

Mortgage-backed securities markets rely on the synergy of four inter-
dependent markets: the primary and secondary markets for mortgages,
and the primary and secondary markets for mortgage-backed securities.
Thus, for MBSs markets to function well, a delicate balance among the
four must be struck, and this entails strengthening real assets in the mort-
gage market and financial assets in financial markets. This is because
real assets back financial assets in an MBSs transaction. The basis for
strengthening all such assets begins with a robust macroeconomy. The
paradigm for well-functioning markets includes a stable macroeconomic
framework with reasonably low inflation, low but positive real interest



FEASIBILITY OF MBSs MARKETS IN ASIAN COUNTRIES

rates, a reasonable fiscal and external position, and the absence of specu-
lative asset bubbles (in both real and financial asset markets). Such a
framework ensures a reasonable demand for and supply of both real and
financial assets, and strengthens the bond between wholesale and retail
credit markets in an MBSs transaction. A stable macroeconomy ensures
that the real values of both real and financial assets are not subject to
rapid erosion, and that the prices of such assets are not subject to unrea-
sonable and speculative volatility. In addition, a stable macroeconomy
plays a part in ensuring the quality of such assets, because the quality of
MBSs as investment instruments is heavily dependent on the quality of
the underlying mortgages. If the quality of mortgage portfolios declines as
a result of macroeconomic shocks, so will the quality of MBSs as invest-
ment instruments.

The economic shock dealt by the Asian financial crisis has caused
severe swings in asset prices, rising interest rates due to higher risk pre-
miums for borrowers all over the region (including mortgage borrowers),
deterioration in the quality of loan portfolios, and moderately higher infla-
tion in the affected countries. The resulting mood of macroeconomic frailty
has led to a decline in both fixed and portfolio investment. And because
MBSs markets are a composite of fixed (housing) and portfolio (MBSs)
investments, MBSs markets throughout the region have also weakened
as a result.

For the potential of MBSs markets in the region to be fully exploited,
economies must therefore strive to stabilize their macroeconomies and to
reestablish conditions favorable for investment.

2. With respect to the domestic mortgage markets, economies
must have a legal and regulatory framework conducive to building
liquidity in the primary and secondary markets for mortgages and
Jor MBSs. Foreclosure laws must be restructured to facilitate the
recovery of properties, clear tax and accounting rules must govern
the conveyancel/assignment and true sale of mortgages, and trans-
action costs must be minimized.

In stable financial markets, investors rely on a comprehensive, stable,
fair, and reasonable legal and regulatory system for investment decisions.
The lack of such a system discourages the operations of MBSs and other
markets. Many of the countries surveyed have laws and regulations gov-
erning important aspects of securitization (such as foreclosure and con-
veyance of assets). But many of these laws were not made specifically
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with the development of securitization in mind. Existing securitization-
related laws do not support current securitization initiatives. Therefore,
the legal framework in many countries must be modified to facilitate the
development of MBSs.

In the primary mortgage markets, care must be taken to ensure that
foreclosure laws are not unreasonably structured so as to make the re-
covery of foreclosed assets difficult or cumbersome. This tends to lower
the supply of housing investments, and also the demand for MBSs instru-
ments.

In the secondary mortgage markets, there must be clear laws for the
sale/assignment/conveyance of mortgages to special-purpose vehicles.
Such laws must clearly specify whether mortgages are sold on a re-
course or nonrecourse basis, as this distinction allows market participants
and regulators alike to evaluate how risks are structured in transactions
(and better supervise those risks). Laws should also distinguish the type
of securitization structure allowable (pass-through or pay-through). The
distinction is important because laws usually differ in the treatment of
pay-through instruments, which are usually associated with debt claims
and special-purpose corporations, and pass-through instruments, which
are associated with equity claims and special-purpose trusts.

3. Experience indicates that a secondary mortgage corporation
(SMC), though not a necessary condition for the introduction of MBSs,
facilitates its development if there are many competitors in the pri-
mary mortgage markets. Therefore, while current MBSs markets
may not justify the development of an SMC, the future growth of
MBSs markets may entail the establishment of one.

One reason for the growth and success of Fannie Mae and Freddie
Mac in the United States is that they exploit scale economies in standard-
izing securitization processes for a large and disparate group of primary
mortgage lenders. Experience has shown that establishing an SMC helps
cultivate deep and liquid MBSs markets. This is because an SMC can
exploit economies of scale in securitizing large volumes of mortgages,
and can facilitate the standardization of mortgage underwriting. If this is
the case, then centralizing securitization activities in one or two firms
generates efficiency gains which drive down the costs of securitization.

However, the development of an SMC may generally be feasible only
if the legal and regulatory framework, the general macroeconomy, finan-
cial sector support institutions and infrastructure, and the present stock
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and future growth of mortgage demand support its establishment. There-
fore, countries where these conditions exist may consider encouraging
the establishment of an SMC as a first step toward developing their own
domestic bond markets.

Experience has also shown that the establishment of SMCs requires
some form of government equity participation at the start. This will ini-
tially confer agency status on MBSs, as they have the same risk profile as
sovereign securities. Over time, government participation should decline
in order to subject the firm to market discipline.

4. In economies where the dominant primary mortgage lender is
(still) expected to be a single institution, securitization should (in
theory) be easier to develop. This is because a single institution will
have all of the relevant information for securitization (loans, bor-
rower histories, portfolio quality, etc.). In this case, it may be advis-
able to explore securitization through a special-purpose trust (SPT)
arrangement with a bank rather than through SMCs.

This might apply to China, India, and Pakistan, where there is still con-
siderable concentration in the mortgage lending industry. If there are not
too many participants in the primary mortgage market an SMC might be
too costly to establish.

5. Economies should also strive to improve overall mortgage un-
derwriting procedures, including the quality of borrower and credit
history information, to improve borrower screening and ultimately
the overall quality of mortgages. Then, they should introduce prac-
tices such as credit scoring to help standardize the underwriting pro-
cess and facilitate the development of the MBSs market.

The quality of MBSs ultimately depends on the quality of the under-
lying mortgages. Hence, all aspects of borrower screening must be im-
proved as a prerequisite for developing MBSs markets. Due attention
should be paid to creating a framework that reduces moral hazard and
encourages transparency among prospective borrowers. The under-
writing process should be equipped with enough procedures, controls,
safeguards, and accurate sources of information to allow originators to
prequalify only reasonable borrower risks and build standard profiles of
safe borrowers, making them better able to assess risks of potential
borrowers.

Building better sources of borrower information may include establish-
ing a database with credit histories of retail borrowers, which originators
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can access to cross-check potential borrowers.> Meanwhile, building bet-
ter internal controls could include adopting internationally accepted ac-
counting standards for the recognition of arrears or past-due accounts.*

Eventually, as experience is gained in following borrower screening
standards and procedures that work, all or parts of the underwriting pro-
cess can be standardized, and this may include the introduction of credit
scoring methods. This greatly facilitates MBSs development.

6. With respect to domestic bond markets, economies must ensure
that transaction costs and taxes do not constrain liquidity in the pri-
mary and secondary financial markets. Regulators must also en-
sure that domestic bond markets are competitive, to minimize spreads
and distribute market power among participants.

Experience has shown that stamp taxes are the primary component of
transaction costs in bond markets and nascent MBSs markets in the coun-
tries surveyed. The structure of stamp taxation is usually some form or
combination of fixed and variable costs based on the face value of the
security. If stamp duties are repressively high, they may hinder primary
and secondary market trading of MBSs altogether.

Stamp duties may also hinder the development of the primary and sec-
ondary mortgage market if they make mortgage debt too expensive for
borrowers, and the sale, conveyance, or assignment of mortgages to an
SPT or SPC too expensive for originating institutions.

Some countries, such as Malaysia and Thailand, have exempted some
or all MBS transactions from stamp duties. Whether such exemptions are
good policy or not depends on initial conditions. Countries that are not
fiscally constrained with a large deficit at the outset will be in a better
position to grant such fiscal incentives. For countries running budget defi-
cits, a more reasonable stamp duty policy would be to simplify the tax
system by levying standardized duties across instruments and then gradu-
ally lowering them as the fiscal position improves.

7. Because they allow longer-term debt to be priced, the estab-
lishment of long-term benchmark yield curves also encourages
bond/MBSs market development.

The risk-adjusted real rate of return on long-term instruments such as
MBSs will not be compatible with the corresponding risk-adjusted real

3This is a credit information bureau.
4Adoption of internationally accepted accounting principles for the recognition of past-due accounts could
have averted the deterioration of the public mortgage portfolio in the Philippines.
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rate of return for short-term instruments. Therefore, using short-term
rates to approximate long-term interest rates in pricing long-term securi-
ties will not generate the proper valuation for long-term instruments.

For this reason, all of the countries surveyed should strive harder to
establish a proper long-term benchmark yield curve using yields of short-
and long-term government securities. However, to ensure that short- and
long-term yields reflect current perceptions of risk, those government
securities should be standardized, issued regularly, and traded in liquid and
deep primary and secondary markets. Thus, governments must reduce
impediments to the depth and liquidity of markets for benchmark govern-
ment securities.

8. Constraints on eligible investments by potential investors, such
as contractual savings institutions, inhibit the development of do-
mestic bond markets.

Among the most likely investors in MBSs are institutions with long-
term liabilities on their balance sheets (which will naturally require long-
term investment assets such as MBSs to avoid maturity mismatches).
These institutions include provident funds, pension funds, insurance com-
panies, and pre-need firms, which, however, are normally subject to pru-
dential regulations on their eligible investments. Overly strict regulations
may unnecessarily restrict investment decisions by contractual savings
institutions. MBSs markets will not be liquid and deep without adequate
investment support from such institutions.

Provided there are adequate safeguards on the quality and structure of
MBSs transactions, and there is sufficient regulatory capacity to monitor
and supervise such transactions, then regulatory authorities may consider
easing MBSs into the list of eligible investments by contractual savings
institutions.

9. To reduce transaction risk in MBSs the private sector and the
government may consider investing in technology to improve overall
clearing and settlement. Establishing formal and organized over-
the-counter markets for bonds and MBSs, or allowing MBSs to be
issued and traded in the local stock exchange, will encourage the
adoption of modern technology in MBSs markets, and will also im-
prove market liquidity.

As is true of any other market for traded securities, the use of technol-
ogy enhances liquidity in MBSs markets and ensures secure transactions.
Therefore, as the MBSs market grows, both the government and the
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private sector should consider investing in technology to speed up trans-
actions, such as technology that will allow real-time gross settlement.
This will shorten the time between trades and settlement, reduce the risk
of fraud, and increase demand for MBSs.

As a step toward consolidating MBSs transactions and enhancing the
liquidity of MBSs markets, governments may consider establishing orga-
nized bond exchanges where bonds and MBSs may be issued and traded
in standard volumes, using standard criteria and rules for listing and trad-
ing, and undergo standard clearing and settlement. Such a venue, where
the prices of securities can also be determined efficiently, induces liquid-
ity in MBSs markets, and can form the basis for establishing futures and
derivatives markets.

10. Improved access to information about bond market partici-
pants fosters competition and efficiency in financial markets, in-
cluding MBSs markets. The cultivation of a ratings culture may there-
fore stimulate bond/MBSs market growth.

Mortgage-backed securitization is direct financial intermediation. That
is, it mobilizes savings in such a manner that the saver-investor decides
which type of debtor will be granted credit.’ Unlike traditional banking
where information about creditors is privately produced, MBSs investors,
like typical bond investors, rely on publicly produced information from
many types of institutions, including investment banks, schools, and in-
vestment advisers. An independent and objective assessment by a cred-
ible credit rating firm may well be the most important source of informa-
tion for investors about the creditworthiness of a potential issuer of MBSs.

Issuers may also use credit ratings in structuring securities to meet a
wider variety of investor risk preferences. For example, an asset gener-
ating a steady stream of fixed amortization payments may have this cash
flow structured in such a way as to provide only interest payments to
some investors and only principal payments to others.

Credit-rating institutions are also important because they are able to
utilize their institutional capacity and memory to construct profiles of good-
quality MBSs issuers, just as credit bureaus may be able to construct
profiles of good-quality retail borrowers. Credit-rating agencies will be
able to evaluate and adequately track overall macro conditions in all of the

SThis differs from traditional commercial banking, a form of indirect financial intermediation, where depositor-
savers cannot choose the debtors.
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four markets composing the MBSs composite market, and spot important
trends affecting MBSs and mortgage markets.

With the broadening of information and analysis from credit-rating agen-
cies, the cultivation of a financial culture that relies on independent and
objective credit ratings may induce liquidity in MBSs markets.

11. Aside from providing improved legal protection for creditors,
countries may also consider building a sufficient framework for the
provision of external credit enhancements for MBSs, such as facili-
tating the development of competitive private mortgage guarantee
markets.

Among the countries surveyed, the Philippines and Korea have mort-
gage guarantee firms, which help insure creditors against loss in case of
borrower default. The existence of such firms may also encourage the
growth of MBSs markets by encouraging greater mortgage lending. How-
ever, these firms should operate in a framework that promotes actuarially
sound risk-adjusted pricing of guarantees.

12. Price distortions in mortgage and bond markets, such as inter-
est-rate controls and subsidies, inhibit bond/MBSs market develop-
ment. They should be used only minimally or, better yet, eliminated.

Since the MBSs market comprises four interdependent markets, dis-
tortions in any one of those markets inhibit the operation of market forces
on the other three. For example, subsidized mortgage rates constrain MBSs
backed by subsidized mortgages from yielding market rates of return,
instantly reducing demand or eliminating it altogether. Also, mandatory
credit allocations for housing distort the allocative efficiency of housing
and credit markets. Reducing distortions in MBSs markets ensures greater
competition and incentives for market entry by a wider variety of primary
mortgage lenders, insurers, underwriters, appraisers, etc.

As stated earlier, the agency status of MBSs issued by an SMC with
some form of explicit or implicit government guarantee or support con-
fers on it the status of a sovereign risk. Therefore, it is expected that
these MBSs will be sold with lower rates of return (and priced at a pre-
mium) compared with other privately issued securities. The implicit sub-
sidy that comes with government equity participation in the issuing SMC
creates a distortion by giving the mortgage and property sector access to
cheaper sources of funding (at both the wholesale and retail lending level)
compared with other industries. This advantage may induce greater de-
mand for housing.
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13. Regulators must strengthen their technical capacity to super-
vise and regulate MBSs transactions.

Boosting domestic demand for housing by developing MBSs markets
requires capacity building by government in the regulation of such mar-
kets.

If the government intently pursues efforts to expand and develop MBSs
markets, it must see to it that regulators are adequately trained to super-
vise the MBSs process, to assess and minimize systemic risk in MBSs
markets, and to identify the necessary reforms and their proper sequenc-
ing. Given the complexity of MBSs markets, this is not an easy task, but it
is manageable provided governments proceed with prudence, and have
enough will to take the necessary steps.
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