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Abstract

During the 1990s, amidst spiraling house pricesamw@ssible credit, national governments in the
Netherlands, the US, Australia and the UK promdiaehe ownership in rhetoric and policy as
the main stream housing solution for working hoades also for those with a low income.
Recent instability in housing prices is particutazbncerning for new entrants into the home
ownership market. Young households, purchasingeahéight of the boom have been saddled
with considerable debt. Those purchasing in deaimharkets have been left little equity in their
home. Repayment arrears, especially amongst borsa@affected by the worsening recession and
with sub prime mortgages are on the rise in Austrgie US and the UK. This phenomenon
raises questions about the way mortgage marketsitepend the role of regulatory agencies
therein.

This paper examines borrowing risk amongst youngénowners, highlighting the situation in
Australia, where home ownership has been the cprgoe of housing and welfare policy for
almost a century. The first section reviews natiama international developments in housing
markets, with a focus on the generative causesoofgage default, debates concerning mortgage
market regulation and emerging policy responsessétond section combines the use of the
Household, Income and Labour Dynamics in Austrgli DA) survey with other quantitative
sources to investigate the repayment capacitpohg Australian borrowers with high loan

value ratios. The final section argues for a thmeged approach to address mortgage default,
which is not only preventative and alleviates magg related stress but also promotes alternative
forms of mortgage arrangements that promote howsdfiogdability and security.
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Introduction and overview

The housing market policies of traditional home evghip countries face a serious dilemma — on
the one hand the buoyant housing markets and riginging prices of recent years have amply
served the interests of almost everyone: estalolipbechasers, mortgage retailers and banks,
insurance companies and real estate brokers. Y#tdse outside the market trying to get in,
such as young households, this source of jubilagpnesented a rising, if not insurmountable
barrier. Indeed, so rapid was the inflation of hoggprices that potential owners delayed their
purchase and family formation, as they were pugmedhigher levels of debt or sought

additional paid work. For households who stretdiednselves financially, volatile housing
markets and rising unemployment inevitability pldtem at risk — as is apparent through the
proportion of arrears, mortgage default and repssssas.

During the 1980s, many governments shifted théénéibn away from social rental housing,
towards the deep promotion of home ownership, eagbug mortgage provision, providing
deposit assistance, first home owner grants, esking public stock to sitting tenants at
discounted process. Shared equity and rent to ptigrs overshadowed efforts to promote long
term social rental housing (Stephens, 2008, LavesahMilligan, 2007, Atterhdg and Song,
2003).

Yet despite these strategies, there is growingeemid that some government measures to
stimulate home ownership actually fuelled an afédwitity crisis. These include overly favourable
prudential norms promoting the expansion of morggagsiness in Europe under Basel II, US
requirements to invest in low income lending arelrglaxation of borrowing norms, generous
tax concessions promoting highly geared purchaieeifNetherlands and first home owner grants
in Australia. Some have argued that these instrtsrteave promoted declining affordability,
generating not only inequality but most recentliatitity in housing market leading in part to a
major crises in global credit. Despite the fluktlveap credit and demand for homes for
purchase, their actual supply has been sluggistaimy OECD countries, with the exception of
Israel and Ireland. The once lauded expansion wfehawnership has recently stalled in some
countries (e.g. the UK, US and Australia). A regayrtLawson and Milligan (2007) found several
home owner societies, which includes UK, Austraha New Zealand (all of which have
comparatively high historic rates of home ownergshape either experiencing or predicting a
decline in ownership rates.



Meanwhile, the rise in Australian home ownershipe-cornerstone of its welfare state, has
stalled and while the proportion of purchasersutsight owners has fluctuated, ownership
amongst younger and first time buyers declinedugnout the 90s (ABS, 2007; Yates, 2003).
Indeed, recent research in Australia clearly detnates that there has been a steady decline in
age-specific home ownership rates from the midaten1970s (11 per cent for 25-29 year olds,
10 per cent for 30—34 year olds, 6 per cent foi385year olds) (Yates, 2007 in Dalton et al,
2009). Rapidly rising housing prices, outpacingsehold incomes, has significantly widened the
deposit gap to income ratio, which Yates arguemig 3 to 4 times greater than in the 1970s
(2007a: 9).

Structure of the paper and Research methodol ogy

This paper examines how the situation of young hboyers, in the contemporary Australian
context up to the current global financial cridess required young home buyers to take on much
higher loan to value ratios than in the past. ttardy attempts to demonstrate their situation
quantitatively, but also conceptualise and resetireltlynamic role of both governments and
markets which have both played a role in promotmage risky, highly leveraged home purchase
conditions.

Towards this end, a postulated model of the emémgéations underlying structures of home
ownership is put forward, which emphasizes thellgighntingent nature of national housing
markets which explains why some countries haveddiretter than others not only in terms of
their housing outcomes but also their resilienciagoglobal financial crises. It specifies the type
of contingent conditions affecting financial, lalbpland and housing markets and the kind of
institutions, risk mitigating strategies which thegn embody. This section is followed by a
review of developments in Australian mortgage, latemd housing markets and government
policy in the context of more globalising trendbidlis based on a review of relevant literature
(Berry et al, 2009, AIHW, 2008, BIS, 2006, Laws@004). The outcomes of these developments
for young households is investigated using empidesa from a number of data sources,
including the Household Income Labour Dynamics ustalia (HILDA) survey{see Appendix

1) to determine the current profile of Australiaurghasers and also undertake an international
review of promising housing policy interventionstiprovide a way forward. This paper draws
on recent research funded by the Victorian DepartroePlanning and Community Development
in 2009 (Lawson, Parkinson and Wood, 2009).

Conceptualising the relationships underlying home ownership

It is contended that housing outcomes of young lgeaften recent purchasers, are a mediated
outcome of a number interactive relationships, Whie always contingently defined and for this
reason differ considerably between countries agobns. Given their differences, it is important
to abstract from concrete research their definitieer time and space. These relationships
include amongst others, the nature and conditiffestang the provision of mortgages, the terms
and conditions in the labour market and of coutse contingent conditions and risk mitigating
strategies present in closely related land andihgusarkets. In subsequent sections, this paper
considers the impact of their definition and impagbn the access of young households to home
ownership in Australia. In the first instance, Teaflpulls together work on mortgage risk from
Lawson (2004) and Parkinson (2009) to provide amgson of the type of contingent conditions
and risk mitigating strategies which may be presg¢wlifferent times in local housing markets.
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Theflow of mortgage credit and indebtednessin Australia, within an international context.

The cross national phenomenon of rising housingegrand over indebtedness not only has its
origins in an excessive flow of relatively cheapital into the mortgage market but in the
restructuring of the mortgage sector in the lat®059 A quiet revolution within the financial
industry channelled investment into the home Istsor amidst scarce housing supply (Lawson,
2004, Brounen, 2001). This affected different comgrs of the mortgage provision process:
product development, distribution of credit relapgdducts, risk assessment of credit applicants,
the financing of these products and the administnaif loan contracts, as illustrated below.

Figure 1: The ‘revolution’ in the mortgage sector Brounen, 2001).

Product Distribution Assessment Financing dministration
development

Bank Bank Bank Bank Bank
Bank Intermediary Analysis system Capital market Administrator

Traditionally, most of these tasks have been ua#lert by banks. However in Australia as in
many other developed economies during the lated a8y of these tasks were contracted out
as separate businesses to be undertaken by comirediitutions outside the banks themselves.
Brounen (2001) argues that the source of profitdhéfsed from the difference between interest
rates of mortgages and savings, to the sale ofansa and investment products. Clients are
‘anchored’ with a mortgage product are then sofetomore profitable products, in a process
known as cross selling. Motivated by this trendiKsasell their mortgage obligations to third
parties, thereby improving their own balance shééis enables more capital to be dedicated to
more profit making activities.

As a consequence of shifting profit centres, labptansive activities related to the sale and
administration of mortgages have been standardimddutsourced. For example, mortgage
products are increasingly and some times excluss@d via mortgage brokers offering a range
of products. Whilst some banks have their own Hraretwork of distributors, many mortgage
retailers do not. Further, the time required tdys®and evaluate mortgage requests has been
reduced with standardized risk assessment progiwes the administration of mortgages is
increasingly being passed on to larger, specializied parties (Brounen, 2001 in Lawson, 2004).

As mentioned, another important development invobixe sale of mortgage obligations to
increase lending volumes at the retail end. Thersggry mortgage market is an increasingly
important component of the capital market with ilcgtions for the volume of funds released
onto the home loans market. This market permit®thgnator of mortgages to hand over legal
responsibility to a special purpose vehicle (SFAVEPV can issue mortgage-backed securities
(MBS) that are rated by assessment agencies amilydpeded. This process improves the
balance sheet and cash flow of the mortgage otigisand allows them to issue more loans



(Lindfield and Baharoglu, 2000, DNB, 2000a, Mersmg2002). Originators can go on to accept
more risks from clients such as fixed interestgatied devaluation of property prices, which have
been passed on to investors as MBS (Assenbergh;@®th Lawson, 2004). Processing and
bundling individual mortgages into mortgage backedurities and operation of a secondary
mortgage market, thereby increasing the flow oftgauye credit at the retail end.

The process of securitisation of home mortgagearémdevelop in 1996 and today a secondary
mortgage market has become firmly established istralia, particular with regards to non-
conforming or low documentation loans (BIS, 2006).

In the housing market of the late 1990s, soaringsh@rices could have closed out first home
buyers. However, new mortgage products and moxébfeelending norms enabled even this
young group to enter the market. As lending institns moved away from traditional mortgages
they created loan products which could be packéagether and sold to home buyers. Today,
mortgage contracts typically involve a combinatofifferent types products, including interest
only mortgages, investment mortgages and savinggyages - all designed to minimize monthly
instalments.

In Australia, this trend can be seen in the frorflefible mortgages with variable repayments;
home equity loans offering a line of credit; splitrpose loans (splits loan into two sub-accounts,
giving tax advantages); deposit bonds (insuranogpemy guarantee payment of deposit at
settlement); non-conforming loans; redraw faciiteend offset accounts; new providers, including
mortgage originators and brokers (BIS, 2006:11).

Consequently, Australia’s mortgage debt has graviastantially as a percentage of GDP and per
capita, following China and the Netherlands asafrtbe world’s most indebted nations. This
growth initially occurred amidst rising housingqas and over inflated housing prices (IMF,
2008). The ratio of household debt as a percerghgsal assets (financial and non-financial)
also increased very sharply between 1998 and 208&stralia, amidst rapidly rising housing
prices.

There has also been rapid growth of borrowing hyskbolds with impaired or insufficient credit
histories, typically referred to as sub-prime lemdirom 2000 in the United States, the United
Kingdom, Australia and Canada, with loan featureghsas self-certified income or assets and
low-documentation loans (BIS, 2006:7).Sub-primeléns tend to service this group, they operate
on different terms to major banks and are typicldbs well regulated. In Australia, the United
Kingdom and the United States subprime lendersarlgecuritisation as their primary source of
funding. In Australia, nearly 100% of subprime lgmgdis funded via the capital market, while
major banks and regional banks securitize only A#25% of their mortgage lending,
respectively (BIS, 2006:17)

Unlike countries such as the Netherlands wheralfrage mortgages predominate, Australian
mortgagors are more likely to have an adjustalikemeortgages (ARM) subject to interest rate
fluctuations. Interest rates do vary considerably laence are of popular concern. After a peak in
1988, interest rates declined from 17 % to 6% @22 @hereafter climbing to 8 percent in 2008.

Table 2 Loan to value ratios in selected countries

Country Term| LTV
Australia 25 60-70%
Belgium 20 80-100%
Canada 25 75-95%
France 15-20| 78%




Germany 20-30| 80-100%; 60% for Pfandbrief
Italy 5-20 80%

Korea 3-20 56.4%; max 70%

Japan 20-30f n.a

Luxembourg 20-25| 80%

Mexico 10-15 | 80-100%

Netherlands 30 87%; max 125%

Spain 15-20| 70-80%

Sweden 30-45| 80-95%

Switzerland 15-20| Max 80%; 65% for Pfandbriefiensce
United Kingdom| 25 70%

United States 30 @ 85%

Source: BIS, 2006:14

Countries also vary in regards to the requiremeinépay outstanding negative equity. Unlike the
US for example, Australian home purchasers weariskeof declining house prices as the home
Is security for their mortgage. Where the valuésfaelow that of the loan, the borrower must still
pay all outstanding negative equity. Forced salesrerefore common where housing prices
have been sustained. Refinancing under poor condiguch as high interest rates and loss of
equity is also a strategy, where the value of s&lg not recoup the value of the loan. However,
where there are spatially concentrated arrears, @si@reas of Western Sydney, a high number of
forced sales may deflate prices, spreading the nfkegative equity to other vulnerable
households in the area (Berry et al, 2009).

High levels of indebtedness amidst precarious Imgusiarkets in the US, UK and the Australia,
have led to a growing rate of mortgage arrearsaarising rate of repossession. In the UK, the
Council of Mortgage Lenders repossessions haveased from 8,200 to an expected 45,000 in
2008 (Stephens, 2008). The latest Mortgage Barfksssciation (MBA) report in the US showed
that 2.1 million households were affected by ageard that the delinquency rates had reached a
seasonally adjusted figure of 9.12%; this is upfi88%. Mortgage foreclosure rates also
increased to a staggering 1.37% (May, 2009) wigmysioyment and negative equity affecting
prime lenders.

In Australia, it is difficult to obtain a nationpicture given the lack of aggregated data. However,
in one of the worst affected States Victoria, themecurrently 24,373 Victorian households at the
most extreme end of housing stress or are at fisklting or foreclosing on their property

(Fujitsu Consulting, 2009). Based on current prigi@@stimates this figure will increase to
around 74,964 by December 2009 if unemploymenticoes to climb at its current rate.

Building on these estimates, an analysis of HILE®adndicated that an estimated 36,192 of
Victorian households (or 69,266 adult individuddayl difficulties paying for their housing over a
twelve month period with Victoria recording the &gt population share of 7.6% compared
national rate of 6.4% (Lawson, Parkinson, Wood8920In early 2009 the number of claims of
possession in Victorian Supreme Court was aroud@03and was beginning to climb once again.
Whilst the numbers are relatively small, the proipas are disturbing high amidst predicted rise
in unemployment and rising interest rates — alfbeih a low base.

The mismatch between incomes and housing prices

Declining and delayed access to home ownership gstgoung and low income households
represents in part, the failure of house pricesveages in alignment as well as the mismatch
between demand for affordable homes and adequppdystrurther, it has been argued in the UK
that risks have been accumulating amongst housingurners in the context of increasing
deregulation of labour markets, polarisation obimes, reliance upon part time and temporary



work, relationship breakdown and reduced role afegoment in mortgage relief, dwelling
allocation and social housing provision (Ford ef8l01). Labour market policies can have a
direct impact on these conditions.

At certain life stages or circumstances, the riskhcome loss, causing housing stress or even
homelessness, may heighten. It is well establigihatthe risk of mortgage default is enhanced
when a home purchaser experiences periods of Uagtaiployment, has a single/part time or
casual income, becomes divorced or must provida fogh number of dependants. Vulnerability
may increase when caring for the young, takingitisesteps from the parental home, during
unemployment, when divorced, elderly or disablédhdy also occur at certain stages of the
business cycle when housing costs may rise beyapacdy to pay. Further, the level of
mortgage arrears is also important, as well a®fasuch as high loan to value ratios,
unexpectedly high mortgage interest rates, anednedjimarket variations (Stephens et al, 2008,
Munro et al, 2005, Lawson, 2004, Galster et al 1988w these risks are moderated, managed
and responded to by the safety nets, insuranceigglinstitutional practices and alternative
housing options is crucial, and the focus of thiefasection of this paper.

In Australia, attracted by lower interest ratesyggament grants, employment opportunities and
consumer confidence, young households borrowedliiéathe past decade to finance their
homes. However, labour market changes which demmaord flexible and mobile arrangements
are having a dramatic impact on employment secuwiityy profound consequences for long term
and large mortgage contracts. Increasingly higbkltewof debt, amongst professionals and blue
colour workers, often interest only, in the contaftleclining housing prices and rising
unemployment is now placing a more householdssktai housing stress (Berry et al, 2009) and
there is growing evidence that mortgage defautgiamg rapidly (HILDA analysis for this
report, Victorian Supreme Court, 2009, Fujistu Gotirsg, 2009, 2008, Fitch ratings, 2008,
Fujitsu Consulting and JP Morgan, 2007). Nevergglaome purchase remains an important
aspiration and government policy, facilitated esemngst uncertain economic times, by the
generous First Home Owners Grant (FOHG).

Therole of government in home ownership and assistance policy
A wide variety of policy strategies have been depetl and applied in different countries to

promote and sustain home ownership and alleviatégage stress, especially amongst low to
middle income households, as outlined in Table 3:



Table 3: A continuum of policy strategies to promahd sustain responsible home purchase

Strategy

Definition and countries

Subsidies for production

Conditional grants andligdoans for the production of affordable
dwellings: Ireland, France, Austria

Land use planning

Use of land banking, inclusigrzmming, density bonuses etc to
ensure affordable developments US, Canada, NevadeéaUK,
France, Austria, the Netherlands, Germany

Promotion of shared
equity tenure

Partial purchase, rent over remaining equity owmgd second
party, with or without subsidy and associated ctos. United
Kingdom United States, Canada, Ireland The Nethddaustria

Convert social housing
to ownership

Sale of public housing at discounted rates tongjttenants. Some
right to buy schemes conditional on period of i@md contribution to
initial project costs, others straight transfemitgdd Kingdom,
Austria, Ireland, United States, Netherlands, CBéntries.

Participation in the
mortgage market

Establishment of mortgage insurance and secondarigage
markets to influence provision and cost of mortgaigelit and
promote cheaper finance, Canada, United StateheNands, New
Zealand

Regulation of the
mortgage market

System of regulation which governs prudential ngieisding
criteria, development of products and servicegrmation to
customers, dispute resolution procedures,

Demand side subsidies
for (low income)

Grant or public loans which lower overall repaynseguhd provide
collateral to lever additional private finance the purchase of a

purchase home. Germany France, UK, Ireland
Contract Savings A closed system in which mortgage loans from aisized housing
Schemes bank are funded exclusively from the savings afifeitwould-be

borrower. Interest rates on both savings and depcan be
substantially below market levels, with borrowanbsdizing
themselves by accepting low interest during théexasavings
period. BausparkasseAustria, Germany

Access to pension
savings

Provisions to access (and later repay) savingsnagiated in pension
accounts for purchase of first home Switzerlandn@ay, Canada

Fiscal incentives

Provision to deduct mortgageragefrom taxable income, low rate
of imputed rent tax, waivers of property or tramsgéxes for first
home buyers, etc Netherlands, Switzerland, Germagand,
Belgium, Denmark, United States

Regional strategies to
address uneven markets

Key worker housing, local housing agreements tsaksv paid
workforce in accessing housing, differentiated dednassistance
schemes, specific assistance to protect and mainteal / traditional
housing, Germany, United Kingdom, Switzerland, Nésmaland

Demand assistance for
mortgage payments

Housing assistance applies to mortgage paymentglhsas rents,
within defined income, loan size and time limitsS WK, the
Netherlands (limited direct assistance but subistiatatx relief).

Mortgage relief schemes

Temporary or long termsseasce with interest payments,
renegotiation of loan on behalf for borrower, pEftemporary take
over of loan, write down of value of the dwellinffhe Netherlands,
UK, Belgium, US, Ireland

Consumer education and
protection

Financial information, education, advice, counselliadvocacy,
protection, United States, United Kingdom
New Zealand

10



Contemporary Australian home ownership policy

Australia’s home ownership dominated housing syssegpartly an outcome of the institutions,
regulatory settings and policies which governméiatge used to influence land, finance and
labour markets since the mid™entury. These include a highly commodified laratket, a

once regulated now liberalised mortgage financekaetaand a once protected and awards based
labour regime which has become increasingly casedlisubject to flexibility and individual
negotiation (work place contracts). As a historrealiew of housing policy is not the focus here
(Lawson, 2003, Dalton, 1999, Haywood, 1992 and kem&983), we now turn to contemporary
developments in policy affecting young home purehas

After more than a decade of Commonwealth governnmveéhtrawal, Australian housing policy
is currently undergoing a period of national renleavad rapid development under the Rudd
Labour government which includes a Minister for Kiog (Plibasek), for the first time in 15
years. Policies to address homelessness and iageasl housing supply have been launched
and funded, albeit for the short term. Recommendatio improve practices in the mortgage
industry have yet to bear fruit, yet there is lidien in the pipeline to regulate brokers.

The following programs are most relevant to youamhb purchasers. One of the few housing
policies of the previous government the First H&wveners Grant, has been built upon and
extended to sustain the housing market and sufipottousing building industry amidst the
recession.

First home owners grantThis Commonwealth grant is administered by estate and territory
and in most jurisdictions it is coupled with corgiess or exemptions from stamp duty. It was
originally introduced to compensate for the introiitan of GST in 2000, but other objectives
such as maintaining housing prices and protectimgl@/ment in construction are more recent
motivations. The grant aims to stimulate demandriyging the gap between accumulated
savings and the deposit required. Whilst the gsaatirrently larger for new dwellings, most
FOHG applicants use the grant to purchase an egidivelling. As the grant is not income
limited it does not specifically assist those dowaincome. Although considered a temporary
Commonwealth program implemented by State Govertsn#ns program was recently revised
and extended. In Victoria, new homes in regioneharhave been favoured, via an additional
bonus, bring the total grant to $22,500 for firstie buyers purchasing a new home in regional
areas, $18,000 for a new home in metropolitan Mailbe and $9000 for an existing home as of 1
July this year.

Taxation -Home ownership continues to enjoy a privileged gimsiwithin the Australia taxation
system via the non-taxation of capital gains (C@hat does apply to rental investors) and
imputed rent. These exemptions primarily benetialggshed owners who are able to reap
considerable gains from rising house prices, eafig¢hose owners at the upper end of the
market.

Savings schemeMost recently the Commonwealth government hasduced thenatched
saving scheme for home owners. In October 2008Cdmmonwealth launched the First Home
Savers Accounts (FHSA) to assist households imgdaar a deposit or making repayments on a
first home. Individuals can divert up to 10% ofitiiecome into FHSA accounts. Interest on
these accounts will be taxed at a favourable15%éyAustralian Tax Office. The
Commonwealth will contribute 17% of annual conttibas, to a maximum of $850.00 per year.
Accumulated funds can only be used for a depositatgage repayments on a first home,
otherwise the balance of the account is divertegitds the individuals superannuation account.

11



Home loan programs - A variety of home loan prowggare offered by most states, typically for
low income households, public tenants and housshwitth special needs and some of them
involve shared equity of government partners. Thstate based loan programs are summarised
briefly below.

Table 4: State and Territory home loans programs

Active State or Territory | Loans programs for low income households

Victoria No lending program, however, Tenant Ho8sées Program,
enables public housing tenants to purchase theepxofhey rent,
subject to extensive conditions.

NSW No lending programs, except bridging finanaeGooup Self
Build participants.
Queensland Housing Finance Loan to assist lowdgearate income

households to buy or build a house,

State Housing Loan to assist eligible public tesamd other
people to buy public housing,

Pathways Shared Equity Loan to assist eligibleipubhants to
purchase a share in the property they are curresniyng.

Western Australia Keystart home loan for low inegmo deposit, reduced fees
First start shared equity scheme — for first honngels

Good start shared equity loan

Aboriginal home ownership scheme

South Australia HomeStart Low Deposit Loan for mamoderate income, no
deposit, 100% finance.
Northern Territory HomeNorth Xtra Standard Variabtean - low deposit loan.

HomeNorth Xtra Shared Equity Loan agreement betwieen
Government and the home buyer
HomeNorth Xtra Public Housing Sales Program forargs.

Asmentioned abovthere are a variety of state fundgthred equitgchemes which allow for
shared equity ownership housing. These apportifbereit rights and responsibilities to
shareholders affecting their equity contributionl ahare of the risks for any change in value (for
a review, see Pinnegar et al, 2008).

Mortgage Relief Schemériginally a federally funded scheme, now a ditionary program
operated by some State Governments (primarily N3M§ program provides interest free loans
or grant to assist mortgages in temporary repayhéintulty

Efforts to inform, protect and advocate on beh&liame purchasers

A number of agencies play a key role in informipmtecting and advocating on behalf of home
purchasers at the national and state level. UmaeAustralian Securities and Investments
Commission (ASIC) Act 2001, ASIC regulates Austiaicorporate, markets and financial
services. It does so in co-operation with the Aaligtn Prudential Regulation Authority (APRA),
which is responsible for ensuring financial indtidas will be able to honour their commitments
when they fall due. It promotes the safety and doess of deposit-taking institutions, life and
general insurance companies, and larger superaondgands. The Financial Reporting Council
(FRC) is a statutory body established under theralian Securities and Investments
Commission Act 2001 and is responsible for progdinoad oversight of the process for setting
accounting standards in Australia and giving theibter reports and advice on that process
(ASIC, 2009). There are also various organisatighish promote financial literacy amongst
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potential borrowers and young people (Australiawvé&oment Financial Literacy Foundation
from ASIC). For households needing financial adwoeheir home loan, currently they can turn
to the various government funded consumer advoaadyfinancial counselling services.

Under Uniform Consumer Credit Code (UCCC) mortgagm@n ask lender to relax repayment
obligations for a short period of time due to idser loss of employment however, this only
applies to UCCC members. (Berry, et al 2009:10)tgpitally, non-ADI which broker many re-
negotiated loans, are not covered by this code.

Having outlined the both market and government itaore affecting home ownership more
generally, we now turn to the situation of youngnieopurchasers in Australia, drawing on a
range of quantitative sources, particularly the BiLsurvey of 2007.

Australian home ownership acrossthelife course

The rate of home ownership, comprised of outrigtti@rs and purchasers paying off their home,
has remained around 70 percent for the past 4@.yédrile the overall rate has remained fairly
stable, the proportion of purchasers to outrightens has fluctuated over time, especially
amongst younger or first time buyers where the priogn began to decline throughout the 90s
(ABS, 2007; Yates, 2003).

The issue of whether higher proportions of youngna@wners have been permanently excluded
or temporarily delayed from purchasing their owmieauntil a later stage of life, continues to be
debated. However, households in the lower incorsgilution are certainly remaining in the
rental sector for longer periods of time, with mamy income households likely to be precluded
from access altogether, especially single earningéholds (Yates, 2007b, Baxter & McDonald,
2004, Yates & Milligan, 2007).

Drawing on the most recent wave of HILDA data i®20around 80 percent of adult individuals
are home owners after 45 years of age. As figulle2rates nearly three quarters of those 25
years or younger rent their dwelling with the prdjpm of purchasers and outright owners
increasing with each age cohort, reaching the Isigheak amongst those aged between 65-74
years and declining thereafter. Repaying a mortgag®st common (59%) between the ages of
34-44 years.

Figure 2: House Tenure by Age, Weighted Indiduals First Income Units, HILDA 2007
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Recent market trends impacting on affordability for young home owners

Access to credit by young home owners and thelathconditions are critically related to issues
of affordability. Indeed, the affordability of honagvnership is dependent on a number of
dynamic relationships including house prices, hbakkincome, available deposit and the cost
and conditions of mortgage finance (Pope and Raiyla@08). There is growing recognition that
declining affordability of home ownership is notmlg a cyclical phenomenon but is here to stay
(Yates and Milligan, 2007). The real measure ofetkient of the affordability problem for the
current generation of buyers is a widening of tepasit gap to income ratio, which Yates
(2007a: 9) argues is now 3 to 4 times greater ithadime 1970s.

Easing of lending criteria to accommodate shodfallthe deposit gap has been met with a
growing preparedness of Australian households tmlolarger and larger amounts in order to
secure a home of their own. Young home owners coatio aspire to home ownership trading
off higher levels of debt with remaining in the t@mmarket and increasing the labour supply of
all earners in the household in order to sustgiayments.

While many young households in are in position emage their mortgage, the past decade has
witnessed growing numbers struggling to meet tleayments. Trends in mortgage stress
measured by Fujitsu Consulting reached an all tigk of 900,000 in 2008. The stability of
households’ financial position has however beeluanfced by various stimulus interventions to
curb the impact of the recession, including theicgidn of interest rates by 4.25 percent since
September 2008 to April 2009.

The numbers in mortgage stress in the most reaertay for May 2009 reversed the upward
trend for the first time in years to an estimatd@,800 persons, while the numbers identified as
severely stressed, including those at risk ofrsgltir foreclosure was 99,000 households (Fujitsu
Consulting, 2009: 2). The groups most stressed include suburban meamsirdisadvantaged
fringe and battling urban young families (ibid, 2027)

A similar pattern is evident for mortgage arreéf$er mortgage arrears reached the highest level
in January 2009, data compiled by Standard andsPstmwed a decline in both the prime and
sub prime market segments during March, 20B8tween January and March 2009 the overall
rate of arrears calculated for prime mortgagesinedifrom 1.84 percent to 1.63 percent whilst in
the sub-prime declined from 17.09 percent to 1p<igent.

The reduction in arrears and mortgage stress avever expected to increase once again,
particularly in the sub-prime segment as unemployrisforecast to reach 8 %2 percent by June
2010 (Standard & Poors, 2009:viii). Despite theang risks of rising unemployment and
market instability, young home owners have enténednortgage market in unprecedented
numbers during the past 12 months in order to &akentage of the significant increases in the
first home owners grant (FHOG), falling prices émder interest rates. Between October 2008

! There are various measures of mortgage stresglinglthe traditionally applied criteria by bankshafusing costs of 30% or more
of household income. More recently Fujitsu Consglfiave developed the “Stress O Meter” to monfierihcidence of mortgage
stress which draws on a regular survey of 2,00&&looids added to a rolling pool of 26,000 househdltbrtgage Stress is graded

according to levels of severity and groups accagrtiinhousehold typologies or different market segtae

2 Standard and Poors have collected data on themageeof loans in 31-60, 61-90 and 90+ days arsace 1996 and use the
Standard and Poor’s Mortgage Performance IndeX\()8®lcalculate the weighted average of arrearesiflential mortgage loans
underlying RMBS transactions.

14



and March 2009 the proportion of first home buyetative to repeat buyers increased by 10
percent from 20 percent to 30 percent. Many ofdhremv entrants are likely to be highly
leveraged, capitalising on the additional grartiring forward their purchasing decision without
necessarily having a large deposit to fall back on.

Figure 3: Percentage of all dwellings financed
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First home buyers entering the home ownership namkibe current climate have done so during
a period of great uncertainty in the value of thechase price of their homes. As illustrated in
figure 4, the house price index of established tohas been highly volatile, flattening out in late
December 2007, declining rapidly from early 2008 #men increasing once again by a
substantial 4.2 percent in the latest quarter.pgries of project homes have continued to rise
steadily through out this period reinforcing grogiaffordability concerns (ABS, 2009). The
more steady increase in project homes could refliéfetrent practices relating to the sale of
properties via auctions versus more rigid pricacitrring of land and home packages.
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Figure 4: House Prices of Established and Project éines, Australia
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Such a rapid turn around in established housegiicthe midst of a recession points to the flow
on effects from adjustments in interest rates dd@G and whilst helping to sustain the building
and housing industry there are still concernsdnatver inflated market combined with a
shortage in the supply of dwellings is highly ubsta The shortage in the supply of housing is
likely to see continued declines in affordabiligfbre prices start to fall again. Volatility in
established house prices could result in a highbmuraf new entrants facing negative equity if
house prices should suddenly decline once more.

Capacity to repay mortgages

An increasing deposit gap is reflected in a natidlevirend towards higher loan to value (LTV)
ratios. Higher loan to value (LTV) ratios placerieasing numbers of home owners at risk given
their higher probability of default over other bmnrers (Berry et al, 1999 & 2009). In 2007, the
LTV average for Australian mortgagors was 66.4 eet®ut there were significant differences
between the states, with Western Australia at pér8ent and Victoria 70.2 percent. Recent
figures on mortgage characteristics reveal that toavalue ratios have risen to 72.5 percent and
have become more uniform across each state, watoNa still the second highest with 74.4
percent after NSW.

Recent housing finance figures from ABS on the ageramounts borrowed suggest that that this
trend is likely to continue. Figure 5 illustratésit in the twelve months from March 2008-09 first
home buyers outstripped repeat purchasers in g&rage size of the loans taken out to purchase a
property. During this period the average amountdyeed by first home owners increased by
$36,000 from $250,000 to $286,000. A significargpurtion of this increase was between
January and February 2009 when there was a stegage from $268,000 to $281,700.
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Figure 5: Average size of loan
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Single property owners in the youngest age group®@coming increasingly vulnerable to high
leveraged borrowing. Drawing on the most recentena@VHILDA data, in 2007 there was an
estimated 223,834 households (corresponding td.8@2dult individuals) with loan to values
ratios of 80 percent or more, representing 10 perafeall single property purchasers. Figure 6
shows that this proportion increases to 45 peraerdngst borrowers under 25 years and to 20
percent amongst borrowers aged between 25-34 yégse 7 to follow shows that amongst all
borrowers with LVRs 80 percent or above, 76 pereeataged less than 45 years.

Figure 6: Age groups by Loan tealue ratio 80% or above, HILDA 2007
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Figure 7: Loan to value ratio 3 or above by Age Groups, HILDA 2007
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These findings suggest that those who do enter lwemership at a young age do so at a very
high risk, borrowing significant amounts to makefapthe deposit gap and reduced time
available to have generated high earnings and gawvirwo indicators of housing risk closely
corresponding with age and high LVRSs are lowesrdfbusing incomes and high income to
housing cost ratios. Borrowers under 44 years eftgpically spend over 40 percent of their
gross median income on housing. The proportioreames to 48 percent for those entering home
ownership under 25 years of age. Borrowers with E\VR80 percent or more pay 52 percent of
their gross median income on housiBgrrowers with high LVRs are left with a gross afte
housing income of $20,48(see appendix 2).

The high proportion of income devoted to housingasenents increases the importance of
continuous employment for households with high LY&specially amongst those with limited
scope for renegotiating new terms on their loarungpborrowers typically enter into home
ownership with two earners; once children arrivegbcond income is often reduced in hours and
also security. While the majority of borrowers witigh LVRs (78%) have one or more members
permanently employed, 22 percent of borrowers Iyl ane member in permanent employment.
Although borrowers with high LVRs are most liketylive in a dual full-time earning household
(42%), a quarter (25%) is reliant on only one tutte income, whilst a further 17 percent have a
full-time and 1 part-time member in their household

The amount of mortgage debt is highest and housewvare lowest for those aged under 45
years and this is borne out in observed differentéise amounts of equity held. While borrowers
are able to accumulate a sizeable amount of efuidb years of age (see appendix xx), this is
largely dependant on when they enter home ownershnfongst borrowers with loan to value
ratios of 80 percent or higher, the average amotieguity held is around $25,329 (median
30,000) or $263,694 lower than the total sampleus€hasers.

® Gross income is equivalised by multiplying annual income by the square root of the number of
persons in the household.
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Building on this profile, Figure 8 reports self essed ratings of prosperity for home owners with
high and lower LVRs. As shown, 37 percent of pusena with high LVRs indicated that they
were just getting along compared with 26 percetit Wi/Rs below 80 percent. They are also
more likely to report that they were poor (5%) camgal with those with lower LVRs (1%) and
are less likely to report that they are reasonabiyifortable (45%).

Figure 8: LVR groups by ratigs of prosperity, HILDA 2007
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Highly leveraged borrowers as shown in Figure Saége more likely to report payment
difficulties, with the proportion increasing as L\iitreases, reaching 10 percent for the most
leveraged borroweré&mongst these leveraged borrowers, around thregeagaare in the first
three income quintiles, indicating that the majoehcountering difficulties are concentrated in
the middle to lower income groups.
Figure 9: Payment Difficulties by LVR, HILDA 2007
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Together these findings suggest that a sizeabjgoption of home owners have over extended
themselves financially in order to access home osimp, especially those in their early to mid
twenties. While a number of young borrowers willdie to absorb unexpected changes to their
income stream by reducing expenditure in othersar@@und 40 percent of new home owners
with high LVRs have little or no room to move basedtheir equity position, constrained income
and self assessed perceptions of getting by.

Conclusions and recommendations

In this paper we have sought to investigate theigdive causes and extent of borrowing risk
amongst young Australian home owners drawing omrtbst recent data sources available. The
broad review of current labour and housing manaids and policies has shown increasingly
worrying patterns of home lending and borrowingogldy and locally despite continued
uncertainty in the employment prospects of manushads of households. Growth in the size of
the amounts borrowed by first home owners at a ofrguch uncertainty is a point in case.

Given the rising rate of mortgage default in Austraconcentrated amongst young first home
buyers employed in the private sector, it is nowetiio draw on the cautionary lessons and
promising strategies from countries which are degliith similar issues at a more advanced
stage. In particular is important to re-assesgérerate causes of mortgage default and the
adequacy of risk mitigating strategies currentlpliace.

Promising risk mitigating strategies aiming to imfoAustralian policy development fall into
three domains. First, they can be grouped accotditigeir role inpreventingmortgage default
by not only promoting savings and improving buygueation but also ensuring responsible
lending. Employment and wage conditions amongshgouortgagors are also critical, and
consequently efforts towards secure and adequedenies are most relevant. Second, strategies
which aim toalleviatemortgage problems when they do occur, such a®pppte handling of
arrears and reduction of mortgage payments ara@eodwe this section, with the aim of
preventing repossessions and stabilising the hgumsarket. Third and most importantly are
strategiepromoting more sustainable housing optidmisAustralian households such as rent to
buy schemes and shared equity, which offer thefblef®me ownership without the burden.
Further a number of schemes to increase oppowsriiti develop affordable housing are also
mentioned.

Building on the results of this paper, and the gyaet causal relations underlying home purchase
in Australia, we therefore recommend a three prdnmicy response incorporating prevention,
alleviation and promotion of sustainable housingams. Recommendations have been grouped
according to their role in reducing mortgage defbyinot only promoting savings and improving
buyer education but also ensuring responsible hgndsiven that employment amongst young
mortgagors is of critical importance, efforts suging job security are also highly relevant.
Second, strategies which aim to alleviate mortgagblems when they do occur, such as expert
independent advice, appropriate handling of arr@adsrenegotiation of mortgage obligations,
can not only prevent repossessions they can alpddstabilise weaker housing markets. Third
and most importantly are strategies promoting nsatainable housing options for Australian
households such as rent to buy schemes and sleauityg, evhich offer the benefits of home
ownership but with a lower cost burden. Towards #nid the following recommendations are put
forward in Table 5 below.

20



Table 5: Mortgage risk amongst young householpsliey recommendations: Prevention, Alleviation &wuktainable Alternatives

Emergent relation | Prevention Alleviation Sustainable alternatives

1 Financial relations 1 Review borrowing norms and 6  Ensure provision of free, easily accessible adfoce 10 Promote sale of standard low risk loans
mediating agency conditions, including deposit households in arrears, via independent financial to those least able to take on risk (opt g
between borrowers, requirements. Households engaged counselors with expertise in the mortgage market | system). The sale of non-standard
brokers, lenders, in less secure types of employment  renegotiation, relief schemes and alternative &nur products with increased risks should
insurers, financial should have other guarantees arrangements (buy to rent). Developments in the trigger requirements for increased
advisors, counselors including larger deposit and lowe Netherlands (AFM, VEH) and Shelter (UK) are of information and require a second
and regulators LVR as a buffer for their increased interest in this regard. opinion.

risk.

2 Require open, plain English and | 7  Ensure the timely promotion of adequate mortgatiefre 11 Review role of Australian mortgage
sufficiently detailed information to households with repayment difficulties to impeov guarantee funds in reducing the cost of
on all loan products and services borrower’s knowledge of support and relief systems finance for low to moderate income
and expand online consumer available to those in financial distress. households, reflect on the role of the
guides on this issue. Translate thjs NHG in the Netherlands, CMHC in
guide into appropriate languages| 8 Ensure that the current Mortgage Relief program is Canada and recent schemes in New
and promote amongst relevant significantly expanded, redefining hardship andngk Zealand to expand access and reduce
communities. into account temporary emergency measures during costs amongst low income households

3 Investigate incentive structure down turns and linked to other strategies such as a
which may promote risky lending potential Buy to Rent scheme, which can assists 12 Ensure there is a free, independent
and require all bonuses and households facing temporary difficulty to remairtheir service for households renegotiating th
commissions to be explicit. homes (either as tenant or part owner). The Blgeot loans with a mortgage broker or bank,

4  Prevent low-documentation loans scheme and Flexible Tenure schemes in the UK are of through which they can rely on for a
by sub-prime lenders and regulate interest. second opinion.
non-ADI mortgage brokers to
ensure good advice, sales practice9  Repossession, especially in an era of negativeyequi
and transparent commissions. must be avoided at all costs. Lenders must develop

5 Publish cases of irresponsible capacity in handling arrears, renegotiating obiayet
lending by disreputable lenders. and agreeing on sustainable short and long term
Identify and publicise through the solutions. Efforts by CML and Shelter in the UK affe
popular media those lenders taking  interest in this regard.

most court actions, as well as
borrower types, and loans kinds

most prone to default.
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Emergent relation Prevention Alleviation Sustainable alternatives
2 Labour relations mediating 1. Continue to monitor metropolitan and 4. Liaise more closely with employment 5.  From more strategic research, to
agency between employers and regional developments in employment assistance agencies including develop an armory of strategies to
casual and permanent (hours of work as well as jobs) Centrelink to disseminate housing support industries vulnerable in
employees and their especially in the private sector assistance advice for recently credit crises and protect their
associations, self employed, jgb amongst first home buyers in weak unemployed home owners to ensurg employees from loss of income,
promotion and employment housing submarkets that home owners with early onset of which are tailored to specific
assistance agencies. payment difficulties obtain timely situations (as in cases of productio
2. Conduct a public campaign to advice, make appropriate strategieg slow down and plant closure).
promote responsible borrowing and access available assistance.
amongst young first home buyers and
other vulnerable groups, in the context
of declining housing prices and
increasing unemployment.
3. Closely monitor types of industries

where employment loss is greatest -
develop greater linkages with indust
to reach potentially vulnerable home
owners in sectors of the economy
particularly exposed to the impacts g
recession, and inform them of
strategies to prevent mortgage
problems.

=
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Emergent relation

Prevention

Alleviation

Sustainable alternatives

3 Land and housing markets
mediating land owners,
developers, investors,
builders, home buyers and
renters.

1. Continue to monitor
metropolitan and
regional developments
in house prices
amongst first home
buyers segments and
geographical areas

Investigate rent to buy and shared equity
schemes involving non-profit housing
associations and public agencies, as
mentioned in this report, which are well
established in Western Australia, South
Australia and overseas as reviewed by
Pinnegar et al (2008), which can expand
options for low and moderate income
households

Ensure that planning and land development
agencies are sufficiently orientated towards the
promotion of affordable housing, in line with
current policy which seeks to do so; potentially
through inclusionary zoning linked to a non-prof
housing developer and further expanding efforts
promote and develop affordable housing efforts
State land agencies.

Significantly expanding the development of

housing options which are more sustainable an
affordable and also able to compete with owner
occupation in terms of security of occupation an
potential wealth accumulation (shared equity,
flexible tenure, rent to buy, etc), which involve
non-profit developers to ensure cost effectivene
quality and tenant responsiveness.

=3
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Appendix 1 Household Income Labour Dynamics in Austlia (HILDA) Survey

HILDA is a nationally representative longitudinalrgey that seeks to interview the same
households and individuals each year. A particsti@ngth of HILDA for this research is a
number of questions relating to individual employneharacteristics allowing a more detailed
understanding of the labour market position of euftble home owners. There are also a number
of questions relating to housing costs, house galealth and debt and several indicators of
financial stress including difficulties meeting rtgage repayments.

The sample of home purchasers included in the HllaDAlysis comprises single property
owners who had reported debt from primary and seooortgages and also from non lending
financial institutions. This group are of parti@ukocial policy concern as any low or negative
equity is the result of buying a home to live ithiex than what might be viewed as a speculative
investment. The analysis of HILDA is also suppletedrby recent ABS data on changes to the
house price index, housing finance and labour faradonal comparisons of LVR rates,
Victorian Supreme Court writs for possession, ag€ata analysed by Standard & Poors and
Mortgage Stress data from Fujitsu Consulting

The latest data available from the survey is fd728nd most of the analysis contained in the
report corresponds with this period. The total neamdf responding individuals in 2007 was
12,789 for a total of 7,063 households. DrawingHbhDA data we identify an at risk sample of
home owners who have Loan to Value Ratios (LVR3®percent of mofe Home owners with
high LVRs have according to previous research, aimiigher probability of default than other
home buyers (Berry et al, 1999 & 2009). The analg$iHILDA is also supplemented by recent
ABS data on changes to the house price index, hgiigiance and labour force, national
comparisons of LVR rates, Victorian Supreme Couitsifor possession, arrears data analysed
by Standard & Poors and Mortgage Stress data fugits& Consulting. A detailed review of the
recent policy and labour and housing market liteeatvas also undertaken to inform
methodology, policy implication and recommendations

The sample of home purchasers included in the HllaDAlysis comprises single property
owners who had reported debt from primary and stooortgages and also from non lending
financial institutions. This group are of parti@ukocial policy concern as any low or negative
equity is the result of buying a home to live ithex than what might be viewed as a speculative
investment. The final sample of borrowers also wdets dependant & independent children.

4 The 80% figure can be justified by the observathat this is when mortgage insurance is required.
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Appendix 2

Total mortgage debt

Home value Equity
Mean Median Mean Median Mean Median
<25yrs 226,568 220,000 312,073 300,000 85,506 60,000
25-34 yrs 225,121 200,000 413,646 370,000 188,525 157,000
35-44 yrs 184,061 155,000 467,956 400,000 283,896 222,000
45-54 yrs 153,432 130,000 500,940 400,000 347,508 280,000
55-64 yrs 140,568 90,000 531,690 430,000 391,122 311,000
65-74 yrs 90,955 70,000 626,079 400,000 535,124 279,320
75+yrs 90,678 50,000 438,375 330,000 347,697 250,000
Total 178,201 150,000 471,407 400,000 293,207 229,000
Weighted purchasers by age — responding individuals
Proportion of income Gross income after
spent on housing housing costs Loan to value ratio
Mean Median Mean Median Mean Median
<25yrs 49 48 23,264 21,674 73.4359 76.0000
25-34 yrs 48 43 28,496 24,261 57.1485 57.5000
35-44 yrs 47 41 25,873 23,036 42.2980 40.0000
45-54 yrs 41 34 30,314 29,386 35.0767 30.0000
55-64 yrs 34 28 34,044 32261 27.8743 21.0526
65-74 yrs 32 25 25,774 23,065 20.0899 13.3333
75+yrs 25 25 28,940 22,236 23.8313 16.6667
Total 44 38 28,660 25,373 42.0826 38.6667

Weighted purchasers by age — responding adultiohails in the first income unit
Proportion spent on has been truncated at 99% tevemove extreme values bring the mean and mesiiaunts closer.
Weighted purchasers by age — responding first ireconits individuals
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Income and Housing Costs

<25yrs
25-34 yrs
35-44 yrs
45-54 yrs
55-64 yrs
65-74 yrs
75+yrs

Total

Annual housing

costs $
Mean Median
21,482 19,812
23,084 20,076
19,256 16,944
17,659 14,400
17,475 13,032
11,623 8,160
10,201 6,036
19,408 16,680

Gross squared

income $
Mean Median
44,357 44,639
51,429 44,616
45,165 41,459
48,661 45,244
51,380 46,986
37,960 34,982
29,568 18,958
48,072 43,664

Total mortgage costs

Mean
1,790
1,924
1,605
1,472
1,456
969
850

1,617

Median
1,651
1,673
1,412
1,200
1,086

680
503

1,390

Gross squared
monthly income

Mean
3,696
4,286
3,764
4,055
4,282
3,163
2,464

4,006

Median
3,720
3,718
3,455
3,770
3,915
2,915
1,580

3,639

Weighted purchasers by age — responding individuals
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