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M.J.BOLEAT

Introduction

This paper is divided into two distinct parts. The first part explains
housing finance in Britain and how British building societies operate
and the second part deals with the prospects for British building
societies and the building society system in the other countries of the
European Community. It will quickly become apparent that the hous-
ing finance system in Britain, like that in other countries, has adapted
to the prevailing economic and social conditions and cannot easily be
applied in other countries. In order to understand this, it is necessary
to examine briefly the nature of housing in Britain and to contrast
the situation in Britain with that in other countries.

Housing Finance and Building Societies in Britain

The Nature of Housing in Britain

The housing market in Britain is different from that in most other
European countries because of the rigid division between rented
housing and owner-occupied housing and also because of the intense
politicization of housing policy. The Conservative Party is primarily
identified with owner-occupation while the Labour Party is identified
with municipal (local authority) housing. Thus, a period of Conserv-
ative Government is likely to see encouragement for owner-occupied
housing while a period of Labour Government is likely to be accom-
_panied by _the promotion of municipal housing. This politicization at
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national level is reflected at local level, where fierce political battles
are often fought over housing.

The table below shows how the housing stock in Great Britain was
divided between the various tenures as at the end of 1977.

Table 1
The Housing Stock, Great Britain, December 1977

Tenure Number Percentage of
Total
Owner-occupied 10,918,000 53.6
Rented from local authority 6,509,000 319
Private rented and other 2,948,000 14.5
Total 20,375,000 100.0

Source: Housing & Construction Statistics, No. 25

Perhaps the most significant feature of the table is that only 14.5 per
cent of dwellings in Britain were rented from a private owner or were
held in some other form of tenure (such as rented from an employer).
This is an exceptionally low figure compared with other countries.
As recently as 1966 25 per cent of all dwellings in Britain were in the
private rented and other sector. The reasons for the decline of this
sector are very simple —

(a) since 1915, rents have been controlled such that the provision of
property for renting has not been an economic proposition;

(b) such are the laws on security of tenure that it is very difficult for
landlords to evict tenants, regardless of the terms of the contract,
and

(c) heavy subsidies are available to local authority housing and tax
concessions to owner-occupied housing whereas private rented
housing enjoys none of these advantages.

The Labour Party in particular has been determined to force the
private landlord out of business and, such is the complete lack of
confidence in this sector, it can be expected to continue declining in
the years ahead. This has severe implications for some sectors of the
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population — in particular the young and the mobile. Whereas, for
example, somebody moving from Britain to Germany could rapidly
expect to find rented accommodation at a reasonable rent, this is not
the case for someone moving from Germany to Britain. There is very
little rented accommodation available on the market and a fairly high
proportion of rented dwellings are rented on terms which are outside
the law.

A second feature of Table 1 is the high proportion of houses rented
from local authorities — that is, municipal governments. The vast
majority of local authorityhouseshave been built since 1945 and nearly
a third of Britain’s households now have the local authority as their
landlord. Local authority housing is heavily subsidised, with tenants
paying less than half the market rent. Inevitably, this heavy subsidiza-
tion means that there is a long queue for local authority housing and
applicants are not able to choose the sort of house in which they would
like to live, and also they have very little choice over the area in which
they can live. If one has not lived in an area then it is not possible to
rent a local authority house in the area, and people who are not
deemed to be needy are seldom, if ever, able to qualify for local
authority housing. The effect of this is to relegate local authority

- housing to what might be called "welfare housing™ and, increasingly,
local authority estates are occupied by the poor and the elderly. When

" people can afford to move out of local authority housing they do so,
notwithstanding the higher costs that will be entailed with owner-
occupation. :

The lack of a private rented sector, together with rigid rules apply-
ing to access to local authority rented housing, means that there is
very little rented accommodation which is available on the market
and thus there is a strong demand for owner-occupied housing. The
proportion of houses which are owner-occupied has increased from
29 per cent in 1950 to nearly 54 per cent today. The increase in the
percentage of houses which are owner-occupied is explained by new
building, and also by the transfer of houses from the privately rented
sector to the owner-occupied sector. That is, on the death of a tenant,
a landlord would normally sell a house rather than continue letting
it out.

The owner-occupied sector alone is the one in which people are -

able to have freedom of choice and therefore it is inevitable that the
demand for owner-occupied housing is very high. Opinion surveys
constantly suggest that some 70 per cent of all households in Britain
wish to owner-occupiers, and, among the younger age groups, the
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proportion is as high as 80 per cent. Indeed, of people in the 25-29
age group, already over 60 per cent are owner-occupiers and building
societies now find themselves giving loans to people under the age of
21(23,000 in 1978).

The Finance of Owner-Occupation

The preceding analysis has made it clear that there is a huge demand

- for owner-occupation, especially from young people. Thus, the situa-

tion is in contrast to that in West Germany where people tend to rent
a house initially and only to buy at a fairly late stage in life. I under-
stand that many, if not most, owner-occupiers in West Germany never
move from the house they purchase. In Britain there is a distinct hous-
ing ladder. Couples frequently buy their first home within a very short
time of marriage. Often the home will be fairly modest and, after four
or five years, another larger home may be purchased, more suitable
for family occupation. A further move up the market might also be
made later on in life and, of course, many households need to move
because of their jobs. However, unlike in West Germany, even mobile
households tend to own, rather than rent, simply because rented hous-
ing is not readily available. The extensive demand for owner-occupa-
tion from relatively young people means that a vast amount of money
has to be found in order to enable houses to be purchased. Not only
is there a strong demand in terms of numbers but, also, because people
have to buy so early in life, they are able to accumulate very little
savings. A typical first-time buyer will contribute only 10 per cent of
the purchase price himself and will expect to obtain 90 per cent in the
form of a loan to be repaid over 25 years. The housing finance system
in Britain therefore has to be able to cope with a large demand for
high percentage loans and the system has adapted accordingly.

Another unusual feature of housing finance in Britain is that it is
totally dominated by one type of institution — the building society.
Whereas in West Germany house purchase is financed by, amongst
others, bausparkassen, mortgage banks and savings banks, in Britain
all but a small proportion of finance for house purchase comes from
the building societies. Table 2 shows the position.

It will be seen that, at the end of 1978, 82 per cent of the total
mortgage debt outstanding was owed to building societies and, during

1978, no less than 95-per cent of the net increase ifi 16afis outstanding
was accounted for by building societies. Before examining building
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societies in detail, it is helpful to describe briefly the activities of the
other main lenders.

Table 2

Residential Mortgage Loans, Great Britain

Institution Amount Net Increase

Outstanding in Lending

End-1978 1978

£m % £m %
Building societies - 3169 82 5096 95
Insurance companies 1,640 4 73 1
Local authorities 2,935 8 57 -1
Banks 1,730 5 275 5
Other public sector institutions 458 1 =53 -1
Total 38,459 100 5,334 100

Source: Financial Statistics, April 1979

Insurance Companies largely lend on more expensive houses and
their loans are always combined with endowment assurance policies.
They have maintained a steady, although fairly low, level of lending
over the past few years.

Lending by local authorities has been very variable with changes
depending largely on political factors. In the early 1970%s local author-

- ity lending increased markedly such that it took over 10 per cent of
the market but, since then, it has been cut back drastically and now
repayments of local authority loans exceed new loans made.

The banks do only a very limited amount of lending for house
purchase and the figures largely represent loans to staff and bridging
finance; that is, short-term loans obtained in anticipation of the sale
of a house or the obtaining of a mortgage loan from a building society.

The Structure and Operation of Building Societies

So far it has been established that most young couples become owner-
occupiers at a very early age and that they require a substantial loan in
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order to do so and, also, that building societies are responsible for a
very high proportion of loans which are made. It is now necessary to
examine in more detail the structure of building societies.

It is helpful, initially, to explain a little of the history of building
societies. Societies have their origin in the late 18th Century and orig-
inally comprised groups of 15 to 20 people who clubbed together their
- savings and skills to build themselves houses — hence the name "build-
ing society”. When all the members of the group had been housed the
building society terminated. In the 19th Century, societies began to
become permanent institutions, accepting savings from those who did
not wish to purchase a house and gradually lending on existing houses
rather than building new houses. Today, the term “building society”
is a complete misnomer in that societies do not build and, arguably,
nor are they “societies”.

Bmldmg societies are essentially very simple institutions. Socxetles
are, in themselves, a special type of corporate organization; they are
not banks or limited companies or any other type of organization.
There is a specific law relating to building societies (the Building So-
cieties Act 1962) which prevents societies from being owned by any
other institution or having direct financial links with other institutions.
Again, this is in marked contrast with the position of the German
bausparkassen. In law societies are mutual institutions, owned by
their investors, although in practice there is little about them which
is mutual. One distinguishing feature of building societies is that their
operations are almost entirely with the personal sector. They raise all
but a small fraction of savings from individuals and almost all their
lending goes to individuals for the purpose of house purchase. The
aggregate balance sheet for all building societies as at the end of 1978
is shown in Table 3.

Table 3
Building Societies: Assets and Liabilities End-1978
Liabilities Assets
Amount Amount
- £Em % fm %

Savings balances 37,568 94.6 Mortgage loans 31,696 79.9
Reserves 1,470 3.7 Cash & investments 7,295 184
Other liabilities 654 1.6 Other assets 701 1.8

Total 39,692 100.0 | Total 39,692 100.0

Source: BSA Bulletin, No. 18, April 1979
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It will be seen that savings balances comprised 95 per cent of the
total liabilities of societies. It is significant that there were no liabilities
in the form of loans from commercial institutions, banks or Govern-
ment. Reserves (the numerical difference between all other liabilities
and total assets), were equal to the relatively modest proportion of 3.7
per cent of total assets. On the assets side of the balance sheet, mortgage
loans accounted for 80 per cent of the total amount. Other assets,
largely office premises, comprised 2 per cent and cash and investments
comprised the remaining 18 per cent. Investments have to be held in a
fairly narrow range of Government and Local Government stock and

‘the liquid funds provide working capital for building societies.

It can thus be seen that building societies are, indeed, simple institu-
tions; their functions being to collect savings from the public and to
on-lend these to those wishing to borrow for house purchase. There
are no conditions other than the obvious prudential ones which must
be fulfilled before an applicant can apply for a mortgage loan to buy
a house. Loans do have to be secured by a first mortgage on the prop-
erty but can be up to 100 per cent of value and the initial repayment
period is normally 25 years although this can subsequently be varied.
Societies will lend up to 2 1/2 times an applicant’s income although
most borrowers do not seek such a high multiple.

Table 4
Building Societies: Income and Expenditure 1978
' £ Rate per £100
million of Mean Assets
Normal Income -
Mortgage interest 2,770 7.50
Investment and bank interest 661 1.79
Commission 65 0.18
Other 11 0.03
Normal Expenditure 3,507 9.50
Interest to investors 2,244 6.08
Tax on interest 667 1.81
Management expenses 363 0.98
Corporation tax . 92 0.25
3,366 9.12
Normal income less normal expenditure 141 0.38
Exceptional income 72 0.20
Surplus added to reserves 213 0.58

Source: Report of the Chief Registrar of Friendly Societies, 1978, Part 2, Build-
ing Societies (HMSO, 1979)
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The income and expenditure of British building societies is as
relatively simple to understand as their assets and liabilities. Table 4
shows the figures for all societies for the year 1978. It will be seen,
on the income side, that mortgage interest accounts for very high
proportion of the total with interest from investments providing most
of the remainder. On the expenditure side, interest paid to investors,
together with tax paid on that interest, accounts for the major propor-
tion. Building societies have as special arrangement whereby they
discharge basic rate tax liability for their investors. This arrangement

_is not intended to represent a concession to building societies but,
rather, exists for administrative convenience. The management ex-
penses form a relatively low proportion of total expenditure.

In order to fund the demand for mortgages, building societies have
to raise a great deal of money and such is the structure of British
financial markets that they must do this on a short-term basis. Whereas
in West Germany and other countries mortgage bonds can be issued it
is not possible for building societies to do this in Britain, primarily for
two reasons —

(a) The notorious instability of British interest rates together with a
high and unstable rate of inflation makes investors reluctant to
invest for a long period of time.

(b) Such is the tax system in Britain that those people on higher
incomes or with a substantial amount to invest are subject to very
high nominal tax rates. Government has recognised that the rates
are unreasonably high and has therefore introduced loopholes to
enable people to avoid paying the higher rates. However, it has
chosen to do so in such a way as to benefit itself. Thus, the
Government issues stock with a guaranteed capital gain in a fairly
short period and this capital gain is tax free. Any other capital
gains on stocks are liable to Capital Gains Tax and clearly no
private sector institution can compete with Government. Also the
Government issues National Savings Certificates with a high tax-
free yield. For this reason, there is no significant bond market in
Britain except the market in Government bonds and thus building
societies and other institutions wishing to raise funds are forced
to do so in the short-term market.

Building societies do, in fact, account for a very substantial share
of the short-term savings market and this is illustrated in Table 5.
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Table §

Personal Sector Holdings of Short-Term Financial Assets, End-1978

Amount Percentage
£m of Total
National Savings - 11,238 15
Bank deposits . 24,490 32
Savings banks 4,494 6
Building society deposits 36,616 47
Other deposits ‘ 463 1
Total _ 77,301 100

Source: Financial Statistics, April 1979

It will be seen that, at the end of 1978, nearly half of short-term
personal sector financial assets were held with building societies.
Societies therefore perform the function that is performed in most
other European countries by savings banks. The growth of personal
sector deposits held with building societies has been huge during the
past decade. As recently as 1966, only 24 per cent of personal sector
savings were held with building societies and thus the proportion has
doubled in little more than ten years.

Building societies raise all of their funds on the open market and
there are no contractual savings for house-purchase schemes (bauspar-
summe) such as those operated by German bausparkassen. This is
the big difference between the bausparkassen system and the building
society system. Bausparkassen lend money to the people who are
contractually committed to provide the funds of the institutions.
Building societies, on the other hand, raise money on the open market
and primarily from people in the older age groups who will never need
a building society loan.

Building societies have to raise short-term funds and, in any eco-

nomy, short-term interest rates are subject to substantial fluctuation
and in Britain these fluctuations have been particularly great. The
Government’s bank rate, a useful barometer for short-term rates of
interest, rose from 9 per cent in the middle of 1976 to 15 per cent by
the end of the year, it then fell rapidly to reach as low as S per cent
in October 1977, since when it climbed back to no less than 14 per
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cent in February of this year. Other short-term rates have moved in
line and thus the competitive position facing building societies has
shown considerable fluctuations. Because societies operate in the open
market, changes in their competitiveness lead to fluctuations in the
money which they are able to attract from investors. This is illustrated
in the graph below which compares the net new money attracted from
investors with an indication of building society competitiveness; in
this case, the difference between the gross rate of interest offered by
building societies and the local authority three-month deposit rate,
which acts as a good proxy for the general level of interest rates which
compete with the building society share rate.
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A change in the inflow of savings from investors means a change
in the capacity of building societies to lend money to home buyers
and when there is such a significant fluctuation in inflow societies
always have to consider changing their lending. However, some of the
pressure can be taken by adjusting the level of liquidity which societies
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Table 6 .

Building Societies: Sources & Uses of Funds (Cash Transactions) -
Period  Sources of Funds Uses of Funds
Cash & Investments
1 2 3 .4 5 6 7 8 9 10 11 12 13
Shares  Interest Govern- Other Re- Total Mort- Other Total Cash& Local British Other
& De- | Credited ment Lia- serves Sources gages Assets Bank  AuthorityGovern-
positss & Ac- Loans  bili- & Bal  Invest- ment
Principal crued ties Uses ances ments  Securities
fm fm fm fm fm fm fm fm  fm
1970 1,213 284 -3 7 99 1,600 1,088 18 494 41 178 215 60
1971 1,700 349 18 1 86 2,118 1,600 24 494 24 67 372 31
1972 1,801 422 -3 89 2,309 2,215 28 66 54 -50 -38 100
1973 1,512 705 -3 109 2,323 1,999 44 280 189 16 62 13
1974 1,165 880 326 209 2,580 1490 61 1,029 152 718 61 106
1975 3,191 1,014 335 208 - 4,075 2,768 38 1,269 24 564 641 40
1976 2,278 1,192 -3 300 3,767 3,618 151 -2 3 -186 172 9
1977 4,722 1425 -1 409 6,549 4,100 131 2,318 292 1,044 680 302
1978 3,367 1,613 —4 36 5012 5,09 98 -182 51 -370 382 -245
1977Q.1 564 389 -2 =359 593 781 57 -245 -362 291 12 -186
Q.2 1,362 353 -2 300 2,014 884 47 1,083 212 435 -37 455
Q.3 1,157 344 -1 285 1,785 1,180 14 591 175 126 300 -10
Q.4 1,639 339 -2 183 2,157 1,255 13 889 267 174 405 43
1978 Q.1 1,049 320 -1 -361 1,007 1,261 26 -280 -224 -200 250 -106
Q2 694 300 -1 272 1,265 1,339 32 -106 47 -131 65 -87
Q3 746 425 -1 118 1,288 1,275 25 -12 85 92 -39 -150
Q4 878 568 -1 7 1,452 1,221 15 216 143 -131 106 98

Source: BSA Bulletin, No. 18, April 1979
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hold. Thus, when short-term interest rates are very low and societies
are attracting a high volume of funds, they build up their liquid re-
serves. Conversely, when societies’ competitive position deteriorates,
liquid reserves are run down so as to enable lending to be maintained
at a high level. This pattern is illustrated in Table 6.

Column 6 of the table shows the total sources of funds available to
societies and, except for a small amount of funds going into other
assets, this total must be divided between mortgage loans and cash and
investments. It will be seen that when the inflow of new savings
picked-up markedly, as in 1975, then holdings of cash and invest-
ments also increased significantly. Conversely, when the inflow of new
savings falls, as in 1976, lending has generally been maintained through
a reduction in cash and investment holdings (in relation to total assets

“if not in absolute terms). This stabilisation policy is illustrated far
more clearly over the past two years. 1977 was a record year for build-
ing societies in terms of new savings attracted and, during the year,
liquid funds were built up by an unprecedented amount. As a propor-
tion of total assets, societies’ liquidity increased from 17.9 per cent at
the end of 1976 to 21.0 per cent in 1977. During 1978 the inflow of
funds fell of but lending actually increased because liquid funds were
run down by £182 million in absolute terms, while the ratio was
allowed to fall back to the level of 17.9 per cent.

However, given the instability of short-term interest rates in Britain,
it is not always possible for building societies to react to changes in
competing interest rates merely by adjusting their levels of lending
and levels of liquidity. When changes in interest rates are substantial
and look set to be long term, it is necessary for building societies to
adjust the rates of interest which they pay to their investors. Societies
do not aim to follow every change in interest rates but, rather, seek to
steer a middle course and they have been remarkably successful in
doing this in the recent past. For example, in February 1979, the
Government found it necessary to increase bank rate by two percent-
age points to 14 per cent but building societies were confident that
this increase would not last and therefore did not increase their rates.
Societies were shown to be correct when bank rate duly fell back by
two percentage points within a month.

When societies do change their rates this is in response to either
an excessive or an inadequate inflow of new savings. Because all the
funds held with building societies are on a short-term basis, it is
necessary for societies to change the rate of interest on all of their
savings and not just on new savings. When rates need to rise, clearly
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Table 7 .

BSA Recommended Rates of Interest, 1969—-78

Shares New Mortgages

Date and Month Effective Rate Effective Rate
Year of Recommendation Date % Date %
1969 14th March 1st April 1969 5.00 1st April 1969 8.50
1971 8th October 1st January 1972 4.75 1st November 1971 8.00
1972 8th September 1st October 1972 5.25 8th September 1972 8.50
1973 12th January 1st February 1973 5.60

16th March 1st April 1973 6.30

4th April 1st May 1973 6.75 4th April 1973 9.50

14th August ) 14th August 1973 10.00

14th September 1st October 1973 - 1.50 14th September 1973 11.00
1975 24th April 1st June 1975 7.00
1976 9th April 1st May 1976 6.50 9th April 1976 10.50

8th October 1st November 1976 7.80 8th October 1976 12.25
1977 15th April 1st May 1977 7.00 15th April 1977 11.2§

10th June 1st July 1977 6.70 10th June 1977 10.50

231d September 1st November 1977 6.00 23rd September 1977 9.50
1978 13th January 1st February 1978 5.50 13th January 1978 8.50

9th June 1st July 1978 6.70 9th June 1978 9.75

10th November 1st December 1978 8.00 10th November 1978 11.7§
Source: BSA Bulletin, No. 18, April 1979

W
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Note: The share rates shown are net of basic rate tax (currently 33 per cent). The mortgage rates are gross.
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Table 7

BSA Recommended Rates of Interest, 1969~78

Shares New Mortgages

Date and Month Effective Rate Effective Rate
Year of Recommendation  Date % Date %
1969 14th March 1st April 1969 5.00 1st April 1969 8.50
1971 8th October 1st January 1972 415 1st November 1971 8.00
1972 8th September 1st October 1972 5.25 8th September 1972 8.50
‘1973 12th January 1st February 1973 5.60

16th March 1st April 1973 6.30

4th April 1st May 1973 6.75 4th April 1973 9.50

14th August 14th August 1973 10.00

14th September 1st October 1973 7.50 14th September 1973 11.00
1975 24th April 1st June 1975 7.00
1976 -9th April 1st May 1976 6.50 9th April 1976 10.50

8th October 1st November 1976 7.80 - 8th October 1976 12.2§
1977 15th April 1st May 1977 7.00 15th April 1977 11.25

10th June 1st July 1977 6.70 10th June 1977 10.50

231d September 1st November 1977 6.00 23rd September 1977 9.50
1978 13th January 1st February 1978 5.50 13th January 1978 8.50

9th June 1st July 1978 6.70 9th June 1978 9.75

10th November 1st December 1978 8.00 10th November 1978 117§
Source: BSA Bulletin, No. 18, April 1979
Note: The share rates shown are net of basic rate tax (currently 33 per cent). The mortgage rates are gross.




the increase in expenditure in the form of interest on savings has to be
paid for and it can only be paid for by increasing the interest charged
to all borrowers. Thus, whenever societies change the rates of interest
which they pay to investors in response to market conditions, they
also need to change the rate charged to all borrowers, including those
with existing loans. The power of British building societies to vary the
rate of interest to existing borrowers and the ready acceptance of this
power by the British public is a key factor explaining the success and
growth of building societies in recent years.

Building societies do not act autonomously in changing interest
rates. Rather, rates to be charged to borrowers and to be paid to in-
vestors are recommended by the Council of The Building Societies
Association — the trade association for building societies in Britain.
Most societies follow the Association’s recommendations. The Council
considers interest rates every month and will recommend changes
when these are absolutely necessary. Table 7 shows how the recom-
mended rates have changed in the past ten years.

It will be seen that there have been several changes in interest rates
in the past two years. At the end of 1976, building society interest
rates reached an all time record high with the mortgage rate being
at no less than 12.25 per cent. Throughout 1977 and in January 1978
there were reductions in societies’ rates such that the comparatively
low mortgage rate of 8.5 per cent was achieved early in 1978. Thus
people who had taken out loans at 12.25 per cent only a year earlier
found the rate of interest they were being charged reduced to 8.5 per
cent. During 1978, the general level of interest rates rose and, on two
occasions, the Council of The Building Societies Association found it
necessary to increase the recommended rates.

Power to vary the rate of interest on existing loans is a vitally im-
portant policy instrument — especially in times of fluctuating interest
rates — in that it enables short-term money to be lent at short-term
rates of interest but safely over a long period of time. It is almost
impossible for any British building society to run into financial diffi-
culties because the rates of interest paid and charged can be varied
together and there is no need for the maturity of assets and liabilities
to be matched, as is normal for financial institutions.

However, the power to vary the rate of interest on existing loans
must always be used very carefully. The Council of the Association
effectively acts as a safeguard to prevent societies increasing their rates
at will. Also, there is political pressure on societies from time to time,
generally to keep the mortgage rate down. However, this pressure has
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been fairly modest during the past few years. Because interest rate
decisions affect existing borrowers as well as new borrowers, it is al-
most inevitable that the rate of interest charged by societies is less
than the market rate. One can always justify charging a market clear-
ing rate to new customers but, because any change in rates must also
apply equally to existing borrowers, normal market forces do not
operate and, as a result, the mortgage rate is continually below the
market clearing level. Consequently, there is always a queue for mort-
gages — although this is not a formal waiting list as is the case for bau-
sparkassen. Sometimes, it is possible to get a loan very quickly while
on other occasions it may be necessary to wait for a few months or
possibly for even longer.

It might seem that a substantial increase in mortgage rates could
lead to financial hardship but, in fact, this is not the case. For example,
although some borrowers took out a mortgage at a rate of 8.5 per cent
early in 1978 and subsequently found themselves having to pay 11.75
per cent at the end of the year, this did not lead to any significant
increase in arrears. This is because building societies will take into
account the fact that mortgage rates may rise when deciding how much
to lend to an applicant. Also, in the event of an increase in rates, it is
frequently possible for borrowers to extend the term of their loan
rather than to meet higher repayments. Thus, most loans are initially
taken out for a period of 25 years but, if rates rise, it may be possible
for a borrower simply to extend the term to 40 years and to continue
the same repayments as before.

The Costs of House-Purchase

Before leaving the British housing finance system, a few brief com-
ments about the costs of housing and house purchase are necessary.
Because most households have to be owner-occupiers, the system of
house purchase needs to be fairly cheap and flexible and, indeed, in
Britain it is. The average home-buyer can expect to pay fees in order
to complete the house-purchase of about 1 to 1 1/2 per cent of the
purchase price. For higher priced houses, a Government stamp duty
of up to 2 per cent of the purchase price also has to be paid. House-
purchase is made comparatively easy thanks to a highly skilled legal
system and, also, the fact that most land in Britain is now registered
with the Government’s Land Registry.
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Given that some 60 per cent of young people are now owner-occu-
piers, it is obvious that housing in Britain must be fairly cheap. The
average house price is generally about 3 1/2 times national average
earnings and there is a wide range of houses from which home-buyers
can choose. Only 17 per cent of building society lending is on new
houses and a quarter of lending is on houses built prior to 1919. It is
these older and cheaper houses which often are the first home for
many young couples. In 1978 it is estimated that some 45 per cent of
people buying houses for the first time in Britain had earnings below
the national average and many families on very low incomes do succeed
in becoming owner-occupiers.

The Prospects for the Building Society System in the
European Community

The Current Position

The obstacles to British building societies operating in the other
countries of the European Community are not restrictions imposed
by the European countries but, rather, restrictions imposed by British
law. While it does not explicitly say so, the Building Societies Act
1962, which governs the operation of building societies in Britain,
effectively restricts societies to lending on the security of property
within the United Kingdom. Section 1 of the Act lays down the pur-
pose for which societies exist — to raise funds from the members of
the society to make loans to members on the security of freehold or
leasehold estate — and this type of tenure exists only in the United
Kingdom. It follows that before British building societies can lend
abroad, it will be necessary for the British Building Societies Act to be
amended. However, it should be stressed that the building society
system (basically an open system with a variable rate mortgage) can be
operated by organizations which are not building societies in law.
Thus, in West Germany, savings banks operate a version of the "build-
ing society system”.

The first step taken by the European Community towards integra-
tion of housing finance was the issue, in December 1977, of the First
Council Directive on the Co-ordination of Laws, Regulations and Ad-
ministrative Provisions Relating to the Taking-up and Pursuit of the

Business of-Credit- Institutions:~Building societies come within the
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scope of this Directive. The Directive required member-societies to set
up procedures for the licensing and authorising of credit institutions
with any necessary domestic legislation being enacted within two years
following its notification — that is, by December 1979. However,
Article 2.5 of the Directive entitles member-states to defer the applica-
tion of the Directive where such immediate application would cause
technical problems which could not be overcome in the short-term.
The British Government has invoked this Article with respect to build-
ing societies giving as the reason the lack of Parliamentary time. The
deferment can apply for a maximum of eight years. However, work is
going ahead with a view to amending the Act and the likelihood is
that, by the mid-1980°s, the necessary legal formalities will have been
completed.

There are also many administrative difficulties in the way of build-
ing societies operating in the European Community. For example, it
has already been mentioned that building societies have a special tax
arrangement whereby they discharge the basic rate tax liability of their
investors. However, investors not liable for tax are not able to reclaim
this tax and this provision has, for many years, been an obstacle for
people outside the United Kingdom investing money in British build-

- ing societies, even if the money itself is held in Great Britain. If build-
ing societies are to operate effectively in Europe it will be necessary
to negotiate tax arrangements, both with the British tax authorities
and with the national tax bodies in other countries. In most cases, it
can safely be assumed that the normal tax provisions in those countries
could be applied to building societies.

Why Should Building Societies Wish To Operate in Europe?

Before examining in too much detail the technical problems which
building societies would have to overcome, it is worthwhile asking
why housing finance institutions should seek to operate across state
borders. In this context, it should be noted that, in the United States
of America, the restriction of savings and loan associations to branch-
ing within single states (and, until recently, to branching within much
smaller areas) has not prevented the establishment of a common
market in housing finance because of the existence of a large second-
ary market in mortgages. It is not, therefore, self-apparent that an

. integration of housing finance systems requires cross-frontier opera-
tions by individual institutions.
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One legitimate reason for housing finance institutions seeking to
operate abroad is to service expatriates. There are already many Brit-
ons working in the various Community institutions in Brussels and
elsewhere and, given the increasing internationalisation of business,
more and more Britons can be expected to work on the European
Continent, in the same way that more and more foreigners are now
working in London. It may be argued that British people working
abroad would prefer to use an institution which they know to finance
their house purchase (a bausparkasse already caters for West Germans
working for the Commission in Brussels) and this would also assist
them in obtaining housing finance when they return to Britain. How-
ever, there is one immediate drawback with such an argument in that
it is only in Britain that owner-occupation is an essential form of
tenure for internationally mobile people. British people going to work
in Brussels normally expect to work there for only a short period and
the ideal form of tenure is rented housing and, of course, in Brussels
there is an adequate supply of rented housing on the market. The high
taxes and charges which have to be paid by housebuyers in Belgium
also add to the pressures on those living there to rent. Indeed, it could
be argued that there is more of a need for foreign institutions to come
to Britain, where it is not so easy for foreigners to obtain housing,
than it is for British institutions to go abroad. .

Building societies are competitive institutions and one of the attrac-
tions of operating abroad must be to meet a need and to expand the
service which they offer. Owner-occupation in Britain is rapidly reach-
ing saturation level, largely because of the high number of houses
owned by the local authorities. Also, the rapid expansion of building
society branch offices in Britain seems likely to come to an end within
the next few years. Europe, on the other hand, seems to combine
fairly high savings with a fairly low level of owner-occupation and,
thus, there is probably a need for a big increase in finance for owner-
occupation. Movement into Europe would be a natural progression for
building societies. Originally societies operated in small local areas,
but, as people have become more mobile they have developed into
national organizations. European integration suggests that societies
should now seek to become European.




The Applicability Of The Building Society System To
Other European Countries

The one attraction which the building society system can offer,
whether operated by British building societies or other institutions,
is that of simplicity. High percentage loans can be obtained from a
single institution without the need for saving for a long period. How-
ever, in order for this to be achieved, building societies must first raise
the necessary finance.

The Building Societies Association has already done some research
into conditions in the housing and mortgage markets in Western
Europe and the results of this research enable a number of conclusions
to be made. The first is that the simple building society system, as
operated in Britain, cannot be operated as it stands in other countries
because the conditions in other countries are not the same. On the
other hand, there is little point in building societies moving into
Germany and operating exactly the same service as the German bau-
sparkassen. Thus, it would be necessary for any European housing
finance institution wishing to trade across national frontiers to try to

retain the basics of its own national system but to make whatever
" adaptations are necessary for operation in another country.

A second factor which has become apparent is that in the foresee-
able future there is little scope for savings raised in one country being
used to finance owner-occupation in another country. One can glibly
talk about monetary union being achieved by a certain date but mone-
tary union is not something that can be arranged by the politicians or
Eurocrats but, rather, is an economic phenomenon which can only
result from economic integration and that will not be achieved by the
European Monetary System, the snake, the snake within the tunnel,
fixed exchange rates, semi-rigid exchange rates managed floating ex-
change rates or any of the devices which the Commission produces
on a regular basis. Rather what is needed is for labour and capital to
move throughout the Community in response to market force. My
own guess is that we will be lucky to have a monetary union in
Europe by the year 2000. After all, Italy has now been a unified
country for nearly a century and yet far from assisting economic
integration monetary union has contributed to the split between the
rich North and the poor South. Thus, if building societies wish to
operate in other countries then they will need to raise the funds in
these countries. In any event, exchange control would, in the short
term, inhibit the export of capital from the United Kingdom.
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Having overcome the administrative, technical and legal problems,
building societies would face immense marketing problems if they did
try to set up operations in other countries. One thing which building
societies do not do in Britain is market mortgage loans. For reasons
which have already been explained, the demand for mortgages always
exceeds the supply and thus no effort at all is needed in order to lend
money. As a result, building societies have no marketing expertise in
this field. This is in contrast to the position in Western Europe where
it is normal for mortgage loans to be advertised. Building societies
would therefore need to develop marketing techniques on the mort-
gage side and they would have to be offering a service which is not
already available from other institutions. There is keen competition to
provide mortgage loans in most European countries and British build-
ing societies would find themselves in the difficult position of having
to compete for mortgage business — something which they have not
done in Britain since the 1930's. A psychological barrier also needs to
be overcome in terms of marketing loans. German home-buyers may
not readily accept British building societies as British home-buyers
may not accept bausparkassen. The psychological barrier in European
integration is greatest for those institutions which deal directly with
the public.

If the traditional building society service was to be offered in Euro-
pean countries — either by British building societies or by other insti-
tutions — another problem would immediately be encountered in that
the system depends on raising savings direct from the personal sector,
through the establishment of branch offices. West Germany, in partic-
ular, is exceptionally well served by savings institutions and it is
doubtful whether any foreign institution could hope to make much of
an impact in the personal savings market. It is probably fair to say
that it would be easier for any housing finance institution to operate
in a different country if, in that country, the money was raised by
large bond issues or direct loans from institutions such as pension
funds.

To the Briton, it might seem that West Germany would be an ideal
place for building societies to set up — partly because the level of
owner-occupation is so low and, also, because building societies can
provide high percentage loans with a relatively short saving period.
However, while all this is true in respect of Britain, it is doubtful if it
could be true in respect of West Germany. Although the German
method of house purchase looks complicated, because of the need to
use several institutions, I gather that, in practice, it is not nearly so
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complicated in that packages can be put together by brokers with
comparatively little difficulty. Also, it is doubtful whether a high
percentage loan would be very welcome in Germany, given the excep-
tionally high price of housing which does mean that it is essential for
purchasers to put in a substantial deposit.

The preceding analysis has suggested that it may be difficult for
British building societies to move into certain European countries
through the establishment of branches and by offering their tradi-
tional service. The British building society system has responded to
conditions in Britain and cannot easily be transplanted into other
countries. The question therefore remains of whether some of the
better features of the British system could be adopted in other Euro-
pean countries or whether British building societies can find some
other way of operating in the other countries of the European Com-
munity. '

With regard to the second point, there is undoubtedly scope for
" building societies to come to mutual arrangements with similar insti-
tutions on the Continent. At their very loosest, these arrangements
could be that each institution undertakes to treat each other’s cus-
tomers on equal terms with its own. Thus if someone purchasing a
house through a bausparkasse in West Germany moved to Britain, the
linked building society would agree to give him a loan immediately
and, equally, if a Briton with a building society mortgage moved to
West Germany the bausparkasse would give him all possible assistance.
I understand, in fact, that some such arrangements already exist,
although only to a very limited degree.

Such mutual arrangements could be extended where institutions
are able to take a financial share in each other. It seems unlikely that
British law will ever be amended such that it will be possible for
foreign institutions to purchase part of a building society and it must
still remain doubtful whether building societies will be able to take a
financial stake in similar organizations abroad.

Some Thoughts For The Future

My own guess is that the internationalisation of housing finance in
Europe will primarily take place through mutual arrangements be-
tween existing institutions specialising in housing finance, together
with moves into those mortgage markets in which the supply of funds
is inadequate to meet the demand (such as in Britain), by financial
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institutions (like banks) which already operate across national frontiers.
Indeed, in Britain, it is the American banks who already seem likely to
provide the major external competition to building societies. Banks
tend to have a competitive advantage in that they are relatively free to
do as they wish, within the general laws (and in Britain, unlike other
European financial centres, there are virtually no controls over foreign
banks) whereas specialised housing finance institutions are heavily
circumscribed. It is the hope of British building societies that the law
will be amended such that they are not a competitive disadvantage.

At the end of the day, it does need to be remembered that the
objectives of the European Community can be achieved without hous-
ing finance institutions operating abroad. Rather, what is essential is
that the mobility of labour should not be adversely affected by the
failure of housing finance institutions to provide for people who wish
to move between countries. At the very least, there needs to be an
exchange of information and staff between countries such that ade-
quate information is available to people moving abroad. It is then a
‘comparatively short step for mutual arrangements to be established
between, say, a building society and a bausparkasse, and in the short-
term this is certainly a fruitful area to explore.

Summary

(a) There is a rigid division between owner-occupied housing and
local authority rented housing in Britain. There is only a very
small market rented sector. Thus, there is a strong demand for
owner-occupation.

(b) Building societies are currently providing over 95 per cent of the
institutional loans for house-purchase.

(c) Building societies are very simple institutions whose activities
are confined to collecting savings from the public and making
loans to home-buyers.

(d) Such is the volume of funds that societies need to raise, they must
do so on the open market'and on a short-term basis. Thus,
societies are very vulnerable to changes in the general level of
interest rates and they need to be able to adjust the rate paid to
all their investors and to pay for this they must adjust the rate
charged to all borrowers.
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(e) It is comparatively cheap to buy a house in Britain, both in terms
of the house price paid and, also, the costs of purchase.

(f) The obstacle to British building societies operating abroad is
British law, not the law of other countries.

(g) British building societies have already been deferred under the
December 1977 Directive.

(h) The simplicity of the building society system may have its attrac-
tions in other countries.

(i) However, building societies rely on taking retail depositsand there
is extensive competition in this market already. Also, in most
other countries, there is competition to grant loans for house
purchase.

() There is scope for mutual arrangements between housing finance
institutions.
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Facts about Building Societies

_ History

The first society was in
Birminghsm in 1775. The ulIz societios comprised 20
0Of 30 people who made a weokly.contribution (o the
socioty, mpvocaednbemguudlobmldouhmbu
8 house. When afl the members had been housed the
Conbiibutions ceased end the society ended iis life,
hence the name “lerminating™ sociebes.

Inthe 0040'1 the lisi “permanent™ societies

d. The: from people
who did not wml houm Inlorest was paid 1o
“investors™ and o pay for this, interest had to be
charged lo borrowers.

Thioughou! the 19th Century 8 succession of laws
were enacted which had the effect of restricting the
operation of societies lo theu present functions o!
ptoviding & homae lor savings and making home loans.

The 20th Century has been cheraclerised by &
reduction in the number of societies through
amalgamations but there has been a huge ncrease in
theis scale of operations as the fotiowing 1able shows.

Numdee of  Numberof Amout  Tow
Number of Shere Accounts Borrowers Advanced Assets
000

Personsl Sector Liquid Assets - End 1977 Buliding Society Lending
Insttuson tm Percenisge of Yol Yoar 9
Butding Socutes Number Amoundt Number Amount Number
Banks 3:;’ g olloss Lew oflosns Led ollose Lew
Natonal Savings 12819 z? 000s fm 000 €m O0OW €m
- -
T e bad ::r: :n 1125 388 a9 1 ns 6097
W7 122 A §S 8389 M7 e8n
iichewabrs on domend o 1 short it and an
are withdrawable on de or af 0 and are
therelore highly tiquid. Fixed tarm savings (generally for Bulding socleties tend "o,“mmm
2,3 or 4 year terms) account lor 10 per cent. end qurmwl N""o' and agos of dwotings
regular savings account for the remaining 3 per cent. 110 buitding socicbes in 1977.
Nding Loane, 1977
The Role of Socletles Ouliding Soclety Loane
In the Housing Market Type of Dwelling Age of Dwoling
Atthe end of the War, al!m«ovouqu‘mfdnl

were owne
well over hall and rising. fholonovdnanbluhowsm-
d»smb’mlgn ©of houses by tenure in Grea! Britain at the
end of 1977.

The qu‘wumuhwhlouw
of buildi 977

Yoo Soceetes s 000's m m
" 21208
190 1.2 626 L] i Housing Stock, Grest Britala - End 1977
o iom W om an

X 1449 1
19 952 2088 1.503 %8 Number of ’OWW' of
1950 ;g gﬁ: ;;o: ”: Tenurs Houses (000's) otal

.34 .
1920 481 10.268 688 10819 Owner-Occupied lo l "’ 338
1978 384 19.991 4.609 20,202 Locel Authorty Rented FIE)
1977 29 225% 483 kTS Pivale & Oter 2 N “s
Towd 20378 1000

The Role of Bullding Socleties
in the Savings Market

Butlding societies are, in eflect, huge savings
banks All but 8 very small proportion of building soclety
savings 810 hold by Individuals and it is estimated that
over a third of af) adults {18 million individuals) hold
building soclaty accounts. In 1966, under a quaner of
8l porsonal “liquid™ savings were held with bullding
socielies; now the proportion ks nearly one halfl. The
foliowing table shows the distribution of persona! sector
liquid assets at the end of 1977.

Over 60 per cont. of young couples now become
owner-occuplers and over 90 per cent. of institutiona!
home loans aro provided by buildmg socicties; the

d by local and

ing p
Insurance companies.
Tho butk ol building society londlno ison omma
father than new houses. The Jevel of lend
Iincroased markedly in recont years as the louowinq
table shows.
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The Operation of
Bullding Socleties

Buliding socleties ere simple institutions:
Mbwowkt?anhmm mv;'zmlmd""

Interest Rates
In order to meet the demand for morigage loans,

socielies have 10 raise 8 huge volume of tunds and it is -

m’ygouib!e»domhmum-mmbm. i

Societios operale on 8 very nartow margin
betwean borrowing and lending rates. At present, most
of the money raised by societios is at an interest rate of
8.00 per cont. Societies discharge the basic cate tax
liabitily of their inveslors and for each 8.00 per cenl. they
ry foinvestors they pay 2.32 per cent. in Income

ax. The difference between the cosl of societies’
savings and (heir lending rate Is accounted for by
managemen! oxpenses, the surplus which socielies
need lo mai their and the tax pay on
this surplus. The lollowing table shows, in more detail,
the normal income and expenditure of societies in 1977
per £100 of assets.

] g 8 income end & diture, 1977
Income Expendiiure
3 [
por £100 por £100
ol Assets Of Aseets
020 [CZX) Over income 038 Corporstion Yas
107 7% | tewestmens oe2 Suphn
poeed Intorent

%
(13
L —
088
232 |24% | Income Tex
(113

. . Share & Depost
bl w 40 nterest
won L_J 0 L] (rotoscen

need 1o keep the rate of interest on ali their
savings a1 a competitive level and this means periodic
adjustment of the rate of interest on alt their mortgages.
However, societies do not change their interest rates
every lime other rates change: rather, they altempt to
even out the peaks and troughs. The following table
shows the rates led by The Building
Sociebes Association over the past few years.

Buliding Soclety Interest Rates

Oarwe Morgage Raw Share Rate
- L)
Seplermber 1973 100 7.50
Aprd 1975 —_ 700
Aprd 1976 1030 6350
191 228 780
Aprd 1977 " 700
June 1977 10 50 e
19 95 800
1978 8% $%0
June 1318 975 8170
Novernbder 19768 "nrs 000
The Bullding Socleties
Assoclation

The Building Societies Association, which was
founded in 1869, is the trade association for the
building society industry. Currently § has 228 member-

i and their assets rep! over 89
per cent. of the tota! assels of all building societies. The
Assocuation is atways willing to provide information on
building socisties and housing and will supply, on
request, copies of its regular quarterly publication the
BSA Bulietin and the leafiet Housing Facts.

Enquiries should be addressed to The Buliding
Socleties Association, 14 Park Street, London, W1Y
4AL. 01-629 9958/01-449 6549/01-491 3388.

Sources: Annual Repoms of he Chief Reglstrer of Bullding Sociees;
‘rg:nav Sta239Cs; Housng end Consruceon Staesics;

November 1970.




Distribution of Bullding Soclety Mortgages (United Kingdom) 1978

(United Kingdom)

HousingF

Mortgege Loens (0008}
Ve

Housing Facts March 1979
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