Building Societies and
Housing Finance in Britain

by Mark Boleal

Editor's Note: This is the second in a series of articles
about America’s building und savings and loan
counterparts in other countries. The author is depuiy
secretary general of The Building Societies Association
of Britain, headquartered in the Mayfair district of
London. The views expressed in this article are those of
the author and do not necessarily refiect the views of
the Federal Home Loun Bank Board.

The development of building societies and, more
generally, of housing finance in Britain is relevant to
students of the savings and loan industry in the United
States because of the significant similarities in the two
countries, In both countrics, owner-occupation is the
most common form of lenure and unlike, for example,
on the Continent ol Europe, loans for house purchase
are provided predominantly by specialist institutions,
the building socielies in Britain, and the more aptly
named savings and loan associations in the United
States. (Contrary 10 their name, building societies do
not actually build nor arc they societies. Unlike their
counterparts in the United States and other countries,
they simply have not changed their names from their
origins of more than 200 years ago when they were
truly **building societies."")

However, there are also differences between the two
countries, differences which can help each country
learn from the other, The most significant difference is
thar the savings and loan industry in the United States
is far more regulated than the building societies in
Britain. (Ar least, that was the casc prior 10 the passage
of the Garn-St Germain legislation by the US Congress
n October 1982.) For example, in Britain, there have
been and are no regulations on interest rales that can
be paid or charged and no limitations on the geograph-
ical operations of individual financial institutions, the
fatter having been changed in America recently for
emergency situations by former Federal Home Loan
Bank Board Chairman Richard T, Praut.

This article briefly sets oul the present state of hous
ing tinance and building societics in Britain and, where
possible, makes comparisons with the United States.

Housing Finance in Britain

In order to understand how the housing finance
market operates in Britain, it is first necessary to
understand a little about housing, Owner-occupation is
now the most common form of tenure, accounting for
57.5 percent of all dwellings. However, owner-
occupation 1s a relatively new phenomenon in Britain,
unlike the United States where the majority of homes
has been owned since the beginning of the Century.
‘The proportion of owner-occupied dwellings was a little
more than ten percent in 1914 and, as recently as 1950,
it was only 30 percent. The growth of owner-
occupation has largely been accounted for by the
transfer of dwellings from the private rented sector
where restrictive legislation has made it increasingly
uncconomical for landlords to rent out property.
Nearly one-third of homes in Britain are rented from
local councils (governments), a very different position
from that in the United States. The present government
is energetically implementing a policy of selling council
houses to tenants and this has helped contribute Lo the
growth of owner-occupation in the last tlwo or three
years, in particular.

In practice, most newly formed households have litde
choice but to seck to become owner-occupicers. There is
virtually no private rented housing left and council
housing is not generally available (o single people or to
childless couples. Even when it is available, the bureau-
cratic manner in which it is allocated is no longer
aceeptable to most households who wish to exercise
some degree of choice as to their home. Eighly percent
of young people have expressed a wish for owner-
occupation and as many as 60 percent of all houscholds
are owner-occupiers by the time they are age 30. The
housing finance system has had (o adapt to be able to
help young people, inevitably people with comparative-
Iy modest incomes and savings, 10 be able to buy their
homes.

Until fairly recently, building societies held a virrnal
monopoly of the supply of mortgage finance. They
accounted [or some 80 percent of outstanding mortgage
debt and their share of new loans rose as high as 95
percent in the late 1970s, 1t is helpful to examine why
the state of allairs, virtually unigue in advanced coun-
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Table 1.—Loans for House Purchase, 1981-82

1981 1902
Institution Nct Advances Balanges Quistanding Net Advances Balances Outstanding
im Percent £m Parcant {im Percent £m Parcen]
Building societies ... .. .......... 6,331 f4.5 19053 ™~ 7885 581 56 53¢ P
Local authoeities .. ............... 262 26 3,905 63 535 ie L42) 59
Insurgnce companies and pension
funos ....... 209 24 2204 38 170 1.3 2374 3N
Monctary sactor ..., 2,240 228 5340 BE { 4 680 4.2 { 10,297 136
- 0 SRR R e 182 1.8 27 05
Othess . ....... Jau an 1,169 1.8 320 2.4 1489 20
L - W I 2 9422 1000 61958 100.0 13,570 100.0 49 100.0

Sources: Fanancha) Starisrics and Builting Socictics Azzociation estimatas.

tries, existed. The banks and savings banks are the
natural mortgage lenders in most countrics, together
with specialist institutions such as building societies. In
Britain, the savings banks are very small compared
with building societies, largely because they have been
under yovernment control and have not been allowed
(0 operate with competitive interest rates. Until two or
three years ago, they did little more than hand over all
the savings they collected to the government and they
did not offer loans at all. The commercial banks were,
throughout the 1960s and 1970s, subject to an array of
direct controls on their lending and deposit-taking
activities, all of which had the effect of limiting their
ability 1o take on new business. Moreover, the banks
traditionally have been more orientexd towards the cor-
porate customer rather than the individual and, to a
large extent, they were content to leave the field of
morlgage loans and, indeed, also the savings market, to
the building societies. Thus, largely through default,
building societies became not only the significant pro-
viders of loans to the rapidly growing owner-
occupation market, but they also came to dominate the
personal savings market, accounting for nearly 50 per-
vent of the liquid assets of (the personal sector and
perhaps as much as 70 percent of what might be
described as the genuine short-term savings of
individuals.

Over the last two or three years, there has been a
marked change in the situation with building societies
having to face significantly greater competition. The
savings banks are gradually moving from the public
sector into the private sector and have been allowed to
make mortgage loans and have rapidly developed this
form of lending, although it remains very small in rela-
tion 10 that undertaken by building societies. More
importantly, the banks were, in 1980, freed from most
of the direct controls under which they operated, the
governmenl realizing that operating monetary policy
through acting on the banks alone was not only unsuc-

cessful, but it also unfairly inhibited the banks in com-
peting with building socicties. The banks responded to
their new-found freedom by aggressively entering the
home-loans market and also extending the range of
their savings products. By the end of 1981, they
accounted for no less than 40 percent of new mortgage
business although, more recently, they have been cut-
tng back on their lending and seem likely to be content
with perhaps 20 percent of the market. Table 1 shows
trends in lending for house purchase over the last few
years.

Broadly speaking, there are no regulations governing
house purchase loans. Lenders are [ree to lend as much
as they like in relation Lo the value of the house and in
relation 1o the income of the borrower, There are no
laws restricting the rates of interest which may be
charged and, for many vears, all loans have been made
on the variable rate basis. Modern morigage contracts
permit lenders to vary the rale of interest on existing
loans with as little as seven days’ notice and there is no
limitation on how much or how frequently rates can be
changed. Thus, between June 1978 and December 1979,
maost borrowers experienced an increase in their mort-
gage rales from 8.5 percent to 15 percent. More recent-
ly, during the course of 1982, most mortgage rates
declined from 15 percent at the beginning of the year
to 10 percent at the end. Although changes in the mort-
gage rates are items of significant public interest,
affecting, as they do, about a quarter of all
households, they are readily accepted by the British
public and have not caused the problems that many
seemed (0 [ear when variable mortgage rales were
introduced in the United States,

It is significant 10 note that, until March 1983, inter-
est on mortgage loans of up to £25,000 (approximately
US$39.400), a little below the average house price,
qualified for tax relief at the borrower’s highest
marginal rate, This limit had been in force since 1974
and since then house prices have increased by some 250
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Table 2.—Classification of Building Societies by Asset Size, End 1981

ABSelS Number of Percentyge Total Assels Parcantage
Sacieties ot Tatal m of Total

o xR e L A ST ST AL S K i 20 34077 651
O LT00 mollion up 10 £3,000 milkicn .. .. A P AT AR B 48 17.0% 278
Over ETGOmillionupto £700mMIMGN . .. .oove e e icccceennnnnnnn B4 5575 9.0
Owar EAOMillion up o L1 MIBON. . ...t c e ieiiieenennn 18.2 37 6.0
Over 2millionup Lo L0 mMilION, . ... s rrnnnanns 418 1359 22
O 0 ERIII - e e e o Y i o e e 247 27

B O o e e m e e e o B ey 100.0 61,809 100.0

Source: Building Societies in 1891, The Building Societivg Association, Londan, 1982,

percent. In March 1983, the government granted a
modest increase in the imit—to £30,000—but it will
still affect a significant number of first-time buyers.

Building Societies

It is apparent that building societies are central (0 the
housing -finance system of Britain and it is relevant to
examine in detail their method of operation and to con-
trast it with that of the American savings and loan
associations.

The first societies were established in the late Eight-
centh Century. They were true ““building socictics™ in
that they comprised of small groups of people who
pooled their resources to build themsclves homes. Dur-
ing the Nineteenth Century, societies moved rapidly
from being self-help building organizations to lnancial
mstitutions lending for house-purchase. Building
socicties were given legal recognition in 1836 and, in
1874, the first comprehensive legislation governing their
activities was enacted. Much of this legislation 1s sull
intact today.

Building societies are subject to special legislation
and not the normal law affecting corporations. Current
legislation is the Building Societies Act 1962, rogether
with various statutory instruments made under that and
other Acts of Parliament. Sccrion [ of the Act states
that the purpose for which a building sociely may be
cstablished *‘is of raising, by the subscriptions of the
members, a stock or fund for making advances 1o
members out of the tunds of the society upon security
by way of morigage of frechold or leaschold cstare.™
The Act 1s restrictive and societies are able 1o do only
those things specifically prescribed by legislation.
Building societies are all mutual, that s, they are
owned by their investing and harrowing members. This
mutual status presents some complications in that most
huilding society customers want only to be depositors
or borrowers and have no wish 1o take part in the
management of their socicties.
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The Act lays down strict rules on how societies can
raise and use their funds and it limits the kind of
business which they can do. Societies cannot indulge in
activities other than raising funds or making house-
purchase loans unless these are closely related to those
lines of businecss. Morcover, their form of ownership
means they can neither have subsidiaries nor can they
be owned by other organizanions. There is a sharp con-
trast here with the position in the United States, where
savings and loan associations ¢an be subsidiaries of
other commercial organizations and can engage in
activities such as house building, real estate brokerage,
and consumer lending through service corporations,

Building societies are subject to very few and modest
prudential regulations and they have to face no more
than two or three new regulations a year. The most
important of these is a requirement that liquid funds
should be not less than 7.5 percent of total assets and
reserves (net worth in American terms) should exceed a
certain minimum depending on the size of the society.
The minimum varies {rom 2.5 percent of assets for the
smallest socicties going down to 1.25 percent of any
assets exceeding £1,000 million.

Building societies, like savings and loan associations,
have their own regulatory body. This body is called,
somewhat quaintly, the Registry of Friendly Socictics
and the relevant official is the Chiel Registrar of
Friendly Societies. The Registry is a very small
organization compared with the Federal Home Loan
Bank Board, employing some 120 staff and only a
quarter of its work concerns building societies.

The number of building societies has fallen quite
significantly during the Twenticth Century, largely as a
result of small societies going out of business and
mergers 10 create larger units. At the end of 1982, there
were 227 building societies, a sharp reduction compared
with a figure of 456 as recently as 1972.

Because building societies are able 1o operate
throughout the entire country, the industry is much
more concentrated than is the savings and loan industry
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Table 3.—Building Societies’ Assets and Liabilities, End-1981 and End-1982

Liabilities Assets
1961 1962 1981 1962
£m Percent im Purcent Im Pescent im Pargent

Shares .. .. 55455 89.7 66,468 S0.0 Martgages .. .. ... .. 48854 7a0 56,894 o
DRI o s O 2,540 4.1 2453 4.0 Cashand Investments .. 12,060 195 15197 086
WO . oo e 38 .l 120 0.2 Office pramises ___ ... 726 1.2
Taxation snd other . .. 1,498 24 1,510 20 Other assets ... ... . 180 0.3
General reserves L. 22ma 37 2,765 37

Totah ... . _____. 61,800 100.0 7iua5 100.0 - ISP h et A 61,008 1000 73886 100.0

Sourca: The Building Sccietins Association

in the United States. Table 2 shows the distribution of
societices by size at the end of 1981.

It will be scen that the five largest socicties accounred
for no less than 55 percent of the total assets of the
industry, This is in sharp contrast with the United
States where the largest 100 associations account for
only aboul a third of the total asscts of the industry.
The largest society, the Halifax, can claim (o be the
biggest in the world, although mergers between Califor-
nian savings and loan associations and movements in
the sterling/dollar exchange rate are capable of affect-
ing this position! The twelve socictics immediartely
below the largest five accounted for a further 28 per-
cent of tofal assets at the end of 1981. These socielies
operate throughout most of, if not all, the country,
and have to compete against both the large national
societies and strong regional societics. Two significant
mergers within this group of socicties have recently
been announced. The very small societics, those with
assets under £2 million, are so small as (o be insignifi-
cant for most purposes, bul there is a large number of
societies operating from just one office, or perhaps one
head office and a few neighboring offices, which still
form a significant part of the building society industry.

Like savings and loan associations, building societies
operate through networks of branches and there are no
limitations on the number of branches they may have
or where these branches are located. However, a build-
ing society branch counts as an office in terms of plan-
ning permission (zoning, in the American sense), and it
is not always casy for socielies to obtain the necessary
permission to establish in town centres. There has been
& very rapid growth in the number of branches in re-
cent years—from 3,719 in 1976 to over 6,500 in 1982.
However, the rapid expansion of branches has now
ended.

Societies also operate through agents, typically pro-
fessional firms such as solicitors (atcorneys), account-
ants, and estate agents (realtors).

Because building societies are confined to operating

in two markets, their balance sheel is extremely simple,
Table 3 shows the assets and liabilitics of societics at
the end of 1981 and 1982. It will be seen that shares
accounted for some 90 percent of the liabilities of
societies and that deposits accounted for a further four
percent. In practice, shares and deposits can be counted
together. Until very recently, over 80 percent of shares
were in the form of ordinary shares, similar in nature
10 passbook accounts, A market-related rate of interest
was paid on these shares. However, in recent years,
socielies have offered an increasing range of accounts,
including term accounts, which pay a differential over
the ordinary share rate in exchange for a fixed invest-
ment period, and short notice or penalty accounts
whereby a higher than normal rate of interest is
payable in exchange cither for (1) a period of notice
before withdrawal can be made or (2) an interest pen-
alty on immediate withdrawal. There has been a veTY
marked change in the liability structure of building
socictics over the past two or three years with ordinary
shares declining from over 70 percent of the total to lit-
tle more than 50 percent now. High interest accounts
have increased significantly (o take nearly 20 percent of
the total at the end of 1982, Table 4 shows these
trends. This trend is very similar 10 that in the United
States where passbook accounts have declined dramat-
ically in importance at the expense of market-rated ac-
counts. However, the one big difference between the
WO countries is that all building society interest rates
are market related and the difference between the rates
on the various accounts is comparatively modest. Thus,
al present, most societies are offering a rate of 6.25
percent (net of basic rate of tax) on ordinary or
passbook accounts and a rate of 7.25 percent on ac-
counts withdrawable at three months’ notice.

Returning to Table 3, one significant, although still
fairly small, development in recent vears has been that
of issuing negotiable bonds. to corporate bodies, which
can be traded on the stock market. This practice
accounts for the rapid rise in the loans item in Table 3.
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Table 4.—Distribution of Building Society Savings Accounts, 1978-82

Ornary High Imeraest Tarm Ragular Other
Accounts Accounts Avcounts Savngs ACCOuUMS Total
im Poarcant im Poercent £m Percent £m Fercent im Percent im
TR SRE o s s e e sts 311,800 829 3,660 299 1,000 27 930 25 ar.oeo
BITIR o e ar o n a2V 5 oS 34 960 8.7 5,560 130 1,200 248 1,070 25 42790
1960 39,110 783 750 15 7.340 147 1,500 30 1,250 25 49,550
([ 3 et A e R 28,964 673 S 9.8 9,844 17.2 2101 37 1,130 20 67,145
IO e e araTa o a i m o0 aTo Al 35408 541 11552 17.1 15,640 232 2.2U4 J.4 1445 21 67421
Source: The Building Sucwebes Axsoviation.
Table 5.—Building Societies' Income and Expenditure, 1980-81
1980 1961
£ per 100 { per £300
Lm Muean Assels fm Mean Assals
Narmal Incams
[F T Tl e SR A B 5913 188 6,390 105
Investment and DanK INEreSt . .. ..ot 072 2.15 1,215 210
Commission e 0.20 127 022
BN o e e e e s B e e e R i o e oK o ARV 13 0.03 15 003
o 1) R e A Sk A A O LB 3 0.01 g 002
702 1426 7,757 1342
Normal Expenditure
AN RN AN S PANEBE =y oS v e v s s ai PP pensend s Ve e st na 580 1.18 i 1.26
Share depasil, ard 5oan inlereg) 4 516 974 40682 842
Income tax on sharc anddepost INteres? .. .. ......vvvnnnnnn. 1372 276 1,624 28
DA O BAX . . ottt e 113 023 153 0.26
6922 13.80 7,490 1296
Nuerrslsngome less nuorssl expenditure ... 180 035 w7 0.46
Investment profits and ather cxceptional ar
OOOCRCLANT INCOME (1) a7 013 124 021
AdUed 10 eIl FES VS . ...t iiiiiiie e 247 050 ol 068

Source: Building Socielies in TA87, The Buikling Socisties Associatian, | codon, 1962

The assets side of the balance sheet of building
societies is very simple, with some 80 percent as morl-
gage loans; 18 pereent, cash investments; and 2 per-
cent, other assets. The proportion of assets held in the
form of cash and investments is much higher than in
the United Siates. One reason for this is that the rare
of interest on mortgages has frequently been below that
obrainahle on investments. Other important rcasons are
the total absence of a secondary morigage market in
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Britain and also the lack of the ability to finance loans
through an institution such as the Federal Home Loan
Bank System.

The relatively simple balance sheet of socictics is
matched by an equally simple income and expenditure
account. The figures for 1980 and 1981 are shown in
Table 5.

The most important feature of building society
operations is that they are all on a variable interest rate



basis. If there is a sharp increase in the general level of
interest rates, then inflow of funds into societies will
subside (disintermediation in American terms), and
societies will have to take corrective action 1o hold their
deposits, If there is a sufficiently large increase in the
general level of interest rates, building societies will
increase their rates so as 10 hold existing deposits and
continue (o attract new deposits. The increase in the
cost of funds oblained from investors is paid for by an
increase in the rate of interest charged Lo all borrowers,
as has been explained earlier. The converse happens
when interest rates decline. Thus, building societics are
not caught, as have been American savings and loan
institutions, by borrowing short and lending long. By
moving their rates on their assets and liabilities
together, they have always been able to operate prot-
itably and, moreover, the risk of loss has been

small. Therefore, the margin between investing and
borrowing rates has been able 1o be kept 10 a minimum
and the socielies need hold only very modest reserves.
As noted in Table 4, the average reserve ratio (net
worth in American terms) of British building societics
is well below that thought prudent for S&Ls.

Building socicties do not act autonomonsly in chang-
ing their rates. Most follow the recommendations of
The Building Societies Association, the trade associa-
tion for building socicties in Britain, cquivalent in
many ways to the United States T.eague of Savings
Institutions. The Council of the Association meets
monthly to consider interest rates as well as a wide
variety of other matters. Where a change in rates is felt
o be necessary, the Council will issue 2 recommenda-
tion 10 its members. Societics are not obliged to follow
these recommendations, but most do so and those
which do not generally operate on a fixed margin
above The Building Societies Association (BSA) recom-
mendations. This practice might seem to be distinctly
uncompetitive, but it has been accepred in Britain
because it has acted as a moderating influence,
minimizing the extent to which fluctuations in the
general level of interest rates feed through to fluctua-
tions in the rates that have to be paid by homebuyers.
However, the increasingly competitive nature of the
mortgage market over the past few years has meant
that mortgage rates are now more determined by the
market than used to be the case.

The Future of Building Societies

There have been many significant changes in legisla-
tion affecting savings and loan associations over the

last few years. British building societies, however, still
operate under a 1962 Act of Parliament and, indeed, in
many respects this Act is similar to that which was
enacted in 1874, The government has indicated that
new legislation on building societies can be expected in
the next few years. In anticipation of this, The Building
Societies Association has recently published its views of
what should be included in new legislation (The Future
Constitution and Powers of Building Societies, The
Building Societies Association, London, 1983).

This report suggests that building societics should
maintain their status as muteal institutions and it
recommends a number of steps which would help make
mutuality more effective, given the present size of
societies,

More significantly, the report argues that building
socicties need wider powers for three reasons: (1) to
cnable them to compete more effectively. Currently,
the clearing banks and the savings banks are able to
offer a more comprehensive package 10 investors and
horrowers than can building societies; (2) to meet a
demand of members of building socictics for a wider
range of services from their societics and a willingness
on the part of societies to provide such services: and
(3) to help societies play a wider role in meeting the
nation's housing needs. Socictics have alrcady become
involved in various innovations in the housing market,
but they are prevented by their restrictive legislation
from playing as wide a role as they should wish.

The report recommends that societies should be per-
mitted to undertake a wider range of functions which
are related (0 their mainsiream business in the housing
and financial ficlds and which enable them to make
more effective use of their assets. It is stressed that,
because societies” mainstreamn activities are straightfor-
ward and well understood, it is essential that new
powers should not jeopardize either the image or the
Iinancial stability which has served societies and their
customers so well, It is recommended that new powers
involving little or no financial risk should be operable
cither in-house by the socicty or by a subsidiar y body
corporate. New powers which could involve the use of
nisk capital should be operated only by a subsidiary.

The concept of the subsidiary is very much new for
British building societics and, in putting forward this
proposal, the experience of American savings and loan
associations was laken into account.

Among the wider powers which societies are secking
are those of acting as realtors, offering structural
surveys for intending and existing borrowers, and han-
dling conveyancing work for borrowers. More radi-
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cally, among the powers which it is suggested could be
exercised by a subsidiary are undertaking banking
business, cstablishing an insurance company, and
establishing companies able to hold or acquire land.
The report also recommends that [British] building
societies should be able to operate in the other coun-
tries of the European Community.

Conclusion

It will be apparent that building societies in Britain
arc undergoing much the same pressures as the savings
and loan assoctations in the United States and, indeed,
building socictics in South Africa and Australia, where
the system is very similar 10 that in Britain. These
pressures, basically an increase in competition threaten-
ing the viability of specialist housing finance institu-
tions, have been caused by a desire on the part of the
government to sec greater competition between finan-
cial institutions, In America, these pressures have
coincided with the inevitable consequences of the
restriction of savings and loan associations (o lending
at fixed rates. United States institutions could have
learned a great deal from the operation of the variable
rate mortgages in Britain, but there seems to have been
a rcluctance in the United States to take much note of
whalt has been happening in other countries, and |
commend The Journal on this series. Britain has,
however, been watching carefully developments in
other countrics and has drawn on their expericnce, €.2.,
in putting forward the subsidiary concept in proposals
for new legislation. J
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