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“Change begets change. Nothing propagates so fast. If a man habituated
to a narrow circle of cares and pleasures, out of which he seldom travels,
steps beyond it, though for never so brief a space, his departure from the
monotonous scene on which he has been an actor of importance would
seem to be the signal for instant confusion... The mine which Time has
slowly dug beneath familiar objects is sprung in an instant; and what was
rock before, becomes but sand and dust.”

Charles Dickens (1844)



Chairman’s Preface

The three reports published herein have been commissioned by the
Menzies Research Centre as part of its Home Ownership Task Force
which was undertaken at the suggestion of the Prime Minister in
September 2003.

No part of the Australian dream is more instinctively human than the
desire to own our own home. In recent years, however, that worthy
ambition has become harder for many Australians to attain. This is not a
function of high interest rates; they are at record lows, but rather is due
to a combination of other factors including escalating property prices
and, so we contend, inflexibilities in housing finance which limit its
availability.

The Task Force has explored many aspects of the housing market,
including constraints on the supply of housing. These reports present a
series of innovative ideas, some of them wotked out in considerable
detail, others presented in a more conceptual fashion.

The most substantial report of the three is that whose leading authors are
Christopher Joye and Andy Caplin. It deals with both the demand side
and the supply side of the housing market. On the demand side, the
report demonstrates that by allowing homeowners to use equity as well
as debt finance, homeowners will benefit from a lower cost of home
ownership and institutions will be able to access an enormous, and
uncorrelated, asset class. The Joye/Caplin report also considers the
supply side. For most of this century home prices have risen in line with
home building costs. In recent years they have taken off on a trajectory
of their own. The report offers some explanations for this disturbing
decoupling and provides some new ideas for increasing the supply of
housing.

The second report, by Joshua Gans and Stephen King, considers the
challenges of making housing more accessible to low income earners. It
examines, and finds wanting, the traditional approaches to public
housing and proposes a new idea; the housing lifeline. This lifeline is
designed to offer bridging assistance to homebuyers suffering from
temporary economic hardship so that short term setbacks will not have
disastrous long term consequences.

The third report, by David Moloney and Alastair Bor, examines the
accessibility and flexibility of mortgage finance in Australia and proposes,
in the light of international best practice, a range of innovative changes
to make housing finance more available and more responsive to the
needs of homebuyers and owners.



While I have had the responsibility of chairing the Task Force, the
driving intellectual leadership of this project has been supplied by
Christopher Joye. As the 300 page first volume of these reports attest,
Christopher has made an enormous contribution to the project. His
work is not simply original and rigorous; it is also the product of a tireless
dedication. All of us who have received emails from Christopher at all
hours of the day know that his capacity for work knows no bounds. He
has refused remuneration for his efforts and while many of our
contributors have been extremely generous with their time, none more
so than Christopher. There has never been a study of this kind to which
so many leading minds have contributed. This is truly a collaborative
effort, not possible before the Internet, with input from people working
in many different time-zones and at least one (Christopher) working in
all time-zones! All of these contributors were recruited by Christopher.
He has demonstrated, therefore, remarkable intellect, creativity,
leadership and determination. We are all in his debt.

All of our authors have been generous with their time. Andy Caplin,
Chris’ co-author of the first volume as well as the other contributors to
that volume have likewise sought no remuneration. David Moloney and
Alastair Bor, both of Booz Allen Hamilton, the authors of the third
volume, also provided their services pro bono.

Likewise we have been very fortunate in receiving a large number of
submissions, and we thank all those parties for their effort in assisting the
Task Force.

We have had some expenses for assistance with research, computing
services and the like and we have therefore been fortunate in receiving
generous and much appreciated support both financial and in kind from
a number of organisations, including Wizard Home Loans, the Housing
Industry Association, [ BWere, Booz Allen & Hamilton, Aussie Home
Loans, Resimac, RAMS Home Loans, HomeStart Finance, Clayton Utz,
Ebsworth & Ebsworth, Phillips Fox, ACNielsen.consult, and Home
Australia.

The Menzies Research Centre, while affiliated with the Liberal Party, is
neither an echo chamber for Government policies nor a substitute for
the public service. Our aim is to promote independent, creative and
practical ideas on subjects of public importance.  Our political
perspective is simply that of a commitment to individualism, enterprise
and freedom of choice.

We recognise that the most challenging social issues are not susceptible
to quick ideological answers. We need constantly to promote new
approaches and new ideas in social policy as much as we do in science or
technology. We believe that these reports do deliver a wide range of new



ideas, many of them worked out in considerable, groundbreaking
analytical detail.

We do not, however, regard these reports as the last word on the subject.
They have been produced in a collaboration to which many have
contributed. We hope that collaborative spirit will continue and that
these reports will encourage further analysis and policy development,
and, most importantly, encourage leaders in business and government to
take up these ideas and put them to work.

/i

Malcolm Turnbull

Chairman, The Menzies Research Centre
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Executive Summary

Executive Summary

The goal of this synopsis is to provide the reader with a snapshot of what
is a rather large and at times complicated body of work. We will
endeavour to walk you through the report in a chronological fashion,
stepping aside on occasion to discuss the results in more detail than
would have been expected of just an introduction.

In July of 2002, Andrew Caplin and Christopher Joye published a
‘primer’ on a proposal for global housing finance reform under the
auspices of The Menzies Research Centre, a leading Australian think-tank
(see Caplin and Joye (2002b)). Several months later the Prime Minister,
the Hon. John Howard MP, invited the Chairman of The Menzies
Research Centre, Mr Malcolm Turnbull, to establish a Task Force to
study innovative approaches to reducing the costs of home ownership,
and the delivery of affordable housing assistance.

Readers may be aware that this is but one of three companion pieces.
The two other reports, authored by Professor Joshua Gans and
Professor Stephen King,' and Mr Alastair Bor and Mr David Moloney,”
are synergistic with that which we present to you today. Whereas the
former focus on a review of the application of low-income housing
policy, the latter seek to enhance the microstructure of the existing
mortgage market. Our opus concentrates on the broader ambition of
‘disruptive change’; that is, the implementation of structural innovations
that have the potential to alter the functions of the demand and supply
sides of the housing market.

I Professor Gans and Professor King, of the University of Melbourne, study the
economic issues underlying low income housing policy in Australia. Subsequent to
evaluating a number of alternatives, they submit their own solution. In brief, the authors
believe that the short-term problem of housing affordability arises because of the
income risks faced by disadvantaged dwellers, and the inability of the private market to
provide appropriate services to overcome these difficulties. In response, they
recommend that government establish a ‘housing lifeline’, which would be made
available to any family that finds itself in a short-term tenure crisis. This mechanism
would in fact constitute a form of ‘social insurance’, the likes of which has rarely been
deployed before.

2 Mr Bor and Mr Moloney, of Booz Allen & Hamilton, appraise the architecture of the
housing finance market in the context of the various clienteles it serves. Subsequently,
they tender a suite of suggestions which they believe would advance its functions.
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At the heart of this initiative lies the same conception with which we
started. Simply stated, it is beyond time for capitalism to develop a more
human face. For centuries now, businesses in need of funds have been
able to avail themselves of both debt and equity. Yet for households who
aspire to expand, mortgage finance has been their one and only option.
And so, despite the ever-growing sophistication of corporate capital
markets, consumers around the world are forced to use only the crudest
of financial instruments.” In our minds at least, the immature state of
Australia’s system of housing finance, and indeed those around the
globe, is absolutely scandalous. The implications of these deficiencies
vary from the merely inconvenient to the extremely tragic. Suffice to say
that many of the severe economic complications that manifest
throughout the course of a dweller’s life-cycle can be attributed to the
‘all-or-nothing constraint’ on home ownership.

So how did we arrive at this curious set of arrangements? Throughout
the nineteenth century most households rented their homes from
wealthy landlords, since debt was available to few. This in and of itself is
a crucial observation. Many of us tend to take for granted that mortgage
finance has always been readily accessible. Nothing could be further from
the truth. Much like the advent of derivative markets in the late 1970s,
the widespread use of debt is a modern phenomenon. In fact, the
emergence of a liquid secondary market only occurred in the last ten to
fifteen years. If one looks back through time, it becomes apparent that
mortgage contracts were not easily obtainable prior to the mid nineteenth
century. The resultant dominance of rental accommodation (while not
necessarily a bad thing) left many in a situation of tremendous
vulnerability, subject to the constant risk of being removed from their
homes, and the vagaries of a legal system that lavished property-owners
with extraordinary powers. To make matters worse, decrepit living
conditions characterised this kind of tenure, with a proliferation of slums
in cities such as Sydney throughout the early twentieth century. All told,
life was not especially good for the battlers of the age.

Even as the mortgage markets began to develop, the hazards to house
and home persisted. The earliest such arrangements were of short
duration, and those who could not refinance were frequently evicted
from their residence. The problems of homelessness and squalor reached
epidemic proportions with the collapse of the economy during the Great
Depression. At around the same time, a nascent communist movement
garnered momentum in both Australia and the UK, the seeds of which

> This begs the question as to the absence of equity finance in the first instance. One
answer instantly offers itself: securitisation. In the past, it was not practicable for a
single unsponsored entity to go around gobbling up interests in individual properties in
the vain hope that they could bundle these contracts into something that would look
like a regulated holding. Fortunately, there has been spectacular progress of late in terms
of the ability of private sector participants to package otherwise illiquid instruments into
marketable securities.
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many thought were sown in the difficult circumstances of the day. These
events combined to energise renewed public interest in the supply of
private housing services. Indeed, rapid growth in the rate of home
ownership, and the transmission of the values it was believed to imbue,
became a key political imperative.

Spurred on by economic and social ructions of this kind, the State and
Federal Governments sought to actively expand the supply of housing
finance, and by the mid 1930s mortgage markets had arrived in Australia.
Without widespread support for these changes, it is doubtful whether
they would have materialized at such great pace. Ironically enough, it was
bureaucratic inertia of precisely the opposite ilk that was to stifle the
growth of trading in mortgage-backed securities some fifty years later.
Thankfully, reason prevailed, and today it is hard to imagine what life
would be like without alternative lenders and the pressures they exert on
the banks.

In this report, we renew our call for constituents to take the next brave
step along the evolutionary housing finance path. It is our belief that
there is no longer any need for the household sector to remain the
poorer cousin of financial markets. That is to say, aspirants should be
able to access a suite of debt and equity instruments that is no less rich
than that which corporations avail themselves of every day. Nevertheless,
if we were going to simply rehash the views presented in the primer, it
would not have taken us nine long months and some 400 odd pages to
accomplish! Why have we invested so much time and energy pulling all
of this additional material together? Is it just an immature yearning to
stretch out our moment on the public stage, or could there be more to it?
Well, we would like to think that there is indeed more. The purpose of
the original manuscript was exactly what its name implied—to introduce
some unusual ideas that were in our own minds only embryonic in form.
Today we have a great deal more to add to both these arguments, and
some entirely new subjects. Here goes.

In what follows, we undertake four main tasks. Fitst, we offer evidence
that irresistible economic logic motivates the introduction of ‘equity
finance’. Second, we tender a vast array of new information, drawn from,
among other things, survey and focus group data, on the profound socio-
economic benefits that these markets could deliver. Third, we
demonstrate the proposal’s institutional viability, and pinpoint relatively
minor adjustments to the legal, fiscal and regulatory structures that would
be required in order to guarantee its success. In the fourth and final
section of the report, we embark on a detailed appraisal of the ‘supply-
side’ in the context of the debate about the rising costs of housing in this
country. Just as we contend that it is vital to extend ownership
opportunities to as many families as possible, we also think it is critical to
remove artificial constraints on the supply of low-cost properties.
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The report itself consists of four distinct ‘parts’. Parts One and Two take
up the challenge of introducing the economic rationale underpinning our
desire to eliminate the ‘indivisibility’ of the housing asset (which, in
layperson’s terms, simply means allowing individuals to hold less than
100 percent of the equity in their home). Whereas the first part canvasses
historical considerations, the second provides a much more rigorous
quantitative elucidation. In particular, Part One shows that our ideas
should not be interpreted as especially abnormal, since they flow from
sound intellectual principles. In fact, the markets we advocate are so
obvious that our profession builds its models as if they already exist!
Strictly speaking, this is not entirely accurate. The embarrassing truth is
that the economics community has taken the notion of ‘divisibility’ (i.e.,
the capacity to issue equity to an external party) to a ridiculous extreme.
Indeed, in the minds of our colleagues, there is no such thing as home
ownership, at least in the conventional sense. No, most economists
prefer to abstract away from tenure choice and the housing asset’s many
idiosyncrasies; rather, they assume that we all live in rental markets in
which perfectly homogeneous housing services are seamlessly exchanged.
Taking these fantasies one step further, they would have us believe that
the dwellings in which we live are indistinguishable from both physical
capital (e.g., machines), and consumption goods (e.g., bread). Who can
therefore blame us for thinking that our contemporaries ought to be
lambasted for their continued refusal to incorporate even the most basic
features of the housing market into their models?

While it is fine for us to pontificate about the merits of relaxing the all-
or-nothing constraint, a sine qua non of market development is a
validation of the proposal’s commercial durability. Undeniably, the most
important question here is whether the investor community will be
prepared to acquire equity claims at prices that are acceptable to
Australian households. Part Two addresses this matter by simulating the
institutional demand and individual supply curves and studying
equilibrium in the market for equity finance. Despite using divergent
techniques, our findings with respect to feasibility are very similar. On
the demand side, we conclude that there should be immense interest in
securitized pools of enhanced home equity contracts—so much so that it
is unlikely that there will be sufficient funds to sate institutional
requirements. In fact, our tests indicate that this new asset-category could
come to dominate the ‘optimal’ investor portfolio, with conservative
participants dedicating at least 20 percent of all their capital to
‘augmented’ housing. At the same time, our modelling implies that a very
large number of Australians would be willing to issue equity on terms
that are attractive to both parties. We infer, therefore, that as a purely
economic concern, these markets have the potential to sustain a large
volume of trade. In the academic jargon, we have discovered ‘gains from
trade’.

As with our evaluation of the innovation’s economic viability, the task of
exploring its socio-economic implications is split into two sections. In
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Part One, we explain how equity finance could enhance the average
family’s standard of living at every stage of the life-cycle. We find that it
would accelerate the household’s transition from the rental to the home
ownership market while significantly increasing its disposable income and
expected wealth at retirement. It would also lower mortgage costs, and
thereby alleviate financial pressures in the middle years. Finally, it could
release a large new pool of liquid assets for those who wish to remain in
the dwelling debt-free in later life. In practical terms, our analysis
suggests that when a ‘representative’ younger family use a mixture of
debt and equity, the upfront costs of home ownership, and the interest
and principal payments required thereafter, decline by around 30 percent.
There is also a dramatic reduction in the household’s risk of default, and
a 70 percent rise in their liquid assets once they leave the workforce (see
ES Table 1 and ES Figures 1 through 3 below).

Here we speculate that there may be transformations on an even larger
scale than that which can be envisaged at this stage of the project. For
example, empirical studies suggest that the rate of child-birth is
influenced by the type of housing arrangement. In particular, an increase
in the number of years spent in the parental home and higher levels of
mortgage debt are associated with a reduction in family fecundity. Might
these new markets impact positively on (organic) population growth?
Would the increased rate of home ownership boost the quality of schools
and local public amenities as a result of the residents’ heightened
commitment to their neighbourhoods? Could the advent of equity
finance attenuate the severe cyclical fluctuations in the housing market?
Finally, might a liquid secondary market enable other forms of risk
sharing and spawn the development of derivative and futures contracts
on residential real estate?

In all of the above cases, it should not be forgotten that the policy
environment plays a central role. How well these new instruments
function depends on the extent to which the key issues are carefully
thought-through, and whether or not one can design them for broad
public interest purposes. This in turn depends on the participation of
policymakers, and their ability to rise above what can be a highly partisan
process.

10



Executive Summary

ES Table 1*

Estimated Cost Savings on a $250,000 Home
‘When Using Both Debt and Equity Finance

Debt and Equity
Category Debt Finance Finance Saving
Home Loan $212,500 $148,750 30.0%
Deposit $37,500 $26,250 30.0%
Annual Interest & Principal $15,300 $10,704 30.0%
Upfront Purchase Costs $53,297 $41,260 22.6%
Savings Period 3.2yrs 2.5yT1S 21.9%
Annual Disposable Income $(2,288) $2,340 $4,628

Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of Australia,
and authors’ estimates (see Chapter 1.5)

* This table assumes the existence of a couple aged under 35 who are currently saving to
buy the dwelling of their dreams: they have no assets and no liabilities; they hope to
acquire a first home in, say, Victoria worth $250,000; their combined ordinary after-tax
earnings are $967 per week; they raise mortgage finance equivalent to 85 percent of the
appraised value of the property (ie., $212,500); and their final consumption
expenditures average $649 per week. Now imagine a different state of nature—one in
which they are able to draw on equity finance. Specifically, we suppose that an
institutional partner contributes 30 percent of the appraised value of the house up front
in exchange for its original investment plus 60 percent of the price appreciation and 30
percent of the depreciation. So how much less would it cost to acquire a $250,000 home
if one were willing to issue equity capital to an outside investor? ES Table 1 shows that
by employing a mixture of both forms of finance, households are able to assuage a
significant proportion of the economic pressures to which they would have been
exposed in the contemporary scenario. The size of their home loan and the required
deposit falls by nearly one-third. Concomitantly, there is a one-third decline in the
couple’s ongoing interest and principal payments to $829 per month. Total purchase
costs also plunge from $53,297 to $41,260. This in turn cuts the amount of time it takes
them to save up to purchase a property in the first place. Indeed, it is now feasible for
them to buy their Victorian property within two and a half years, whereas it would have
originally taken three and a quarter years (see ES Figure 1). But wait, there’s more—by
relaxing the all-or-or-nothing constraint on home ownership, and using debt and equity
finance, young Australian families would be able to access a new realm of consumption
and investment possibilities (see ES Figure 2). In contrast to the couple’s initial
circumstances (wherein net disposable income was significantly negative), free cash flow
is now positive at $2,340 per annum. As such, our newly empowered dwellers can no
longer be classified as part of the house poor. On the contrary, they might even be able
to afford to think about establishing a family! To recap, the simple example above
shows that by increasing the efficiency of their balance sheets, aspirational individuals
can reduce their mortgage debt burden, the required deposit, the up-front purchase
costs, and truncate that onerous period preceding the transaction during which they are
forced to defer consumption in order to save to fund the acquisition. Post purchase, the
use of equity finance contributes to a substantial decline in recurring interest and
principal payments, and significantly boosts the home owner’s disposable income.
Finally, it would seem that lower income dwellers reap the greatest rewards in terms of
minimising the time spent in the rental market and expediting their transition to owner-
occupation (see ES Figure 3).

11
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ES Figure 1
Time it Takes for a Couple to Save up for a $250,000 Home Using Both
Debt and Equity Finance
Debt Finance ——Debt and Equity Finance

$1,400
%
s
n \\\
3 $1,200
<
>
¥ E
8 g $1,000 4
2z
o
Q
2 $800
‘g i
g
)
@

$6OO T T T T T T 1
1 2 3 4 5 6 7 8

Number of Years

Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates (see Chapter 1.5)

ES Figure 2

Combined Weekly Disposable Income after Covering Consumption Costs
and Debt Servicing Requirements, as a Function of After-Tax Income
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Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates (see Chapter 1.5)
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ES Figure 3

Accelerating the Household's Transition from the Rental to the Owner-
Occupied Markets: The Impact of Equity Finance
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Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates (see Chapter 1.5)
ES Figure 4°
Simulated Distributions of Liquid Wealth after Ten Years
Shared-Appreciation Contract (LTV=30%; Gain=60%; Loss=30%),
where Housing Constraint = 70%, and Risk Aversion Parameter = 4.0
O Debt Finance B Debt and Equity Finance
15.0%
Debt & Equity
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Source: Authors’ estimates (see Chapter 1.5)

°ES Figure 4 shows that there is a striking rightward shift in the retitement portfolio of
dwellers when they issue equity claims.
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Part Two of the socio-economic exposition recognizes that markets play
a valuable role if and only if they help us achieve goals that are salient in
a social sense. Of course, the most powerful expression of this is to be
found in the context of human satisfaction, not via theoretical estimates
of utility and the like. We therefore went to the source itself and asked
Australians who do not yet own a home for their views on the appeal of
equity finance. And their message was loud and clear. In the opinion of
these households, the ability to draw on both debt and equity when
purchasing a property would be of great help in their struggle to get a
foothold in the home ownership market. But what exactly did our results
reveal? In a survey of a broad spectrum of consumers, we find that
roughly one in two would be interested in supplying equity claims, even
when subject to harsh financial terms (see ES Figures 5 and 6). By
making some cautious assumptions about the rental segment alone, we
calculate that the market opportunity would, at the very least, be in the
order of $130 billion. The supply-side of the equation is wrapped up via
two focus groups, where we discover that nine out of ten liquidity-
constrained dwellers (i.e., those on Centrelink payments) think that the
introduction of this innovation would boost the likelthood of them
acquiring a home to call their own. Throughout all of this it is
worthwhile remembering that these products do not exist—anywhere.
Hence, the enthusiasm so discerned has prevailed against the inherent
unfamiliarity of the contracts in question.

Yet our work was not finished there. Oh no. With supply sewn up, we
took a step back and asked ourselves: aside from the obvious candidates
(i.e., institutions), are there any other members of the community who
would be eager to obtain exposures to the securitised pools? And there
certainly were. Roughly half of all non-owning households responded
that they would prefer to invest exclusively in a portfolio consisting of
residential real estate than in cash or a diversified fund. Perhaps most
remarkably though, this was in spite of an explicit warning that such an
investment could lose money in real terms. When we relaxed the
restriction and allowed them to apportion their capital across cash,
housing and a balanced fund, most of their wealth (about 40 percent)
ended up in home equity. Thus, we feel confident that we also have the
demand side of this market under control.
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ES Figure 5°

Non-Owning Survey Sample

Would the availability of this new product increase the likelihood of you moving

to 2 new home?

HYes ONo

Agree Somewhat Disagree
Agtee/Disagtree

If I lost even a month’s pay, I would find it hard to make ends meet?

Source: ACNielsen.consult and authors’ analysis (see Chapter 2.5)

ES Figure 6

Non-Owning Focus Group Sample

Would the availability of this new product increase the likelihood of you moving
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Household Sample

10.0%

0.0%

to 2 new home?

O Basic Needs [ Fairer Deal

50.0%

41.7%

8.3%

Yes, strongly Yes No

Source: HomeStart Finance and authors’ analysis (see Chapter 2.5)

Households who think of themselves as being encumbered by liquidity constraints

appear most eager to capitalise on these opportunities.
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Non-Owning Survey Sample
To which of the following investments would you be most likely to allocate your
money as part of this policy?

46.8%

18.2%

Savings account Balanced fund Property account
Investment Account

Source: ACNielsen.consult and authors’ analysis (see Chapter 2.5)

Having satisfied the economic and social criteria, Part Three of the
report offers an assessment of the proposal’s institutional viability. As
before, we find much room for optimism. It would appear that the
prevailing legal and regulatory framework can flex to accommodate the
introduction of equity finance. Most exciting though is the revelation that
we can fashion these arrangements as either equity or hybrid debt
instruments. The latter is an especially attractive alternative since it
enables one to circumvent all of the legal and psychological
complications implicit in ‘co-ownership’. In particular, under the debt
option, occupiers always own 100 percent of the home in which they
live. Furthermore, the costs borne by the institution are noticeably
reduced (to take but one example, stamp duty is no longer relevant). In
this sense, we can have our economic cake, and eat it too!

So where are the much mooted impediments to progress? In the
immortal words of George Harrison, “Let me tell you how it will be,
there’s one for you, nineteen for me.” Our study of the proposal’s
institutional feasibility suggests that over-zealous regulatory authorities
have the capacity to tax away the gains from trade. Here it is not so much
the imposition of new levies, but rather the rigid interpretation of

" Here the data plainly says it all (see ES Figure 7 above). Unmistakably, the single most
popular product is the property fund. Almost 50 percent of houscholds would select
this option when required to make an exclusive choice, which is an extraordinarily
compelling result for the demand-side of the equity finance equation.
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existing ones.” This was certainly the case with several small-scale efforts
to launch equity-based products overseas. Yet what would make these
actions especially perverse is that markets of this type present the Federal
Government with unprecedented revenue raising possibilities. That is to
say, the advent of equity finance would permit the Commonwealth to tax
owner-occupied housing for the very first time. Naturally, these charges
would only apply to the investor’s holding. In this vein, we would submit
that even the most bloody-minded of bureaucrats should be incentivized
to encourage the promulgation of these products.

ES Table 2°

How Valuable is Owner-Occupied Housing?
As at December 2002

Total Value (bn) Proportion
Owner-Occupied Housing $2,478.1 47.4%
Assets of ADIs $1,033.3 19.8%
Domestic Equities $672.8 12.9%
Investment Funds $634.4 12.1%
Corporate Debt Securities $218.3 4.2%
Government Debt Securities $126.6 2.4%
Asset Backed Debt Securities $66.3 1.3%
Total $5,229.8 100.0%

Source: 2001 Census, Reserve Bank of Australia and author estimates (see Chapter 2.1)

Irrespective of what is decided in the post-publication period, we are
convinced that the application of both debt and equity finance will
eventually become standard industry practice. It is more a matter of
whether that day will arrive in the near term or in the far-flung future;
and that, truth be known, is a question that only you (i.e., consumers,
decision-makers, investors and opinion-shapers) can answer.
Unsurprisingly, it is our belief that Australia is well positioned to push
the intellectual envelope and become the very first nation to develop
primary and secondary markets in real estate equity. And at $2.5 trillion,
that is no small cheese (see ES Table 1 above).

8 Note that we do not advocate any exemptions whatsoever.

K Just how big an asset-class is residential real estate? According to the 2001 Census,
there are 7,072,202 private occupied dwellings in Australia. To get a feel for the order of
magnitude involved, we multiply this number by the CBA/HIA all capital median
established dwelling price at December 2002, which gives an almost incomprehensible
$2,478,099,580,800. We can therefore say with some confidence that the total value of
residential property in Australia is in excess of $2 trillion. By way of comparison, that is
nearly four times the size of the value of companies listed on the Australian Stock
Exchange, and over seven times larger than the Commonwealth, State and corporate
debt markets combined.
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While the financial reforms described above could have profound
implications for the lifestyles of many Australian households, we do not
limit our analysis to just the demand-side of the housing market. No, that
would be too easy! Accordingly, in Part Four of this report we conduct a
thorough appraisal of the performance of the supply-side, which is set
against the debate about the rising costs of home ownership in Australia.
We conclude that while there is an affordability problem, it has nothing
to do with the distribution of income, as many of the combatants would
seem to imply. Rather, it appears to be an artefact of government
regulations that severely constrict the stock of low-cost properties. When
combined with burgeoning demand, these artificial constraints on supply
propagate price rises. Consequently, we recommend expanding the
affordability debate to encompass local and State government reform, in
favour of simply confining ourselves to that perennial panacea—jpublic
housing. Specifically, we believe that several steps can be taken to
enhance the elasticity of supply without resorting to subsidies, and which
would contribute to a marked reduction in the costs of home ownership
right across the country. In particular, we advocate a system in which
local authorities are set (binding) targets vis-a-vis the number of new
permits they issue during any given period. The size of these quotas
would be determined according to a variety of factors, including
environmental considerations, the density of existing dwellings, and
cross-municipality prices. The principal objective here is to accelerate the
approval and land release process so as to stimulate private sector
investment in the delivery of low-cost housing.

Overall, we are optimistic that while our ideas may seem radical to some,
the logic underpinning them is compelling. One hundred and fifty years
ago, mortgage finance did not, for all intents and purposes, exist. In fact,
the notion that seven out of ten Australians would own the home in
which they live would have been far more outlandish than the initiatives
we canvass herein. However, at the turn of the twentieth century, a
variety of economic and social forces coalesced to stimulate public
action. Stakeholders at the time recognized that the availability of debt

finance would open the ownership door to many dwellers who were
shackled by the landlords’ yoke.

But much like a portrait in which only half the subject’s face has been
painted, Australia’s system of housing finance remains very much a work
in progress. Here it is our view that the nation once again stands at a
historic set of crossroads. Absent substantive reform, the sustenance of
our ‘home owner society’ is far from assured. Two key challenges
confront policymakers. In the first instance, vigilant moves must be
made to cut the cost of housing on the demand-side of the financing
equation. The most powerful way to do this would be through relaxing
the all-or-nothing constraint. Readers will become familiar with our
argument that it makes no sense whatsoever for the average Australian
family to have to tie up over two-thirds of all their wealth in the world in
one highly illiquid and very risky asset: viz., the owner-occupied
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residence. Indeed, in Part Two of the report we find that one in four
families lose money (in real terms) when they come to sell the roof over
their heads. For roughly one in ten dwellers, the situation is even more

dire—these poor souls are subject to real price declines in excess of 13.4
percent! In this context, it is high time that we brought capitalism to the
home front and provided all Australians with the option of issuing both
debt and equity capital when purchasing their properties.

Yet just as important as eliminating distortions on demand is our desire
to elastify the supply-side of this complex theatre. The analysis of Part
Four indicates that there is a growing disjunction between the price of
Australian homes and their underlying costs of production (see ES Table
3 and ES Figures 8 and 9 below). Significantly, this does not appear to be
a manifestation of natural limitations on the availability of land, but
rather a product of regulatory restrictions that artificially inflate the cost
of housing. Viewed differently, these constraints on the construction of
new dwellings and the release of greenfield and brownfield sites act as a
burdensome tax on building, which in turn leads to a mismatch between
the accommodation needs of Australian households and the stock of
available homes. This brings us to a more general point, which is that
many local and State Governments have failed to come to the affordable
housing party. To a certain extent, this is an upshot of their deep-seated
aversion to instituting changes that are likely to be perceived as disruptive
to incumbent residents. While we believe that our solution goes a long
way to addressing these concerns, it may not secure adequate political
support. In the event that it does not succeed, councils still have an
arsenal of other strategies on hand. As a minimum, they should strive to
adopt clearer and more objective review standards, and expeditiously
render land use decisions in an attempt to improve the ownership
opportunities available to current and prospective home owners. The
States, on the other hand, must make a much greater commitment to
providing the vital physical infrastructure (or at least its funding) that is a
precursor to new land being useful for housing purposes.
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" When thinking about the cost of supplying new housing, economists like to identify
two broad components: the physical construction charges and everything else.
Historically, building-related expenses (bricks and mortar, wood etc) have accounted for
the lion’s share of supply costs in Australia and the US. To get a better feel for this
dynamic, we examine the time path of dwelling and building material prices, where the
established (project) house price index includes (excludes) the cost of land. Prior to the
asset price inflation of the late 1980s, all three lines hugged one another quite closely.
Since that point, there has been a striking wedge between the price of established
homes and the cost of the inputs used to build them. This disjunction has become
increasingly large over the past one and a half decades, with unusually rapid growth
during the last five years. Yet the high cost of home ownership in Australia has little to
do with swelling construction prices, as the figure above clearly demonstrates. No, this
phenomenon is an artefact of something else, which might be loosely referred to as the
‘extrinsic’ cost of land. Here it is useful to distinguish between market-based valuations
that recognize control rights, and intrinsic measures of worth that make no attempt to
incorporate such. Ultimately, a property’s costs of production will be determined by
three factors: the physical characteristics of the dwelling structure, the innate value of
the turf on which it was built, and land use regulations that interfere with the market’s
estimate of the latter. These distortions may take the form of specific rights that attach
to the lot in question (i.e., zoning), or holistic supply-side strategies that dictate the
release of greenfield and brownfield sites. ES Figure 9 quantifies the real differential
between new house prices and the value of approved private sector dwellings over time.
This facilitates a more accurate comparison of the price of a property with its
developer-estimated costs of production (which include all margins, taxes and related
charges), where the disparity between the two should reflect the market value of land.
In June 1985, the land component of the median Australian dwelling was valued at
$30,058. In constant dollar terms, today’s equivalent figure is three times higher at

$103,306—a phenomenal increase in anyone’s books.
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ES Table 4"
A First Approximation of the Extrinsic Cost of Land
December 2002
Value of . .
CB{&/HIA Approved Estimated Proportion Proportion
Median New . .. of New of
. Private Extrinsic . .
Dwelling Dwelling Australian
Pri Sector Cost of Land .
rice H Price Average
ouses
Sydney $538,200 $180,453 $357,747 66.5% 156.2%
Melbourne $326,200 $169,463 $156,737 48.0% 68.4%
Brisbane $305,700 $154,704 $150,996 49.4% 65.9%
Adelaide $299,200 $128,772 $170,428 57.0% 74.4%
Perth $231,000 $143,239 $87,761 38.0% 38.3%
Australia $390,000 $161,016 $228,084 58.7% 100.0%

Source: Australian Bureau of Statistics, Housing Industry Association and authors’ estimates (see Part

Four)

"'ES Table 4 provides a nominal dissection of the data and shows that a considerable
proportion of the housing costs in this country can be ascribed to the extrinsic value of
land. In Sydney, 66.5 percent of the median dwelling price is attributable to this factor.
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In conclusion, let there be no doubt that the reforms we propose in this
report are as critical to the welfare of Australian families today as was the
emergence of the mortgage market at the turn of the last century.
Notwithstanding this, policymakers as a breed are not known for their
risk appetites. How many will be willing to put their reputations on the
line to facilitate the changes we advocate? If history is of any guide, the
portents do not look especially promising. Bold political leadership is a
rare commodity, particularly in the sphere of financial innovation.
Nonetheless, we have strong grounds to believe that such vision and
foresight may already be in place, right here in Australia. In this regard,
we have unambiguously put our money (or at least our time and effort)
where our mouths are. Absent such faith in the current Australian
leadership, there is no way that we would have poured so much time and
energy into producing this report.
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Introduction

In July of 2002, Andrew Caplin and Christopher Joye published a
‘primer’ on a proposal for global housing finance reform under the
auspices of The Menzies Research Centre, a leading Australian think-tank
(see Caplin and Joye (2002b)). Several months later the Prime Minister,
the Hon. John Howard MP, invited the Chairman of The Menzies
Research Centre, Mt Malcolm Turnbull, to establish a Task Force to
study innovative approaches to reducing the costs of home ownership,
and the delivery of affordable housing assistance.

At the heart of this initiative lies the same conception with which we
started. Simply stated, it is beyond time for capitalism to develop a more
human face. For centuries now, businesses in need of funds have been
able to avail themselves of both debt and equity. Yet for households who
aspire to expand, mortgage finance has been their one and only option.
And so, despite the ever-growing sophistication of corporate capital
markets, consumers around the wotld are forced to use only the crudest
of financial instruments."”” In our minds at least, the immature state of
Australia’s system of housing finance, and indeed those around the
globe, is absolutely scandalous. The implications of these deficiencies
vary from the merely inconvenient to the extremely tragic. Suffice to say
that many of the severe economic complications that manifest
throughout the course of a dweller’s life-cycle can be attributed to the
‘all-or-nothing constraint’ on home ownership.

So how did we arrive at this curious set of arrangements? Throughout
the nineteenth century most households rented their homes from
wealthy landlords, since debt was available to few (see Chapter 1.1). This
in and of itself is a crucial observation. Many of us tend to take for
granted that mortgage finance has always been readily accessible.
Nothing could be further from the truth. Much like the advent of
derivative markets in the late 1970s, the widespread use of debt is a
modern phenomenon. In fact, the emergence of a liquid secondary
market only occurred in the last ten to fifteen years (see Chapter 3.2). If
one looks back through time, it becomes apparent that mortgage
contracts were not easily obtainable prior to the mid nineteenth century.

' This begs the question as to the absence of equity finance in the first instance. One
answer instantly offers itself: securitisation. In the past, it was not practicable for a
single unsponsored entity to go around gobbling up interests in individual properties in
the vain hope that they could bundle these contracts into something that would look
like a regulated holding. Fortunately, there has been spectacular progress of late in terms
of the ability of private sector participants to package otherwise illiquid instruments into
marketable securities.
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The resultant dominance of rental accommodation (while not necessarily
a bad thing) left many in a situation of tremendous vulnerability, subject
to the constant risk of being removed from their homes, and the vagaries
of a legal system that lavished property-owners with extraordinary
powers. To make matters worse, decrepit living conditions characterised
this kind of tenure, with a proliferation of slums in cities such as Sydney
throughout the early twentieth century (see Chapter 1.2). All told, life was
not especially good for the battlers of the age.

Even as the mortgage markets began to develop, the hazards to house
and home persisted. The earliest such arrangements were of short
duration, and those who could not refinance were frequently evicted
from their residence. The problems of homelessness and squalor reached
epidemic proportions with the collapse of the economy during the Great
Depression. At around the same time, a nascent communist movement
garnered momentum in both Australia and the UK, the seeds of which
many thought were sown in the difficult circumstances of the day. These
events combined to energise renewed public interest in the supply of
private housing services. Indeed, rapid growth in the rate of home
ownership, and the transmission of the values it was believed to imbue,
became a key political imperative.

Spurred on by economic and social ructions of this kind, the State and
Federal Governments sought to actively expand the supply of housing
finance, and by the mid 1930s mortgage markets had arrived in Australia.
Without widespread support for these changes, it is doubtful whether
they would have materialized at such great pace. Ironically enough, it was
bureaucratic inertia of precisely the opposite ilk that was to stifle the
growth of trading in mortgage-backed securities some fifty years later.
Thankfully, reason prevailed, and today it is hard to imagine what life
would be like without alternative lenders and the pressures they exert on
the banks.

In this report, we renew our call for constituents to take the next brave
step along the evolutionary housing finance path. It is our belief that
there is no longer any need for the household sector to remain the
poorer cousin of financial markets. That is to say, aspirants should be
able to access a suite of debt and equity instruments that is no less rich
than that which corporations avail themselves of every day. Nevertheless,
if we were going to simply rehash the views presented in the primer, it
would not have taken us nine long months and some 400 odd pages to
accomplish! Why have we invested so much time and energy pulling all
of this additional material together? Is it just an immature yearning to
stretch out our moment on the public stage, or could there be more to it?
Well, we would like to think that there is indeed more. The purpose of
the original manuscript was exactly what its name implied—to introduce
some unusual ideas that were in our own minds only embryonic in form.
Today we have a great deal more to add to both these arguments, and
some entirely new subjects. Here goes.
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In what follows, we undertake four main tasks. Fitst, we offer evidence
that irresistible economic logic motivates the introduction of ‘equity
tinance’. Second, we tender a vast array of new information, drawn from,
among other things, survey and focus group data, on the profound socio-
economic benefits that these markets could deliver. Third, we
demonstrate the proposal’s institutional viability, and pinpoint relatively
minor adjustments to the legal, fiscal and regulatory structures that would
be required in order to guarantee its success. In the fourth and final
section of the report, we embark on a detailed appraisal of the ‘supply-
side’ in the context of the debate about the rising costs of housing in this
country. Just as we contend that it is vital to extend ownership
opportunities to as many families as possible, we also think it is critical to
remove artificial constraints on the supply of low-cost properties.

The report itself consists of four distinct ‘parts’. Parts One and Two take
up the challenge of introducing the economic rationale underpinning our
desire to eliminate the ‘indivisibility’ of the housing asset (which, in
layperson’s terms, simply means allowing individuals to hold less than
100 percent of the equity in their home). Whereas the first part canvasses
historical considerations, the second provides a much more rigorous
quantitative elucidation. In particular, Part One shows that our ideas
should not be interpreted as especially abnormal, since they flow from
sound intellectual principles. In fact, the markets we advocate are so
obvious that our profession builds its models as if they already exist!
Strictly speaking, this is not entirely accurate. The embarrassing truth is
that the economics community has taken the notion of ‘divisibility’ (i.e.,
the capacity to issue equity to an external party) to a ridiculous extreme.
Indeed, in the minds of our colleagues, there is no such thing as home
ownership, at least in the conventional sense. No, most economists
prefer to abstract away from tenure choice and the housing asset’s many
idiosyncrasies; rather, they assume that we all live in rental markets in
which perfectly homogeneous housing services are seamlessly exchanged.
Taking these fantasies one step further, they would have us believe that
the dwellings in which we live are indistinguishable from both physical
capital (e.g., machines), and consumption goods (e.g., bread). Who can
therefore blame us for thinking that our contemporaries ought to be
lambasted for their continued refusal to incorporate even the most basic
features of the housing market into their models?

While it is fine for us to pontificate about the merits of relaxing the all-
or-nothing constraint, a sine qua non of market development is a
validation of the proposal’s commercial durability. Undeniably, the most
important question here is whether the investor community will be
prepared to acquire equity claims at prices that are acceptable to
Australian households. Part Two addresses this matter by simulating the
institutional demand and individual supply curves and studying
equilibrium in the market for equity finance (see Chapters 2.3 and 2.4).
Despite using divergent techniques, our findings with respect to
feasibility are very similar. On the demand side, we conclude that there
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should be immense interest in securitized pools of enhanced home equity

contracts—so much so that it is unlikely that there will be sufficient
funds to sate institutional requirements. In fact, our tests indicate that
this new asset-category could come to dominate the ‘optimal’ investor
portfolio, with conservative participants dedicating at least 20 percent of
all their capital to ‘augmented” housing. At the same time, our modelling
implies that a very large number of Australians would be willing to issue
equity on terms that are attractive to both parties. We infer, therefore,
that as a purely economic concern, these markets have the potential to
sustain a large volume of trade. In the academic jargon, we have
discovered ‘gains from trade’.

As with our evaluation of the innovation’s economic viability, the task of
exploring its socio-economic implications is split into two sections. In
Part One, we explain how equity finance could enhance the average
family’s standard of living at every stage of the life-cycle. We find that it
would accelerate the household’s transition from the rental to the home
ownership market while significantly increasing its disposable income and
expected wealth at retirement. It would also lower mortgage costs, and
thereby alleviate financial pressures in the middle years. Finally, it could
release a large new pool of liquid assets for those who wish to remain in
the dwelling debt-free in later life. In practical terms, our analysis
suggests that when a ‘representative’ younger family use a mixture of
debt and equity, the upfront costs of home ownership, and the interest
and principal payments required thereafter, decline by around 30 percent.
There is also a dramatic reduction in the household’s risk of default, and
a 70 percent rise in their liquid assets once they leave the workforce (see
Chapter 1.5).

Here we speculate that there may be transformations on an even larger
scale than that which can be envisaged at this stage of the project. For
example, empirical studies suggest that the rate of child-birth is
influenced by the type of housing arrangement. In particular, an increase
in the number of years spent in the parental home and higher levels of
mortgage debt are associated with a reduction in family fecundity. Might
these new markets impact positively on (organic) population growth?
Would the increased rate of home ownership boost the quality of schools
and local public amenities as a result of the residents’ heightened
commitment to their neighbourhoods? Could the advent of equity
finance attenuate the severe cyclical fluctuations in the housing market?
Finally, might a liquid secondary market enable other forms of risk
sharing and spawn the development of derivative and futures contracts
on residential real estate?

In all of the above cases, it should not be forgotten that the policy
environment plays a central role. How well these new instruments
function depends on the extent to which the key issues are carefully
thought-through, and whether or not one can design them for broad
public interest purposes. This in turn depends on the participation of
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policymakers, and their ability to rise above what can be a highly partisan
process.

Part Two of the socio-economic exposition recognizes that markets play
a valuable role if and only if they help us achieve goals that are salient in
a social sense. Of course, the most powerful expression of this is to be
found in the context of human satisfaction, not via theoretical estimates
of utility and the like. We therefore went to the source itself and asked
Australians who do not yet own a home for their views on the appeal of
equity finance. And their message was loud and clear. In the opinion of
these households, the ability to draw on both debt and equity when
purchasing a property would be of great help in their struggle to get a
foothold in the home ownership market. But what exactly did our results
reveal? In a survey of a broad spectrum of consumers, we find that
roughly one in two would be interested in supplying equity claims, even
when subject to harsh financial terms (see Chapter 2.5). By making some
cautious assumptions about the rental segment alone, we calculate that
the market opportunity would, at the very least, be in the order of $130
billion. The supply-side of the equation is wrapped up via two focus
groups, where we discover that nine out of ten liquidity-constrained
dwellers (i.e., those on Centrelink payments) think that the introduction
of this innovation would boost the likelihood of them acquiring a home
to call their own. Throughout all of this it is worthwhile remembering
that these products do not exist—anywhere. Hence, the enthusiasm so
discerned has prevailed against the inherent unfamiliarity of the contracts
in question.

Yet our work was not finished there. Oh no. With supply sewn up, we
took a step back and asked ourselves: aside from the obvious candidates
(i.e., institutions), are there any other members of the community who
would be eager to obtain exposures to the securitised pools? And there
certainly were. Roughly half of all non-owning households responded
that they would prefer to invest exclusively in a portfolio consisting of
residential real estate than in cash or a diversified fund. Perhaps most
remarkably though, this was in spite of an explicit warning that such an
investment could lose money in real terms. When we relaxed the
restriction and allowed them to apportion their capital across cash,
housing and a balanced fund, most of their wealth (about 40 percent)
ended up in home equity. Thus, we feel confident that we also have the
demand side of this market under control.

Having satisfied the economic and social criteria, Part Three of the
report offers an assessment of the proposal’s institutional viability. As
before, we find much room for optimism. It would appear that the
prevailing legal and regulatory framework can flex to accommodate the
introduction of equity finance. Most exciting though is the revelation that
we can fashion these arrangements as ecither equity or hybrid debt
instruments (see Chapters 3.3 and 3.4). The latter is an especially
attractive alternative since it enables one to circumvent all of the legal
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and psychological complications implicit in ‘co-ownership’. In particular,
under the debt option, occupiers always own 100 percent of the home in
which they live. Furthermore, the costs borne by the institution are
noticeably reduced (to take but one example, stamp duty is no longer
relevant). In this sense, we can have our economic cake, and eat it too!

So where are the much mooted impediments to progress? In the
immortal words of George Harrison, “Let me tell you how it will be,
there’s one for you, nineteen for me.” Our study of the proposal’s
institutional feasibility suggests that over-zealous regulatory authorities
have the capacity to tax away the gains from trade. Here it is not so much
the imposition of new levies, but rather the rigid interpretation of
existing ones."” This was certainly the case with several small-scale efforts
to launch equity-based products overseas. Yet what would make these
actions especially perverse is that markets of this type present the Federal
Government with unprecedented revenue raising possibilities. That is to
say, the advent of equity finance would permit the Commonwealth to tax
owner-occupied housing for the very first time. Naturally, these charges
would only apply to the investor’s holding. In this vein, we would submit
that even the most bloody-minded of bureaucrats should be incentivized
to encourage the promulgation of these products.

Irrespective of what is decided in the post-publication period, we are
convinced that the application of both debt and equity finance will
eventually become standard industry practice. It is more a matter of
whether that day will arrive in the near term or in the far-flung future;
and that, truth be known, is a question that only you (i.e., consumers,
decision-makers, investors and opinion-shapers) can answer.
Unsurprisingly, it is our belief that Australia is well positioned to push
the intellectual envelope and become the very first nation to develop
primary and secondary markets in real estate equity. And at $2.5 trillion,
that is no small cheese.

While the financial reforms described above could have profound
implications for the lifestyles of many Australian households, we do not
limit our analysis to just the demand-side of the housing market. No, that
would be too easy! Accordingly, in Part Four of this report we conduct a
thorough appraisal of the performance of the supply-side, which is set
against the debate about the rising costs of home ownership in Australia.
We conclude that while there is an affordability problem, it has nothing
to do with the distribution of income, as many of the combatants would
seem to imply. Rather, it appears to be an artefact of government
regulations that severely constrict the stock of low-cost properties. When
combined with burgeoning demand, these artificial constraints on supply
propagate price rises. Consequently, we recommend expanding the
affordability debate to encompass local and State government reform, in

13 Note that we do not advocate any exemptions whatsoever.
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favour of simply confining ourselves to that perennial panacea—public
housing. Specifically, we believe that several steps can be taken to
enhance the elasticity of supply without resorting to subsidies, and which
would contribute to a marked reduction in the costs of home ownership
right across the country (see Chapters 4.5 and 3.6). In particular, we
advocate a system in which local authorities are set (binding) targets vis-
a-vis the number of new permits they issue during any given period. The
size of these quotas would be determined according to a variety of
factors, including environmental considerations, the density of existing
dwellings, and cross-municipality prices. The principal objective here is
to accelerate the approval and land release process so as to stimulate
private sector investment in the delivery of low-cost housing.

Overall, we are optimistic that while our ideas may seem radical to some,
the logic underpinning them is compelling. One hundred and fifty years
ago, mortgage finance did not, for all intents and purposes, exist. In fact,
the notion that seven out of ten Australians would own the home in
which they live would have been far more outlandish than the initiatives
we canvass herein. However, at the turn of the twentieth century, a
variety of economic and social forces coalesced to stimulate public
action. Stakeholders at the time recognized that the availability of debt
finance would open the ownership door to many dwellers who were
shackled by the landlords’ yoke.

But much like a portrait in which only half the subject’s face has been
painted, Australia’s system of housing finance remains very much a work
in progress. Here it is our view that the nation once again stands at a
historic set of crossroads. Absent substantive reform, the sustenance of
our ‘home owner society’ is far from assured. Two key challenges
confront policymakers. In the first instance, vigilant moves must be
made to cut the cost of housing on the demand-side of the financing
equation. The most powerful way to do this would be through relaxing
the all-or-nothing constraint. Readers will become familiar with our
argument that it makes no sense whatsoever for the average Australian
family to have to tie up over two-thirds of all their wealth in the world in
one highly illiquid and very risky asset: viz., the owner-occupied
residence. Indeed, in Chapter 2.2 of the report we find that one in four
families lose money (in real terms) when they come to sell the roof over
their heads. For roughly one in ten dwellers, the situation is even more
dire—these poor souls are subject to real price declines in excess of 13.4
percent! In this context, it is high time that we brought capitalism to the
home front and provided all Australians with the option of issuing both
debt and equity capital when purchasing their properties.

Yet just as important as eliminating distortions on demand is our desire
to elastify the supply-side of this complex theatre. The analysis of Part
Four indicates that there is a growing disjunction between the price of
Australian homes and their underlying costs of production (see Chapter
4.2). Significantly, this does not appear to be a manifestation of natural
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limitations on the availability of land, but rather a product of regulatory
restrictions that artificially inflate the cost of housing. Viewed differently,
these constraints on the construction of new dwellings and the release of
greenfield and brownfield sites act as a burdensome tax on building,
which in turn leads to a mismatch between the accommodation needs of
Australian households and the stock of available homes. This brings us
to a more general point, which is that many local and State Governments
have failed to come to the affordable housing party. To a certain extent,
this is an upshot of their deep-seated aversion to instituting changes that
are likely to be perceived as disruptive to incumbent residents. While we
believe that our solution goes a long way to addressing these concerns, it
may not secure adequate political support. In the event that it does not
succeed, councils still have an arsenal of other strategies on hand. As a
minimum, they should strive to adopt clearer and more objective review
standards, and expeditiously render land use decisions in an attempt to
improve the ownership opportunities available to current and
prospective home owners. The States, on the other hand, must make a
much greater commitment to providing the vital physical infrastructure
(or at least its funding) that is a precursor to new land being useful for
housing purposes.

In conclusion, let there be no doubt that the reforms we propose in this
report are as critical to the welfare of Australian families today as was the
emergence of the mortgage market at the turn of the last century.
Notwithstanding this, policymakers as a breed are not known for their
risk appetites. How many will be willing to put their reputations on the
line to facilitate the changes we advocate? If history is of any guide, the
portents do not look especially promising. Bold political leadership is a
rare commodity, particularly in the sphere of financial innovation.
Nonetheless, we have strong grounds to believe that such vision and
foresight may already be in place, right here in Australia. In this regard,
we have unambiguously put our money (or at least our time and effort)
where our mouths are. Absent such faith in the current Australian
leadership, there is no way that we would have poured so much time and
energy into producing this report.
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Part One: Background

Part One: Background

In this section, we establish the conceptual underpinnings of our core
proposal, and also review the original primer. While reflecting on the
earlier manuscript, we provide explicit responses to many of our critics.
The energetic reaction to the initial idea in certain parts of the
community suggests that Machiavelli was right in almost all particulars:

“There is nothing more difficult to plan, more doubtful of
success, nor more dangerous to manage than the creation
of a new system. For the initiator has the enmity of all who
would profit by the preservation of the old institutions and
merely lukewarm defenders in those who would gain by the
new ones. The hesitation of the latter arises in part from
the fear of their adversaries who have the laws on their
side, and in part from the general scepticism of mankind,
which does not really believe in an innovation until
experience proves its value. So it happens that whenever his
enemies have occasion to attack the innovator they do so
with the passion of partisans while the others defend him
sluggishly, so that the innovator and his party are alike
vulnerable.” Niccolo Machiavelli, “The Prince”, 1513

In light of the daunting challenge that lies in wait, should we, the
idealistic system builders, simply give up on our ambitious quest? That is,
should we just accept that this vision is doomed in the face of the vicious
assaults launched by those with vested interests? Unsurprisingly, we have
decided not to pursue this particular path, since such a course of action
would betray our true characters. As we believe that attack is, in many
respects, the best form of defence, we consider ourselves fortunate to
have to contend with the calibre of criticism that has been levied thus far.
Perhaps in the next round our opponents will offer less tempting targets!

Prior to addressing the detractors, we open this part by setting the
primary demand-side proposal in context. Yes, we know that the idea of
allowing households to use equity in addition to debt to assist with the
property purchase might sound a little ‘weird’ to some. But as we note in
Chapter 1.1, there was a period not so long ago when the prospect of a
mortgage market would have seemed equally unusual. In fact, if one
takes a step back through history a mere 100 to 150 years, the notion that
lay consumers could draw on debt when buying a home of their own
would have been laughable. Even in those distant days it was easy for
reputable  companies to  borrow  money, but  ordinary
Australians—heaven forbid, who could trust them to pay the money
back!
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Hence, we discover that radical change can and does happen. And
despite our ostensible disapproval, the current system of housing finance
is a dynamic creature, which has evolved significantly over time. Yet if
most proposals for reform are greeted with scepticism, how exactly did
the modern mortgage market come about? In Chapter 1.2 we find that it
was spawned by the conjunction of three vital factors: commercial logic,
political forces and overwhelming social needs. The economic arguments
were always incontrovertible. Provided contracts could be legally
enforced, there was no reason why households should not be able to
borrow against future income. The social requirements were pressing in
view of abuses associated with the imbalance of power between landlord
and tenant. Finally, the politics fell into place as a result of growing
discontent apropos the quality of accommodation (related in part to the
preceding point) and concerns regarding the budding communist
movement. By the mid 1930s, these pressures were sufficient to convince
the State and Federal Governments to introduce the debt markets
necessary to foster home ownership as the preferred tenure choice.

Along similar lines, we believe that equity finance will only develop if
there is an underlying commercial rationale, if it fulfils key community
requirements, and if it can attract support from within the political
apparatus. This report is written from the perspective that such an
alignment of interests is occurring in Australia today. While Chapters 1.1
through 1.3 speak in favour of the first two factors, only the passage of
time will determine whether this work can galvanize the necessary
traction in the (unpredictable) policymaking domain.

What then of the polemicists who have so enthusiastically condemned
our vision? Chapter 2.4 responds to charges that were aired during the
post-publication period. In short, the typical academic reaction to
innovations such as this will tend to exploit one of the following trifecta:
“it’s trivial; it’s wrong; or I have thought of it already!” In the case of
critics cut from a more practical cloth, a slight adjustment is called for:
“no one will want it; too many people will want it; or it has failed
already.” Sadly, allegations like these add a great deal of heat, but shed
very little light. In the end, we are able to rebut virtually all of the
accusations levied throughout this time."*

After delineating the economic and social principles that motivate the
advent of equity finance, we turn in Chapter 1.5 to explore the
consequences of such for the broader community. Here our investigation
capitalises on several techniques developed in Part Two of the report.
Using only the simplest of insights from this much more extensive body
of work, we seek to quantify the implications of the innovation for
households of all ages. Undeniably, our most important finding is that

14 . .
On a more general note though, we would advise that people should, where possible,
avoid criticising creativity.
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1.1

this proposal could extend the great Australian dream to many families
who cannot at present afford a home of their own.

So without further ado, let us begin.

The Origins of the Home Owner Society

It is often said that home is where the heart is; and that conveys a crucial
message. Housing is a multifaceted conception that fulfils a diverse set of

functions. To many it is much more than just a roof over our heads—it
is a basic human right that helps to foster community harmony. Indeed,
insofar as housing has the ability to imbue status and influence social
capital, some believe that it can alter the nature of human relationships.
Residential real estate is also the asset-category to which most of us will
make the largest economic investment during our lifetimes; the typical
dwelling accounts for 60 percent of the average Australian family’s total
wealth (see Appendix 8.1). For these and other reasons, some
sociologists argue that there are grounds for publicly funded housing
strategies that strive to eliminate homelessness and assist low-income
families secure affordable shelter. In contrast, economists often caution
against unbridled interventions into the market on the basis that they can
adversely impact on the pricing of properties, and thereby cause major
distortions. Furthermore, there are serious questions as to how one goes
about defining ‘affordability’; rising house prices do not of necessity
mean that real estate is excessively expensive relative to its fundamental
costs of production.

In this context, there has been a heated ideological debate as to the
origins of owner-occupation. On the one hand, the values and ideas
surrounding home ownership, coupled with the stabilizing effect it is
thought to have on civil society, have been acclaimed as the epitome of
the conservative conception and described as a ‘bulwark against
Bolshevism’ (see Forrest (1983) and Gurney (1999a,b)). On the other,
individuals such as Kemeny (1981, 1992), Marcuse (1987), and Ronald
(2002), purport that the normalization of this tenure preference in many
English-speaking civilizations is not an expression of genuine choice, but
rather an artefact of right-wing housing policies that conspire to
materially and ideologically coerce individuals into a particular housing
aspiration. Along these lines, Marcuse claims that, “the typical suburban
middle class home often represents more a commercial, artificial and
profit induced, exclusionary picture of conspicuous housing
consumption sold to its occupants as the ultimate ‘dream’, than what
those occupants would really want if they had a choice.” (1987: p. 232).
Like-minded theorists have ostensibly classified enthusiasm for this form
of tenure, manifest in a marked rise in the rate of home ownership
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throughout the post-war period, as a ‘false consciousness’, and evidence
of the community’s enslavement to an oppressive capitalist system."” One
additional corollary here is that home ownership’s insidious
‘essentialisation’ has contributed to the marginalisation of public housing
in the policy discourse, and undermined the appeal of rental tenure
(Ronald (2002): p. 3).

It is therefore useful to take a step back, and briefly consider the genesis
of the so-called ‘home owner society’. Up until the late 19" century,
rental housing was the most widespread category of accommodation in
Britain and most other Western societies. Nevertheless, by the turn of
the twentieth century, the rental market had begun to experience
something of a quagmire, with concomitant declines in the quality of
housing conditions and the returns realized by landlords (see Pooley
(1993) and Murie (1998)). The advent of rent controls in 1915 only
served to exacerbate this situation.'® Ronald (2002) maintains that these
events contributed to the growing perception that rental accommodation
was an inferior type of tenure; the community was fed up with the
deprivation associated with private landlordism and home ownership
began to emerge as an attractive alternative.

Interestingly, the relative demise of the rental market precipitated
different reactions in Western countries. In Sweden, the government’s
response was to expand the supply of public housing so as to compete
with the services offered in the private market. Kemeny (1986) surmises
that this decision was grounded in the political predispositions of the
prevailing Social Democratic power at the time, which thought that
owner-occupation compromised its ideal of an egalitarian distribution of
wealth outcomes. Conversely, policymakers in Australia and Britain
sought to advocate home ownership as a superior tenure preference,
which promoted prosperity, citizenship, and enhanced individual
liberties. In part, this was achieved by improving their systems of housing
finance so as to increase the ownership opportunities available to
aspiring families.

The important lesson to be learnt here is simply that our conception of
tenure choice has evolved significantly over time, and even today it

varies vividly according to the region in which one lives. Households in
Beijing, London, New York and Sydney have very different expectations
with respect to the category of accommodation they hope to obtain. In
the future, our understanding of tenure preference will continue to

15 See Ronald (2002) for an excellent review of the ideological significance of home
ownership, and specifically, the relationship between tenure, discourse and power.
Ronald asserts, somewhat radically, that the recent dominance of owner-occupation is a
politically engineered outcome rather than a naturally evolving phenomenon

16 The emergence of the Labour Party in Britain is said to have been in part motivated
by the need to improve on the inadequate services offered by the private housing
market.
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1.2

1.2.1

evolve as population and city growth conflicts with constraints posed by
anachronistic transport systems, a finite amount of exploitable land, and
regulatory restrictions that hinder the elasticity of supply. However, the
flexibility alluded to by history suggests that the prospects for change
may be more promising than one might otherwise suppose.

The Emergence of the Home Owner Society in
Australia

While priorities regarding the provision of housing assistance have
certainly altered over the last fifty years (with an initial focus on
increasing supply during the post-war reconstruction period), the current
Government remains dedicated to ensuring that all Australians have
access to affordable, appropriate and secure housing, especially those on
lower incomes or with unusual needs.!” The Prime Minister himself has
stated that he is, “committed to preserving and expanding the levels of
home ownership, which are essential to social cohesion and stability.””’8

It is easy to see therefore that owner-occupation retains an iconic role in
our society, which reflects a strong psychological attachment to the post-
war ideal of “the great Australian dream”—a red brick house to call one’s
own, a backyard in which to kick the football, and a small veranda from
which to view the day-to-day passings of sunny suburbia. Fortunately, an
approximation of this dream is now a reality for seven out of ten
Australian households, which represents one of the highest rates of
home ownership in the developed world. But such was not always the
case, and it pays to briefly contemplate the history of tenure choice in
this country.!?

Pre 1945

The early home owner society first began to emerge in the latter half of
the nineteenth century. This was encouraged by a belief system that
designated low-density owner occupation as a dominant civic virtue (and
hence the preferred form of tenure), in combination with rising real
wages, declining construction costs, flourishing sources of private
finance, and an increasing supply of inexpensive dwellings (see Davison

17 Housing Assistance Act, 1999-2000 Annual Report.

18 The Prime Minister, the Hon. John Howard, MP, was addressing the Housing
Industry Association’s annual Home and Building Expo in Brisbane on 17 May 2002.

19 Here we draw heavily on two outstanding reviews of housing policy in Australia by
Professor David Hayward (1996) and Professor Tony Dalton (2002). The interested
reader is referred to their work for a much more thorough exposition.
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(1981), Frost (1991), and Dalton (2002)).20 In contrast, that eternal
curmudgeon, the private landlord, was the recurring object of much
derision and, on a political level, working class protest (see Connell and
Irving (1980), Williams (1981), and Hayward (1996)). The community’s
resentment signalled discontent with the poor quality of rental
accommodation, and critical perceptions vis-a-vis the considerable
powers and harsh practices of the property-owners themselves.2! Here it
is instructive to note that at the turn of the century there was still no
public housing to speak of—the nation’s tenure choice was split equally
between the rental and owner-occupied segments.

Notwithstanding the dire economic malaise of the 1890s, circumstances
began to gradually improve through to the outbreak of war in 1914. At
the cessation of conflict, the housing market picked up where it had left
off, and continued to experience rapid growth, which culminated in the
home ownership rate breaching the 50 percent barrier for the first time.
This was however to be but a short-lived reprieve. Before too long, the
nation was enveloped in the devastating depression of the 1930s, with
new dwelling construction coming to an abrupt halt, unemployment
exceeding 30 percent, and repossession rates matching those recorded
during the dire days of the late nineteenth century. As a result, a large
proportion of the population was disenfranchised and forced into abject
poverty. The inner city slums of Sydney, consisting of huts, tents and
humpies, became an all too common sight, while the home ownership
rate slumped (see Hayward (1996)).

This unfortunate state of affairs demanded a public policy response, and
some were eventually forthcoming. Interestingly, Australian reformers
were, like their counterparts in the UK, deeply disturbed by the prospect
of a nascent communist movement, which they felt was the wayward
child of the adverse economic conditions. The policymakers’ reaction
was to indelibly mark the home ownership aspiration onto the hearts and
minds of even the most humble of households. Practically speaking, it is
certainly no exaggeration to suggest that the changes instituted in the first
half of the twentieth century irreversibly altered the housing landscape in
Australia.

20 The economy was gripped by severe recession in the late 1890s, with 13 of the
lending institutions collapsing as a result of a run on deposits (see Cannon (1966) and

Love (1984)).

2l In the eartly twentieth century, unpleasant conditions prevailed in the rental market,
which contributed to social discord, and more specific problems such as outbreaks of
contagious disease (e.g., there were bouts of bubonic plague and cholera in the Rocks
region of Sydney). In the public’s eye, landlords were to blame. They charged exorbitant
rents, delivered dilapidated accommodation, and yet occupied a privileged position
within the legal system: in NSW, their debts took precedence over those owed to other
creditors, while they could withhold property to cover unpaid rent without having to
seck the consent of the authorities to enforce this right (see Hayward (1996)).
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In the beginning, the desire to address the aforementioned ills was
expressed in a series of Parliamentary reports published in New South
Wales (NSW) and Victoria (see Harris (1988) and Troy (1992)).22 While
all concluded that the housing circumstances were appalling, their
prescriptions differed along not unexpected lines. In Victoria, there was a
preference for the classically austere approach, which involved pithy fine-
tuning of existing government regulations. Researchers in NSW, on the
other hand, recommended direct public involvement in the provision of
housing services (see Harris (2002)).

The first substantive action took place when State governments and the
Commonwealth decided to furnish low-income earners (particularly
workers) with access to cheap finance so that they could afford to
acquire homes of their own (see Hill (1959)).2 As one politician
remarked at the time, “Why should we not provide that a man, whether
he is a clerk or an agricultural labourer, or a miner, or a bricklayer or a
bootmaker, can borrow from the State if he has a fair amount of
security?” (see Hannah (1910) and Dalton (2002)). And so, by 1919 all
State governments offered just such a service.

At around the same time, banks in NSW, South Australia, Tasmania, and
Victoria, were permitted to purvey mortgage finance on commercially
attractive terms. This was facilitated by the enactment of new laws in the
decades preceding World War Two, which helped to institutionalise the
use of debt as a means by which low to middle income households could
purchase their own homes.?* This was, without doubt, one of the earliest
forebears of the modern mortgage market (see Hayward (1990)).25

22 In 1913, a Joint Select Committee of the Victorian Parliament investigated housing
conditions in Melbourne. In 1920, a NSW Legislative Assembly Select Committee
reported on slums in NSW. Finally, between 1914 and 1918 a Victorian Royal
Commission delivered a three-volume report on the status of living conditions in
Victoria (see Hayward (1996)).

2 Queensland and Western Australia were at the vanguard of this initiative, introducing
the Workers Dwellings Act in 1909 and the Workers’ Homes Act in 1912, respectively.
The former provided cheap loans up to the value of 70 percent of the purchase price,
while the latter offered land and properties for sale on a leasehold and freehold basis
(Hill (1959) and Hayward (1996)).

24 Relevant changes included the South Australian Advances for Homes Act in 1910
(Marsden (19806)); Victoria’s Housing Reclamation Bill of 1919 (Harris (1998));
Tasmania’s 1919 Homes Act (Martin (1919)); and, an amendment to the NSW
Government Savings Bank Act in 1913 (Troy (1992)).

2 One of the more startling developments to emerge during this era was the State
banks’ willingness to build and finance housing estates. (Drawing on the garden city
principles espoused by the town planning movement in Britain, policymakers in
Australia were convinced that the urban environment shaped social behaviour, and
hence that government should play a role in the planning process (see Sandercock
(1977)). Savings banks acquired large amounts of land on which housing schemes were
erected (e.g., the Colonel Light Gardens scheme, which was enabled via the Garden
Suburbs Act of 1919; the Victorian State Bank’s Garden City development in Port
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The Commonwealth’s contribution to the expansion of housing finance
in Australia was essentially two pronged. Its principal effort involved the
establishment of the War Service Homes Commission in 1919. This was
a generous arrangement that offered returned servicemen access to long-
term loans with low deposits and concessional rates of interest. The
finance was to be used for the purposes of buying existing homes or
building new ones. It was inspired by the political fusion of the vision of
the tireless worker with the brave and valiant digger who had fought with
the Australian Imperial Force in defence of the British Empire (see
Millen (1918), Wheeler (1989): p. 180, and Dalton (2002): p. 6). According
to Hill (1959), 37,000 dwellings were financed by the Commission
between 1919 and 1930. Subsequently, the economic difficulties
precipitated by the depression resulted in the initiative’s suspension in
1931 (Hayward (1996)). A subsidiary development entailed the formation
of the Commonwealth Savings Bank, which was empowered to lend to
households for the first time. It, however, suffered a similar fate to the
Commission, with the onset of the depression triggering its demise.

By the end of the 1930s, the housing market in Australia was still in a
parlous state. A new round of reports was commissioned to study the
crisis, and, sadly, their conclusions were no better than those arrived at a
decade ecarlier——conditions in the inner city slums had actually
deteriorated, while the intervening period had resulted in an estimated
shortage of 120,000 dwellings (see Hayward (1996)).2¢ This was further
compounded by a dearth of adequate building materials and labour.
There was an evolving view amongst constituents at the time that the
private market could not cater for those members of the community who
were destitute or otherwise hard done by. Consequently, government
action was seen to be justified. This gave rise to what Professor David
Hayward (1996) has described as our ‘reluctant landlords—State-based
public housing was about to emerge in Australia. The introduction of
publicly subsidised accommodation was crystallized through the creation
of administrative entities in the various states; specifically, South
Australia’s Housing Trust in 1937, Victoria’s Housing Commission in
1938, and the NSW Government’s Housing Commission in 1942.27

Melbourne, which was facilitated by the Housing Reclamation Act of 1920; and the
Thousand Homes Scheme (ultimately a financial disaster), underwritten by the South
Australian State Bank in 1924; see Sandercock (1977), Marsden, (1986), Harris (1988),
and, particularly, Hayward (1996)). Nonetheless, these early antecedents to public
housing often suffered from serious shortcomings.

26 These included the NSW Parliament’s Housing Slums Investigations Committee
(1930), the South Australian Government’s Building Act Inquiry Committee (1937), and
the Victorian Government’s Housing Investigation and Slum Abolition Board (1936).

27 In 1935, Tasmania’s Agricultural Bank was also empowered to supply affordable
shelter to low-income households on a rent-purchase basis (see Hayward (1990)).
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1.2.2

Post 1945

In the years following the Second World War, there was a striking
increase in the quantum of finance available to aspirational owners. To
begin with, this was a reflection of the nascent peacetime environment,
and the need to look after the thousands of returning veterans.
Unsurprisingly, the much loved war service home loan scheme was

massively reinvigorated—between 1945 and 1956, 103,000 new loans
were issued (see Hill (1959)).28 Subsequently, the Commonwealth Bank
began offering mortgage finance alongside its State-based counterparts,
while in 1963 the Government established the Housing Loans Insurance
Corporation, which provided mortgage insurance to building societies
for the first time (see Schedvin (1992) and Lee (1995)). This was a key
initiative that reduced the risks to which building societies were
otherwise subject, and greatly contributed to their ensuing revival (see
Dalton (2002)).29

In addition to its efforts above, the Commonwealth also introduced a
direct subsidy, known as the ‘Home Savings Grant’ (which, in an
analogous fashion to its present day cousin, was used to overcome the
deposit gap), and embarked on a program of privatising significant parts
of the burgeoning public housing stock. In this latter exercise, equity was
offered to occupants on concessional terms (see Dalton (2002): p. 0)).

There was a prevailing opinion at the time that the housing system had
been severely stretched for several decades, with a distinct shortage of
available stock. At this point, it was also fashionable to burden the
private sector with the blame for the problems so encountered. In the
wotds of the Commonwealth Housing Commission, established in 1943
to evaluate the magnitude of these difficulties, “it has been apparent, for
many years, that private enterprise the world over has not adequately and
hygienically been housing the low income group” (quoted in Martin
(1988): p. 5). An implication of this conclusion was that government had
a mandate to actively participate in the provision of housing services,
particularly for those citizens who were subject to financial duress.

In 1944, the Commonwealth Housing Commission released a report in
which it recommended the creation of a national housing policy
framework, the centrepiece of which was to be a vast public works
program to produce 80,000 new dwellings each year (see Berry (1988)).
While the Federal Government was expected to underwrite the cost of
this initiative, the States would be obliged to manage service delivery and
other practical minutiae through their respective administrative

28 Dalton (2002: p. 6) comments, “For the very large number of returned service
personnel, the “War service homes’ benefit ranked as the highest priority amongst all
repatriation benefits (Kristianson (1966): p. 243).”

2 Building societies had suffered since the economic malaise of the 1890s.
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authorities. Thus, we have here the structural underpinnings of what
would in 1945 evolve into the first Commonwealth-State Housing
Agreement (CSHA). The implications of this event should not be
underestimated. The crafting of the CSHA represented the dawn of a
new era in economic policy, one that would, for a period of time,
recognize public housing as a viable tenure preference. Indeed, by 1956,
more than 96,000 new dwellings had been added to the nation’s housing
stock. Alas, the quality of these homes left a lot to be desired (see
Hayward (1990)).

The emphasis placed on public service provision would, however, prove
to be rather short lived. In the two decades prior to the stagflation of the
early 1970s, the domestic economy grew at a furious clip. As a
consequence, the private housing market picked itself up off the ground
and began to assume an ever-more important role in the supply of
shelter. The arrival of Robert Menzies’ Liberal-Country Party coalition in
1949 was to entrench the ownership objective as a political priority. For
example, in 1956 the Commonwealth redirected 30 percent of the CSHA
funding that had previously been designated for public housing into
schemes engineered to assist tenants purchase the government subsidised
properties in which they lived. The momentum was such that even the
Communist Party of Australia lent its (hesitant) support to this goal (see
Hayward (1990)): “ownership of property, for the purpose of extracting a
profit out of others causes injustice, but not the ownership of property
for one’s own use” (Communist Party of Australia (1957): 16).”

Looking back on the years after the Second World War, one might
confidently surmise that home ownership’s place as the leading tenure
preference in Australian society had been secured once and for all. Mass
migration and the baby boom were defining characteristics of the day.
Young, vibrant and comparatively unscathed, the ‘sun burnt country’ was

promoted as a land of opportunity—ostensibly free of prejudice, and
welcoming of the innovative and industrious. This was a place where vast
fortunes and bright futures were to be made. Yes, that great Australian
dream of owning a detached home on a quarter acre block had well and
truly arrived (see also Nicholas Nedelkopoulos’ illuminating etching
below).

0 Kemeny (1981) suggests that the renegotiation of the 1961 and 1966 CSHA’s
precipitated the emasculation of public housing in Australia in favour of the owner-
occupied alternative.

44



Part One: Background

Etching 1

“That Great Australian Dream”
National Gallery of Australia, Canberra

“For many ‘new Australians’, and for those already here, living in suburbs beyond the city provided benefits
that included new housing and the luxcury of space. Nicholas Nedelkoponlos, the son of Greek immigrants,
discerns another life behind the tidy facade—a world of anxiety and anarchy. Nedelkopoulos is challenging
Australians to observe their habitat from without and within, through the fences and backyards that
contain us and our neighbours.”

The desirable financial and life-style attributes ascribed to outright
ownership served to further diminish the appeal of lesser tenure
alternatives such as renting. And while economists might shudder at the
thought of consumers tying up all their wealth in one risky and indivisible
holding, there were, to be frank, few opportunities to engage in ‘multi-
asset class’ diversification. The first index fund was, after all, only
introduced in 1976, and it took at least another ten years before
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Markowitz’s  revolutionary principles were well understood by
practitioners (see Section 2.1.2 and Joye (2000a,b,c)).

The 1980s and 1990s coincided with structural changes and a new set of
socio-economic imperatives. The financial system was deregulated and
many of the public institutions were privatised. More generally, there was
a systemic shift away from blunt interventionist policies in an attempt to
capitalize on the efficiency gains associated with market-based outcomes.
Despite a decline in support for public housing, microeconomic reform,
deregulation and sound economic management were to afford
householders a new universe of ownership possibilities. In the mid
1980s, however, cyclical changes combined with severe structural
reforms to invoke transitional difficulties in the near term. The
underlying rate of inflation averaged around eight percent, while the
current account deficit blew out to what were believed to be
unsustainable levels.3! Collectively, these factors contributed to extremely
tight monetary policy settings, with interest rates peaking at about 19
percent.32 In retrospect, the recession that, in Paul Keating’s words, “we
had to have”, should have come as no surprise.”

Thankfully, the mid to late 1990s heralded a new era of unprecedented
prosperity (in spite of obstacles posed by the Asian economic crisis):
Australia’s growth, inflation and productivity performance was supetior
to most, if not all, of our OECD competitors. At the same time, the
development of the secondary mortgage market facilitated the emergence
of alternative lenders such as Aussie, RAMS and Wizard, which enlarged
the supply, continuity and flexibility of housing finance. In turn, this
reduced the consumers' cost of capital, and improved their ownership
and affordability prospects (see Section 3.2.2). The Government also

31 See also Pitchford (1989) for an alternative take.

32 1n 1992, the Deputy Governor of the Reserve Bank of Australia, Mr Ian Macfarlane,
commented, “It was clear by the late eighties that policy, including monetary policy, had
to be tightened to bring a substantial slowing in the economy. The economy was
growing too fast, we were living beyond our means and there was an unsustainable
amount of debt financed asset speculation occutring. The dynamics of a modern
capitalist economy are such that it is hard to believe that this excess could be followed
by a gentle slowing; it was far more likely that it would be followed by an absolute
contraction.” Sydney Institute, 21 May 1992. Interestingly, Treasurer Keating appears to
have differed in his initial viewpoint, since he had predicted a ‘soft landing’. Of course,
the First Gulf War may have exacerbated subsequent conditions.

3 Deputy Governor Ian Macfarlane continues, “There is a strong feeling in many
quarters that more should have been done to avert the recession. Perhaps it would have
been possible to have a somewhat smaller recession, if all the policy guns had been
quickly trained towards maximum expansionary impact. But if we had followed this
course, how could people credibly have believed we were serious about reducing
infladon? We claimed at the time that 1990/91 was a once-in-a-decade opportunity to
return to low inflation; everyone would have concluded that we were not serious about
taking the opportunity. We could not have expected the community to reduce their
wage and price claims, if all our actions indicated a pre-occupation with minimising the
recession at any cost in output.” Sydney Institute, 21 May 1992.
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managed to pull off wide-ranging tax reform and a significant reduction
in debt. Perhaps most importantly in the context of the present
discussion, housing mortgage rates fell to their lowest level in thirty years
while average weekly earnings continued to increase strongly. In the
twenty first century, Australia’s stellar economic accomplishments have
continued unabated, culminating in The Economist’s recent moniker,
‘The Wonder Down Under’. Our peers, on the other hand, have
frequently fallen by the wayside.

On the housing front though, the news has not been universally
positive.>* With the inexorable rise in property prices over the last decade
(see Chapter 4.2), a growing number of social and economic
commentators have arrived at the conclusion that there is an affordable
housing ‘crisis” in this country (however that may be defined).’> Their
concerns tend to revolve around a perceived deterioration in the
accessibility of home ownership opportunities for low to moderate
income families coupled with a reduction in the affordability and supply
of private rental and public housing, respectively. It is also thought that
these factors have conspired to produce a situation whereby an ever-
growing proportion of Australians suffer from nontrivial degrees of
housing ‘stress’ (see, for example, Chamberlain (1999), Yates (2000), and
Dalton (2002)).36 Such sentiments have been especially prominent of late,
with home ownership emerging as a topic of immense interest.
Collectively, these developments have led to a chorus of cries for the
Federal Government to increase public funding to combat the alleged
problems. Indeed, the Australian Housing National Research
Consortium (AHNRC) believes that $27 billion needs to be spent on
increasing the supply of cheap dwellings.’

3 A statistical summary of the Australian housing market may be found in Appendix
8.1.

3 Interestingly, the majority of Australian owners realised significant wealth gains as a
consequence of the rise in the value of housing during this time. In fact, household net
worth has increased by neatly ten percent per annum in nominal terms since 1996.
According to the Treasury (2003), this means that the wealth of Australian families has
risen by around $1.4 trillion during the period.

36 Despite escalating property prices, there is little evidence that occupiers overall are
having problems setrvicing their debt. Household interest payments in the December
quarter of 2002 were 5.7 percent of disposable income, well below their peak of 10.7
percent in 1990. At around 6.5 percent, mortgage interest rates remain at extremely low
levels, particularly compared with those experienced during the late 1980s and mid
1990s. On the 13® of February 2003, the Deputy Governor of the Reserve Bank of
Australia, Mr Glen Stevens, commented, “we have not rushed to ring alarm bells about
excessive debt. The exception is, of course, the rapid growth in debt to finance
investment in rental properties, where we felt during 2002 that people were being drawn
into a position of high leverage by unrealistic expectations of returns.” 2003 CEDA
Economic and Political Overview.

37 See the Task Force’s companion piece, authored by Professor Joshua Gans and
Professor Stephen King for a critique of the AHNRC proposal.
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In Part Four of this report we find that while there is an affordability
problem, it has nothing to do with the distribution of income, as many of
the combatants seem to suggest. Rather, it appears to be the result of
oppressive government regulations that severely constrict the stock of
low-cost properties. When combined with burgeoning demand, these
artificial constraints on supply propagate price rises. In this context, we
would recommend expanding the affordability debate to encompass local
and State government reform, in favour of simply confining ourselves to

that perennial panacea—public housing.

Notwithstanding these supply-side insights, a large part of our effort to
improve the ownership prospects of Australian families focuses on
distortions wrought on demand. In short, the essence of this problem is
as follows. While there are obvious disincentives to consigning a vast
proportion of one’s capital to the dwelling (see Section 2.2.1.1), present
institutional arrangements do not afford households the flexibility
inherent in fractional interests. Indeed, the inescapable all-or-nothing
constraint on owner-occupation forces individuals to make the stark
choice between the disadvantages of rental accommodation and the
harsh financial realities of complete home ownership. In classical
economic terms, the current housing market has a major ‘indivisibility’,
since one cannot maintain a reduced stake in the residence. This
unfortunate attribute requires owners to bind together their housing
consumption and asset accumulation decisions. Yet a great many
Australians may wish to own a home without risking most of their wealth
on the fate of a single property and, to a lesser extent, the surrounding
housing market. It is to this issue that we now turn.
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1.3

1.3.1

Indivisibility

In our original manuscript, we agued that one obvious way to cut the
costs of home ownership on the demand side of the financing equation
is through eliminating the indivisibility of the underlying asset. In the
next chapter, we strive to eradicate the idea that instruments engineered
to accomplish this outcome are somehow ‘unnatural’. It will in fact be
our contention that the prevailing market structures are the strange ones!

How Natural is the Zero-One Constraint?

Imagine that you are a young doctor who flies frequently, and just
happens to be extremely bullish on the global aitline industry. As a result,
you wish to do two seemingly straightforward things: first, consume
standard flight services; and, second, allocate some fraction of your
wealth to a collection of related companies. You also consider yourself to
be a fairly canny customer, and prefer not to put all your eggs in one
basket. Accordingly, you decide against committing too much of your
hard earned money to this specific segment of the economy (i.e., the
airline industry). Who knows, there could be another travel crisis! So let’s
assume that you only invest, say, ten percent of all your savings in this
particular initiative. The crucial point to note here is that in the current
environment we tend to take for granted that these two activities are
entirely independent. Why, you can just pull together a diversified
portfolio of airline stocks and then purchase a plane ticket each and
every time the need arises. Nothing could be simpler. Yet suppose for a
moment that you lived in a world in which the two decisions were
inextricably tied. Suppose that there were no airline services, and anyone
who wished to travel overseas on a regular basis had to purchase their
own plane. (This might be roughly analogous to the situation that existed
sixty or so years ago, wherein the majority of the populace pursued the
user-pays path and travelled by boat.) In this alternative reality, you
would be implicitly forced to immediately acquire all the tickets that you
ever desired, and invest an exceedingly large proportion, if not all, of
your wealth in the airline industry. Well, strictly speaking that’s not quite
right. You would not be investing in a diversified portfolio that was
‘representative’ of the market itself, but rather in one plane, with all its
manifest peculiarities. Moreover, it is highly unlikely that you could
actually afford to acquire an aircraft of your own in the first place. No,
on the balance of probabilities, you would be compelled to draw on large
amounts of debt; perhaps something in the order of 90 percent of the
value of the plane that you hoped to purchase. In fact, it is likely that
most individuals would have been priced out of the market completely,
especially those of a younger vintage.
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1.3.2

Now does this sound vaguely familiar? It should, because you live in that
world; it is, after all, precisely what transpires in today’s housing market.
Those of us who cannot afford to buy the dwelling of our dreams are

required to rent—modern day analogues of our seafaring forebears. And
when we finally purchase a property, we find ourselves investing more
than 60 percent of all our wealth in one highly illiquid and very volatile
asset: the owner-occupied residence, with all its idiosyncrasies (see also

Appendix 8.1).

A Professional Blind Spot

Despite being an age-old conundrum, the impact of residential real estate
on the household’s portfolio problem has largely been ignored by
academic economists.” Indeed, the profession persists with a ‘divisible’
definition of the housing commodity—which in effect means that we all
rent—manifest in the form of the amorphous notion of homogenous
‘housing services’ (see Muth (1960) and Olsen (1969)).” In part, this is a
legacy of the purist neoclassical tradition, which historically avoided
conflation of the consumption and portfolio decisions, and, until more
recently, ignored the household’s inability to borrow against future
earnings.”” One implication of this oversight is that there has been very
little discussion of the rate and timing of returns realised on the home
owner’s real estate investment, or the liquidity of wealth held in the form
of housing—the single largest element of consumer portfolios (see

3 Brueckner (1997) comments, “The literature has left mostly unexplored an important
issue relating to housing’s dual role: the effect of housing consumption and investment
motives on the structure of consumer portfolios. It is sometimes alleged that consumers
‘overinvest’ in housing, which leaves most portfolios inadequately diversified.
Remarkably, however, there has been no formal analysis of the overinvestment issue”

(1997: p. 159).

% Of course, the heterogeneity of the housing stock prevents the emergence of an
organized exchange for trade in standardised housing units. A corollary of this is that
the granularity of the consumer’s information set with respect to pricing is poor, and
prospective buyers must subject themselves to nontrivial search costs. These features
also shed light on the structure of the real estate industry, and the role of brokerage
agents. Simply stated, costless recontracting is not possible.

40 In fact, the discipline frequently ignores the dwelling’s other special
characteristics—such as its durability, heterogeneity, and spatial fixity—altogether (see
Smith, Rosen and Fallis (1988)). The durability of home ownership is typically
disregarded by assuming that one homogenous unit of the housing stock yields one unit
of housing service per unit of time, and that capital markets are perfect, taxes
nonexistent, and asset markets in equilibrium (see Deaton and Muellbauer (1980)).
Intertemporal and spatial considerations are also overlooked. In the standard
neoclassical model, the expressions ‘housing stock’ and ‘housing services” are used
synonymously, and one is forced to abstract away from tenure choice. Accordingly,
occupiers are indifferent vis-a-vis rights in the ownership or rental markets.
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Appendix 8.1). Nevertheless, as we shall see, the home ownership
constraint is an issue of immense import.*'

Technically speaking, the indivisibility of the dwelling asset precludes
occupiers from divorcing their consumption and investment decisions
and, as a consequence, greatly impedes life-cycle optimisation.
Parenthetically, the household’s demand for residential real estate is
frequently ‘over-determined’, resulting in a disjunction between the
desired holdings of the asset from the consumption and portfolio
perspectives. In turn, this may propagate life-cycle patterns in the
occupier’s appetite for risk and return, and attendant mean-variance
disequilibria. Simply put, while a vast proportion of the average
household’s wealth is dedicated to one highly illiquid and extremely
volatile asset—viz., the owner-occupied home, it is nigh on impossible to
access for other purposes.

In this vein, it is sobering to note that residential real estate accounts for
around half of all the tangible capital assets in the developed countries of
the world. At well in excess of US$40 trillion it is, in fact, the most
valuable asset category on earth. House prices also tend to be
uncotrrelated with other investment classes, and could, therefore, furnish
institutional  participants  with  significant  diversification  gains.
Nonetheless, it is not possible for most dwellers to capitalise on such
gains from trade by issuing equity to external parties.

Our work is motivated by an exceedingly complex question, which the
academic and practitioner communities have failed thus far to address. In
a nutshell, it might be broadly described as follows:

e Why can’t households ameliorate the grave life-cycle risks
to which they are subject by relaxing the all-or-nothing
constraint on home ownership, and cost-effectively
trading claims on real estate?

At least from Samuelson’s (1969) model of portfolio selection onwards,
the importance of accommodating life-cycle needs through capital
market instruments has been appreciated. Notwithstanding this, our
current system of housing finance prevents the complete equitisation of
risks, and, hence, an efficient allocation of scarce economic resources. In
particular, it prohibits the sale (purchase) of claims to future income
(consumption) streams and the wealth interactions associated with such.
Significantly, incomplete equitisation is precisely what causes trade and
motivates the allocational role of securities for noninformational reasons
(see Grossman (1995)). Put differently, home ownership, as at present
organised in most OECD countries, involves Pareto-inefficiency because

# Along similar lines, most economists have chosen not to study our marginal
propensity to consume out of housing equity, presumably because of its illiquidity.
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1.3.3

there are unrealised gains from trade. This problem is profound for at
least three reasons. First, as stated above, the equity and debt held in the
home represent the largest components of household wealth. Second,
the sub-optimal disequilibrium character of the housing asset over most
of the life-cycle may amplify macro-economic fluctuations and
complicate monetary management (see, for example, Aoki, Proudman,
and Vlieghe (2002)). Third, the result is gross inefficiency in the market
for an enormous share of household wealth. It is true that home equity is
not the only asset that cannot be appropriately equitized to match the
requirements of life-cycle optimisation: human capital faces exactly the
same problem.42 The difference with housing, however, is that it is
possible to conceive of equitization, even though such opportunities are
not currently available.

Technical Literature Review

The indivisibility of the dwelling asset imposes a constraint on the
household’s portfolio problem since it prevents occupiers from divorcing
their consumption and investment decisions and, as a consequence,
greatly impedes life-cycle optimisation (see Ando and Modigliani
(1963))." Put differently, the ‘all-or-nothing’ nature of the ownership
experience results in the household’s demand for residential real estate
being ‘over-determined’, particularly insofar as there is a disjunction
between the optimal holdings of the asset from the consumption and
portfolio perspectives.” In turn, this may propagate life-cycle patterns in

# In spite of the gallant efforts of Shiller (1993), consumers are not able to borrow
against their human capital, and insurance markets for labour income risk have not been
established. One exception is David Bowie’s success in securitising the future stream of
earnings associated with both his current royalties and future unwritten works.

# A young family’s consumption demand for housing often forces them to dedicate a
very large proportion of their wealth to real estate, which may result in a marked
departure from the asset’s ‘optimal’ weight under a mean-variance framework. The
home ownership constraint can also introduce a life-cycle pattern into the portfolio’s
exposure to other asset categories, since the share of housing to net worth typically
declines as the occupiers accumulate wealth. If the household’s portfolio consisted only
of financial assets, no such pattern would be observed, since the weights of the
individual constituents could be expected to remain constant over time. By way of
example, most young dwellers are highly leveraged to real estate and exposed, therefore,
to significant portfolio risk. As a result, they are also motivated to engage in capital
allocation strategies that reduce this risk (e.g., by increasing their holdings of fixed
income instruments over and above, say, listed securities). The converse is often true of
eldetly households who generally have lower exposures to owner-occupied property,
and concomitantly, a larger appetite for more volatile investments. Flavin and
Yamashita (2002) report that changes in the household portfolio composition over the
life-cycle are frequently quite striking. For instance, they find that a coefficient of
relative risk aversion of three yields a ratio of stocks to net worth of 0.09 for the
youngest households (18 to 30) and 0.60 for the oldest (70 and over).

# The conflicting consumption and investment motives have been previously
recognized in the literature by the likes of Ranney (1981), Schwab (1982), Henderson
and Ioannides (1983, 1986, 1987), Poterba (1984), Wheaton (1985), Bosch, Mottis, and
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the household’s appetite for risk and return, and attendant mean-variance
disequilibria (see, for example, Brueckner (1997) and Flavin and
Yamashita (2002)).” In a dynamic, general equilibrium world, it is also
conceivable that the home ownership constraint has much more far-
reaching effects, such as invoking relationships between seemingly
unrelated events like demographic change and asset prices (see
Manchester (1989) and Mankiw and Weil (1989)).*

Naturally, in the absence of taxes, transactions costs, agency problems,
and other distortions, rental markets for housing would enable
individuals to disentangle their consumption-allocation decisions and
optimise over the course of the life-cycle.”” But this is clearly not the
typical case. The inherent illiquidity of housing wealth appears to have
persuaded many economists to ignore it altogether when evaluating life-
cycle behaviour. Indeed, until recently the influence of wealth held in the
form of housing on consumption had not been thoroughly explored, and
most of the evidence that did exist related to the so-called ‘savings
puzzle’ (see Elliot (1980), Peek (1983), Bhatia (1987), Skinner (1989),
Case (1992), Sheiner (1995), Engelhardt (1996), Hoynes and McFadden
(1997), Levin (1998), and Gale and Sabelhaus, (1999)). Thankfully, Case,
Quigley and Shiller (2001) have begun to recompense for this oversight.

Taking into account the practical realities of home ownership, it is
curious that most economists persist with a ‘divisible’ definition of the
housing commodity, manifest in the form of the amorphous notion of
homogenous ‘housing services’ (see Muth (1960) and Olsen (1969)).
Ellickson (1981) argues that this is more a reflection of intellectual inertia
than insoluble technical difficulties, since advances in mathematical
economics have demonstrated that divisibility is not essential to a theory
of perfect competition. Nevertheless, history has placed divisibility at the
heart of contemporary economic analysis, especially insofar as it is
thought to be a “sine qua non for the osculation of the smoothly
bending curves with separating hyperplanes that drives the engine of

Wryatt (1986), Berkovec (1989), Fu (1991), Ioannides and Rosenthal (1994), and Lin and
Lin (1999).

% Adopting somewhat different approaches, Brueckner (1997) and Flavin and
Yamashita (2002) illustrate that where the quantity of housing held for consumption
does not equate with that desired for investment purposes, the occupier’s overall
portfolio will be mean-variance inefficient and deliver suboptimal wealth outcomes. If,
on the other hand, the household was able to relax the ownership constraint, it could
increase its expected return without a commensurate rise in risk.

4 Flavin and Yamashita (2002) speculate that the changing risk preferences of ageing
baby boomers could present one explanation for the asset price inflation experienced in
the stock market of late.

#7 Note that the optimal rental relationship would be a complex contingent contract, in
which the rent would be smoothed throughout the agent’s tenure in any specific house.
In fact, the length of tenure would itself be dependent on the evolution of economic
and demographic outcomes.
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competition” (1981: p. 2). Of course, the alternative evokes images of
corner solutions, market failure and scale economics.*

The all-or-nothing constraint on the dwelling asset means that

agents are not able to efficiently allocate scarce economic resources—of,
more precisely, cost-effectively trade claims on residential real
estate—and, as a result, exposes them to grave life-cycle risks.”
Accordingly, our current housing system prevents the complete
‘equitisation’ of risks, because it prohibits the sale (purchase) of claims to
future income (consumption) streams and the wealth interactions
associated with such. Crucially, incomplete equitisation is what causes
trade and motivates the allocational role of securities for
noninformational reasons (e.g., cross-sectional changes in wealth, risk
preferences, liquidity needs, unanticipated investment opportunities, and
all factors unrelated to the payoffs implicit in the securities being traded).
In the unlikely event of complete equitisation, agents would not need to
engage in allocational trade to finance consumption or investment since
all claims would have been acquired in the first instance (see Grossman
(1995)).”” And unlike many other examples littered throughout financial
market history, participants in the real estate industry have yet to devise
ways in which they can effectively ‘synthesise’ such claims as a substitute
for direct purchase. Of course, human capital, another large component
of personal wealth, experiences the same problem.

In spirit, this work embraces the concerns raised by Shiller (1993), among
others, that there are few practical proposals for establishing markets to
diversify away the principal risks to our standard of living. It is, for
instance, far more likely that a property will decline in value owing to
adverse economic conditions than it will burn down. And yet whereas
there is a substantial industry devoted to insuring the home against

# It is indeed an arduous task for one to find a theory of housing markets based on a
model of competitive equilibrium with indivisible commodities and a non-atomic
measure space of consumers (see Mas-Colell (1975, 1977) for the abstract mathematical
contribution).

4 The impact of the investment constraint on tenute choice has been formally modelled
by Henderson and loannides (1983), while Brueckner (1997) has considered its
influence on the structure of household portfolios by introducing a mean-vatiance
framework (see Fama and Miller (1972)). In a nutshell, Henderson and Ioannides
constrain the quantity of housing owned, 4, such that it is as least as large as /4, the
quantity of housing consumed. Contravention of this constraint implies that the
occupier owns only a fraction of the housing it consumes, indicating that a portion of
the equity is held by a second party. This latter eventuality is, of course, consistent with
a shared equity arrangement. In the standard case, an increase in housing consumption
can only be realised by an equiproportionate rise in investment. Thus, the constraint
results in a situation whereby the occupier’s propensities to consume and invest are
inextricably intertwined. In contrast, enabling fractional equity interests allows the home
owner to separate these two motives (see Brueckner (1997): 159).

50 Note, however, that this should not be confused with a complete contingent claims
market.
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physical damage, there remains virtually no way for households to hedge
the risk of declines in the value of their real estate holdings (secondary,
derivative and futures markets for residential property simply do not
exist).”! To be sure, the potential size of an industry that safeguards a
family’s home equity would be several orders of magnitude larger than
the current-day home contents insurance market.”> Along the same lines,
an individual is much more likely to suffer negative shocks to their
income as a consequence of changes in the market for their labour
services than as a result of, say, physical disability (see Shiller (1993)).”

Inspired by the seminal contributions of Arrow (1974) and Debreu
(1959), Shiller proposes the development of markets in claims on large
aggregate incomes, and components thereof, traded in the form of
perpetual securities, futures, options, swaps and forwards, which would
enable consumers to eliminate some of the most significant economic
risks to their standard of living. He points out that these ‘macro-markets’
could present a panacea of sorts to the problems of incomplete
equitisation, and notes that the risks traded in modern financial markets

represent but a tiny fraction—roughly three percent—of the real causes
of fluctuations in household welfare. (And since it would be impossible
for any individual to single-handedly exert an influence over these
aggregates, there would be no moral hazard introduced from insuring
them.) Curiously though, Shiller does not consider the case for creating
primary and secondary markets in home equity.

So is it possible to conceive of an alternative reality, in which individuals
and institutions are able to cost-effectively exchange claims on residential
real estate? Are we able to envision a world endowed with a more
sophisticated market system that seeks to facilitate seamless risk-sharing,
and which assists in further reducing the inequality of incomes? It is
indeed surprising that in spite of the vast empirical and theoretical
literature dedicated to studying ‘optimal portfolio diversification’,
economists have yet to seriously commit themselves to designing ways in
which to attenuate the most serious economic threats to our existence.

51 Truth be known, we do identify several nascent examples in Part Four of this report
(see also Caplin et al (2003)).

52 It is true that our system of taxes and transfers affords some protection against
income fluctuations. As an individual’s earnings decline, tax payments fall and the
universe of available welfare receipts rises. However, these government programs do
not address the problem of ‘moral-hazard—mnamely, the propensity of people to
expend less effort as a result of such forms of insurance. Stated differently, the style of
risk sharing imposed by taxes and transfers is not considered to be optimal (see
Sala-i-Martin and Sachs (1992) and Shiller (1993)).

33 One of the obvious hurdles to insuring living standards is moral hazard. If incomes
are guaranteed irrespective of the effort expended, the incentive to work might
dramatically dissipate. This was in fact one of the primary problems that plagued the
communitarian conception introduced in the Soviet Union and elsewhere.
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1.4

Over and above the efforts of Shiller (1993), one is hard pressed to find

many other iconoclasts. In fact, the literature is stunningly sparse. A

generous list might include Miller, Sklarz, and Stedman (1988), Gemmill

(1990), Case, Shiller, and Weiss (1993), Geltner, Miller, and Snavely
(1995), Caplin, Chan, Freeman, and Tracy (1997), and Caplin and Joye

(2002b). These authors can be segregated into two distinct silos: those

that propose to relax the all-or-nothing constraint on home ownership

and create a new capital market (Geltner, Miller, and Snavely (1995),
Caplin, Chan, Freeman, and Tracy (1997), and Caplin and Joye (2002b));

and those that focus on developing methods to hedge the long-term risks

associated with real estate service flows (namely, Miller, Sklarz, and

Stedman (1988), Miller (1989), Gemmill (1990), Case, Shiller, and Weiss
(1993), and Englund, Hwang, and Quigley (2000)). Naturally, we intend

to focus on the former.

The Primer and its Critics

In July of 2002, Andrew Caplin and Christopher Joye published a primer
on a proposal for global housing finance reform under the auspices of
The Menzies Research Centre, a leading Australian think-tank. As the
name suggests, this was, by construction, just a general introduction to a
series of sophisticated ideas. In what follows, we briefly reiterate the
essential elements of the original plan.

To begin this review, we start off by reflecting on the life-cycle problems
that arise from our antiquated system of housing finance. When young,
families scramble to scrape together funds for a down payment so that
they can graduate from the difficulties of rental accommodation to the
(supposed) nirvana of owner-occupation. This period of intense saving
often induces a considerable consumption squeeze and may severely
constrain lifestyle choices (see Section 1.5.1). In fact, the bulk of young
Australian households are obliged to commit around 60 percent of all
their wealth to one highly illiquid and very volatile asset: residential real
estate (see Appendix 8.1). There are then the costs associated with
servicing the mortgage and maintaining the home. The weight of such
commitments frequently forces families to endure Spartan like conditions
in the eatly to middle years—the so-called ‘house poor’. In later life,
most manage to pay off all their debts and live in the home clear and
free. Unfortunately, by this time retirement beckons and the majority of
dwellers have precious little income other than their pension. They are
now ‘asset rich, but cash poor’. Indeed, 80 percent of all elderly populate
the lowest two income groupings.

It is our belief that the underlying cause of poorly diversified asset
portfolios, affordability problems for the young, and low non-housing
consumption for the elderly, is the basic buy-or-rent decision itself,
which is so familiar that we fail to see just how crude it really is. (To
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1.4.1

reiterate, it is this dichotomy that compels families to make the tough
choice between the disadvantages of rental accommodation and the
harsh financial realities of complete home ownership.) In an attempt to
rectify the asymmetry between corporate and household capital markets,
we recommend replacing these arrangements with a much more flexible
system that would furnish Australian families with the option of using
both ‘debt’ and ‘equity’ finance when purchasing their property.

Under our plan, housing would be financed with both a mortgage and a
passive institutional partner who contributes equity capital to the
dwelling in exchange for a share of the ultimate sale proceeds, with no
other monetary payments made between the parties. Importantly, the
household retains most of the decision-making rights free and
unencumbered, just as in traditional markets. Primary choices delegated
to the occupier include the timing of sale, what additions to make to the
property and when, and how much maintenance to perform. In return,
they have several obligations such as keeping the residence in reasonable
condition, and paying all operating expenses. Families would not,
however, be required to acquire 100 percent of the equity in their home,
nor single-handedly bear the burden of the vast financial responsibilities
inherent in owner-occupation.

If adopted, our proposal would accelerate the average household’s
transition from the rental to the home ownership market while at the
same time increasing its disposable income and expected wealth at
retirement. It would also lower mortgage costs, and thereby alleviate
financial pressures in the middle years. Finally, it would release a large
new pool of liquid assets for those who wish to remain in the dwelling
debt-free in later life (see Chapter 1.5).

The case for institutions is more complex, albeit equally attractive. As we
shall see shortly, our simulations indicate that there is a sizeable wedge
between the prices placed by occupiers and investors on a residual stake
in the residence (see Section 2.3.3). Such ‘gains from trade’ present home
owners and financiers alike with attractive wealth-creation opportunities.
And this is to say nothing of the demand for a new and highly
uncorrelated, two to three trillion dollar asset-class (see Section 2.1.1).

It should not be forgotten that the political environment plays a vital
role. How well these new markets function depends on the extent to
which the key issues are carefully thought-through, and whether or not
one can design them for broad public interest purposes. This in turn
depends on the participation of policymakers, and their ability to rise
above what can be a highly partisan process.

Those with Ideas Advocate, those without Denigrate

Since the primer’s publication in July 2002, the Caplin-Joye proposal has
been the subject of much lively debate, which is of course always a very
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good thing. We have, however, been disappointed by the quality of the
dialogue, and the enthusiasm with which some have obviously conspired
to twist the truth. And with no real experience of the Machiavellian
nature of political machinations we were, to say the least, shocked by the
compromises individuals were willing to make in order to advance their
own agendas. Yet perhaps the most irritating cohort of commentators
were the self-proclaimed ‘authorities’ posturing in the op-ed columns and
elsewhere.” These individuals had obviously not familiarised themselves
with our work, but still felt the need to spout a gut full of gratuitous
hyperbole. In this section, we address the main criticisms that were raised
in the post-publication period. >

5% In an opinion piece published on the 13 of August 2002, an editorialist confused our
proposal with the public sector shared-equity schemes that have existed for many years
in both Australia and the UK. Among other things, one obvious difference between the
two ideas is the end-game objective: while we try to introduce divisibility, and thereby
reduce the home owner’s exposure to their risky real estate holding, publicly subsidised
shared-ownership schemes aspire to deliver the opposite outcome. Here the ultimate
aim is outright ownership, with the dweller increasing their equity stake over time
(which is, to be frank, rather perverse in our minds). This individual proceeded to
criticise our recommendations on the basis of failures associated with reverse
mortgages, a debt instrument that has been unsuccessfully deployed in several overseas
markets. We were somewhat surprised that he did not distinguish between these two
contracts—that is, debt and equity, and the principal families of securities associated
with such. Simply speaking, debt is senior to equity, invokes a contractual and typically
tax-deductible payment, and grants supetior control rights in the event of default. In
contrast, equity is subordinate to debt, and involves more uncertainty vis-a-vis the
residual stream of cash flows. Naturally, there is a Byzantine world of hybrid securities
in between (e.g., convertible bonds), which we had not, at the point, publicly canvassed.
Although corporations can avail themselves of both, it is nigh on impossible for home
owners to capitalise on analogous opportunities. That is, while there are exceedingly
sophisticated capital markets for corporate debt, equity, and exotic derivatives therein,
the same cannot be said for what is, in fact, a much larger asset category: owner-
occupied housing. If this person had read the 15 page Q&A attached to our primer, he
would have realised that we had supplied a detailed history of the reverse mortgage
market (this material is reprinted in Appendix 8.1 for the readet’s benefit).

55 On the 28" of September 2002, a journalist authored an article in which he claimed
that our work had “been around for more than a decade” (wrong), and that the idea
itself was “ignorant of Bank of International Settlements guidelines for banks, including
the capital adequacy standards administered by the Reserve Bank of Australia.” Indeed,
he maintained that under our plan, “Banks would increasingly become land banks, with
an increasing amount of assets in non-liquid real estate.” Yet anyone who has studied
Finance 101 can you tell you that the process of securitisation (which motivates the
development of our secondary market) removes these assets from the originating
institution’s balance sheet. Accordingly, there is no reason to believe that purveyors of
equity finance will fall foul of capital adequacy requirements. This person’s most
disturbing allegation was, however, that our work “presumes housing prices always go
up.” Nothing could be further from the truth. In the primer we clearly state that
residential property’s advantages “derive from its historically weak correlation with
other asset classes...[which] means that real estate is an effective hedge against
fluctuations in financial markets. Thus, even if real estate returns were expected to be
relatively low, and the standard deviation high (as the journalist implies), it would still
occupy a significant percentage of the optimal investor portfolio” (Caplin and Joye
(2002)). This really is very simple stuff, and a basic tenet of modern portfolio theory. As
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First, our plan is not in any way predicated on property price rises (see
also Section 2.1.2). A cursory perusal of the primer illustrates that this
innovation is ‘cycle independent’. That is, present market conditions bear
no relevance whatsoever, and these issues will be just as important in
twenty years time as they are today. We firmly believe that this market
exists by accident and not design. Consequently, we intend to address
what are structural flaws inherent in our current system of housing
finance. In fact, the case becomes even more compelling as the
probability of a marked property malaise (i.e., price declines) rises. We
are, after all, furnishing Australian households with a form of

>

‘insurance—they no longer need burden the wvast financial
responsibilities inherent in owner-occupation, or assume all of the risks
implicit in their real estate investment. Under our arrangement, families
have the option of ‘sharing’ prospective price appreciation and
depreciation with a passive institutional partner. They would have,
therefore, an opportunity to eliminate a significant proportion of what is
one of the largest risks to their standard of living. Moreover, insofar as
occupiers have an improved ability to communicate their views on the
economy by way of, say, divesting a fractional equity stake when
conditions overheat, a secondary market in claims on residential real
estate could help to prevent bubbles from ever emerging.

Second, it is anticipated that our proposal will be introduced on an
incremental and experimental basis, targeting particular cohorts of home
owners in the eatly days (see Chapter 2.5). While flattering, it is entirely
unrealistic to suggest that the majority of all Australian households will
enter into these arrangements in the very near future. Put differently, this
product will appeal to specific segments; e.g., aspirational home owners
and the eldetly. In the unlikely event that equity finance does place

a commentator on financial markets, the individual in question should know that
institutions care not about raw returns, but rather the contribution of an investment to
their portfolio’s total risk-return profile (see Section 2.1.2). Of course, Harry Markowitz
received his Nobel Prize for exactly this insight—that combinations of uncorrelated
assets give rise to so-called diversification gains. In fact, the capital asset pricing models
that institutional investors employ are explicitly predicated on these assumptions. We
therefore find fault with the journalist’s conclusion that “Australia’s housing can be
made affordable...But it won’t come from ill-thought-out, incomplete notions, trotted
out just before by-elections.”

% There were, however, some notable exceptions to this overtly unimpressive
performance. One of Australia’s leading academic economists, Professor John Quiggin
(ak.a. “Krugman of the Antipodes”), authored an excellent op-ed in the Australian
Financial Review in support of the initiative. In this piece, entitled, “A Case for Equity
Partners”, Professor Quiggin avers, “Along with a number of Australian and
international economists, representing a broad spectrum of opinion on economic policy
issues, I was a signatory of a statement arguing that further investigation of this
proposal was desirable. Nothing I have seen in the ensuing debate has led me to change
my mind.” Undeniably, the most impressive article to have been published by a
journalist on the subject was Gina McColl’s thoughtful feature, which appeared in
Business Review Weekly on the 6% of November 2002.
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sustained short-term pressure on prices, this should be precisely the
impetus that serves to stimulate supply. In aggregate, one would expect
to see a combination of conversions from rental to owned property and
a rise in construction, which collectively should contribute to satiating
the excess demand. In Chapter 4.6, we also advocate a proposal that
could improve the elasticity of supply. This would in turn help to reduce
the likelihood of any production lags between the two sides of the
market.

Third, at the end of the day all we hope to do is enhance consumer
choice and expand the average Australian’s universe of available
opportunities. Households are not obliged to enter into these
relationships—equity finance is, therefore, nothing more than a ‘free
option’ exercisable at the home owner’s discretion. It is surely an arduous
task to argue against what would be a significant increase in the supply,
flexibility and continuity of housing finance, a reduction in the occupier’s
cost of capital, and improved affordability and home ownership
opportunities. By way of illustration, the same criticisms could be levied
against the introduction of mortgage finance and securitisation in general.
In this context, the cynics would, for instance, have lobbied against the
advent of a secondary mortgage market (there are some who still seem
oblivious to its existence) and the emergence of non-bank lenders like
Aussie, Rams and Wizard. According to this most perverse line of
reasoning, we should abolish all forms of housing finance simply because
they have the potential to exert upward pressure on prices! Or, to take a
more extreme example, the polemicists would have vehemently criticised
the introduction of mortgage contracts in the mid nineteenth century!

Fourth, we believe this to be an exceptionally attractive economic
opportunity. Residential real estate is the largest asset-class on earth.
Since 1984, it has outperformed Australian equities on a risk-adjusted
basis. It is also a highly ‘uncorrelated’ asset category, which affords
prospective participants with extraordinary diversification gains (see
Section 2.1.1). The last few years are a classic case in point: while global
equities have been hammered, owner-occupied real estate in Australia,
Europe and North America has delivered tremendous price appreciation.
And so, if institutions could spread their ‘eggs’ among a greater number
of ‘baskets’, they would, a fortiori, be able to appreciably increase
(decrease) portfolio returns (risk) while holding risk (returns) constant.
As a matter of fact, our analysis indicates that the average conservative
investor should dedicate around 20 percent of all their capital to this new
asset category (see Section 2.1.2). Of course, it is currently impossible to
access real estate’s risk-return profile in a well-diversified fashion or to
trade home equity. Here it is also worthwhile noting that we have
engineered a rich portfolio of financial instruments that massively
amplify the natural returns to housing, and hence elevate its relative
appeal in a multi-asset class world (see Section 2.4.6).
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1.5

1.5.1

Finally, we have tried to make clear that the process of ‘securitisation’
ensures that the underlying assets would be removed from the
originating institution’s balance sheet, with ownership transferred to the
wider investment community. Breach of capital adequacy requirements
should not, as a result, be a cause for concern. This really is elementary
finance theory, and reflects the rationale underpinning the motivation for
establishing a secondary market. And why the fixation with the banks in
the first place—we have never encouraged such and, for the record, this
opportunity is open to all financial market constituents!

On reflection, the bright spotlight shone on our work has been both
fortuitous and frustrating. While on occasion the allegations have defied
belief, they have also forced us into action in an effort to diffuse the
propaganda. Let there be no doubt however about one forecast of which
we are certain: our critics will be poorly judged by history!

Socio-Economic Implications

In the chapter above, we took time out to review the primer and address
some of the misconceptions that materialised during the intervening
period. We now investigate the expected impact of the innovation on the
household’s standard of living. We conclude that equity finance could
have tremendous implications for the behaviour of occupiers in their
early, middle and later years. In particular, it has the potential to radically
alter the relationship between their consumption and investment
decisions over time, and the satisfaction they derive from the home
ownership experience itself. The relative mix of assets and liabilities held
by dwellers would also differ, with a considerable improvement in their
life-cycle wealth outcomes. Finally, our simulations suggest that the
application of composite capital structures could give rise to a one third
reduction in both the cost of purchasing a property and the interest and
principal payments made thereafter; a dramatic decline in the risk of
default; and, a huge increase in the average household’s liquid wealth at
retirement.

Aspirational Home Owners

The overriding objective of most younger families that aspire to graduate
from the rental market to the more popular conception of outright
owner-occupation is typically twofold: first, they need to save up enough
money to fund the deposit required for the initial property purchase; and
second, they must generate sufficient free cash flow to service the
interest and principal payments on what is often a very large mortgage.
In the analysis that follows we demonstrate how the use of equity finance
would both accelerate this gruelling process and significantly reduce the
costs of home ownership. For the purposes of the discussion, we make a
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number of assumptions with respect to what might be described as a
‘representative’ younger household.

Take a couple aged under 35 who are currently saving to buy the
dwelling of their dreams: they have no assets and no liabilities; they hope
to acquire a first home in, say, Victoria worth $250,000;57 their combined
ordinary after-tax earnings are $967 per week;® they raise mortgage
finance equivalent to 85 percent of the appraised value of the property
(ie., $212,500); and their final consumption expenditures average $649
per week.® In general, the couple’s total purchase costs could be
expected to amount to:

Table 1

Total Purchase Costs on a $250,000 Victorian Home
with an 85% Loan-to-Value Ratio®%°

Category Estimated Cost
Title Transfer Fee $705
Stamp Duty on Loan $816
Stamp Duty on Property $10,660
Mortgage Insurance $1,757
Other® $1,859
Total $15,797

Source: Australian Bureau of Statistics, Australian Tax Office,
Commonwealth Bank of Australia, and authors’
estimates

Based on the information above, this young couple will have to save up
for the initial down payment of $37,500 (the value of their property less
the amount raised via mortgage finance), in addition to funding the

57 According to the CBA/HIA price seties, the median established new dwelling in
Melbourne was valued at $326,200 at December 2002. As such, our example is a
conservative one.

%8 Australian Bureau of Statistics Income Distribution Survey Report No. 6523.
Assumes a couple only income-unit in which the reference person is under the age of
35. When adjusted to current prices, this gives rise to gross mean weekly income of
about $1,408. According to the Australian Tax Office, approximately $441 of the
couple’s average weekly earnings would be paid away in tax.

5 Australian Bureau of Statistics Household Expenditure Survey No. 6530. Based on
the 1998-1999 survey estimate of total weekly goods and services expenditure of $785
for the average renter household with 2.42 persons. This figure has been adjusted to
reflect the expenses associated with a (smaller) two-person family living in the present
day.

% Estimates sourced from the Commonwealth Bank of Australia (2003).

1 The ‘other’ category includes mortgage registration fee of $59, loan application fee of
$600, settlement attendance fee of $100, valuation fee of $500, and a conveyancing fee
of $600 (Commonwealth Bank of Australia (2003)).
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transaction’s total closing costs of $15,797. At this point, they will most
probably ask themselves: how long will it take us to save the $53,297
necessary to purchase our new homer As noted earlier, the couple’s
disposable income and consumption expenditure average around $967
and $649 per week, respectively. Accordingly, their maximum annual
savings will be $16,534. On the balance of probabilities, it should
therefore take them at least three and a quarter years of vigilant saving
before they can even think about buying this $250,000 property.

Yet what happens once our couple actually move into their new abode?
Or, put differently, what will life be like trying to start a family, pay down
the mortgage, and sustain a home of their own? Sadly, the financial
duress to which they are subject is unrelenting. If we make the
conservative assumption that they have a 30-year loan term with a fixed
6.0 percent interest rate, total monthly interest and principal payments
will amount to around $1,275.62 ABS survey data covering owners with a
mortgage suggests that the couple’s final consumption expenditures
(before housing costs) will have also risen from $649 to $714 per week.63
Yes, our representative, run-of-the-mill family are now fully-fledged
members of the house poor, with negative annual disposable income of
$2,288 (once they account for all housing and consumption related
outlays). This is hardly the misty-eyed dream that so many like to impute
to the home ownership experience! And yet it is precisely the situation
that many Australian occupiers confront. Oh, and forget about starting a
family—it is simply too expensive an undertaking. With the inexorable
rise in real property prices (see Chapter 4.2), it is little wonder that
household fecundity has declined so dramatically over the last forty years.
(Actually, that might be an interesting topic for future research: a study
of the relationship between the cost of housing and organic population
growth.)

The example above can be easily generalised. Consider several couples
that are identical in every respect to the one above except for their
incomes. Figure 1 below depicts the relationship between the dwellet’s
average after-tax weekly earnings and the time it takes for them to save
up enough money to purchase a $250,000 Victorian home.
Unsurprisingly, the speed with which they are able to migrate from the
rental to the owner-occupied markets is positively related to their income
(all else being equal). With combined after-tax average weekly earnings of
$1,300, the savings period falls to just two years. Observe, however, that
our example probably paints an unduly optimistic picture, since it is likely
that a household’s consumption and rental expenditures rise in
conjunction with its income.

2 Total loan repayments during the period should sum to $458,041 (Commonwealth
Bank of Australia (2003)).

93 Australian Bureau of Statistics Household Expenditure Survey No. 6530.
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Figure 1

Time it Takes for a Representative Couple to Save up for a $250,000
Victorian Home Using Only Debt Finance

1 2 3 4 5 6 7 8

Number of Years

Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates

Furthermore, many affluent couples would doubtless seck to acquire
more expensive homes relative to their less prosperous peers, which
would only serve to elongate the pre-purchase savings period. If this is
indeed true, it will not necessarily be the case that wealthier families make
the transition to owner-occupation more rapidly than their lower-income
counterparts.

Now let us imagine a different state of nature—one in which our couple
are able to draw on equity finance. Specifically, we suppose that an
institutional partner contributes 30 percent of the appraised value of the
house up front in exchange for its original investment plus 60 percent of
the price appreciation and 30 percent of the depreciation. A word of
warning here. In subsequent work we canvass a range of structures that
offer advantages over the basic contract that is used in this and other
hypotheticals. Nonetheless, the state-dependent class of instruments (of
which this is but one illustration) does sit prominently within our
preferred portfolio of products. Consequently, we feel comfortable that
this arrangement will be representative of the practical relationship
between the two parties, give or take a permutation here and there.

So just how much less would it cost to acquire a $250,000 home were
one willing to issue equity capital to an institutional investor? Table 2
shows that by employing a mixture of both forms of finance, households
are able to assuage a significant proportion of the economic pressures to
which they would have been exposed in the contemporary scenario. The
size of their home loan and the required deposit falls by nearly one third.
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Concomitantly, there is a 30 percent decline in the couple’s ongoing
interest and principal payments to $829 per month.

Table 2

Estimated Cost Savings on a $250,000 Victorian Home

‘When Using Both Debt and Equity Finance

Debt and Equity
Category Debt Finance Finance Saving
Home Loan $212,500 $148,750 30.0%
Deposit $37,500 $26,250 30.0%
Annual Interest & Principal $15,300 $10,704 30.0%
Upfront Purchase Costs $53,297 $41,260 22.6%
Savings Period 3.2yrs 2.5y1S 21.9%
Annual Disposable Income $(2,288) $2,340 $4,628

Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of Australia,
and authors’ estimates

Total purchase costs also plunge from $53,297 to $41,260. This in turn
cuts the amount of time it takes them to save up to purchase a property
in the first place. Indeed, it is now feasible for the couple to buy their
Victorian property within two and a half years (see Figure 2 below).

Figure 2
Time it Takes for a Couple to Save up for a $250,000 Home Using Both
Debt and Equity Finance
Debt Finance == Debt and Equity Finance
$1,400
$1,200 ~
$1,000
$800 -
$600 T T T T T T 1
1 2 3 4 5 6 7 8
Number of Years
Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of

Australia, and authors’ estimates

Visual inspection of the figure reveals that the opportunity cost of relying
solely on debt finance is even greater for those dwellers that are
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Combined Weekly Disposable
Income

financially challenged. Consider a couple with a combined after-tax
income of $828 per week. In the current environment, it takes them
approximately 5.7 years to save up enough money to buy a $250,000
home. If, on the other hand, this low-income houschold were to issue
equity capital to an institutional partner, their total waiting period would
shrink by 22 percent to a much more palatable 4.4 years.

But wait, there’s more—by relaxing the all-or-or-nothing constraint on
home ownership, and using debt and equity finance, young Australian
families would be able to access a new realm of consumption and
investment possibilities (see Figure 3). In contrast to the awful
circumstances outlined earlier (wherein net disposable income was
significantly negative), free cash flow is now positive at $2,340 per
annum! As such, our newly empowered couple can no longer be
classified as part of the house poor.” On the contrary, they might even
be able to afford to think about establishing a family!

Figure 3

Combined Weekly Disposable Income after Covering Consumption Costs
and Debt Servicing Requirements, as a Function of After-Tax Income

Debt Finance = Decbt and Equity Finance
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Combined Weekly After-Tax Income

Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates

To recap, the simple examples above show that by increasing the
efficiency of their balance sheets, aspirational individuals can reduce their
mortgage debt burden, the required deposit, the up-front purchase costs,

64 Weekly interest and principal payments now amount to 22 percent of after-tax
income. Previously, they were required to sacrifice 31 percent of their disposable
earnings.
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and truncate that onerous period preceding the transaction during which
they are forced to defer consumption in order to save to fund the
acquisition. Post purchase, the use of equity finance contributes to a
substantial decline in recurring interest and principal payments, and
significantly boosts the home owner’s disposable income. Finally, it
would seem that lower income dwellers reap the greatest rewards in
terms of minimising the time spent in the rental market and expediting
their transition to owner-occupation (see Figure 4 below).”

Figure 4

Accelerating the Household's Transition from the Rental to the Owner-
Occupied Markets: The Impact of Equity Finance
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Source: Australian Bureau of Statistics, Australian Tax Office, Commonwealth Bank of
Australia, and authors’ estimates

1.5.2 Incumbent Dwellers

Households situated in the middle years of their life have frequently
addressed the aforesaid obstacles and successfully assimilated into home
ownership. They must now contend with the costs of paying down the
mortgage, raising a family, and saving for a long retirement. In this
section, we study a family that has just decided to trade-up to their
second home. Our goal is to conduct a simple evaluation of the
economic risks to which they are exposed in the contemporary market,

% Oh and one aside. Observe that by using a state-dependent contract (i.e., one in
which the investor contributes 30 percent of the capital upfront in exchange for 60
percent (30 percent) of the appreciation (depreciation)), we avoid problems associated
with the fixed structure’s (i.e., where the investor provides, say, 30 percent today in
return for a 50 percent share of the future sale proceeds) enlarged deposit gap.
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and to then compare these with the alternative outcomes that are
available to them when issuing equity to outside parties. More
specifically, we investigate the proportion of dwellers that will at one
point or another find themselves in a situation with a level of debt that
exceeds their total asset holdings.

In the experiment that follows we assume that the household purchases a
$400,000 property, 85 percent of which is funded by way of a standard
mortgage. The transaction’s required $60,000 deposit represents 75
percent of their total wealth. Taking into account the idiosyncratic
uncertainty inherent in the individual housing investment, we assume
that the family allocates their remaining capital in a manner that
optimises the portfolio’s total return subject to their risk preferences.
Finally, to ensure that our inferences do not rely excessively on one set of
characteristics, we employ a variety of initial loan-to-value ratios (LVRs)
ranging from 80 percent through to 95 percent.

The analysis begins by simulating the household’s returns over a thirty-
year horizon. At the end of each year, we compute the value of the equity
held in the family’s home (less outstanding mortgage debt) plus all their
other non-housing holdings. The sum of these two factors gives the total
portfolio position. If for one reason or another their simulated wealth
trajectory enters into negative equity territory, we halt the run. Using a
bootstrap resampling technique, the procedure is repeated 4,000 times.”

Our objective here is to assess the extent to which the household’s risk-
return profile varies according to its capital structure. Consequently, we
also examine the alternative state of nature in which equity finance is
available. As before, our family starts with $80,000 in initial wealth, and
wishes to acquire a $400,000 property. In the current market, they only
have $20,000 post-purchase with which to allocate to non-housing
holdings. Under the second scenario, the family divests of a $120,000
equity stake. In return, the institutional partner receives 60 percent (30
percent) of the dwelling’s prospective appreciation (depreciation).
Assuming an 85 percent loan-to-value ratio, total mortgage debt falls
from $340,000 to $238,000. The down payment is also cut by one third
to $42,000. With the fresh infusion of capital, our household now has
$38,000 in liquid assets with which to invest in cash, stocks and bonds.
Self-evidently, the use of debt and equity finance has enabled them to
liberate a significant swathe of money that was previously locked up in
their house.

Tables 3 through 6 below present the results of our simulations. Observe
that we have had to make some assumptions about the occupier’s
attitude towards risk and return, and the volatility of the idiosyncratic

% Refer to Chapter 2.2 for a more thorough explanation of this methodology.
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price series.” Further details on these matters and the methodology itself
are provided in Section 2.2.3. For now, it is probably best to take as
given that a risk-aversion parameter between 0.5 and 4.0 is representative
of consumer preferences.” The two variance amplification factors are
motivated by empirical evidence in the wider literature and afford a range
that we believe to be a reasonably good approximation of reality. The
output is divided according to the number of times the household’s
liabilities exceed its assets.

Irrespective of the assumptions we make, the household is always better
off by drawing on a mixture of both forms of finance.” Note also that
the difference between the two states of nature is not trivial. Indeed, the
probability of experiencing a negative portfolio position falls by 75
percent when dwellers issue a combination of debt and equity capital.
Under contemporary arrangements, the proportion of home owners that
enter into negative equity territory increases from a low of about 8.1
percent to a high of 11.5 percent as the LVR drops to 80 percent. Of
course, by reducing the relative debt burden, the required deposit also
rises. In turn, this amplifies the household’s exposure to the risky
dwelling asset. Holding all other variables constant, high LVR occupiers
need not contribute such hefty amounts up front, and therefore have a
superior ability to allocate their capital to safer investment categories.
The most interesting aspect of the simulations is however the marked
improvement in the household’s average wealth outcome when we
introduce equity finance into the equation. With a mixed capital
structure, the fraction of dwellers who find themselves with an excess of
liabilities over assets falls to between 1.8 percent to 3.1 percent,
depending on the assumptions one makes about risk-aversion and price
volatility.

While we would not expect every household with negative equity to
default, it does nonetheless indicate that they have encountered
calamitous financial circumstances. If the dweller’s income prospects
remain positive, they may be able to ride out the downturn in the

67 First, a constant relative risk aversion utility function is used. Second, the volatility of
a broad real estate return series is likely to materially underestimate the true level of risk
at the individual home owner level. Accordingly, we multiply the market variance by a
factor of either four or six to create a new variable that proxies for the home owner’s
risk-return experience (see Chapter 2.2 for a more detailed exposition).

% Risk aversion is a measure of an individual’s response to the uncertainty associated
with changes in their wealth. Generally speaking, a risk-averse individual is one who
unambiguously prefers a certain outcome compated with a risky prospect that has an
equivalent expectation. Thus, a risk-averse investor will always reject a fair gamble (i.e.,
one in which the expected value of the gamble is exactly equal to its cost) because the
disutility of a loss is greater than the utility derived from the prospective gain. Functions
that exhibit this property have a negative second derivative.

69 . . . — . o
A boffin might note that this requites an objective function that minimizes the
probability of realising a negative net asset position.
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property market. This does not, however, refute two facts: first, they
have lost all of their housing and non-housing equity, which is clearly a
considerable economic setback; and second, in trying to overcome these
difficulties, the home owner is effectively locked into their current
residence. And so, their negative portfolio position may prevent them
from moving to other labour markets with superior income
opportunities. This of course compounds the complications they face
when trying to rebuild their wealth prospects.

Table 3

Comparison of Assets and Liabilities
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%)
Risk-aversion Parameter = 0.5, Variance Factor = 4.0

Debt Finance Debt and Equity Finance
Initial
LVR Negative Negative
Total Equity Total Equity
80% 11.5% 3.1%
85% 10.3% 2.7%
90% 9.5% 2.4%
95% 8.8% 2.2%
Source: Authors’ estimates

Table 4

Comparison of Assets and Liabilities
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%)
Risk-aversion Parameter = 4.0, Variance Factor = 4.0

Debt Finance Debt and Equity Finance
Initial
LVR Negative Negative
Total Equity Total Equity
80% 11.5% 2.9%
85% 10.1% 2.4%
90% 9.1% 2.0%
95% 8.1% 1.8%
Source: Authors’ estimates

70



Part One: Background

Table 5

Comparison of Assets and Liabilities
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%)
Risk-aversion Parameter = 0.5, Variance Factor = 6.0

Debt Finance Debt and Equity Finance
Initial
LVR Negative Negative
Total Equity Total Equity
80% 11.5% 3.1%
85% 10.3% 2.7%
90% 9.5% 2.4%
95% 8.8% 2.2%

Source: Authors’ estimates

Table 6

Comparison of Assets and Liabilities”
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%)
Risk-aversion Parameter = 4.0, Variance Factor = 6.0

Debt Finance Debt and Equity Finance
Initial
LVR Negative Negative
Total Equity Total Equity
80% 11.5% 2.9%
85% 10.1% 2.4%
90% 9.1% 2.0%
95% 8.1% 1.8%

Source: Authors’ estimates

1.5.3

The Elderly

Much of a working Australian’s lifetime is devoted to satisfying three
ineluctable objectives: chipping away at the mortgage, subsidising the
insatiable financial appetites of their family, and, on the rare occasion,
trying to set aside some cash here and there so that they have a nest egg
on which to draw throughout retirement. Indeed, the quality of life in the
later years is very much dependent on the saving and investment
decisions they make during their working days. Yet it is an unfortunate
fact that most Australians struggle to secure their financial futures. This
means that having finally made their way to life’s departure lounge, they
find themselves asset-rich but cash-poor; a vast proportion of all their
wealth in the world is tied up in one highly inaccessible holding—yes,
you guessed it, the family home (see Appendix 8.1).

70 Additional assumptions include a 30-year mortgage term, 6 percent interest rate, and
a 30 percent rate of tax levied on all assets except residential real estate.
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And so, the illiquidity of housing equity obliges many aged individuals to
make a tough choice between two starkly different paths: do they
continue to teeter on the precipice of poverty, while retaining the right to
occupy the home that they have cherished for so long; or, do they
instead alleviate these monetary woes by selling their current abode,
moving to a smaller one, and potentially jeopardising relationships that
have been defined by the area in which they live? The advantage implied
by the latter option is of course an improvement in the household’s
otherwise dim consumption prospects.

The hardships that current housing finance arrangements invoke have
not gone unnoticed by members of the financial community. In fact,
there have been several valiant attempts to provide home owners with a
vehicle through which they can release wealth held in the form of
housing. These include products such as reverse mortgages, second
mortgages, and home-reversion schemes. However, none has met with
much success (see also Appendix 8.2). A lot of older dwellers spent their
formative years constrained by the creditor’s leash, and they are
understandably reluctant to burden themselves with any additional debt.
At the same time, many choose not to trade down, since this usually
requires them to move to an entirely different suburb, which raises the
spectre of sacrificing social ties that are predicated on the geographic
proximity of the two parties. For scores of elderly Australians, home
ownership extends beyond the physical boundaries of their property to
encapsulate the essential characteristics of their immediate environs.

Now this is not to say that a move would not present a refreshing change
in lifestyle for some households. It is just that there are many others who
are hesitant to embrace such dramatic departures from their normal
modes of behaviour. This strong psychological bond to the current
property therefore creates a substantial roadblock to higher levels of

consumption—so much so that most financial planners ignore the
owner-occupied home completely when assessing the resources available
for use in later life.

There is little doubt that by eliminating the indivisibility of the dwelling
asset could open up a new universe of lifestyle possibilities for
elderly occupiers. Think of a couple who yearn to increase their
disposable income so that they can enhance a less than satisfactory
standard of living. By relaxing the all-or-nothing constraint, they would
be able to issue equity to an institutional investor in exchange for a
sizeable cash sum. This might then be spent on a long-term investment
annuity to supplement their income; higher quality medical care; new
furnishings for the residence; and perhaps even a trip overseas. Indeed, it
could be the case that the couple decide to immediately bequeath some
of their wealth to their children such that they have the pleasure of
observing the impact it has on their lives.
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In contrast to the existing alternatives, equity finance offers elderly
owners two particularly attractive attributes: first, it prevents them from
having to move from their current homes and incur all of the associated
emotional stress; and, second, they do not have to assume any additional
debt. Notwithstanding these advantages, the greatest rewards will most
probably accrue to those who issue equity capital during the early to
middle years. By diversifying their asset-allocation strategies ahead of
time, the household’s savings position at retirement will be far superior
to the current scenario in which most of their wealth remains tied up in
the home.

In the exercise that follows, we provide some simple portfolio
calculations to illustrate the value of equity finance in improving the
average consumer’s expected wealth at retirement. Consider a family in
which the reference person is aged 55, with net worth of $500,000,
initially held as cash (we assume here that they have just sold their home).
Suppose also that the household hopes to acquire a new residence that
costs $400,000, and that they wish to retire at age 65. Our goal is to
contrast the optimal portfolio of liquid assets held in the current
environment, in which dwellers buy the home outright, with the portfolio
they would have if they issued equity capital to an institutional partner. In
the latter scenatio, we assume that the investor contributes 30 percent of
the up-front cost of the home in return for rights to 60 percent (30
percent) of the appreciation (depreciation). Recall that this arrangement
is identical to the state-dependent contract that we used in the previous
examples. In all of our simulations, the household creates its retirement
portfolio by optimally allocating its wealth across domestic equities, long-
term government bonds, and cash. That is to say, they aspire to position
themselves on what economists like to call the ‘mean-variance efficient
frontier’ (a more formal definition of which is supplied in Section 2.1.2).

The main difference between the two states of nature lies in the relative
proportion of liquid assets held by the home owner. In the contemporary
market, the family has a total of $100,000 ($500,000 less $400,000) to
divide among the non-housing assets. Yet if they decide to draw on
equity finance, liquid wealth rises to $220,000 ($500,000 less $280,000).
Observe that this divergence in initial investment endowments, effected
by way of releasing capital that was previously dedicated to the dwelling,
should give rise to a nontrivial difference in their retirement portfolios.

In order to complete our computations, we need to estimate the past
pattern of real joint returns to domestic equities, long-term government
bonds, cash, and residential real estate. (Remember that our goal is to
determine the portfolio weights an individual aged 55 would select so as
to maximize the expected utility of wealth at retirement in ten years
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Frequency

time.)"' The parameters for the distribution are calculated over the period
March 1984 to March 2002, inclusive. Using a bootstrap technique, we
then take a sequence of random draws and compound up to get the
future ten-year pattern of asset returns.”” The sampling procedure is
repeated 1,000 times to generate the distribution of joint returns. With
this in place, we determine the household’s optimal choice among all
possible asset portfolios, assuming no subsequent adjustments, and
thence the final wealth outcomes.

Figures 5 through 8 below depict the simulated distribution of liquid
wealth for households in both markets assuming a risk aversion
parameter of 4.0.” For the purposes of comparison, we also vary the
amount of capital raised such that between 50 percent and 80 percent of
the occupier’s initial wealth is invested in the home (refer to the ‘housing
constraint’).

Figure 5

Simulated Distributions of Liquid Wealth after Ten Years
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%),
where Housing Constraint = 50%, and Risk Aversion Parameter = 4.0
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Source: Authors’ estimates

71 Once again, a constant relative risk aversion utility function is assumed. Interested
readers are referred to Chapter 2.2 for a more detailed introduction to the minutiae of
this method.

72 'This may be a conservative holding period in light of the fact that average tenure
times in Australia can be much shorter (see, for instance, Section 2.2.1).

73 We also levy tax at a rate of 30 percent on all asset classes except real estate.
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Figure 6

Simulated Distributions of Liquid Wealth after Ten Years
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%),
where Housing Constraint = 60%, and Risk Aversion Parameter = 4.0
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Figure 7
Simulated Distributions of Liquid Wealth after Ten Years
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%),
where Housing Constraint = 70%, and Risk Aversion Parameter = 4.0
O Debt Finance B Debt and Equity Finance
15.0%
Debt & Equity
12.0% - Debt Finance Finance
Housing Constraint 70.0% 70.0%
o Risk Aversion 4.0 4.0
Q9 9.0% -+ | . P 103 2
o : Mean Wealth Outcome $288,996 $493,410
9] N ,
= Debt & Equity Gain 70.7%
o
iﬁ 6.0% ~
- "JJ HH ‘
0.0% n[l,,,,‘,, 8l B UL ALK ,Illll‘llllu.‘ M -

$125 $225 $325 $425 $525 $625 $725 $825 $925
Simulated Liquid Wealth Outcome ($000')

Source: Authors’ estimates
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Figure 8

Simulated Distributions of Liquid Wealth after Ten Years
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%),
where Housing Constraint = 80%, and Risk Aversion Parameter = 4.0
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The charts show that there is a striking rightward shift in the retirement
portfolio of dwellers when they draw on equity finance. Evidently, this is
because they were able to release capital that would otherwise have been
locked up in their home, and subsequently invest it in a well-diversified
portfolio consisting of stocks, bonds and cash.

In Table 7, we produce summary statistics on both scenarios for a
broader range of risk aversion parameters and housing constraints. It
demonstrates that the composite capital structure precipitates a
significant increase in the average’s home owner’s liquid wealth at
retirement. Although these examples condition on several hypotheses,
the basic point is powerful: individuals who are willing to issue equity
should retire with a much higher level of liquid wealth than those who
decide to restrict themselves exclusively to the use of debt. Furthermore,
the assumed contractual relationship is hardly an unrealistic one. It is not,
for instance, as if we have simply supposed that the investor contributes
a certain fixed percentage of the dwelling’s appraised value up front in
return for equiproportionate rights to the future sale proceeds. On the
contrary, the cost of equity capital gives rise to a 100 percent increase in
the institution’s claim on all prospective price appreciation. And yet
despite these sacrifices, this new form of finance remains a compelling
alternative for many consumers. Why? Well, it comes down to the gains
from trade, which we address in Part Two. In the interim, it is sufficient
to state that one would be hard pressed to find an economist worth her
salt who could, using orthodox arguments, justify the arrangements that

76



Part One: Background

characterise the current system of housing finance. It simply does not

make any sense to own all of the equity in your home—period.

Table 7

Comparison of Simulated Liquid Wealth Outcomes
State-Dependent Contract (LTV=30%; Gain=60%; Loss=30%)

Mean
Risk- Mean Debt Composite Net Liquid
Housing aversion Wealth Standard Wealth Standard Wealth
Constraint Parameter Outcome Deviation Outcome Deviation Gain
50% 0.5 $723,732 $285,993 $940,851 $371,790 30.0%
0% 1. 14,838 254,80 14,171 280,540 27.0%
5 5 $714,83 $254,809 $914,17 $280,54 7.9
0% 2.0 697,051 196,331 8 8 234,8 29.0%
5 $697,05 $196,33 $899,34 $234,853 9
50% 3.0 $682,229 $155,059 $884,526 $195,987 29.7%
50% 4.0 $676,300 $141,939 $875,632 $177,845 29.5%
0% .0 670,371 131,6 872,668 172,952 0.2%
5 5 $670,37 $131,675 $872, $172,95 3
60% 0.5 $482,488 $190,662 $699,607 $276,459 45.0%
60% 1.5 $482,488 $190,662 $682,314 $216,932 41.4%
60% 2.0 $470,136 $148,207 $669,962 $178,183 42.5%
60% 3.0 $457,784 $110,915 $657,610 $145,472 43.7%
60% 4.0 $450,373 $93,657 $652,670 $135,093 44.9%
60% 5.0 $447,902 $89,290 $650,199 $130,680 45.2%
70% 0.5 $310,171 $122,568 $527,290 $208,366 70.0%
70% 1.5 $310,171 $122,568 $518,820 $178,818 67.3%
70% 2.0 $305,936 $107,746 $508,233 $144,217 66.1%
70% 3.0 $295,348 $74,187 $497,645 $114,418 68.5%
70% 4.0 $288,996 $59,214 $493,410 $104,787 70.7%
70% 5.0 $286,878 $55,840 $489,175 $97,080 70.5%
80% 0.5 $180,933 $71,498 $398,052 $157,296 120.0%
80% 1.5 $180,933 $71,498 $394,347 $144,254 118.0%
80% 2.0 $180,933 $71,498 $385,083 $113,303 112.8%
80% 3.0 $173,522 $46,838 $375,819 $86,734 116.6%
80% 4.0 $169,816 $37,046 $372,113 $78,363 119.1%
80% 5.0 $166,110 $31,243 $370,260 $74,895 122.9%
90% 0.5 $80,415 $31,777 $297,534 $117,575 270.0%
90% 1.5 $80,415 $31,777 $297,534 $117,575 270.0%
90% 2.0 $80,415 $31,777 $289,299 $89,376 259.8%
90% 3.0 $78,768 $26,069 $282,712 $69,505 258.9%
90% 4.0 $73,827 $13,886 $279,418 $61,288 278.5%
90% 5.0 $72,180 $14,090 $276,124 $54,931 282.5%

Source: Authors’ estimates
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1.5.4

Summary

In the chapter above we discovered that the advent of equity finance
would, among other things, significantly reduce the costs of home
ownership, moderate household debt-to-equity ratios, increase the
average family’s disposable income and liquid wealth at retirement, and
present a solution of sorts to the problems of a rapidly ageing
population.

It is thus our belief that the use of composite capital structures could
create many new options for occupiers over the course of the life-cycle.
When young, households care most about expediting their transition
from the rental to the home ownership market, and freeing up more
resources for consumption. For those in their middle years, risk
reduction may be more important as they look for a portfolio that is less
dominated by the dwelling. Lastly, for older Australians, equity finance
provides them with the ability to consume a great deal more without
giving up their home, and without incurring additional debt.

Yet there may be transformations on an even more profound scale than
that which we can envisage at this stage of the project. For example,
empirical studies indicate that the rate of child-birth is influenced by the
type of housing arrangement. Specifically, an increase in the number of
years spent in the parental home and higher levels of mortgage debt are
associated with a reduction in family fecundity. Might these new markets
impact positively on (organic) population growth? Would the increased
rate of home ownership enhance the quality of schools and local public
amenities as a result of the residents’ heightened commitment to their
neighbourhoods? Could equity finance reduce the risk of default and
attenuate the severe cyclical fluctuations in the housing market? Finally,
might a liquid secondary market enable other forms of risk sharing and
spawn the development of derivative and futures contracts on owner-
occupied housing?

In all of the above cases, it should not be forgotten that the innovation’s
‘economic viability’ is of first order importance. If individuals and
institutions are not willing to trade equity claims, then none of these
opportunities will arise.
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Part Two: Economic Viability

In Part One we learnt that the indivisibility of the housing asset obliges
dwellers to tie together their consumption and portfolio accumulation
decisions, leaving them with the difficult choice between the
disadvantages of rental accommodation and the harsh financial realities
of complete home ownership. But we also identified an alternative
reality, one in which occupiers would be able to draw on both debt and
equity finance when purchasing their properties.

To many of you out there, this might seem like a rather obvious point.
After all, in every other financial market, participants issue debt and
equity—so why not extend capitalism to the home front? In fact, this
begs the question as to the absence of equity finance in the first instance.
One answer instantly offers itself: securitisation (see Section 3.2.2). In the
past, it was not economically feasible for a single unsponsored entity to
go around gobbling up interests in individual properties in the vain hope
that they could bundle these contracts into something that would look
like a regulated holding. Fortunately, there has been spectacular progress
of late in terms of the ability of private sector participants to package
otherwise illiquid instruments into marketable securities. Of course, as
we have noted before, this should be viewed as just another step along
our evolutionary housing finance path. It is certainly sobering to think
that the mortgage market did not exist 150 years ago. And yet today we
take for granted that it is an absolutely indispensable element of the
home ownership experience. Well, at least most of us do. (There appears
to be a minority out there who believe that expanding the pool of

13

housing finance is a bad thing—"*why, its just going to increase property
prices”; ergo, let’s abolish mortgage debt!)

The best way to understand the forces motivating the need for this new
form of finance is to focus on the ‘gains from trade’. Simply stated,
consumers have a profound desire to diversify wealth away from the
individual housing asset. The investment defined by the second half of
the home is not worth much to the current owner, since it is perfectly
correlated with the first half and provides no diversification benefit. In
contrast, a single dwelling is but a minute proportion of the financial
community’s total portfolio.

Apart from the benefits of portfolio diversification, there are other
mutually advantageous opportunities to exploit. The institutions (e.g.,
superannuation funds) that would acquire equity interests generally have
long horizons; they are investing on behalf of households that wish to
defer spending today in order to maximise their consumption
possibilities in the future. On the other hand, many home owners have
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2.1

an urgent need for cash in the short-term. The difference in value that
these two groups (i.e., dwellers that want to spend and those that wish to
save) place on the asset represented by the second half of the home
provides the basis for gains from trade that benefit both.

While it is fine for us to pontificate about the merits of relaxing the all-
or-nothing constraint, a necessary condition for market development is
an assurance of the innovation’s economic viability. Somebody has to
contend with the humdrum commercial realities! The critical question at
this point is whether the investor community will be willing to purchase
ownership interests at prices that are acceptable to Australian
households. Phrased somewhat differently, can one align the demand
and supply sides of the equity finance equation? In the next few chapters,
we confirm that one can indeed.

The Demand for Equity Capital

We begin our study of the practical viability of markets in home equity
by quantifying the investor appetite for real estate returns in a multi
asset-class world. This will be a fundamental determinant of their
propensity to purchase such claims. Once again, we want to make clear
that the relationship between the two parties can be structured in all
manner of creative ways. Indeed, use of the term ‘equity’ may prove to
be somewhat misleading, since we have also devised a suite of hybrid
debt instruments that synthetically mimic real estate’s