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mortgage (n.)

Origin
Late Middle English: from Old French, literally ‘dead pledge’,
from mort (from Latin mortuus ‘dead’) + gage ‘pledge’.
-

Oxford English Dictionary
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Executive summary
Mortgages play a critical role; aside from supporting housing affordability and enabling the performance
of housing markets, they facilitate leveraged asset ownership, offering a pathway to wealth building for
those who have limited capital.
While South Africa’s residential mortgages by value account for over half the value of credit extended to
households, there are relatively few mortgage loans outstanding. According to the National Credit
Regulator (NCR), there are 1.72 million open mortgage accounts in the country1. In contrast, deeds office
data indicates there are roughly 6.3 million formally registered, or potentially mortgageable residential
properties that could offer lenders scope for growth.
However, mortgage origination remains relatively muted. The mortgage book has shown no growth in
real terms since 2008 and the number of accounts has declined marginally since 2007. At the same time,
the number of households in South Africa has increased by over 3% per annum. Mortgage penetration
has, as a consequence, declined from 14.5% of households in 2007 to 9.7% in 20162. That the slowdown in
mortgage lending has taken place at a time when the profile of South Africa’s middle class has begun to
change in favour of previously disadvantaged households is particularly tragic.
Mortgage lending that does occur is limited to a narrow market that is, on its own, unlikely to offer
significant opportunity for growth. In total, lenders granted 153 467 mortgages across the whole country
in 20173. Ninety-six per cent of these loans were taken up by borrowers who earned in excess of R15 000
per month. This is despite the Finance Linked Individual Subsidy Programme or FLISP, a capital subsidy
for first time homeowners who earn below this income threshold. Clearly there is a mis-match between
stated policy, which intends to see more mortgage-supported housing activity in lower income segments,
and reality.
The deeds registry reflects almost two million properties built by government and given directly to lowincome beneficiary households for free, overwhelmingly in the less than R300 000 value segment. These
properties represent a potentially significant transfer of wealth directly from government to households
– the Reserve Bank estimates that residential property accounts for a fifth of household assets4. However,
in the absence of mortgage finance, the realised value of these properties is below potential. By
implication this dampens the magnitude of wealth transfer to households entrenching patterns of
inequality, rather than disrupting them. In addition, limited activity in lower value segments of the housing
market impacts on housing mobility and curtails further investment. With limited capacity to transact,
households cannot realise value or use existing equity to build on, buy up or cash in.
Beyond the impact on household wealth, mortgages in particular can have a significant impact on
transforming South African cities. Of course, unsecured credit and pension-backed loans can be used for
housing purposes. However, because mortgage lenders have a material interest in the property itself,
mortgages co-opt the interests of households and the financial sector in support of better urban

1

Statistics South Africa indicates there are roughly 17 million households in the country, of whom 66% say they own their homes (source:
2016 Community Survey, Statistics South Africa)
2
Based on Community Survey 2007 and Census 2016 data, assuming a one to one relationship between households and mortgages in the
mortgage active market
3
Source: National Credit Regulator
4
This estimate that may well be significantly understated. The SARB 2017 estimate of household residential property assets is R1,445
billion. Assuming there are roughly 6.3 million registered residential properties in the deeds registry, this would imply an average property
value of just over R229,000.
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governance. Households who wish to sell their properties to buyers who need mortgage finance have an
interest in paying municipal accounts and complying with land use by-laws and building codes. Likewise,
cities that wish to see more mortgage lending in support of housing market performance (and by
implication, city budgets) have to govern more effectively.
That mortgage lending is not taking place in many areas – despite the existence of mortgageable, titled
properties, the availability of subsidies and the stated willingness of lenders - is clearly a matter of concern.
An analysis of data on origination and performance and the outputs of a mortgage profitability model
developed for CAHF highlights a range of inter-connected problems, spanning borrowers, properties,
lenders, governing entities and administrative processes.
Data on mortgage application declines highlights key challenges with regard to borrowers. Lenders
commonly cite poor credit histories and limited affordability. At the same time, data on credit origination
published by the NCR highlights significant flows of non-mortgage credit into lower income segments of
the market. It appears that borrowers overwhelmingly use available credit to support non-housing
consumption expenditure, despite the availability (on paper at least) of capital subsidies to support lower
earning, first time home buyers.
Lenders note that there is very little new affordable housing development, while the stock that is delivered
is unaffordable to the current FLISP target market. Given that new entry level units are typically priced
above R400 000, households earning R15 000 who have no equity would not be able to afford the
instalments on the required mortgage.5
Of course, more and better priced stock is required. However, by focusing almost exclusively on enabling
the delivery of new housing the sector has missed an opportunity. Deeds data indicates that over one third
of all registered residential properties, corresponding to over two million properties, is valued at below
R300 000. These properties should, in theory, provide a pool of mortgageable stock. However, the number
of formally registered repeat transactions in this segment is low, at roughly 12 000 units per year6. While
some might point to this low level of activity as a cause of limited mortgage lending that would be to ignore
the possibility that it is, rather, a consequence of limited mortgage lending. Deeds data highlights that
mortgage activity is virtually absent in this segment of the market; fewer than 2 000 of the 12 000 repeat
sales were mortgaged. That buyers and sellers transact largely in cash impacts significantly on both sales
volumes and prices. Instead of witnessing the development of vibrant housing markets in new
government-funded developments, many affordable areas experience entropic decline, characterised by
informal trade, poor compliance with by-laws and limited mortgage investment. The negative impact of
this is already apparent across cities in South Africa.
An analysis of mortgage loan performance segmented by borrower income indicates that loans granted
to lower income borrowers are more likely to fall into arrears than mortgages granted higher up the
income scale. However, the analysis on performance demonstrates significant variance across subsegments within the affordable market indicating that pockets of relatively good performance exist. In
addition, lenders can and do price for risk; the mortgage profitability model indicates that higher interest

5

Assuming a capital subsidy of R20 000 for which they are eligible. Using a maximum of 25% of income, the maximum monthly instalment
would be R3,750 for a household earning R15 000 per month. Given a 20-year mortgage financed at 12.25% (or prime plus 200 basis points)
the mortgage value supported by this instalment would be around R335 000.
6
This corresponds to a churn rate of less than half of a percent. By way of comparison, the churn rate in higher value segments is around
4%.
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margins (the model assumes loans in this segment are priced at Prime plus 200 basis points) together with
the lower incidence of early re-payment in the affordable market more than compensates for higher
default risk. Given the sensitivity of profitability to interest margin (a seemingly manageable increase in
interest rates for the borrower can lead to a material improvement in loan profitability) and the fact that
prevailing rates are way below the regulatory maximum, it would seem the market has scope for
responsible and sustainable growth.7
While the financial impact of default can be managed by lenders, it may impose reputational costs that
lenders are unwilling to bear, particularly in the prevailing political climate. In addition, lenders may be
concerned about the lack of effective governance in areas where there is affordable housing stock. Not
only does lack of governance compromise the mortgage-ability of properties (properties that have been
materially altered without planning approval can, by rights, be demolished by municipalities), it limits the
ability of lenders to obtain vacant possession. In addition, to the extent that lack of governance, poor
service delivery and social instability go together, areas in which these phenomena occur are likely to see
compromised willingness of borrowers to service loans and depreciating values as buyers look elsewhere
for housing.
A further administrative issue concerns the mechanisms that support formal property market
transactions, bond registrations and subsidy applications. These are expensive and/or time consuming,
and effectively inaccessible for households in lower income market segments. The commonly accepted
practise in many affordable areas is for buyers to pay cash directly to sellers, and for title to be formally
transferred later, if at all. This places buyers at significant risk (they have no recourse if transfer does not
take place), creates a housing market that is rife with unscrupulous and criminal practises and
compromises the integrity of title deeds.
Going forward
Despite all the analysis, task teams, transformation charters, subsidies and sanctions there has been too
little progress in expanding mortgage markets in South Africa on a sustainable basis. In part, this reflects
the complex and inter-connected nature of the problems that plague mortgage lending.
To encourage households to prioritise housing investment they need to believe that the journey to
homeownership does not start on a waiting list, but that there is a viable pathway to owning a house
supported by mortgage finance and possibly a capital subsidy. For this belief to be widely shared and for
mortgages to mainstream in affordable areas, it is critical that households can buy and sell property via
trusted, time efficient and cost-effective formal mechanisms that protect buyers and sellers and preserve
the integrity of title deeds. Property prices are not determined by willing buyers and sellers, but by willing
and able buyers and sellers.
With regard to mortgage product development, there is clearly a need for innovation and differentiation.
Evidence generated from lending experience to date in affordable markets, together with growing
interest in the use of alternative data may well enable innovative lenders to develop more sophisticated
risk assessment and pricing models. In addition, with further analysis on default triggers, insurance and

7

Growing interest in the use of alternative data may well enable innovative lenders to develop more sophisticated risk assessment and
pricing models. In addition, with further analysis on default triggers, better insurance mechanisms can be developed to protect borrowers
from the risk of repossession.

Bringing Life to Mortgage Markets in South Africa.

August 2018

6

other mechanisms can be developed to protect borrowers from the risk of repossession and lenders from
the risk of having to repossess.
Bringing properties back into the mortgage market, one neighbourhood at a time is a daunting challenge.
It is as much about engineering social change as it is about financial risk management. The financial sector,
in its engagement on affordable housing to date has demonstrated it can command a response across all
spheres of government. It has the capacity, financial resources and an immediate financial interest to
direct and implement market-making, local interventions. The state, by giving households properties,
mostly (admittedly not always) with title deeds, has laid the foundation for the emergence of South
Africa’s new middle class. It is up to the financial sector to build it.
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1. Introduction
The Centre for Affordable Housing Finance in Africa (CAHF) has explored mortgage markets in South
Africa for over a decade.8 Initially focusing on access in light of the Financial Sector Charter (FSC) launched
in 2004, the analysis explored the market potential for various housing finance products. Over time, as
FSC loans matured, the focus of the analysis shifted to performance; it is one thing to grant a loan, but as
they say, the proof of the pudding is in the eating. While lenders indicated in discussions that FSC loans
were performing in line with the market as a whole, there was no published data to enable a comparison
of FSC loan performance relative to conventional market loans. CAHF therefore commissioned further
analysis that used deeds data to identify what appeared to be FSC mortgage loans and then explored
bureau data on performance, with a focus on default patterns.9
While that analysis highlighted the very different default patterns across segments of the market, it could
tell us little about how profitable mortgages were, and how profitability in the affordable mortgage
market compared to mortgages granted in the conventional market. There is more to loan profitability
than default rates alone, and it is the expected returns lenders believe they will achieve on assets that
guides asset allocation.
In order to understand lender behaviour in more detail and to identify how to encourage lenders to
increase access to mortgage finance particularly in under-served markets, CAHF therefore commissioned
the development of a mortgage profitability model. What is the present value of an affordable market
mortgage vs. a conventional market mortgage at the point of inception? To answer this, the model
generates a best guess of the likely value of the mortgage at the time the lender decides whether to grant
the loan. It projects monthly cash flows over the life of the mortgage using a range of assumptions about
costs and revenues and discounts them back to the present using the risk-free rate. The discounted value
of future cash flows is expressed as a percentage of the loan amount, analogous to a Return on Investment
(ROI) which can be compared to returns on other assets, including unsecured loans and risk-free
government bonds. It is contextualised by a discussion of mortgage access in South Africa, with a focus
on lower income market segments. A detailed overview of the model is provided as an appendix to this
document.10

2. Mortgage Access
The Global Financial Crisis (GFC) had a dramatic impact on mortgage lending patterns in South Africa,
bringing to an end a period of strong, uninterrupted growth in the Rand value of mortgages granted post

8

This work is available on CAHF’s website. See http://housingfinanceafrica.org/projects/mortgage-markets-in-africa/
For an overview of the analysis into mortgage access, performance and profitability, and an exploration of its relevance to Tanzania’s
mortgage markets, see http://housingfinanceafrica.org/documents/access-performance-profitability-south-african-mortgage-marketoverview/
10
The model is a discounted cash flow model that projects likely revenue and cost items over the life of the loan and discounts them back
to the present using the risk-free rate. It incorporates assumptions relating to the cost of funding – a growing area of interest in light of
Basel capital requirements - based on data published by the SARB and individual lenders on the funding mix and associated cost of various
funding mechanisms (deposits and term loans). Other assumptions relating to interest margin, loan to value (LTV) ratios, operating costs,
insurance margins and so on were based on discussions with industry analysts and lenders, who may not track expenses by segment. Many
of these assumptions remain guestimates and serve as a stake in the ground around which lenders and other participants can engage; it is
critical to develop a more nuanced understanding of cost and revenue drivers and how these differ across segments of the market. A
summary of all assumptions relating to fees and costs by market segment, together with model outputs and sensitivities is contained in
the model write up.
9
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democracy. Data published by the South African Reserve Bank (SARB) on the nominal value of bank
mortgage lending is summarised below, clearly showing the very noticeable decline in lending in 20082009. Following this, while bank mortgage lending grew in real terms between 2009 and 2015, with a
visible decline in 2016 and recovery in 2017, lending volumes have not returned to pre-crisis levels.
Figure 1: Nominal value of bank mortgage lending

Source: SARB

The chart also incorporates year-on-year growth rates in mortgage loans paid out, as well as inflation rates
as a reference point. Where growth rates are below inflation rates, lending in real terms declined and vice
versa. While origination grew in real terms between 2010 and 2015, the nominal book value of bank
mortgages remains below pre-GFC levels in real terms, as the value of older mortgages that have closed
off exceeds that of new business written. At the height of the expansion in the mortgage market in 2005,
when year-on-year growth in loans paid out hit 43%, the book value of new loans accounted for roughly
60% of the total book value. In 2017, this was at 20%.
While SARB data covers bank lenders who provide the vast majority of mortgages, other data can provide
an indication of non-bank mortgage lending activity in the residential market.11 Deeds registry data
published by CAHF through CityMark indicates that the share of mortgages granted by non-banks has
grown noticeably since the GFC. In 2007, non-bank lenders originated just under 2.2% of all residential
mortgages by value. By 2017 this had increased to 8%.12
At the same time, deeds registry data highlights that the nature of borrowing has shifted significantly. A
far higher proportion of mortgage lending prior to the GFC was in the form of equity release loans and
mortgage switches, a feature common to frothy mortgage markets. In 2007, roughly 64% of mortgages
lending appears to have been associated with a property transaction, with switches accounting for 15% of

11
12

These lenders include SA Home Loans, HIP Housing and Chartwell.
By number of loans non-bank lenders originated 2.6% of loans in 2007 and 10.7% of loans in 2017
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the value of total lending. By 2015 the value of mortgage switches had declined to 7% of total mortgages
granted while 83% of mortgage lending was associated with a sale.
Within that subset of mortgages associated with a transaction, deeds registry data as reported by
CityMark indicates the recovery in mortgage lending has been limited to properties valued in excess of
R1,2 million, with barely any growth in lending activity on properties valued at between R600 000 – R1,2
million in nominal terms, and limited lending activity on properties valued at below R600 000 in nominal
terms.
Figure 2: Number of mortgages originated by market segment

Source: CityMark

A further source of data is published by the National Credit Regulator (NCR). The NCR gathers quarterly
data from all lenders – bank and non-bank - who grant mortgages to consumers in South Africa. That data
indicates that the number of mortgage accounts – a good proxy for the number of households who have
a mortgage - has remained flat at roughly 1.8 million since the end of 2007. At the same time, data from
Stats SA indicates that the total number of households in the country as a whole had grown from an
estimated 12.5 million in 2007, to 16.9 in 2016.13 By these numbers, mortgage penetration in South Africa
has declined from 14.5% of households in 2007 to 9.7% in 2016.14
Other survey data indicates that there has been noticeable growth in the conventional target market for
mortgages, proxied by households earning in excess of R20 000 per month in 2015 Rands. According to
the All Media and Products Survey (AMPS), that segment of the market grew by roughly 800 000
households between 2010 and 2015. The composition of that market changed noticeably over that time
with younger, previously disadvantaged households accounting for all visible growth in the segment with

13

2011 data as per the 2011 Census. 2016 data is according to the 2016 Community Survey
Based on Community Survey 2007 and Census 2016 data, assuming a one to one relationship between households and mortgages in the
mortgage active market
14
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the number of white households remaining static. It is noteworthy that this period of growth in what could
be called the middle class in South Africa corresponded to a period of time in which mortgage lending
remained flat.
Lending by market segment
NCR data on mortgage loans granted by borrower income reflects this trend. That data indicates that very
few new borrowers earn below R15 000 per month in nominal terms15, reflecting both a contraction of
lending to lower income households, as well as the effects of inflation on static nominal income
thresholds; a household earning R15 000 in 2008 would be earning more than R25 000 in 2017 assuming
static real income.
Figure 3: Number of mortgages originated by income group (2008 - 2017)

Source: NCR data

An alternative income threshold that delineates lower income mortgage borrowers is used by the Banking
Association of South Africa (BASA) and referenced by the Financial Sector Charter. This threshold is
adjusted for inflation, and in 2017 stood at R22 000. The chart below indicates the number and value of
mortgages granted to the so-called FSC target market.
Figure 4: Number of mortgages originated in the FSC target market (2004 – 201616)

15

The NCR does not adjust income bands for inflation and these have remained the same since 2007. We would therefore expect the
number of mortgages granted in the band below R15 000 to decrease, simply as a result of inflation.
16
No data has been published by BASA since the 2016 report
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Source: Banking Association of South Africa (BASA), unaudited data

Origination in the FSC target markets has remained below 30 000 loans per annum, declining noticeably
in 2016 despite an accommodating interest rate environment17. Assuming mortgages granted in this
market would be priced at prime rate plus 200 basis points, it is possible to calculate a maximum mortgage
value (assuming borrowers allocate 25% of their incomes to loan instalments). As per the chart below the
maximum mortgage value associated with the FSC market has remained fairly stable in nominal terms,
with the inflation adjustment on the FSC upper income threshold making up for a slight upward
movement in interest rates over 2014 and 2015. As at June 2018, the maximum mortgage value in this
segment would be slightly lower than R500 000, with a corresponding FSC interest rate of 12.25%.
Figure 5: Dominant rate on new mortgages and maximum mortgage value

17

Prime interest rate - the rate to which mortgage loans are pegged - declined to 8.5% in 2012 and peaked at 10.5% in March 2016. It has
since fallen to 10.25% in July 2017, and back down to 10% in March 2018.
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Policy to support mortgage lending
Aside from the Financial Sector Charter which includes specific targets for housing finance origination,
the State provides a capital subsidy, known as the Finance Linked Individual Subsidy Programme or FLISP,
to households earning between R3500 and R15 000 per month who obtain a bank mortgage to purchase
a house. The income thresholds associated with this subsidy were set in 2012 and have only been adjusted
in July 201818. This subsidy was intended to support affordability by reducing the quantum of the required
mortgage, reducing the loan to value ratio, and hence the required equity, and associated risk premium
charged on the loan.
According to the latest data published by National Treasury19, the number of FLISP subsidies allocated to
approved beneficiaries20 increased dramatically from 2 660 in 2016/17 to 17 231 in 2017/18. This is despite
the fact that the NCR reports that a total of only 6 824 mortgages were originated to borrowers earning
less than R15 000 in the 2017 year21. This discrepancy between the number of mortgages granted to FLISP
eligible mortgagees, and the number of FLISP subsidies actually awarded may be explained by the
awarding of ‘retrospective’ FLISP subsidies to candidates who obtained mortgages in the past. This
practise clearly subverts the spirit of the policy although it does help officials to meet performance targets.
Going forward Treasury expects the number of FLISP subsidies to reach over 49 000 in 2020/21. By then,
assuming that lending proceeds into the future as it has progressed in the past, a linear forecast of NCR
data suggests lenders will be originating no mortgages at all in the FLISP eligible market (see dotted line
in the chart below).

18

Over this time, the FSC income thresholds have been adjusted with inflation. There is, as a result, a growing gap between the thresholds
used to delineate the FLISP and FSC target markets.
19
See 2018 Human Settlement Vote
20
Officially this is the “Number of finance-linked individual subsidy programme subsidies allocated to approved beneficiaries per year”.
While it would seem reasonable to assume these subsidies have actually been paid to beneficiaries, this may not be the case
21
In 2017, 5 338 mortgages were granted to borrowers earning between R10 000 and R15 000 per month, with a further 1 465 mortgages
granted to borrowers earning between R3 500 and R10 000 per month
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Figure 6: Number of FLISP subsidies and mortgages granted to borrowers earning less than R15 000 per month

Source: NCR, Estimates of National Expenditure, Vote 38 Human Settlements, SANT

A 2016 review of the FLISP highlighted various administrative bottlenecks as well as demand and supply
side constraints. It is not clear whether the recommendations of that review have been implemented in
the revised policy, approved in July 2018, and if so, what impact these are expected to have.
A number of factors contribute to this un-satisfactory outcome. These are grouped into four inter-linked
categories, each of which is discussed in more detail in the chapters that follow;
•
•

Issues relating to borrowers
Issues relating to houses

•
•

Issues relating to lenders
Issues relating to governance and administration

3. Issues relating to borrowers
Mortgage access
Various data points indicate that willing borrowers in South Africa face have limited capacity to absorb
additional mortgage finance. According to data published by the Office of Disclosure in the Department
of Human Settlements, over half of all mortgage applications are declined. Aside from a poorly disclosed
reason called ‘Other’, lack of affordability (either because the price of the house is too high, or because
borrowers have limited capacity to service additional debt) and poor histories (which appears in two
categories, one of which is a composite of unrelated reasons) dominate22 23.

22

The quality of this data is exceptionally poor. For comments in that regard see https://housingfinanceafrica.org/app/uploads/Opendata-revolution_May-2015_Final.pdf
23
This data is difficult to interpret in light of the scoring models that lenders use. Those models assign a composite score to an
application, incorporating multiple factors simultaneously. It would be difficult to assign a decline to one reason alone.
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Figure 7: Reasons for home loan decline as reported by the Office of Disclosure (all market segments)

Source: Office of Disclosure, 2017 Annual Report

Bureau data indicates that of those credit active borrowers with no mortgages in the R10 000 to R15 000
income segment (a segment selected because it could be within reach of the mortgage market), 60%
already allocate more than a fifth of their incomes to servicing debt. They are unlikely to be able to take
on mortgage debt, and there is little a lender can do in the short term for these borrowers if it wishes to
maintain a responsible lending stance. Over the medium- to long-term24, however, borrowers can be
encouraged or actively assisted to deleverage and restructure their balance sheets. Various service
providers aim to do just this. However, there is no data on associated throughput or success rates (defined
as mortgages granted to rehabilitated and previously declined borrowers).
With regard to credit histories, credit bureau data on borrowers with an income of between R10 000 and
R15 000 indicates that the most commonly used forms of credit are clothing accounts, unsecured loans
and credit cards. Of those who are credit active, 34% are in arrears of 90 days or more on their worst
performing account. Their compromised credit standing will in all likelihood bar them from mortgage
access while their poor performance remains on record (a period of two years) or until the next credit
information amnesty.

24

To paraphrase Keynes, in the long term we are all dead. To quote him directly: “The long run is a misleading guide to current affairs. In
the long run we are all dead. Economists set themselves too easy, too useless a task if in tempestuous seasons they can only tell us that
when the storm is past the ocean is flat again.”
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Figure 8: Credit utilisation and performance for borrowers with an income of between R10 000 and R15 000
per month

Source: XDS credit bureau data, 2017

While access to additional credit is limited by these factors, NCR data indicates that there is still extensive
lending into this segment – albeit not of mortgages. By way of example, in 2017, this segment absorbed
just R2.1 billion in mortgage finance (5 338 loans at an average loan size of R387 102). In contrast, it
absorbed R11.6 billion Rand of other secured credit, principally vehicle finance (124 812 loans at an
average loan size of R93 011) and over R20 billion per annum in unsecured credit and credit facilities
(principally store cards). Judging by the experience of mortgage lenders, it appears that the problem is
one of too much access to non-mortgage finance, with lenders actively marketing and providing credit to
households who are eager to take it up.
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Figure 9: Credit origination for individuals earning between R10 000 and R15 000 monthly (2017)25

Of course, some unsecured credit may be used to finance property market transactions or housing
investment. It is plausible that households who access unsecured loans for housing purposes rather than
a mortgage are voting with their feet; mortgages – which come with the risk of losing a property on default
- may be less attractive despite the affordability benefits they offer emanating from longer term, lower
rate finance, not to mention the FLISP capital subsidies designed to support affordability. In addition,
there are material procedural barriers that households must overcome to access mortgages and subsidies
(this issue is discussed in more detail below).
Mortgage performance
Previous analysis on mortgage performance demonstrates noticeably more erratic payment patterns in
the FSC target market, with visibly higher early stage arrears than in the conventional mortgage market.
While there has been no analysis on triggers of default (see box below), no doubt the data reflects a more
vulnerable financial situation of many households in the FSC target market. They may be more likely to
experience shocks that precipitate default, and at the same time have fewer resources to manage these
shocks.

25

Source: NCR Consumer credit report. Under average size, the number beneath the bolded number is an inferred monthly instalment on
a loan with that average size. Total monthly instalment based on: mortgage 12.5%, 240 months, vehicle 14%, 60 months, unsecured 25%,
24 months, facility 25%, 12 months. With regard to secured credit we note this category includes furniture loans. Given that these are very
small, many of the loans in that category could be furniture loans. However, there is no disclosure by the NCR on this issue.
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Figure 10: ageing analysis over time (cumulative) for mortgages originated between 2009 and 2015,
mortgages from big 4 banks

The analysis of performance highlights that early stage arrears are noticeably higher for lower income
borrowers. However, erratic payment in and of itself is not problematic for a lender. Lenders would not
want to sanction poor payment behaviour and would worry that erratic payers are more likely to default
(which they are). Nevertheless, assuming no second order effects (i.e. no impact on other borrowers, and
no impact on later payment patterns), erratic payers – who might occasionally miss a payment, but who
always pay in the end – are more profitable than perfect payers because the additional interest paid over
the life of the loan exceeds the additional servicing costs and the cost of equity. By way of example,
according to the model, a borrower with a loan of R110 000 who misses one payment each year, and
extends the loan term by 20 months would generate a ROI of 55.6%, compared to 52.8% for the perfect
payer.
The performance analysis also highlights higher late stage arrears in the affordable market than in the
conventional market. While 1.7% of mortgage loans granted between 2009 and 2015 in the conventional
market are 90 days or more in arrears, the corresponding percentage in the FSC or affordable market is
2.9%.
Box 1: What are the triggers of default in the FSC target market, and do they differ from triggers in the
conventional market?
The short answer is that we don’t know.
In other countries, lenders talk about the Three D’s: Death, Divorce and Dismissal as the primary default
triggers. In South Africa we should probably add a few more D’s for Disease, and other Debt, as well as a B for
Birth, or additions to the household, and possibly an A for area-based factors that might impact on
willingness to pay, including municipal management and local political instability, not to mention a C for
collections capability of the lender. In addition, given that mortgages are variable rate loans, interest rate
increases also could have a material impact.
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Some triggers of default might be insurable. In the case of death, lenders typically require borrowers to take
up or cede life insurance policies. Given that the borrower base is relatively young, the additional costs to the
home owner are relatively low; the monthly premiums on a life policy of R400 000 for a 30-year-old married
woman earning around R10 000 would be in the order of R150 per month26. This is relatively low compared to
her total bond instalment on a R400 000 mortgage at prime plus 200 basis points of around R4 500.
Dismissal or retrenchment is likely to be a key risk and one that might, under some circumstances, offer
opportunity for insurance-based mitigation. While retrenchment cover is common for unsecured loans (where
it may be a mechanism to monetise the client in light of pricing caps), it is not a requirement or even a
standard offering for mortgages. Analysis of SARS data indicates high levels of job flows (defined as the sum
of new hires and displacements in a given year) in the labour market, particularly for low wage, private sector
workers. In all likelihood instability will become a more noticeable feature of labour markets globally, not only
in South Africa. If this is the case, a strong case could be made for a mechanism to support borrowers,
particularly during the early years of the loan when borrowers (and lenders) are most vulnerable.

The higher level of arrears in the affordable market does not imply that lenders have reached the limits of
growth, nor does it imply that the only way that lenders can grow is to take on more risk, although this
may be sustainable. There clearly are pockets of better performance within the affordable market, as
illustrated in the chart below which uses loan size as the basis for segmentation.

Figure 11: Proportion of mortgage loans 90+ days in arrears by opening balance

Note: Mortgages originated between 2009 and 2014, mortgages from big 4 banks

Other analysis of loan performance has found visible differences in performance by gender, age and sector
of employment of the borrower27. The analysis has also highlighted significant variance in performance
by area28 (a point we will revisit later in this document) and loan use (transaction versus equity release). In
light of this, the application of more nuanced risk assessment techniques and better pricing within the

26

Hippo.co.za quote obtained on 21 June 2016
See http://housingfinanceafrica.org/app/uploads/Findings-Performance-Analysis-of-FSC-loans.pdf
28
See http://housingfinanceafrica.org/app/uploads/FSC-performance-July-2013-Final1.pdf
27
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affordable market may open up additional feasible lending opportunities without necessarily increasing
default risk.

4. Issues relating to houses
Borrowers may direct capacity to absorb credit to non-housing purposes because they cannot find
affordable, mortgageable houses to buy. Lenders point out that new affordable houses are in fact
unaffordable. Anecdotally, entry level units in major metros appear to cost more than R400 000, although
there is no reliable published data on this despite the fact that this data is collected by the National Home
Builder’s Registration Council29. Lenders also point out that very few such houses are, in fact, constructed,
in part because of severe constraints and delays along the supply chain, particularly with regard to bulk
services and planning approvals. Using national deeds registry data, CityMark estimates that in 2017,
there were just 13 733 new registrations (a proxy for new delivery) in the affordable (R300 000 – R600 000)
market across the country.
While true, this line of argument presupposes that there is no affordable resale market, a view which is
clearly mistaken. Data prepared for CAHF indicates that there are over 1.9 million RDP and BNG properties
registered in the deeds office, not to mention the other stock built in affordable areas prior to democracy.
There is no official data on how many subsidy properties are still encumbered by the eight-year restrictive
clause on the title deed preventing resale, nor on how many title deeds have been compromised by
informal transactions. There is also no data on how many properties with intact title are effectively unmortgageable either because they were constructed so poorly to begin with, or because property owners
have completed alterations without necessary municipal planning approvals, effectively sterilising the
property and removing it from the mortgage market (this issue is explored in more detail below).
Nevertheless, deeds data indicates that roughly 22% of the 1,9 million RDP properties on the deeds
registry have, in fact, transacted formally (i.e. visibly) and that roughly 7% of registered RDP properties
are mortgaged. The same data shows that average values for RDP houses with a mortgage are below
R200 000 and are technically affordable to FLISP eligible households earning less than R15 000, assuming
they have capacity to take on more debt. To use an illustrative hypothetical, the household who took out
a vehicle loan of R93 011 in 2017 (the average loan size in this category as per Figure 9 above) over five
years at Prime plus 350 basis points30, would pay an average monthly instalment in excess of R2 000. This
same monthly instalment would have supported a 20-year mortgage of over R170 000 financed at Prime
plus 300 basis points.
While churn rates in more affordable areas are low - CityMark data indicates that less than 0.5% of
properties valued at less than R300 000 transact formally each year compared to over 4.5% of properties
valued at over R1.2 million - this is unsurprising given that mortgage finance is not available. According to
CityMark, mortgage finance is associated with 12% of repeat sales at the low end, and close to 60% higher
up the value scale. In light of this, it is plausible to argue that in lower value segments of the market, lack
of access to mortgage funding, rather than limited stock is the binding constraint.

29

The data is also visible through the deeds registry. However, Citymark data is aggregated into market segments and cannot enable a
detailed analysis of this at present.
30
In June 2017, prime interest rate was 10.5%, and the corresponding rate on this loan would have been 1% per annum.
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5. Issues relating to lenders
While shifting borrower priorities and perceptions in favour of housing, and in favour of mortgages, is a
significant challenge, it is only one side of the story. Lenders also need to be willing to meet effective
demand with a differentiated set of products that align with the varying needs of South Africa’s diverse
market.
Mortgage pricing
Lenders can and do price for risk. Results of the financial model prepared for this analysis indicates that
the risk premium and lower incidence of early repayment in lower income segments more than
compensates for higher default rates. That model uses six representative segments, as described in the
table below. Note that interest rates charged on affordable loans are pegged at Prime Rate plus 200 basis
points, with lower rates charged in conventional market segments. The calculations are based on interest
rates as at June 2017 when Prime was 10.5%. The model’s assumptions with regard to payment patterns
is informed by a detailed analysis of historic payment performance segmented by loan size.
Table 1: Assumptions regarding loan characteristics per segment

The results of the base case analysis are shown in the chart below, using Return on Investment (ROI) as
the profitability metric. This is the discounted present value of expected future profits expressed as a
percentage of the loan amount. The model output is summarised into four cost / revenue categories,
namely interest margin, fee margin, cost of equity and loss given default.
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Figure 12: Bank ROI per segment

The model output indicates that in spite of higher probability of default, affordable market loans generate
higher returns than conventional market loans, driven by the higher interest margin which more than
compensates for higher risks and operating costs in this segment of the market. In addition, relative to
the size of the loan, fee margins are also high for lower value mortgages because these are sometimes
invariant with respect to loan size (for instance, monthly administration fees are set at the R60 per month
across all segments). Of note is that of the segments explored, mortgages granted to the best payers
appear to be the least profitable for lenders.
Loss given default – which looms large in the mind of lenders – plays a surprisingly small role in shaping
overall value. This reflects the relatively rare occurrence of default, a direct consequence of lender
underwriting criteria, combined with the ability of lenders to recover at least some of the outstanding loan
amount. Clearly, if lenders on-boarded more risky borrowers, loss given default would become more
significant. That said, the impact of default on profitability is a function of when in the life of the loan the
default takes place, together with loan to value ratios; the earlier in the life of the loan, the more significant
the impact on the lender, as illustrated in the chart below. High LTV loans that default irreparably soon
after inception will generate significant losses for lenders; according to the model, a default in month 12
leading to foreclosure takes the expected ROI on a R110 000 mortgage at prime plus 200 basis points from
52.8% to -36.1%. It is precisely over this period of time that new homeowners - who must adjust
household budgets to accommodate instalment payments - are most at risk of defaulting. Deposit
insurance can mitigate this risk for lenders, and is a common feature of mortgages granted in low income
segments of the market. Other mechanisms to mitigate potential losses might be linked directly to default
triggers as discussed in Box 1 above.
Interestingly, the model illustrates that early settlement can be as detrimental for the lender as default.
Once again, the impact on the profits of the lender is a function of when this occurs as illustrated below.
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The model indicates a ROI for a loan that settles in month 60 of 27%. It is 42.1% for one that settles in
month 120, compared to 52.8% for a loan that runs to 240 months).
Figure 13: ROI for a R110 000 loan at prime + 200 basis points over 20 years, and 90% LTV, based on various
payment profiles31

An unintended, and somewhat curious finding of the profitability analysis is that mortgage lending in
conventional segments is unlikely to be profitable. In some sense, this is not altogether unexpected. Given
that the primary value driver is the interest margin, the current interest rate environment is not conducive
mortgage lending, as is evident in the comparison of prime interest rate against which mortgages are
pegged (and which is at an historic low), and the rate on ten-year government bonds, which have
converged since the GFC.

31

The results are for a 20-year mortgage of R110 000 granted at Prime Rate plus 200 basis points, at 90% Loan to Value (LTV). The base
case assumption in the model is that lenders recover up to 60% of the value of the property on repossession and use this to off-set
outstanding loan balances and any accrued interest and fees. In the model, if the outstanding balance and accrued interest and fees is less
than the amount recovered (i.e. 60% of the value of the recovered property), lenders do not retain the surplus
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Figure 14: Mortgage lending rates vs long term risk free rates

Source: SARB

Unsurprisingly the model demonstrates that the best way to increase the profitability of mortgages – and
to make mortgages as an asset class more attractive to lenders - would be to increase the interest rate
charged to borrowers. This rather trite observation is made somewhat curious by the fact that banks have
not done so. While there is no comprehensive data on the distribution of rates charged by banks on all
mortgages they originate, based on discussions with lenders, it appears that loans tend to be written in
the narrow range between Prime less 100 or 150 basis points and Prime plus 200 or on the rare occasion
300 basis points. This is far lower than the current regulatory maximum rate on a mortgage of 12
percentage points above the repo rate (the repo rate is typically 3.5 percentage points below prime rate,
and the maximum rate on mortgages would therefore be prime plus 800 basis points). Given that
mortgages, even priced at higher interest rates, offer borrowers significantly enhanced affordability over
available unsecured loans which have higher interest rates and shorter terms, it is not clear why mortgages
continue to be priced at such thin margins.
This analysis assumes the lenders price mortgages as a stand-alone, ring-fenced product. However, it is
possible that bank lenders (who dominate mortgage markets in South Africa) discount profits on
mortgages in order to capture adjacencies, or profits generated by the same client on other products such
as transaction accounts and credit cards. If this is the case, mortgages could be seen in the same light as
loyalty programmes – they are loss leaders in and of themselves but serve to support the profitability of
the business more broadly. Banks may be willing to discount mortgages significantly in order to entice
desirable customers to adopt and use other higher margin products offered by the bank, such as
transaction accounts and credit cards.
The somewhat perverse outcome of this is the cross subsidization of lower margin mortgages which
principally serve higher income markets, by higher margin transactional products which serve a broader
cross section of consumers. If banks are doing this – and it is possible, but not certain that they are – there
are broader implications for the competitiveness of the mortgage market, not to mention financial sector
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transformation and financial inclusion. To put it bluntly, using fee profits generated off bank accounts of
poorly paid workers to fund the mortgage of the boss has a distinctly regressive tone.
With regard to competitiveness, non-bank lenders who operate without such economies of scope would
be at a disadvantage, compounded by banks’ ability to access lower cost deposit funding; although this
may be tempered by the costs for banks of complying with Basel32.
In light of this, it is plausible that efforts to reduce the cost of funding would have limited impact given
that banks could arrive at an equivalent outcome with respect to profitability by increasing interest
charged. While this would obviously impact on affordability – instalments on a R110 000 mortgage would
increase by around R75 to R84 per month depending on the starting rate for every 100-basis point increase
in the interest rate – the impact on housing markets would be significantly less pronounced than
withholding the loan. In addition, charging more would be far easier to implement than a national
programme to reduce the cost of funding.
Reputational risk
While default is relatively uncommon, repossessions have repercussions for lenders beyond the
immediate impact on the bottom line. Banks may shy away from mortgages because of lengthy and
contested repossession processes. In this regard, a class action investigation is underway into banks
allegedly selling houses below market value, leaving borrowers with no homes, little equity, and in some
cases, overhanging financial obligations. While the merits of these allegations are to be determined, that
the legal matter is pending is likely to create some anxiety on the part of lenders.
There is growing interest by developers in mechanisms such as instalment sale or rent to buy
arrangements. These arrangements realign the lender / borrower relationship specifically with regard to
repossession – the house remains the property of the lender and is not transferred to the borrower until
such time as specific payment milestones are reached. If the borrower defaults, the property is not
repossessed as it was never registered in the name of the borrower. The borrower therefore has the same
status as a non-paying tenant who must vacate a rental property. While these mechanisms could be useful
for primary market sales, they are unlikely to gain much traction in resale markets where sellers are
liquidity constrained.
With regard to evictions more broadly, there may be concerns about the risk of community mobilization
and the impact of this on bank brands. While higher income borrowers who are evicted from their
properties may be able to find lower cost housing options, evicting a home owner on the lowest rung of
the formal property market may create too much reputational risk for a bank. That the loan originally
might have enabled a household to move from a shack to a formal dwelling may not count for much in the
court of public opinion when the home is repossessed and the borrower is forced to move back into a
shack.
While evictions are both very necessary and very evil – without them, mortgage markets cannot function
- there is clearly place to minimise their occurrence. However, as noted, there is no readily available data
on the causes of default, and limited affordable insurance to mitigate some obvious risks. It would be
useful to explore the potential in this regard.

32

Non-bank lenders who require term funding may also be required to allocate some equity
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6. Issues relating to governance and administration
A final area of concern relates to overall governance and administration. While there is no clarity on the
extent to which broader municipal governance issues impact on default patterns, there is evidence of
geographic clustering in default patterns. In addition, it sounds plausible that default and general
lawlessness go hand in glove. If this is correct, there is clearly a role for greater cooperation between
lenders and municipal government to facilitate mortgage finance flows into affordable areas.
A second governance related issue concerns the legal processes that govern property market
transactions. Processes to register a mortgage are costly and complex, even without a FLISP. According
to the 2016 Conveyancing Fee Guidelines published by the Law Society of South Africa, the recommended
minimum fee for residential property transfers is R4 300 for properties up to R100 000. This fee increases
by R650 per R50 000 tranche up to the R500 000 price point. In addition, conveyancers typically charge
other fees for obtaining clearance certificates, deeds office searches, postage and petties. As per the
example below relating to a transaction where the sales price was R140 000, these can be material.

Buyers and sellers often resort to a quicker and cheaper approach by signing an affidavit recording the
sale, in front of witnesses, community leaders or at the police station. While these informal mechanisms
facilitate rapid turnaround times on property sales, enable sellers to circumvent restrictive clauses on RDP
title deeds33 and cost nothing in the short term, buyers are at risk of the transaction being disputed
(increasingly common as property prices rise). In addition, transactions are not reflected on the national
deeds registry and the property is sterilised from a mortgage market perspective.
At present, in many transactions that are facilitated by a conveyancer, buyers do not make use of trust
accounts, but would typically pay cash directly to the seller in part or in full on signing all the
documentation. The relatively common practice of transacting in this manner creates significant risk for
the buyer in the event that transfer does not go through. It also creates an opportunity for fraudulent
activity which is sufficiently common to shape perceptions of risk in the market.

33

Title deeds for RDP properties typically have a clause restricting the sale of the property for a period of eight years
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Where buyers use bond finance, they would have to pay additional fees for bond attorneys. In addition,
the bond registration process typically takes around 80 days, while the processing of subsidy applications
can take even longer. Liquidity constrained sellers therefore strongly prefer cash, and buyers who can only
purchase with a mortgage are likely to lose the deal to cash-paying counterparties.
In light of the significant administrative hurdles that need to be overcome to effectively leverage a
mortgage to access formal housing opportunities, it is not surprising that households prioritise other
targets to deploy available savings and credit. Clearly, for formal processes to be adopted by buyers and
sellers, and for subsidies to be awarded prospectively to qualifying, affordability-constrained clients, these
administrative barriers should be removed, or buyers and sellers actively assisted to sidestep or overcome
them.

7. Building better mortgage markets in South Africa
The flatlining of mortgage lending in South Africa reflects global trends post the financial crisis. It also
reflects the relatively narrow market served by the product in South Africa, despite on-going efforts to
expand access.
South Africa’s history, and its current situation make reviving the moribund mortgage market a priority.
The composition of South Africa’s middle class is changing noticeably, as more previously disadvantaged
households command higher incomes and enter the housing market. They need access to mortgages, to
enable them to buy property and to leverage credit to build wealth. In addition, government’s subsidised
housing programme which gave titled property to almost two million households has effectively created
a sizeable potential middle class delineated not by how much consumption expenditure it can support,
but by the assets it owns. These households can only realise the potential value of their properties in
markets where mortgage finance is available.
Clearly, expanded access to mortgages will require that more properties that are affordable are brought
into the mortgage net. This necessitates that lenders actively explore existing stock, much of it built by
government as part of its subsidy programme. For lenders to regard these markets as offering value,
governance must improve. Lenders cannot operate in areas where service delivery is poor and where
governance is effectively absent.
In moving downmarket, lenders also need to develop products that cater for the specific risks faced by the
market. While analysis of mortgage performance shows that default risk is higher in lower income
segments of the market, there is no good data on triggers of default. To protect borrowers from the
catastrophic consequences of default, it is critical that these are better understood. More research on this,
followed by tailored mechanisms to manage these risks (some of which might need government support)
is an obvious requirement for lenders to develop mortgage markets further.
Borrowers too will need to shift their priorities and direct more borrowing capacity towards housing. For
them to do this requires that they believe there is a pathway to homeownership supported by mortgages
and available subsidies. Clearly, for this to be reinforced by reality, processes that enable formal property
transfer and subsidy and mortgage application need to work better.
Bringing properties back into the mortgage market, one neighbourhood at a time is a daunting challenge.
It is as much about engineering social change as it is about financial risk management. The financial sector,
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in its engagement on affordable housing to date has demonstrated it can command a response across all
spheres of government. It has the capacity, financial resources and an immediate financial interest to
direct and implement market-making, local interventions. The state, by giving households properties,
mostly (admittedly not always) with title deeds, has laid the foundation for the emergence of South
Africa’s new middle class. It is up to the financial sector to build it.
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Appendix: The Mortgage Profitability Model - Assumptions and Sensitivity Analysis
The Centre for Affordable Housing Finance in Africa (CAHF) has explored mortgage markets in South
Africa for over a decade. Following analyses of mortgage access and performance, attention shifted to
profitability. Specifically, CAHF wanted to understand lender behaviour in more detail and to identify how
to encourage lenders to increase access to mortgage finance particularly in under-served markets.
CAHF therefore commissioned the development of a mortgage profitability model. The model explores
the magnitude of various value drivers and enables a comparison of the present value of an affordable
market mortgage vs. a conventional market mortgage at the point of inception. To do this, the model
generates a best guess of the likely value of the mortgage at the time the lender decides whether to grant
the loan. It projects monthly cash flows over the life of the mortgage using a range of assumptions about
costs and revenues and discounts them back to the present using the risk-free rate. The discounted value
of future cash flows is expressed as a percentage of the loan amount, analogous to a Return on Investment
(ROI) which can be compared to returns on other assets, including unsecured loans and risk-free
government bonds.
The model’s assumptions with regard to payment patterns is informed by a detailed analysis of historic
payment performance segmented by loan size. The model also incorporates assumptions relating to the
cost of funding – a growing area of interest in light of Basel capital requirements - based on data published
by the SARB and individual lenders on the funding mix and associated cost of various funding mechanisms
(deposits and term loans). Other assumptions relating to interest margin, loan to value (LTV) ratios,
operating costs, insurance margins and so on were based on discussions with industry analysts and
lenders, who may not track expenses by segment. Many of these assumptions remain guestimates and
serve as a stake in the ground around which lenders and other participants can engage; it is critical to
develop a more nuanced understanding of cost and revenue drivers and how these differ across segments
of the market.
The model incorporates the four revenue and cost components typical to most mortgages :
Interest profit/ loss – this is equal to the interest received from the borrower less then interest paid by the
bank to its funders or the cost of funding. In months when a borrower pays the full instalment this
generates a profit for the bank. However, when the borrower misses a payment this will result in a loss for
the bank as the model assumes that the bank pays interest to funders regardless of whether it receives a
payment from the borrower. In this model the capital portion received from the borrower is passed
directly on to the bank’s funders and there is no profit or loss on the capital component of the loan.
Equity cost – this is the cost of holding additional reserves as per Basel III. Because this is dependent on
the LTV and outstanding balance of the loan, this cost will decrease as the loan balance declines.
Fee profit/ loss – this is equal to fee income less associated fee expenses. When the borrower pays an
instalment, the fee component of this instalment will result in a profit for the bank (for instance, on the
insurance fee). However, when the borrower does not make a payment a fee loss will occur in that month.
Loss given default – On default, the bank will repossess and sell the property to pay off their outstanding
capital to funders. The amount recovered by the bank may not be more than the total outstanding balance
on the loan plus any repossession costs. Where the amount recovered is less than the outstanding balance
and repossession costs, a loss will occur.
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Cost of Funding
A key cost is the cost of funds. While we can use SARB data to get a sense of the costs associated with
various sources of funding, the funding mix is by no means clear. Basel III highlights liquidity as one of its
three pillars of financial stability. Key to this is the Net Stable Funding Ratio (NSFR), which effectively aims
to address the duration mismatch between short-term liabilities and long-term assets. In practice, the
NSFR will require banks to hold longer term sources of funding to be able to extend longer term loans,
such as mortgages. Banks typically use a combination of deposits and term or debt funding and this mix
is likely to differ across banks. The model base case assumes a 70/30 split between deposit and term
funding.
In the case of deposit funding, in line with NSFR requirements we assume that only long dated deposits
(NCDs) can be used. The cost of this funding is based on SARB Banking Sector Balance Sheet (BA100) and
Banking Sector Income Statement (BA120) data, using the following simple formula:
𝐶𝑜𝑠𝑡 𝑜𝑓 𝑓𝑢𝑛𝑑𝑖𝑛𝑔 =

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑒𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒 𝑜𝑛 𝑑𝑒𝑝𝑜𝑠𝑖𝑡𝑠 (𝑁𝐶𝐷𝑠)
𝑇𝑜𝑡𝑎𝑙 𝑑𝑒𝑝𝑜𝑠𝑖𝑡 𝑠𝑡𝑜𝑐𝑘 (𝑁𝐶𝐷𝑠)

With regard to debt funding, the model assumes a cost of JIBAR + 1.25% as per conversations with industry
professionals.
Banks are required to hold a percentage of risk weighted capital to underpin credit products, calculated
as a fixed percentage of risk-weighted assets (RWA). Banks typically use an internal ratings model to
calculate the RWA which takes into account the probability of default, exposure at default and loss given
default. To estimate the RWA, we have used data from the SARB BA200 data release as follows:
𝑅𝑖𝑠𝑘 𝑊𝑒𝑖𝑔ℎ𝑡𝑒𝑑 𝐴𝑠𝑠𝑒𝑡𝑠 (𝑀𝑜𝑟𝑡𝑔𝑎𝑔𝑒𝑠) =

𝑀𝑜𝑟𝑡𝑔𝑎𝑔𝑒 𝑟𝑖𝑠𝑘 𝑤𝑒𝑖𝑔ℎ𝑡𝑒𝑑 𝑒𝑥𝑝𝑜𝑠𝑢𝑟𝑒
𝐺𝑟𝑜𝑠𝑠 𝑚𝑜𝑟𝑡𝑔𝑎𝑔𝑒 𝑏𝑜𝑜𝑘

That data indicates that across the banking industry this RWA is 25%. As noted this will differ by segment
as LTVs, NPLs and LGD levels differ. We have therefore adjusted this global average across the five
segments in the model to account for differences in this regard. These adjustments are not based on data,
but are rather a best guess, pending better data from sector participants.
While the standardized approach under Basel III requires banks to hold 10.5% of the RWA as a capital
reserve, anecdotal input from a range of lenders indicates that banks typically hold capital of roughly 14%
of the RWA.
Given that this capital is the bank’s equity, the costs associated with holding this reserve are set at the
prevailing ROE for the bank, which varies between 17% and 20% for the large banks in South Africa. In the
model output, we have delineated the cost of equity as a distinct item.
These inputs allow us to generate a set of assumptions around the cost of funding for mortgages written
in different segments of the market. These assumptions are summarised below.
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Table 2: Average cost of funding assuming 100% deposit funding - breakdown for a R100 000 home loan in
2015

LTV

COF

Risk
Weighting

RWA

% of RWA Capital to
to be held be held

COF rate
(ROE)

COF capital Adjusted
reserve
COF

LTV ≤ 40%

5.76%

12%

R 12 000

14%

R 1 680

18.50%

R 311

5.97%

40% < LTV ≤ 60%

5.76%

19%

R 19 000

14%

R 2 660

18.50%

R 492

6.09%

60% < LTV ≤ 80%

5.76%

21%

R 21 000

14%

R 2 940

18.50%

R 544

6.12%

80% < LTV ≤ 90%

5.76%

26%

R 26 000

14%

R 3 640

18.50%

R 673

6.21%

90% < LTV ≤ 100%

5.76%

31%

R 31 000

14%

R 4 340

18.50%

R 803

6.29%

LTV > 100%

5.76%

40%

R 40 000

14%

R 5 600

18.50%

R 1 036

6.43%

Table 3: Average cost of funding assuming 100% debt funding - breakdown for a R100 000 home loan in 2015

LTV

COF

Risk
Weighting

RWA

% of RWA Capital to
to be held be held

COF rate
(ROE)

COF capital Adjusted
reserve
COF

LTV ≤ 40%

9.93%

12%

R 12 000

14%

R 1 680

18.50%

R 311

10.07%

40% < LTV ≤ 60%

9.93%

19%

R 19 000

14%

R 2 660

18.50%

R 492

10.15%

60% < LTV ≤ 80%

9.93%

21%

R 21 000

14%

R 2 940

18.50%

R 544

10.17%

80% < LTV ≤ 90%

9.93%

26%

R 26 000

14%

R 3 640

18.50%

R 673

10.23%

90% < LTV ≤ 100%

9.93%

31%

R 31 000

14%

R 4 340

18.50%

R 803

10.28%

LTV > 100%

9.93%

40%

R 40 000

14%

R 5 600

18.50%

R 1 036

10.38%

Fees
Lenders incur various costs including administration costs and insurance costs that are recovered by fees
levied on the product. These fees include a once off initiation fee as well as on going monthly
administration fees. There are also fees for credit life insurance and property insurance. Assumptions on
the fee incomes earned by the bank as well as the expenses associated with these fees are included in the
table below.
Table 4: Model assumptions regarding fee incomes and expenses
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Modelling payment patterns
There is an almost infinite range of possibilities regarding payment patterns. One borrower might pay
back perfectly – on time, in full every month in line with the loan contract. Another might occasionally
miss payments, but make these up over time by paying in extra or by extending the loan term. Other
borrowers might default entirely after initially paying well, and so on. To capture this complexity the
model simulates payment patterns using a Markov chain34 where loans move between two states ‘normal’ and ‘problematic’. Each state is associated with different likelihoods of specific events such as
missing payments, early settlement and defaults, which were established in the analysis of loan
performance.
Figure 15: The two states in the Markov chain

The probabilities of moving between states, and of these specific events occurring within a state, are
based on an investigation of historic credit bureau data for mortgages in various segments of the market.
The Markov model simulates the behaviour of 1,000 loans in each segment. These individual loans, each
with its own payment pattern, are aggregated into a single model point representing the likely value
associated with mortgages originated in a given segment of the market. This ‘bottom up’ methodology
is increasingly used in housing market analysis, where the limitations of macro or top line models are
apparent. These model points can then be compared across segments of the market to understand how
profitability differs, and how sensitive profitability is to changes in the base case assumptions. This
approach helps us to deconstruct what might happen to mortgage profitability if, by way of example,
interest rates and lending margins were to increase, but at the same time default rates and loss given
default were to rise in tandem.
Missed payments
When a borrower misses a payment, the lender will not collect the capital, interest or fee income due to
them. The model assumes that in addition to this missed income, the bank also incurs an extra expense of

34

A Markov model is a stochastic model used to model randomly changing systems
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R100 to cover the cost of additional time contacting the borrower and administering loan. This expense
increases by an inflation factor each month, to take into account increasing costs.
A missed payment will result in borrower’s outstanding balance increasing due to accrued interest and
fees. This will in turn increase the interest payable by the borrower so that when the borrower makes their
next payment, the bank will benefit from an increase in interest margin.
The model assumes that when a payment is missed the term of the loan is extended by a month.
Defaulting loans
When a borrower misses six payments in a row, the loan is considered to have defaulted at which point
the lender will attempt to recover its costs.
The model assumes a 24-month lag between default and cost recovery. Over this period the bank will
continue paying interest owed to its funders and any costs associated with insurance products. The
outstanding balance of the loan increases over this period due to accruing interest and fees owed by the
borrower.
On the forced sale of the property a repossession cost is levied on the bank. This is assumed to be a once
of fee of R20,000 that increases in line with inflation.
Cost recovery is dependent on the recovery rate, which is the portion of the current property value that is
recouped on forced sale of the asset. Property values are assumed to escalate at 7.8% per annum,
marginally above inflation. The bank will receive this recovered amount up to a maximum value of the
total outstanding balance on the loan plus the repossession cost.
Because defaults that occur later in the loan cycle are associated with a lower outstanding balance, the
later the default the more likely the recovered amount will cover the outstanding balance and associated
fees.
Early re-payment
When a borrower repays the mortgage before the 20-year term is complete, the bank will receive a
lumpsum amount equal to the total outstanding balance. In this case the bank will lose out on future
interest profits that would have been collected if the loan had remained open over the full 20 years.
Model results
The model uses six representative segments, as described in the table below. Note that interest rates
charged on affordable loans are pegged at Prime Rate plus 200 basis points, with lower rates charged in
conventional market segments. The calculations are based on interest rates as at June 2017 when Prime
was 10.5%.
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Table 5: Assumptions regarding loan characteristics per segment

The results of the base case analysis are shown in the chart below, using Return on Investment (ROI) as
the profitability metric. This is the discounted present value of expected future profits expressed as a
percentage of the loan amount. The model output is summarised into four cost / revenue categories,
namely interest margin, fee margin, cost of equity and loss given default as described above.
Figure 16: Bank ROI per segment

The model output indicates that in spite of higher probability of default, affordable market loans generate
higher returns than conventional market loans, driven by the higher interest margin which more than
compensates for higher risks and operating costs in this segment of the market. In addition, relative to
the size of the loan, fee margins are also high for lower value mortgages because these are sometimes
invariant with respect to loan size (for instance, monthly administration fees are set at the R60 per month
across all segments). Of note is that of the segments explored, mortgages granted to the best payers
appear to be the least profitable for lenders.
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Loss given default plays a surprisingly small role in shaping overall value. This reflects the relatively rare
occurrence of default, a direct consequence of lender underwriting criteria, combined with the ability of
lenders to recover at least some of the outstanding loan amount. Clearly, if lenders on-boarded more risky
borrowers, loss given default would become more significant.
The impact of default on profitability is a function of when in the life of the loan the default takes place,
together with loan to value ratios; the earlier in the life of the loan, the more significant the impact on the
lender, as illustrated in the chart below. High LTV loans that default irreparably soon after inception will
generate significant losses for lenders; according to the model, a default in month 12 leading to
foreclosure takes the expected ROI on a R110 000 mortgage at prime plus 200 basis points from 52.8% to
-36.1.
The model illustrates that early settlement can be as detrimental for the lender as default. Once again,
the impact on the profits of the lender is a function of when this occurs as illustrated below. The model
indicates a ROI for a loan that settles in month 60 of 27%. It is 42.1% for one that settles in month 120,
compared to 52.8% for a loan that runs to 240 months).
Figure 17: ROI for a R110 000 loan at prime + 200 basis points over 20 years, and 90% LTV, based on various
payment profiles35

By basing the model’s payment assumptions on an investigation into historic payment patterns, we are
assuming that the future will be like the past – an assumption with which lenders may not concur. In addition,
in the case of mortgages granted in the affordable segment of the market, there is limited history and
consequently limited data upon which to base assumptions about behavior. These weaknesses in the
underlying assumptions that inform the model can be mitigated to some degree by running scenarios that
change payment parameters to align with alternative possibilities.

35

The results are for a 20-year mortgage of R500 000 granted at Prime Rate plus 100 basis points, at 90% Loan to Value (LTV). The base
case assumption in the model is that lenders recover up to 60% of the value of the property on repossession and use this to off-set
outstanding loan balances and any accrued interest and fees. In the model, if the outstanding balance and accrued interest and fees is less
than the amount recovered (i.e. 60% of the value of the recovered property), lenders do not retain the surplus
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Each input was adjusted by 10% while holding all other inputs constant. The ROI could then be compared to
the base case scenario. The sensitivity analysis enables some understanding of where to focus efforts to support
mortgage lending.
The sensitivity analysis was run on the affordable low segment. The results of the analysis are shown in the
chart below.

Figure 18: Percentage change in ROI: Affordable low segment (i.e. R110,000 loan)

The ROI for each scenario, along with a breakdown of the key revenue and cost drivers are shown in the
image below.
Figure 19: ROI based on the various scenarios

There are three noteworthy observations from the sensitivity analysis.
The impact of the funding mix is significant – a mortgage funded by lower cost deposit funding is
materially more profitable than one financed at higher costs associated with term funding. This has
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obvious implications for competitive dynamics in the sector. Deposit taking banks clearly have an
advantage over specialised, non-bank lenders, assuming anyone saves.
The second observation relates to the relatively high impact of loan to values, something directly
addressable through the FLISP.
But these effects are nowhere near as significant as the interest margin. Unsurprisingly, the best way to
increase the profitability of mortgages would be to increase the interest rate. While this will impact on
affordability, on small loans the impact is somewhat muted, and it is arguably way better than declining
the loan.
Going forward: Using the model
While the model and its assumptions have their limitations, it is a useful device in enabling a productive
engagement between lenders and policy makers about expanding mortgage access sustainably (ie
profitably) and responsibly (i.e. with careful attention on the impact of default on the borrower). No doubt,
with further engagement assumptions can be refined and the model’s features enhanced. In addition,
useful indicators of the health of the mortgage market can be created and monitored on an on-going
basis.
The model is also a useful device in helping lenders to explore mechanisms to expand the market. It can
enable lenders to play out various scenarios relating to payment patterns and pricing. It can also be
expanded to incorporate various macro-economic scenarios that capture differing interest rate
environments that might prevail over the life of a mortgage loan.
The South African case study is perhaps unique on the continent because the market is already well
developed and there is sufficient data and market scale to run the analysis. However, the application of
the methodology in smaller markets on the continent is potentially valuable. In the first instance the
model drives the search for data that is required to assess market development holistically. Where this
data does not exist (or where the data is inaccessible), it is of course, critical that sufficiently detailed and
dynamic reporting mechanisms are developed or that available data is shared at an industry level.
Secondly, it enables industry players and policy makers to assess the impact of potential interventions
designed to support the development of the market. Further, it is a useful pedagogical tool that can
provide a basis for sector participants to engage about market development.
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