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EXECUTIVE SUMMARY

Purpose

This report presents the findings of an independent logistical analysis of the Co-operative
Housing Society and Starr-Bowkett Societies Sector for the years 2000 to 2006.

Scope of Examination

The report presents the result of our examination of industry financial data provided by
the Registry of Co-operatives & Associations as well as our consultation with stakeholders
(exclusive of the Registry) directing a specific focus to reporting on the following matters:

o What trends have been occurring in the sector over the past 6 years (i.e. since 2000)
in regard to its business activities and infrastructure?

o What have been the contributing factors to these trends?

o What effect has the rationalisation of societies had on the sector and the availability of
flexible home lending products to low and middle income families?

o  What is the forecast for the future of the sector?

o s there still a need for these organisations and their services and products in today’s
home loan market? What evidence supports this finding?

o Are Co-operative Housing Societies still the most suitable option for the Government
to provide home lending assistance to low and middle income earners? If no, what
other types of organisation might administer these services as a more efficient
alternative?

o What is the future of Co-operative Housing Societies if Government guaranteed funds
are not available?

The analysis also includes a review of the issues raised in the last statutory review
undertaken in 2004 to determine if they are still relevant.

Key Findings

All of the following features of the industry are reducing:
o number of industry participants

o loan portfolios

O current assets

o income

o number of members

The only increase identified is the quantum of management reserves held by Societies, for
which the legislation provides minimum requirements.

Hawkless Consulting
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The factors contributing to the decline of Co-operative Housing Societies include:
o Financial deregulation

o Competition in the mortgage market, e.g. mortgage originators

o Relaxation of the credit risk rating or credit risk worthiness assessment

o More competitive and affordable home loan facilities provided by the banking
industry

o Need to establish management reserves for on balance-sheet (direct) lending

o Need to establish management reserves for off balance-sheet lending, resulting in the
formation of separate entities to operate this line of business. The trail fees used to
support the running of the Co-operative Housing Societies and this income source are
now diverted to separate entities

The factors contributing to the decline of Starr-Bowkett Societies include:
o Financial deregulation

o Competition in the mortgage market, e.g. mortgage originators

o Low interest rate environment

o Relaxation of the credit risk rating or credit risk worthiness assessment
o Lack of popularity for home buyers

o Some members may have been mislead in the past by the attraction of low interest
rates, not realising they may need to wait many years before monies become available

o More competitive and affordable home loan facilities provided by the banking
industry

o Economic growth and low unemployment rates

Future Trends

It is expected that rationalisation will continue as the existing loan portfolios run down.
There is unlikely to be any new applications to establish societies in NSW.

The legislation does not provide for a non-distributive approach to wind up but rather
provides for a distribution of assets to members, just like a trading co-operative. There is
no requirement for assets of the association to be transferred to a like organisation upon
dissolution.

As the sector continues to decline, a decision will need to be made regarding a
non-distributive approach to wind up. The Act should address this issue and incorporate
provisions that require the transfer of assets to a like organisation as occurs with other
mutuals and cooperatives.

Hawkless Consulting
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INTRODUCTION

Purpose of the Document

Hawkless Consulting has been commissioned by the Office of Fair Trading to undertake an
independent logistical analysis of the Co-operative Housing Society and Starr-Bowkett
Societies Sector for the years 2000 to 2006. This document is a report of the findings of
that analysis in accordance with the specified terms of reference.

Terms of Reference for the Sector Analysis

The terms of reference established by the Office of Fair Trading for the sector analysis seek
research of financial industry data as well as consultation with stakeholders directing a
specific focus to reporting on the following matters:

o What trends have been occurring in the sector over the past 6 years (i.e. since 2000)
in regard to its business activities and infrastructure?

o What have been the contributing factors to these trends?

o What effect has the rationalisation of societies had on the sector and the availability of
flexible home lending products to low and middle income families?

o What is the forecast for the future of the sector?

o s there still a need for these organisations and their services and products in today’s
home loan market? What evidence supports this finding?

o Are Co-operative Housing Societies still the most suitable option for the Government
to provide home lending assistance to low and middle income earners? If no, what
other types of organisation might administer these services as a more efficient
alternative?

o What is the future of Co-operative Housing Societies if Government guaranteed funds
are not available?

The analysis also includes a review of the issues raised in the last statutory review to
determine if they are still relevant.

Statutory Review in 2004

A statutory review of the Co-operative Housing and Starr-Bowkett Societies Act 1998 (the
Act) was conducted between May 2003 and May 2004 with a final report of the
outcome of the review tabled in Parliament by the Minister for Fair Trading on 13 May
2004. That report concluded that a proper assessment of the Act was not possible at the
time since the Act was assented to in 1998 but did not commence until September 2000;
further, the prudential standards were not implemented until January 2004 and had not
had enough time to be adequately tested.

Hawkless Consulting
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Consequently, the report recommended that a further review of the Act be commenced
two years from the date of the tabling of the report, that is, May 2006. The
recommendations stated that this further review was to pay particular attention to:

o Determining whether the rationalisation that has occurred with Co operative Housing
Societies is a continuing trend for the industry, and if so, whether there is a need to
amend the Act to provide for a non distributive approach to wind up; and

o Whether the disclosure provisions in the Act that relate to Starr-Bowkett Societies are
adequate.

History of Societies
Co-operative Housing Societies

Historical information reveals that Co-operative housing societies, formed in 1935, were
first known as terminating building societies. By 1937 there was a sufficient number to
warrant an association being established. In its current form a co-operative housing
society is a body corporate with perpetual succession, the prime objective of societies is
still the provision of housing finance to low and middle-income home buyers. Since
inception until 1 September 2000, co-operative housing societies were regulated under the
Co-operation Act 1923.

In 1956 co-operative housing societies were given access to Commonwealth/State
Housing Agreement Funds to lend to low-income families as part of the Federal
Government housing policy. This in some way compensated for a redistribution in funds
following the formation of savings banks by the various private banks. Societies had,
prior to 1956, undertaken a major lending role both for banks and insurance companies
who saw such lending as socially desirable and a worthwhile form of long term
investment.

It is noted that until the commencement of the Home-fund Scheme in 1987, all loans
through co-operative housing societies were known as ‘on-balance sheet lending’, that is,
they were loans made through a government scheme. These loans broadly fell into two
categories: government home purchase assistance loans, and government guaranteed
loans through financial institutions.

The Home-fund Scheme introduced the concept of ‘off-balance sheet lending’ through
co-operative housing societies. Off balance sheet loans are made through financial
institutions where the society acts as an agent for the institution. The Home-fund Scheme
was closed to new lending in 1993 due to structural and other problems with the loans
that were affecting the ability of many borrowers to meet their repayment commitments.

Co-operative housing societies today on-lend funds pursuant to the new Government
Guaranteed Loan Scheme; other ‘on balance sheet’ funds that may be available; or act in
an agency role for other financial organisations. Normally a person becomes a member
of a co-operative housing society with a view to applying for a home loan, which usually
has to be taken up within 12 months of joining. The board of directors of a society
approves both the application for membership and the subsequent loan. The cost of

Hawkless Consulting



1.4.2

1.5

Report: Co-operative Housing and Starr-Bowkett Societies Sector Analysis Page 3
Date: 29-Aug-07 Introduction

membership is nominal. Members are entitled to the usual benefits of membership and
may attend general meetings of the society and stand for election as a director. Due to
the mutual nature of the co-operative housing structure and the need for a cost-effective
way of delivering any government guaranteed loan scheme, operating costs are expected
to be kept to a minimum.

The prudential oversight of societies and other financial co-operatives passed to the New
South Wales Financial Institutions Commission (FINCOM) in the early 1990’s and
subsequently to the Australian Prudential Regulatory Authority (APRA) as part of the
oversight of the banking sector.

Prudential oversight of co-operative housing societies currently resides with the Office of
Fair Trading. Where associations exist as part of a Co operative Housing Societies (CHS)
or Starr-Bowkett Group, the same prudential standards required for CHS and Starr-
Bowkett Societies may not necessarily be required to apply to the association. APRA
states that good governance can be achieved by the engagement of independent directors
to ensure private company operations do not interfere with the prudent decisions made
on behalf of Societies.

Starr-Bowkett Societies

Maxine Darnell, in her conference paper, provides the following information on the
history of the development of Starr-Bowkett societies ':

“In 1843 Dr Thomas Edward Bowkett presented at the Poplar Literary Institution a
series of lectures outlining his plan whereby ‘every mechanic in the country ... may
become a freeholder’. These lectures were published and the detailed plans
delineated by Bowekett in this and future publications were to produce a scheme
capable of providing housing finance to many low-income earners and others less
favoured by traditional finance institutions.

Starr-Bowkett societies are, in essence, a form of terminating building society but
differ from building societies and co-operative housing associations in that Starr-
Bowketts do not borrow money to fund loans and do not generally charge or pay
interest. All monies subscribed to the society are the only monies available for loan,
and it is this distinctive feature that gives Starr-Bowketts the appellation of the most
pure form of co-operative finance.”

Benefits to the Community from Home Ownership

The benefits to the community from home ownership are best expressed by Susan Mary
Withycombe 2 as follows:

! Freehold property for mechanics’: a brief insight into Starr-Bowkett Societies, Maxine Darnell, 2005,
University of New England. http://www.historycooperative.org/proceedings/assth/darnell.html

2 “A Home of Our Own, Half a Century of Co-operative Housing 1937 — 1987”, Susan Mary
Withycombe, 1987.
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“At the end purchasers have a substantial and appreciated asset, and security for
their old age.

Home owners, therefore, have a stake in the prosperity of their country, and they
contribute to the quality of their neighbourhood and their community. They are
more likely than tenants of rented accommodation to look after their home and its
environment. Their motives for doing so go much deeper than the commercial one
of maintaining the value of their investment: home-making, nest-building, putting

down roots, belonging to a place and a community......... and enabling more
people to buy the homes they live in will certainly benefit the community in
general.”

Hawkless Consulting
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OVERVIEW OF CURRENT LEGISLATIVE ENVIRONMENT

Overview

The Co-operative Housing and Starr-Bowkett Societies Act 1998 notes in the Long Title
section that:

“the Act makes provision for the establishment, powers, membership,
management, supervision and regulation of co-operative housing societies, Starr-
Bowkett societies and associations; and for other purposes.”

Co-operative Housing and Starr-Bowkett Societies Act 1998

The Second Reading speech of the Legislative Assembly delivered on Wednesday, 17
September 1997 reveals:

“One of the key objectives of the legislation is to provide flexibility for those
organisations to continue to provide assistance to New South Wales citizens to
achieve home ownership in a market which has changed markedly since 1923.”

Other objectives of the Act, garnered from the second reading speech for the Bill when it
passed through Parliament, are to:

o provide financial safeguards through requirements for prudent operating standards
and effective government supervision; and

o apply (with any necessary modifications) relevant provisions of Corporations Law to
co-operative housing bodies.

The speech also states:

“A Starr-Bowkett society will continue to have as its traditional objects the raising, by
the subscription of its members, of a fund for making loans by ballot to its members
upon the security of a mortgage over freehold or leasehold land. A co-operative
housing society has as its object assisting members and other persons to achieve
home ownership. The society is to have all of the powers of a natural person to
carry out that broad object, subject to any limitation in the Act, the society’s rules or
any standard. The standards will require a society to identify the risks associated
with its operations and develop appropriate procedures and policies to manage
those risks. ....... Co-operative housing societies will be prohibited from raising
money on deposits and will be required to observe certain restraints on borrowings
which may conflict with its obligations to the Treasurer under any government
guarantee or under any conditions applicable to borrowings from specified
government sources.”

All co-operative housing societies have rules in place which seek to detail the ‘contractual’
nature of the relationship between a member and the society, and between members as
appropriate. It is the responsibility of the board to ensure that the rules comply with both
the legislation and the current operating environment of a society, as no two are the
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same. The rules must be consistent with the Act and must contain the matters specified in
schedules 1 or 2.

In addition, s193 of the Act provides that the Standards Committee (created by s191 of the
Act), may, by resolution, make model rules for societies. The Committee has not seen the
need to make model rules since there are only a small number of societies currently
registered under the Act and no new society has formed since 2000.

The Act makes clear the following:

o The liability of members of societies is limited to the amount, if any, unpaid on any
share and the amount owing under any debt to the society.

o Co-operative housing bodies are required to include in their name the words ‘co-
operative housing society’, ‘Starr-Bowkett” or ‘co-operative’ as the case may be and
those words and abbreviations thereof are protected for use by these bodies.

o The day-to-day management of societies is to be under the control of a board of not
less than three directors who are elected or appointed as specified in the rules. The
Standards (created by the Committee under s192 of the Act) provide further guidance
to societies on the circumstances under which such arrangements relating to the
control of the affairs of a society may be approved. Societies have a period of six
months to obtain approval of any existing management contracts.

o All remuneration paid to a director must be approved at a general meeting of the
society, for the purpose of ensuring the decision is transparent to members.

o Therules of a Starr-Bowkett society may provide for proxy voting and, if adopted, the
proxy must specify the way the member wishes the vote to be exercised. Co-
operative housing societies are not permitted to allow proxy voting.

o Responsibility for the keeping of accounts, audit and reporting on the affairs of a
society rests with the directors and auditors of the society. The Standards provide
guidance on the form of the accounts and the Standards Committee may by gazette
notice declare an accounting standard, applicable under the Corporations Law, to be
an applicable accounting standard in relation to the accounts of a society and group
accounts, subject to any modifications that are specified in a notice.

o Mergers and transfers of engagements are only applicable to co-operative housing
societies. Due to the unique and individual actuarial characteristics of each Starr-
Bowkett society, mergers and transfers of engagement are not appropriate to them.

The machinery provisions for the making of standards provide for a public exposure
period of not less than 60 days within which the public and societies affected by the
Standards may make written suggestions in relation to the proposed standard. Those
comments and suggestions must be taken into account by the Standards Committee
before it finalises the standard and publishes it in the gazette.

The Act is concerned with a framework for the constitution and prudential supervision of
co-operative housing bodies. The development and management of housing policies is a
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matter for the Department of Housing, however the Act does provide for the continued
administration of guarantees and indemnities issued under past Acts that provided
government guarantees and the Co operation Act 1923 (now repealed) which, in some
cases, will remain for up to 30 years.

Regulations

The Co-operative Housing and Starr-Bowkett Societies Regulation 2005 provides the
administrative detail required to support the operation of the Act by prescribing:

o documents that may be inspected by members of the public;

o registers to be kept by co-operative housing societies or Starr-Bowkett societies;
o modifications to the application of the Corporations Act;

o matters relating to the formation of associations by two or more societies;

o requirements for audits and annual returns;

o fees and allowances;

o procedures for postal ballots; and

o disclosure of certain matters in societies’ rules.

Prudential Standards

Overview

The Act provides for the governance and regulation of co-operative housing bodies and
for the making of prudential standards which are to be complied with by those bodies.
As mentioned, $191 of the Act also makes provision for the establishment of a Standards
Committee which has responsibility for the making of prudential standards to address
practical issues in the supervision and conduct of co-operative housing bodies. The
Standards have the force of law and all co-operative housing bodies must comply with
the Standards in accordance with $219.

The Standards Committee comprises 1 industry member and 4 representatives drawn from
different Government Agencies (Fair Trading, Treasury, Housing, other independent Chair)
each having different objectives and perspectives. The intention is to give the Committee
a balanced position representing the majority view of stakeholders.

The Committee has formulated a set of Standards which became effective on 1 January
2004. The Standards were subsequently reviewed again by the Committee in 2005. The
Standards established to date broadly address issues of:

o Risk management;
o Disclosure, including reporting to members, general public and the Registry; and

o Other issues including the operation of management contracts and requirements for
reserves and provisioning.
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Management Reserves

Management reserves are funds set aside to cover any contingent losses that may occur
during the life of a society. Reserves can enable management of the society to continue
during times when unexpected expenses or losses are incurred.

Subject to certain exemptions, each co-operative housing society must hold a minimum
level of management reserves equal to:

o 0.75% of on-balance sheet loans outstanding; and
o 0.25% of off-balance sheet loans outstanding.

Where a co-operative housing society can demonstrate to Registry that its effective risk in
off-balance sheet lending is less than 0.25%, then the reserve requirement can be reduced
to a lower level on application where appropriate.

Provision for Doubtful Debts

Each co-operative housing society must calculate a provision for doubtful debts covering
all on-balance sheet mortgages that are 6 months or more in arrears. The calculation of
the provision amount must be undertaken in accordance with the Standard’s formula.

A valuation date of the property needs to be not more than 12 months old.
Management Contracts

There are currently 17 co-operative housing societies registered in NSW and these are
listed in section 3.1 below.

These co-operative housing societies are governed by a fewer number of management
groups:

o 2 Societies are standalone;

o 1 Group manages 2 Societies;

o 2 Groups manage 4 Societies, and

o 1 Group ultimately manages 5 Societies under the same Secretarial control.

The Standard requires that management contracts entered into by co-operative housing
societies have terms that are clearly documented and there must be no conflict of interest
with directors, officers of the society or related parties and the contractor. S 105 of the
Act requires that contracts must be approved by the Registry.

Details of management contracts should be disclosed to members in the Society’s annual
report.

Other Standards

Other standards have been implemented:
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o Each co-operative housing society must have current insurance policies covering fire,
fidelity, director’s and officer’s liability, public liability and professional indemnity (up
to $1m);

o Each co-operative housing society must have a clearly documented loan approval
process;

o Each co-operative housing society must provide for the safe custody of key documents
and off-site storage of back up data of society records.
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BUSINESS & INFRASTRUCTURE TRENDS IN COOPERATIVE HOUSING

SOCIETIES SINCE 2000

Co-operative Housing Societies
Number of Industry Participants

There were a total of 288 registered co-operative housing societies (CHS’s) in the 1980’s

of which:

o 221 have since transferred their engagements to other CHSs;

o 2 have since amalgamated with other CHSs;

0 46 have been deregistered;
o Tisin liquidation; and
o 1is pending wind-up.

This has left 17 active co-operative housing societies at January 2007 which are listed
below, with the 6 groups that ultimately manage them.

Table 1: Registered Societies and Related Management Groups

Cooperative Housing Society

Management Group

Mitchell Cooperative Housing Society

Mitchell Cooperative Housing Society

Tamworth and District Coop Housing Society

Tamworth and District Coop Housing Society Group

Peel Coop Housing Society

Tamworth and District Coop Housing Society Group

NSW Cooperative Housing Society

NSW Cooperative Housing Society Group

Macquarie Cooperative Housing Society

NSW Cooperative Housing Society Group

Homeseekers Cooperative Housing Society

NSW Cooperative Housing Society Group

City Central Cooperative Housing Society

NSW Cooperative Housing Society Group

State Wide Cooperative Housing Society

Parramatta District Association CHS

Penrith Valley Cooperative Housing Society

Dunheved Penrith Group

Parramatta Cooperative Housing Society

Parramatta District Association CHS

Sydney Wyde Horizons Cooperative Housing Society A & A Services PIL
Northern Superannuation Cooperative Housing Society | A & A Services P/L
Northern United Cooperative Housing Society A & A Services PIL
Northern Cooperative Housing Society A & A Services PIL

LoanSolutions Coop Housing Society

Building Societies Administration Group Ltd *

Metropolitan Homes and General Cooperative Housing
Society

Building Societies Administration Group Ltd *

South Western Cooperative Housing Society

Parramatta District Association CHS

*Contracts to PDA CHS
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Figure 1 below shows the number of registered co-operative housing societies in NSW for
each year since 2000. (NB. This data was supplied by courtesy of the Registry of
Co-operatives & Associations).

Based on current trends there will be continued rationalisation of the number of societies
over the next three years as predicted in the trend line in the Figure below.

Figure 1: Number of Co-operative Housing Societies
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3.1.2 Financial Trends
3.1.2(a) Loan Portfolio Performance

The Table and Figures below, provided by the Registry, summarise the key financial
performance attributes of active societies in the financial years 2000 to 2006.

o ‘Off Balance Sheet’ lending [Agency Lending] is where the borrowing of the funds
or the lending of the funds does not legally rest with the Co-operative Housing
Society concerned and in most cases it is only a brokerage arrangement. As such,
Agency Lending portfolios do not appear as assets and corresponding liabilities in a
Society’s balance sheet.

o ‘On balance sheet’ lending [Direct Lending] is where the Co-operative Housing
Society directly lends funds to the member of the Society. The mortgage over the
property is held in the name of the particular Society and the title deeds for the
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property are held by the Society. The Society records the members’ borrowings as an
asset of the Society and the monies which the Society has borrowed from another
lending institution is recorded as a liability on the balance sheet of the Society.

Table 2: Co-operative Housing Societies Sector Trends 2000 - 2006

Jun-00 Jun-01 Jun-02 Jun-03 Jun-04 Jun-05 Jun-06

Mortgage Portfolio $ $ $ $ $ $ $
On Balance Sheet 170352635 | 138651611 | 117,177,235 | 94894270 | 103188597 | 114667259 | 101,069.490
Off Balance Sheet 200433182 | 247367526 | 207175110 | 191592643 | 104578799 | 86,001,038 |  71,27539
Total Morigage Portfolio 460,785,817 | 386,039,137 | 324352345 | 286486913 | 207,767,396 | 200668297 | 172,344,886
:’o':cl_"e"r:gl‘:;ed Al L) 8634087 | 5260321 | 2516071 | 69320156 | 36,548,389 1222475 | 21445423
Arrears 1385439 | 1385439 | 1072715 738,589 541,229 522,628 594,986

The figures below provide a diagrammatic representation of the above trends which

reveal the following:

o Decline in the on-balance sheet mortgage portfolio as current loan programs are
repaid and limited new lending provided;

o Decline in the off-balance sheet mortgage portfolio from $290 million to $71 million,
a reflection of a slight reduction in the success of the mortgage broking operation
together with a decision by many Societies to move such business lines into other
private company entities;

o Rise in uncommitted funds available for lending arising from the Government’s
decision to provide a further $75 million tranche of funds for lending in 2003.

o Arrears have declined in a similar trend to the on-balance sheet mortgage portfolio as
expected. However, June 2006 has seen a slight rise in arrears.
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Figure 2: Mortgage Portfolio Trends 2000 - 2006
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Figure 3: Uncommitted Funds Available for Lending 2000 - 2006
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As noted above, the rise in uncommitted funds available for lending arises from the
Government’s decision to provide a further $75 million tranche of funds for lending.
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Figure 4: Arrears Trends 2000 - 2006
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3.1.2(b) CHS Financial Performance

The trends in assets and members reserves are outlined in the Figures below which have
been prepared using CHS data sourced from the Registry.
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Figure 5: Asset Trends 2000 - 2006
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Figure 6: Member Funds — Management Reserves Trends 2000 - 2006
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As noted above, members’ reserves are approaching $5 million with two large co-
operative housing societies accounting for over 70%, and with the remaining 15 societies
comprising the remaining 30%.

While some co-operative housing societies have expressed concerns about the quantum of
reserves required, the Registry advises that in the case of all but one society group,
reserves are adequate to cover off-balance sheet lending.

A review of data supplied reveals no property and equipment owned by societies in 2006
although some investments and other assets exist (these, too, are in decline).

However, a review of the Financial Statements of the Parramatta Co-operative Housing
Society reveals that the economic entity, which comprises the Parramatta District
Association of Co-operative Housing Societies Limited, does own (and occupy) assets
including land and buildings totalling $2.8 million. In addition, the Building Societies
Association holds property to the value of $1.1 million which is leased out to a third party.
These Associations and their related Societies have existed for almost 70 years and have
accumulated reserves over these many years which have been invested in real estate.

Income and expenses related to running the operations of the co-operative housing
societies continue to decline as noted in the Figure below:
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Figure 7: Income and Expense Trends 2000 - 2006
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The majority of the above expenses relate to secretarial fees and directors fees as noted in
the Table below.

Table 3: Secretarial & Directors Fees: Annual Fees Financial Year Ended 30 June 2006

Secretarial Fees Financial Directors Fees Financial
CHS Year ended 30 June 06 Year ended 30 June 06
Mitchell Co-operative Housing Society 136,730 10,372
Tamworth and District Co-op Housing Society 63,145 915
State Wide Co-operative Housing Society 58,422 2,499
NSW Co-operative Housing Society 55,425 4,843
Penrith Valley Co-operative Housing Society 60,634 2,373
Parramatta Co-operative Housing Society 556,281 16,300
Macquarie Co-operative Housing Society 9,448 582
Sydney Wyde Horizons Co-operative Housing
Society 56,529 1,800
Northern Superannuation Co-operative Housing
Society 2,486 350
Peel Co-op Housing Society 6,691 108
LoanSolutions Co-op Housing Society 35,970 3,309
Homeseekers Co-operative Housing Society 101,179 7,235
Metropolitan Homes and General Co-operative
Housing Society 32,070 2,941
South Western Co-operative Housing Society 114,135 6,430
City Central Co-operative Housing Society 25,189 2,087
Northern United Co-operative Housing Society 4,474 70
Northern Co-operative Housing Society 279,938 5,000
Total 1,598,746 67,214

With the formation of groups or associations with a separate management company to
manage the operations of a number of individual co-operative housing societies, the
Registry seeks to ensure management contracts retain the clause whereby both prior
board approval and Registry approval in writing, is required before incurring losses and
utilising reserves. This protects the assets against excessive management /secretarial fees
being paid and provides the appropriate prudential oversight. The Registry has expressed
concern that some benefits may have been paid without proper checks and balances in
place in the past.
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Government Home Lending Programs

Overview

Before the commencement of the HomeFund scheme in 1986-1987, government home
purchase assistance loans were directly funded from either the Home Purchase Assistance
Account, the Rental Bond Board, the former Council of Auctioneers and Agents, or Special
Treasury Allocations. These schemes are now all closed to lending, however, co-operative
housing societies remain responsible for managing existing loans.

A summary of the remaining loans within each of the government home lending
programs is provided in the Table below which has been supplied by the NSW
Department of Housing.

Table 4: Government Home Lending Programs — Balance Outstanding February 2007

Loans as at
28.02.07 °

Loan Scheme | Background Details No. $M

HomeFund Commenced in 1987. Offered a range of subsidised and | 820 45.6
Loan Scheme | unsubsidised housing loans to low and moderate income
earners. Funded by monies raised through the issue of bonds
in the secondary mortgage market and supported by the Home
Purchase Assistance Fund. Loans featured fixed interest rates,
income-based ‘low start’ repayments and fixed annual
increases in monthly loan repayments. Lending was
suspended in 1993 due to structural and other problems with
the loans that were affecting the ability of many borrowers to
meet their repayment commitments. The Scheme was
restructured in 1994 to address these problems.

Government Various GGL Schemes have operated since 1934. Low | 797 704
Guaranteed deposit loans to low-to-moderate income earners are provided
Loan Scheme | by Co-operative Housing Societies from funds sourced from the
private sector (i.e. banks) and backed by Government
guarantees. The Scheme was expanded in 2003 with the issue
of new guarantees to support $75 million of lending. These
funds have since been exhausted. The NSW Government has
not advanced any further guarantees for new lending and new
loans under the Scheme are now limited to those that become
available from existing loans that discharge.

3 HomeFund loan statistics sourced from RESIMAC. Statistics for all other loan programs sourced
from monthly returns provided by Co-operative Housing Societies to the Department of Housing.
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Loans as at
28.02.07°

Loan Scheme | Background Details No. $M
Home Pre-HomeFund loan programs that were predominantly funded | 57 1.1
Purchase by the Home Purchase Assistance Account from long-term
Assistance loans to the State from the Commonwealth Government under
Account Loans | successive Commonwealth-State Housing Agreements. Loans

to borrowers from funds allocated in 1984/85 and earlier were

escalating interest loans. Loans from later allocations were

low-start, income-geared, government subsidised loans (similar

to HomeFund loans).
Department of | Under this scheme, tenants of the former Housing Commission | 282 1.7
Housing Sale were able to progressively purchase their rental property from
on Terms the Commission over a 45 year period by paying monthly
Scheme instalments under a terms contract (similar to vendor financing)

atavery low interest rate. Title to the property does not pass to

the purchaser until the last instalment is paid. Access to the

scheme ceased in the late 1970s.
Rural Bank Preceded DOH Sale on Terms Scheme but essentially the | 397 14
Sale on Terms | same - except that the Rural Bank, as delegate of the Housing
Scheme Commission, was the vendor under the contract.

TOTAL 2335 120.2

Government Guaranteed Loan Scheme

As noted in the table above, the current Government Guaranteed Loan Scheme (GGLS) is
the most recent of the government supported programs, having released $75 million for
lending in 2003 subject to the Department of Housing eligibility criteria discussed below.

Under the present GGLS, marketed by societies as “Perfect Start Loans”, a tri-partite
agreement is in place between the societies, a finance provider (the Commonwealth Bank)
and the NSW Treasurer. Loan funds are provided by the bank at an interest rate below
the bank’s variable interest rate, and are on-lent by societies to members at an interest rate
equal to the cost of funds plus a management fee margin. Under the three-party
agreement, the Government guarantees the repayment of the societies’ loans to the
finance provider, subject to certain conditions outlined in the agreement being met. The
agreement also requires societies to indemnify the Government against all liabilities under,
or by reason of, the guarantee, and societies can be required to repay to the Government
any costs associated with claims against the guarantee which the Government has met.

In addition, the Government provides an indemnity to societies on individual loans based
on the amount by which the loan exceeds 80% of the property’s value. Where a loan
fails and there is a substantial loss, the Government meets the shortfall up to the limit of
the indemnity providing that certain lending and loan management criteria are met.
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In the long history of the GGLS there have only been a small number of calls made on the
guarantee, all of which have been in recent years and generally in situations where the
Societies involved were already in liquidation or under administration. There have been
four successful claims made (covering eight separate three-party loan agreements), with
the net payouts under the guarantees totalling $247,580.24.

Department of Housing Eligibility Criteria

The criteria set by the Department of Housing to determine if a customer is eligible for a
Perfect Start Loan are set out below:

“TERMS AND CONDITIONS FOR GOVERNMENT GUARANTEED LOANS
(Effective from 1 May 2004)

o Maximum Loan - $285,000: For Greater Sydney Metropolitan, Central Coast,
Hunter, lllawarra and Far North Coast regions (as defined by the Department of
Housing ) - $225,000: For rest of New South Wales

o Maximum property value - $350,000
o Maximum gross household income - $80,000 per annum.

o Minimum deposit - 5% of valuation of which up to one half (2.5%) may be
sourced from the First Home Owner Grant Scheme.

o Assessment Rate Margin — 2%
o Affordability assessment criteria:
Where gross household income is less than $50,000 per annum:

Commencing loan repayments, calculated using the Lending Rate plus the
Assessment Rate Margin:

(i) must not exceed 30% of gross income; and;

(ii) with the inclusion of other credit commitments, must not exceed 35% of
gross income

Where gross household income is $50,000 per annum or greater:

Commencing loan repayments, calculated using the Lending Rate plus the
Assessment Rate Margin, with or without other credit commitments, must not
exceed 35% of gross income.

o Lending Rate - The interest rate charged to the borrower (including
management fee) may not exceed the standard variable home loan interest rate
charged by the lender from time to time.

o The loan term of an individual loan may not exceed the remaining term of the
Society's loan from the private lender.
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o Loans may only be advanced for purposes of owner-occupation. The borrower
may not own other real property.”

The interest rate fluctuates according to market rates and is currently 8.32%.
3.2.4 Perfect Start Loans NSW Client Distribution & Client Income

Data obtained from the Co-operative Housing Societies Association (CHSA) loans
database reveals the majority of the 725 recipients of the 2003 tranche of government
guaranteed funds marketed as “Perfect Start Loans™ live in regional and rural NSW.

The figure below shows the distribution of loans across NSW.

Figure 8: 2003 Perfect Start Loan NSW Distribution
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In addition, the CHSA database reveals:
o 55% of perfect home loan recipients earned annual incomes of $55,000 or less.
o Only 41 recipients earned more than $75,000 per annum.

3.2.5 Potential Benefits to Public Housing Waitlists

The Co-operative Housing Societies Association has extracted the following data from its
database on the GGLS.
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The results have been compiled for both the 2003 tranche of funding which was
distributed under the name "Perfect Start Home Loans" by 12 participating Societies and
also for any re-lending done on older tranches of funds.

Data has also been extracted based on both the current Department of Housing (DoH)
income guidelines and older guidelines that were in place when the Perfect Start Home
Loan was re-launched in March 2003. It should be noted that prior to July 2006, when
new eligibility requirements for inclusion on the public waiting list came into effect, it had
been many years since any change had been made to Public Housing income eligibility
limits.

Table 5: Eligibility for Inclusion on Public Housing Waiting List - CHSA Loans DataBase

Eligibility Based on | Eligibility Based on
DoH Public DoH Public
Loans | Housing Guidelines | Housing Guidelines
Made prior to July 2006 after 10 July 2006

Funding Source

No. % No. %
Perfect Start Home Loan 718 111 15.46 158 22.01
Older Tranche Funding 79 18 22.78 21 26.58
Total 797 | 129 16.19 | 179 22.46

John Wilkinson’s research paper # states that in 2002/03 there were 128,353 dwelling
units owned by the Department of Housing in NSW and a further 306,800 recipients of
rent assistance, at an average of $37 per week. The availability of government guaranteed
loans to low income earners may reduce the need for some of these families to join the
public housing waiting list.

Starr-Bowkett Societies
Number of Industry Participants

The data in Figure 9 has been provided by the Registry and reveals that the number of
registered Starr-Bowkett Societies almost halved over the period 2000 to 2006 and if the
trend continues will reduce to less than a 1/3 of the current number over the next 5 years.

4 Affordable Housing in NSW/: Past to Present, Briefing Paper No 14/05, John Wilkinson, NSW/
Parliamentary Library Research Service, 2005.
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Figure 9: Number of Starr-Bowkett Societies
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Maxine Darnell’s paper > states:

“The height of Starr-Bowkett membership was in the early decades of the twentieth
century with a resurgence occurring with the post-war economic boom. During
both periods Starr-Bowketts filled the void left by formal financial institutions.”

An extract from the paper is provided below which illustrates “the growth, decline,
resurgence and then rapid decline in Starr-Bowkett societies in NSW during the twentieth
century.”

Table 6 Number of Starr-Bowkett Societies, NSW 1915-1984: Maxine Darnell

'Year No. of Societies No. of members Assets

1915 109 n.a £1,127,393
1920 133 n.a £1,813,659
1925 156 n.a £2,798,808
1930 134 n.a £2,799,333
1935 135 n.a £2,022,867
1940 76 17,877 £1,685,381
1945 71 26,449 £1,614,288

5 Freehold property for mechanics’: a brief insight into Starr-Bowkett Societies, Maxine Darnell, 2005,
University of New England. http://www.historycooperative.org/proceedings/asslh/darnell.html
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Year No. of Societies No. of members Assets

1950 80 31,070 £3,21,965

1955 75 27,726 £5,216,000

1961 96 41,796 £8,342,000

1964 908 41,074 $17,778,000

1970 83 31,337 $21,295,000

1975 62 22,888 $27,677,000

1982 45 16,000 $23,345,498

1984 38 14,464 $22,824,739

By 2007 only 13 Starr-Bowkett societies remain operating in NSW. Note: In addition to
these societies there are 3 associations which provide administrative and management
support to the component societies in a manner similar to that of the CHS associations.

The number of members in each Starr-Bowkett is provided in the Table below.

Table 7: Number of Starr-Bowkett Members at 31 March 2006

Starr-Bowkett No of Members
Statewide No 25 Limited 347
Bicentenary Society Limited 197
Statewide No 26 Limited 377
Home Loans No 8 Limited 146
Home Loans No 6 Limited 220
Newtown/Enmore No 24 Limited 301
Statewide No 27 Limited 343
Newtown/Enmore No 23 Limited 390
Home Loans No 25 Limited 99
Home Loans No 5 Limited 183
Hunter No 14 Limited 281
St George No.22 Limited 868
Home Loans No 4 Limited 267
TOTAL 4,019
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Financial Trends
3.3.2(a) Overview of How the Lending Process Operates

Based on information provided by the Office of Fair Trading, a Starr-Bowkett society is a
form of building society - a mutual organisation where each depositor is a member of the
organisation and pool their resources with the aim of financing home loans for each of
the members. Most Starr-Bowkett societies are terminating societies in that, once all
members have received a loan, the society is voluntarily ‘wound up’ or terminated. A
ballot system determines the order in which members receive a loan. Loans are required
to be secured by mortgage over freehold or leasehold land. A Starr-Bowkett society may
also engage in additional financial activities, such as selling low interest loans to members.

Starr-Bowkett societies operate by issuing shares which are payable by members in
monthly instalments. Over a set period of time, members deposit sufficient funds to pay
for the number of shares they have invested in. As an illustration, a Starr-Bowkett society
may issue shares worth $48 each, payable at the rate of 25 cents per share per month.
Shares would be fully paid for after 16 years. For each share held, a member is entitled to
an interest free loan of $100 when drawn in the ballot. A member holding 100 shares
would contribute $25 monthly and be entitled to a loan of $10,000 when their name is
drawn.

Contributions cease after 16 years when a total of $4,800 would have been deposited.
The money coming in from loan repayments is then in sufficient amounts to fund the
remaining ballots.

In this example, the last loan is made after 17 years and members are progressively
refunded their share capital, after the deduction of administrative expenses to cover the
working of the society. As societies exist for the benefit of members, the Board of
Directors is responsible to ensure that administrative costs are minimised so as to maximise
returns to investors. Expenses are calculated based on a member’s share value, and may
be drawn down each year or allowed to accumulate to be drawn down as required as a
deduction from refundable share capital. At the termination of the society, the balance of
share capital that has not been drawn down as working expenses is refunded to members.

Each society has its own rules about matters such as minimum or maximum shareholding
requirements. Limits on shareholding limit the maximum loan amount available to a
member. In the example outlined above, if the society limited members to 1,000 shares,
the maximum loan available would be $100,000, although in some societies groups of
members (for example, a family or company) may buy shares in different names, thereby
increasing the loan amount available to the group. Members may also hold shares in
more than one society. Generally, however, the loan amounts available are not sufficient
to cover the purchase of a home, and consequently many members use their advances for
home improvements or any other private purposes.

Hawkless Consulting



Report: Co-operative Housing and Starr-Bowkett Societies Sector Analysis

Date: 29-Aug-07

Page 28

Business & Infrastructure Trends in Cooperative Housing Societies Since 2000

3.3.2(b)

Remaining Societies Financial Attributes

For the financial year ended 30 June 2006, total assets for the industry were
approximately $35 million comprising primarily the amount outstanding on loans to
members as provided in the Table below. The data has been extracted from annual
returns summarised in Excel spreadsheets provided by the Registry.

Table 8: Total Assets 2006

Amount

Outstanding

Sums on Loan to
Starr-Bowkett Advanced | Repayments Members Total Assets
Statewide No 25 Limited $13,484,600 $6,368,921 $7,115,679 $7,730,899
Newtown/Enmore No 23 Limited | $13,184,500 | $12,942,750 $241,750 $1,644,280
Newtown/Enmore No 24 Limited | $10,532,000 $8,711,767 $1,820,233 $3,275,414
Bicentenary Society Limited $9,179,000 $4,709,560 $4,469,440 $5,213,045
Statewide No 26 Limited $6,434,000 $1,827,544 $4,606,456 $5,016,529
Home Loans No 8 Limited $5,830,000 $2,443,890 $3,386,110 $4,048,384
Home Loans No 6 Limited $7,312,500 | $3,692,967 $3,619,533 $4,042,816
Home Loans No 4 Limited $3,938,000 $3,933,324 $4,676 $16,205
Hunter No 14 Limited $1,637,900 $1,268,439 $369,461 $ 486,681
Home Loans No 25 Limited $1,595,000 $593,944 $1,001,056 $1,263,689
Statewide No 27 Limited $1,295,000 $152,796 $1,142,204 $1,698,863
St George No 22 Limited $6,400,700 $6,400,700 $0 $77,725
Home Loans No 5 Limited $3,240,000 $2,862,604 $377,396 $548,450
TOTAL $84,063,200 | $55,909,206 $28,153,994 $35,062,980

The Figures below were created using data supplied by the Registry. They outline key
financial attributes of the 13 Starr-Bowkett societies active as at 31 March 2006:

o The net amount outstanding on loans to members;

o Cash on hand and other Assets; and

o Subscriptions Paid Up (as noted in the section above, Starr-Bowkett societies operate
by issuing shares which are payable by members in monthly instalments. Over a set
period of time, members deposit sufficient funds to pay for the number of shares they
have invested in. After the last loan is paid members are refunded their share capital)
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Figure 10: Starr-Bowkett Amount Outstanding on Loans to Members : 31 March 2006
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Figure 11: Starr-Bowkett Cash in Hand & Other Assets as at 2006
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As noted above, five Starr-Bowketts have significant levels of “cash other™ disclosed as
follows:

o Newtown/Enmore No 23 — *NUCBA, Deposits and Shares $1,109,020;
o Newtown/Enmore No 24 - NUCBA, Deposits and Shares $1,253,020;
o Statewide No 25 - NUCBA, Deposits and Shares $478,317;

o Statewide No 26 - NUCBA, Deposits and Shares $368,816;

o Statewide No 27 - NUCBA current A/C, Deposits and Shares $533,670.

*NUCBA - Newtown United Co-operative Building Association Co-operative Society
Limited. It is the Association which manages the component Starr-Bowkett societies of the
Newtown-Enmore group.

Figure 12 below reveals the amount of subscriptions paid up for each Starr-Bowkett as at
30 June 2006.

Figure 12: Starr-Bowkett Subscriptions Paid Up 2006
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As noted above, Statewide No 25 has the highest value of subscriptions paid up of
$7.419,283 out of a total issued capital of $8,080,608.

Hawkless Consulting



34
3.4.1

Report: Co-operative Housing and Starr-Bowkett Societies Sector Analysis Page 32
Date: 29-Aug-07 Business & Infrastructure Trends in Cooperative Housing Societies Since 2000

Those with negligible subscriptions paid up tend to be those who have had most of their
loan funds advanced and repaid and are, therefore, approaching wind up, e.g.
Homeloans No 4, HomelLoans No 5 and Hunter No 14.

Impact of Competition
Penetration of Other Financial Institutions into Home Lending

While in the earlier parts of this century the majority of home finance was provided by
co-operatives and building societies with banks focussing on commercial lending, this is no
longer the case.

The penetration of the banking sector into residential home lending was confirmed by the
Commonwealth Bank who advised that it lends up to 95% of valuation (as long as loan
protection insurance is held) and sees no restrictions on the availability of rural residential
lending from the Bank.

In their article exploring the “causes of the rapid growth and subsequent decline of
cooperative housing societies as a source of housing finance in the State of Victoria™,
Abbott and Doucouliagos ¢ state that:

“In the 1990s more than 90% of finance for owner-occupied housing in Australia is
supplied by the banks..”

The growing penetration of banks into the NSW housing finance market is further
illustrated by the following data captured by the Australian Bureau of Statistics 7:

o 1976 - $1.6 bn;

o 1986 - $3.9 bn;

o 1996 - $17.6 bn; and
o 2006 - $54.0 bn.

APRA also captures quarterly returns from the banking sector. Housing loans accounted
for 54.2 per cent of total gross loans and advances of banks as at 31 December 2006.

An extract of APRA’s banking statistics 8 is provided in the Table below revealing the latest
gross housing loans and advances from Banks and Credit Unions Australia-wide:

6 A long-run Analysis of Cooperative Housing Societies and Housing Construction in Victoria,
Australia, Malcolm Abbott and Chris Doucouliagos, Australian Competition and Consumer
Commission, and Deakin University, July 1999.

7 Australian Housing Finance, ABS 560907 .xIs series A2412629R

8 APRA: BANK-Quarterly-Publication-Dec-06.xls; CUBS-Quarterly-Publication-March-07-Excel.xls
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Table 9: Gross Housing Loans and Advances

Gross Housing $ Million

Loans & Advances | Sep 2004| Dec 2004| Mar 2005| Jun 2005| Sep 2005| Dec 2005| Mar 2006 Jun 2006| Sep 2006| Dec 2006

All Banks 551,841 575,569 580,513| 601,905 627571| 655211) 671,728 686,406 718.878| 738.703

All Credit Unions 18.717]  19.131 19.604) 19.,973| 20,338 20,896 21.528 21.853) 22.729] 23.240
TOTAL| 570,558| 594,700) 600,117| 621,878 647,909 676,107 693,256 T708,259] 741,607 761,943

Low Documentation and Non Conforming Loans

The Infochoice.com.au website, which provides independent information about financial
and agribusiness products in the marketplace, lists the following information on ‘low
documentation’ (low doc) and non conforming loan products:

o

Both low-doc and non-conforming loan products waive the requirement to sight and
retain copies of the applicant's tax returns and financial statements.

Low-doc loans are almost exclusively available to people with an unblemished credit
history, are mortgage insured, and who generally do not want to borrow more than
80 per cent of the security's value.

Non-conforming loans on the other hand are mortgages that do not conform to a
lender's typical loan underwriting criteria. This may include situations where the
applicant has a poor credit history, or who may not have been employed long
enough to show a history of earning an income.

Non-conforming loans may exceed 80 per cent of the security's value and the interest
rate is based on the severity of the credit history.

A low-doc loan is generally made to a borrower with a clean credit history and,
therefore, the most important factor for the lender to consider is the value of the asset
being used as security. Because the asset is vital to these loans, the location of the
security is also imperative and hence insurers and lenders alike may not lend in high-
risk areas such as inner city high-rises or large rural allotments.

The $10 billion non-conforming market is growing by up to 40 per cent per year,
according to some industry players. It is dominated by players such as Liberty
Financial, GE, Bluestone and Pepper Homeloan:s.

Non-conforming loans generate delinquency rates 10 times that on premium products
but can charge double-digit interest rates if a loan-to-value ratio is sufficiently high.

There is a growing number of finance providers making credit available to borrowers
who cannot secure finance in the conventional way, that is, by meeting the borrowing
standards normally required by banks and other home lenders.

The alternative finance market products appeal to the following categories of borrowers:

o

Low documentation, or 'low-doc'

Borrowers having difficulty documenting their financial position, e.g. Self-employed,
especially if for less than three years, and others with a short borrowing history.

O

Non-resident
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Borrowers wanting to buy a property in Australia but do not meet the residency
requirements of Australian mainstream lenders, i.e. Australian citizens living overseas or
non-Australian residents.

o Unstable income

Borrowers with infrequent or variable income whose ability to service a loan is less
certain, e.g. self-employed and casual workers. Pensioners, other welfare recipients and
low-income earners may also fall into this category.

o Credit-impaired

Borrowers with an adverse credit history of default on loans, a record of late payment or
who have been bankrupt.

o Deposit-impaired

Borrowers wishing to borrow more than 90-95% of the purchase price of a property, i.e.
with a high loan-to-valuation ratio (LVR).

o Security-impaired

Borrowers wishing to secure their loan against properties that would not normally be
considered appropriate security, e.g. company title units or serviced apartments.
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CONSULTATION & RESEARCH PROGRAM

Industry Consultation During Analysis

The following industry representatives were consulted on the performance trends during
the preparation of this Report.

The following information reflects the views and opinions of those persons consulted and
only those comments relevant to the terms of reference have been recorded.

Mitchell Co-operative Housing Society
Mitchell Co-operative Housing Society has been operating for 70 years.

The Society believes the Government Guaranteed Loan program tranche of funding made
available in 2003 is beneficial for low to middle income earners, particularly those in
towns with less than 10,000 people. Of the $75 million made available in 2003, Mitchell
CHS received $13 million.

The Society considers that the_cap of $225,000 on loan amounts for the Bathurst region is
too low. Mitchell CHS provided information to the Department of Housing in August
2006 which showed that the median property value, as defined by the Commonwealth
Bank — Property Value Guide, for Bathurst for June 2006 was $320,000.

The primary benefit of the Government Guaranteed Loan program is that it gives such
clients the ability to purchase a home up to 95% of its value without the need for lenders
mortgage insurance which can cost in the order of $4,500.

It is understood by Mitchell CHS that the Government’s role in guaranteeing these loans
has not been expensive and should be continued.

North South West Co-operative Housing Society

Two meetings were held with representatives from North South West Housing Society
Group Ltd which is actually a group of 4 Societies:

o Homeseekers — managed by NSW but the portfolio is owned by Bendigo Bank;

o City Central;

o Macquarie; and

o North South West.

The society employs 2 full time and 8 part time staff, down from 30 staff back in 1993.
It is the society’s view that Industry rationalisation has arisen due to:

o No further support by Government;

o Banks are more free and flexible than in the past;

o CHS cannot offer peripheral / related products with the home loan package unlike
banks;
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o Need to set aside reserves of 0.75%. Reserves of 0.75% of the on balance sheet loans
are to be set aside but this amount could equate to three year’s worth of the annual
revenue.

o In the past the society could be very flexible to meet its individual member’s needs,
but now it must follow the DoH strict eligibility criteria.

Of the 758 loans on the society’s books at 30 June 2006, 412 are actually brokered loans
provided though its separate entity Co-operation Home Loans Pty Ltd, formed as a result
of the Act requirement to reserve 0.25% of the off balance sheet loans.

The society believes that CHS’s do not have the revenue streams to meet compliance costs
where the legislative requirements become too onerous.

Tamworth and District Home Loans

The Tamworth and District Co-Operative Housing Society (TDHL) advised that it received
a new lease of life when the 2003 Government Guaranteed home loans program was
launched.

Whilst originally only receiving $1 million of the $75 million available, this was increased
to $7.8 million to meet the demands of the Tamworth and district community. The
Society claims that there was a list 4 foolscap pages long of people wanting to access these
loans and there remains 15 people today.

The Society believes that people in rural and regional NSW still have problems accessing
traditional banking home loan products. Some of the lenders” mortgage insurers used to
have postcode restrictions.

The mining boom is also seeing an increase in the rent charged to tenants. It is not unusual
for a 3 bedroom house in Tamworth to cost $350 per week to rent.

The Society advised that the Government Loan Scheme was promoted in Tamworth
through the local Department of Housing Office, with current Housing Commission
tenants being encouraged to purchase the homes that they rented. A number of
promotions took place at various community centres in the town. The response was
positive, but the outcome was limited by funds. Other towns in the Northwest & New
England districts also sought funding through their local Department of Housing Offices,
but again funds limited the Society’s results. A further scheme to build on vacant land
owned by the Department of Housing and sell the homes to low income purchases also
fell through due to funding.

The Society further advised that the Barbara Shire sought funding to build a number of
homes in the town to assist with the chronic shortage of housing for people moving to the
district for jobs in and associated with the mining industry. Traditional Lenders were not
keen to lend in Barbara, based on Postcode. The Scheme could not be started due to lack
of funding. When funding was stopped in December 2004, and approval to re-lend
discharged loan funds did not come through for over twelve months, the Society was left
without funds to lend, hence damaging its reputation in the Tamworth District.
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Co-operative Housing Societies Association of NSW
4.1.4(a) Verbal Issues Raised

A meeting was held with representatives from the following industry organisations
arranged by the Co-operative Housing Societies Association of NSW South Wales Ltd:

o Penrith Valley CHS;
o Parramatta CHS;

o Northern CHS;

o CHS Association.

Participants expressed their desire for continuation of the Government Guaranteed Loan
Scheme. Prior to the Homefund scheme, demand for Government supported lending
scheme products was demonstrated by the need for the establishment of an extensive
waiting list of applicants.

The group also stated that there has been minimal call on the Government Guarantee
over the past 50 year’s history of co-operative housing societies and a few claims on the
indemnity. Figures subsequently supplied by the Department of Housing are provided
earlier in section 3.2.2 above.

They added that arrears are low and reflect very good management by co-operative
housing societies of loans made to higher risk borrowers. Borrowers are treated as
members by staff and Directors who are long term loyal staff with long experience in
lending.

After an initial period, the borrower is often refinanced to another lender / product due
to the member’s ability to now meet some of the higher criteria of other lenders, having
already obtained a loan, property, some equity and a history of repayment, enabling the
funds to be re-lent to other eligible people.

They attributed the contraction and rationalisation of their industry to the following:

o The lack of ongoing Government guarantees to assist co-operative housing societies
source the funds at reasonable rates and / or lack of other new government programs;

o Banks are beginning to target their traditional borrowers by relaxing eligibility criteria
but this is usually at some cost to the consumer, e.g. higher interest rates.

o The requirement of Act for reserving funds makes societies uncompetitive since their
competitors do not need to reserve in this manner. Prudential Standards require that
0.25% of the loan amount needs to be reserved for off-balance sheet loans (i.e. loans
procured for clients with the society acting as a broker only). The income earned by
way of the trail fee is effectively extinguished by the amount of the reserve. The risk
from this line of business is negligible since the loans are all mortgage insured. To
mitigate the need to set up reserves against off-balance sheet funds, many societies
have set up separate legal entities to manage this line of business. Note: 0.75% of the
Government Guaranteed loans must be set aside as reserves.
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The CHS Association drew attention to the following correspondence:

o Letter to David Horton, Chairman of the Standards Committee dated 21 November
2006 which expressed the following concern:s:

= The current level of reserving is excessive and should be reduced;

» The impact of reserving requirements has led to their off-balance sheet loans being
completely removed from the Society’s portfolio; and

» There would need to be a staged transition to full compliance if the mandated
levels were not reduced.

o Letter to C Gowland of the Registry from the NSW Group dated 30 July 2003 which
contained an analysis of the off balance sheet reserving requirement impacts on
Society viability where it is claimed that the gazetted Standards will have the effect of
forcing NSW to either reduce employees by around two full time positions annually
or until forced to wind up to prevent insolvent trading.

o CHS Association submission to the Standards Committee dated 15" April 2002 which
reiterates the following:

“Societies maintain that the financial impact of reserving in both on-balance sheet
and off-balance sheet lending is both obvious and extensive. The existing formula
for off balance sheet lending contained in the prudential standard requires a reserve
after 12 months equal to 0.25% of the outstanding balance of the loan. In most
cases the ongoing income stream from an off balance sheet loan is also 0.25% of
the outstanding balance. In other words a Society is required to set aside a full 12
months income, as a reserve. As a typical home loan these days has a life of less
than 5 years, on average, 20% of the available income from a loan is quarantined
from use to cover the running cost of the Society.

It should be noted that when a Society lends 'off-balance sheet' it is acting in the
same manner as any other mortgage brokRer in the marketplace. The Society has no
more risk than any other broker, but on average has 20% less income to support its
activities. Clearly Societies are operating at a competitive disadvantage to other
mortgage brokers in the market.

Whilst we acknowledge that reserving is desirable and most businesses that plan
long term would be ill-advised not to build up some level of buffer in the form of
reserves, the legislated requirement to set aside all of the first year's income from a
loan would seem to the industry to be excessive.”

In addition to renewing a government supported lending scheme and resolving the
reserving problem, the industry had the following additional concerns and requests:

o Relax the eligibility criteria by increasing the home ceiling price to more realistically
reflect Sydney home prices and change the income level since it, again, is too low to
accurately reflect the situation of those persons attempting to enter the Sydney
property market.
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O

The old Act made provision for an Advisory Committee which continues to exist and
meet but no longer has a legislated role. It is their opinion that the new Act makes
provision for a Standards Committee which is not well constituted since it has only 1
industry representative.

Under section 100 of the Act a conflict of interest is seen to exist between the Board of
the Co-operative Housing Society and the Board of the separate Management
Company formed to manage the operations of a number of societies in a group of
societies. They believe that this imposes an additional cost since it will most likely
force them to outsource the Management Company’s activities to the private sector.
The industry seeks relief from conflict of interest tests where the manager is wholly
owned by the management entity.

Section 105 of the Act makes provision for the approval of management agreements
by the Registry. However, societies have encountered difficulty in obtaining an
approved management agreement. Despite attempts over 3-4 years, many remain
unapproved by the Registry. In the industry’s view, the Registry has applied
unreasonable requirements, including imposing terms that enable the Registry to
prohibit payments to any contractor if and when a society loss occurs in any year,
even if ample society reserves exist.

Section 156(4) was raised as a concern since it provides the Registry’s powers to seek a
transfer of an engagement if a society were to make an operating loss in a particular
year. It is their opinion that if the society has substantial amounts in reserves, a trading
loss should not cause a concern to the Registry unless it would result in the reserves
reducing to less than the minimum required under the standards. They believe that
the provisions should be changed to read “trading unprofitably and fails to satisfy the
minimum reserve requirements”.

4.1.4(b) Issues Raised Through Written Submission

Following the meeting it was suggested that the Co-operative Housing Societies
Association of NSW provide a written response which summarised the issues discussed.
Under cover of letter dated 14 December 2006, the Association provided the following
summary of items discussed and points raised:

“Section 1 Wording or Operation of the existing Act and Standards
a) Transfers of Engagements / Mergers

S 156 (4) (a) (ii) Enables Registry to direct a transfer of engagements if a society is
trading unprofitably, regardless of the level of reserves established to ensure the ongoing
management. We consider the Act should only require transfers to be directed where
the society is trading unprofitably AND does not satisfy the minimum reserves standard.

b) Management Agreements

S 105 (2) of the Act requires Registry’s approval of management agreements.
Unfortunately, Registry has sought to also control payments to the manager under the

Hawkless Consulting



Report: Co-operative Housing and Starr-Bowkett Societies Sector Analysis Page 40
Date: 29-Aug-07 Consultation & Research Program

contracts if and when a Society loss occurs. This is considered uncommercial and
unreasonable and has prevented many Societies from obtaining approved agreements.
Prudently managed Societies have set aside income to ensure ongoing management.
Reserves have been built up in the knowledge that they will be required for servicing
borrowers’ loans.

¢) Common Boards

i. Arrangements proven successful for over half a century have been made untenable by
the Act.

The Act, S 100 (9) in particular, prevents a managing entity to contract with its parent
Society when the Boards are common.

ii. It is has been argued by Registry that this clause is aligned to Corporations legislation.
However by its very existence the Act demonstrates that CHS s require different
legislation to the Corporations legislation. e maintain that an entity that is wholly
owned by a CHS may manage that CHS with a common board. Such arrangements
have provided prudent low cost management for 70 years.

d) Reserving

i. Included in Standards by virtue of the Act. The Standards require a minimum
reserving for Off Balance Sheet lending that is not required in competing sectors, this has
reduced the sector by encouraging this lending to be moved out of the sector.

ii. In regard to the above we note Registry Circular 05/04, September 2004 Quarterly
Statistics Issued November 2004, point 2.: The Off Balance Sheet (Agency) mortgage
portfolio has declined from $189.3m to $94.0m (50.32%) over the period. (Twelve
month)

iii. For the same period a year earlier, Registry reported a 5.51% decline. It is
understood that this decline was due to business being moved out of the CHS sector to
an alternate mortgage industry sector where the reserving need not be increased. We
consider this to be unnecessary and undesirable.

iv. The Sector has also demonstrated that, as the reserves require approximately one
years trail income from each loan to be set aside, the current reserving provisions
effectively prevent the creation of new Societies.

e) Composition of Standards Committee

It has been noted that the composition of the Standards Committee seems to be overly
represented by government and to be under represented by the industry. This has led to
changes that have been unworkable for some in the sector. Indeed, as shown above,
some of these changes have driven existing business out of the sector. In our view the
Committee membership needs to more evenly represent the sector whose issues it seeks
to serve.

f) Reconstitute Advisory Committee (CHSA Minutes 09/03/04)
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The Co-operative Housing Societies Association of NSW (CHSA) Board has noted with
concern that the Co-operative Housing Society Advisory Committee has lost some of the
effectiveness it held when it was constituted under the previous Act. The CHSA considers
it important to reconstitute the Advisory Committee under the Act. Consideration should
be given to amalgamating the Standards Committee and Advisory Committee into a
single statutory committee.

Section 2 Industry Trends

1. What trends have been occurring in the sector over the past 6 years (i.e. since 2000)
in regard to CHS business activities and infrastructure?

a) Via arrangements established by the CHSA of NSW/, 12 City and Regional based CHS’s
entered into new Three-Party Agreements to enable the Renewed Government
Guaranteed Scheme announced by the Minister for Housing prior to the 2003 State
Election. Over $75 million of privately sourced funding was lent by CHS s under this
renewed scheme.

Statistics distributed at the meeting demonstrate that when funding is readily available
for these Government supported loans (i.e. the period from June 2003 to June 2005),
CHS’s have increased their portfolio of lending.

b) Whilst the current government has declined further guarantees (July 2005), the
parties have agreed to the re-lending of repaid monies under the above guarantee up
until February 2008.

¢) As has occurred in previous decades, a number of CHSs have transferred engagements
where efficiencies outweigh separation benefits, subject to Registry supervision and
approval.

d) Also, as has commonly occurred prior to 2000, the management of a number of CHS
have been transferred to alternate CHS managers. This has occurred as Societies that
were previously viable entities during the Homefund era have suffered decaying
portfolios to the point where they are unable to trade as a separate entity.

e) CHS Prudential Standards became effective 1 January 2004.

f) The home lending sector has been affected by increased competition from both new
lending sources such as mortgage brokers and also an increase in the focus given to
home lending by the traditional sources e.g. banks, building societies etc. Whilst it is true
that many traditional lenders have eased lending guidelines to allow higher loan-to-
valuation ratios, no other lender has a comparable lending product that combines
flexible income and deposit sources, flexibility on minor credit problems, flexibility in
security properties accepted (e.g. lower population centres), and does not have a
requirement for expensive mortgage insurance.

g) Home loan affordability indexes continue to be low despite a sustained period of
relatively low interest rates. The result is increased demand for both public and private
rental accommodation. Department of Housing waiting lists continue to grow.

Hawkless Consulting



Report: Co-operative Housing and Starr-Bowkett Societies Sector Analysis Page 42
Date: 29-Aug-07 Consultation & Research Program

h) The emergence of non-prime/low-doc type lending products from non traditional
lenders which anecdotally, are contributing to record levels of foreclosure.

2. What have been the contributing factors to these trends?
(Please read in conjunction with items 1 a. to h. above)

a) CHSs continued to report the ongoing need for Home Purchase Assistance Finance
despite the suspension of the program in 1994. Government finally accepted a renewal
of this proven scheme.

b) It appears government currently undervalues the benefits of home purchase assistance
finance; instead their efforts are primarily focused on rental housing outcomes. The re-
lending of existing guarantees was welcomed, but due to the size and the timing of re-
lending cessation, it is inadequate.

¢) Maturing loan book and other circumstances relieving the need for
separation/quarantining of risk. Also, increasing burdens/costs and reducing incomes to
the point that reduced duplication is sought.

d) Factors have included normal business life cycles, shortage of appropriately CHS
experienced management and other difficulties encountered as outlined elsewhere in this
report.

e) The new Standards were required by the introduction of the Act.

f) Traditional lenders have recognised the increase in competition from other lenders
and have sought to retain their market share.

g) Property values within metropolitan NS\X/ continue to have a detrimental effect on
the ability for first home buyers (traditionally one of our main sources of loan enquiry)
to purchase their first home. As discussed, it is not as simple as moving to the country to
buy a house as family support; infrastructure and employment opportunities are all likely
to be more readily available in metropolitan areas.

h) The absence of Government loan assistance for borrowers on the margin of
affordability has forced many to either rent or seek expensive, non-prime or low-doc
loans to satisfy their housing requirements. It is a well known fact that the cost of
providing purchase assistance is always less than cost of providing rental assistance.

3. What effect has the rationalisation of societies had on the sector and the availability
of flexible home lending products to low and middle income families?

a) The rationalisation of Societies by transfers of engagements approved by Registry
should not have had any material detrimental effect because the succeeding Society
accepts the rights & responsibility of the transferring Society.

b) The rationalisation of the management/administrations should not have had any
material detrimental effect because the incoming management would generally service
the needs.
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¢) CHSs have a long history of assisting families into home ownership who are unable to
borrow from other lenders. The decline in social lending programs has led to increased
discrimination against low and middle income families or particular lending areas, often
leaving families to pay unaffordable rents whilst waiting many years for public housing.

d) Whilst the lack of a local CHS in many country areas of the NSW/ is regrettable, the
remaining CHS s have taken steps to establish arrangements with local brokers or agents
to provide access to the Government loan schemes in those areas.

e) The lack of Government support for the existing scheme and reluctance by
Government to approve enhancements / program amendments is having a greater
effect on the availability of flexible home lending products to low and middle income
families.

4. What is the forecast for the future of the sector?

a) The Co-operative Housing Society movement has continued discussions at a state level
for options to assist in affordable housing finance. Government Guaranteed lending
was renewed dfter an absence of nine years and whilst it was declined in July 2005, we
are most hopeful of further initiatives to assist in NSW affordable housing finance.

b) Notwithstanding the current limitations for future lending, the ongoing management
of existing mortgages is required. These have been originated under various programs
both with and without government involvement. Loans are currently being written that
will require management for up to 30 years.

¢) CHS’s have generally been managed to ensure at least minimum reserves are
available to provide ongoing services to their members.

d) Regardless of the forecast for the future, we strongly believe in the maintenance of
the CHS industry for the future delivery of low cost home purchase initiatives.

5. What is the future of Co-operative Housing Societies if Govt guaranteed funds are not
available?

a) Notwithstanding the current efforts in securing future lending programs, on a
guaranteed or non-guaranteed basis, the ongoing management of existing mortgages is
required. These have been originated under various programs both with and without
government involvement and many have atypical type terms requiring ongoing income
reviews etc.

b) CHSs have demonstrated their ability over a long period of time to manage home
purchase assistance schemes. They are successful because of their commitment to their
membership and the goal of encouraging home ownership. Over the years, there have
always been periods of varying support by Government to home purchase assistance.

¢) In addition Societies also lend Non Government loans, generally off balance sheet.
Loans are currently being written that will require management for up to 30 years.
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d) The sector could also be utilised to assist/manage other forms of housing assistance in
partnership with Government.”

Starr-Bowkett — Home Loans Group

There are 7 Starr-Bowketts in the Association and all are still active in that loans are still
being repaid and capital is being refunded. Only 2 are still balloting. These 2 have a
maximum of 10 years of ballots left to run. Once a ballot is conducted the member has
12 months in which to take up the loan.

The group stated that while traditionally attractive in times of high interest, the $100,000
lending threshold and need to wait up to 15 years to obtain a successful ballot has resulted
in no demand now existing for the products offered by Starr-Bowketts.

The amount available to each member is too low to fully meet the needs of “home
purchase™ and has seen the loan quite often being used to reduce higher interest rate first
mortgages or purchase other assets.

Starr-Bowkett — Hunter Group

The Greater Building Society Limited manages one remaining Starr-Bowkett, referred to as
the “Hunter Group™ which was formed in the 1980’s.

The Society considers that the lack of demand for the products provided by Starr-Bowketts
is driven by:

o Financial deregulation;

o Competition in the mortgage market, e.g. mortgage originators;

o Low interest rate environment;

o Relaxation of the credit risk rating or credit risk worthiness assessment;
o Lack of popularity for home buyers;

o Some may have been mislead in the past by the attraction of low interest rates, not
realising they may need to wait many years for a loan;

o More competitive and affordable banking industry;
o Economic growth and low unemployment rates.
A written submission was provided as follows:

“The Greater Group ? decided in 1995 to exit the Co-Op Housing Society industry
and transferred board control and management of our 2 housing societies to
Northern Co-Op Housing Society.

9  The Greater Building Society Ltd was formerly known as The Greater Newcastle Co-operative
Building and Hunter River Starr -Bowkett Societies Association Limited, and comprised a number of
entities.
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Our last Starr Bowkett Society was formed in 1986 and current management have no
intention of forming another. The Society advanced its last loan appropriation in
2004. We have seen a fairly consistent number of members withdrawing from
membership over the years the Society has been running, many choosing to
withdraw prior to receiving a ballot.”

The Table below shows the annual appropriations since 1999.

Table 10: Hunter Group Starr-Bowkett Appropriations Since 1999

2000 2001 2002 2003 2004
Loans 32 18 18 16 16
Amount $148,000 $78,000 $82,000 $68,000 $72,000

The decline in Housing Societies and Starr-Bowketts is a continuation of trends that
commenced many years ago that have only been exacerbated by other factors in recent
times:

o “the withdrawal of Government subsidies for low/middle income earners and the
Homefund debacle were obviously adverse for the Co-op Housing Society Industry;

o A number of factors have made lending from other mainstream lenders more
affordable and available to a broader range of low and middle income earners:

= The low interest rate environment we’ve seen since the early 1990s;

= The advent of mortgage originators and increased competition in the mortgage
market leading to substantial contraction in interest margins for lenders;

= The relaxing of credit risk assessment guidelines by many lenders in response to
increased competition;

= The declining unemployment rate since the 1990s;
= Other forms of government assistance for first home buyers.

o Increasing cost and complexity of doing business has/will force many co-operatives
out of the industry — Uniform Consumer Credit Code, International Accounting
Standards, corporate governance, Anti Money Laundering, etc;

o Re Starr Bowketts — how many prospective home buyers today are prepared to
enter into a savings plan that means they may have to wait up to 16 years to obtain
the finance to purchase a home?

The biggest hurdle now to home ownership for low/middle income earners is the price
of the land and houses, not the price of finance.”

4.1.7 Finance Brokers Association of Australia

In telephone discussion with Maurie Unwin, General Manager, Finance Brokers
Association of Australia Limited, he expressed the view that while low-doc and other non-
conforming products are available now in the home lending market, it is unlikely that they
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would be suitable for low income earners due to the high risk borne by the self-assessment
process involved in acquiring such loans.

Following a request to members of the FBAA for comment, a response was received from
Ron Guthrie, Chief Executive Officer, The Mortgage Bureau at Tuncurry, NSW, who has
been involved with co-operatives and, in particular, Co-operative Housing Societies since
1988. Mr Guthrie states:

“Is there a need for CHS’s? Quite simply and frankly. “Yes™.

Why? Because they cater for low to middle income earners that some lenders may
refuse and they also can lend anywhere in Australia without the need for Lenders
Mortgage Insurance and they will lend up to 95% without LMI. As you are aware,
most other traditional lenders require an LMI premium to be paid and this more
often than not absorbs the whole benefit of the Federal Governments First Home
Owners Grant.

Low income families can include single mothers on pensions, child support to single
mothers (as long as court orders are in place), pensions of all Rinds from sickness to
old age can be used to prove serviceability of the debt. Even unemployment benefits.

Now these incomes are often frowned upon by traditional lenders and if a
nonconforming lender does make an advance to this type of client then they will be
penalised with the higher interest rate, higher than the standard variable home loan
rate which is set at the average of the four major banks.

Governments of all persuasions in varying states and territories have assisted CHS’s
with funding by way of securitisation e.g. (FANMAC) now (RESIMAC), NSW
Government and also through terminating CHS’s which are funded by a traditional
bank overdraft which is secured by a Ministers guarantee. Why do they do this?
There are two main reasons. The first is for the social good of the community (the
moral high ground) and secondly, they all believe that it would be an economic
benefit if department of housing commission tenants were able to pay off their own
home then the maintenance bills to the government would be less and the financial
capital outlay in building housing commission homes would be saved. These are the
simple two fundamentals that have motivated governments of all persuasion.

| could write a whole book on co-ops but if the short answer to the question being
asked of the FBAA is “Are CHS’s necessary in this lending environment given all the
alternative lenders?”. The answer is still yes. There is no lender as flexible as a CHS.

The downside to the CHS’s is that they are restricted by government lending
guidelines in regards to the price of the property. This means that most people in
cities are not eligible to borrow through a CHS. However, Australians living in
country locations can still use this funding alternative. By way of example, a CHS can
make a home loan advance to a borrower wishing to live at Wombeyan Caves or
indeed Come by Chance (these villages exist although you may not of heard of them)
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and the borrower will pay no lenders mortgage insurance premium and they may
even be unemployed persons.”

Commonwealth Bank of Australia

Telephone discussions were held with Gary Morris, Relationship Executive, Institutional
and Business Services, who advised that it would not be feasible, in the absence of a
Government Guarantee, to provide loan monies to co-operative housing societies directly
due to the level of due diligence required and the likely small returns generated from such
business.

Furthermore by email Gary Morris confirmed that the "Commonwealth Bank applies the
same lending criteria to all ‘residential’ allotments (being those under 50 hectares), which
is to lend up to 80% of valuation and with Lenders Mortgage Insurance in place up to
95% of valuation".

As such the Commonwealth Bank sees "no restrictions on the availability of rural
residential lending from the Bank".

Other

Telephone contact and email contact was made with certain individuals who, without
necessarily feeling the need to be formally consulted, did make some points:

o David Horton, Chairperson of the Standard Committee and former Registrar of
Co-operative Societies (1972-1983) — the sector has been impacted by the withdrawal
of support by the NSW Government. Paradoxically the Government’s involvement
which began in 1936 was designed to create better opportunities for modest income
earners to acquire homes. Although the impediments to home ownership have
changed, the underlying barrier is the same. The old scheme, begun in 1936, cost the
Government very very little and gave opportunity to thousands.

No doubt the freeing up of the housing finance market has also contributed to the
decline of the societies.

o lan Gilbert, Australian Bankers” Association — the ABA does not maintain statistics on
the expansion of eligibility criteria amongst its member banks nor does it keep records
on the flexibility of home lending products to low or moderate income earners. It is
unlikely that Government policy would change to encourage banks to lend to modest
income earners since there has been considerable Government pressure placed on
banks to ensure they do not lend to persons who have limited means to repay.

Government Consultation During Analysis

Government representatives were consulted on the performance trends during the
preparation of this Report.

Department of Housing

To gain a better understanding of the co-operative housing society industry and its
relationship to government home lending programs, discussions were held with
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Department of Housing staff previously involved in the management of these programs.
During these discussions the following information was provided:

o In the absence of any planned programs that provide for new lending, the main role
of CHSs in relation to government home lending programs currently is managing
down the home loans under existing government home loan schemes. This is an
important ongoing function as loans under these schemes have the potential to
continue for many more years if they run their full terms. For example, loans in the
last tranche of the Government Guaranteed Loan Scheme (GGLS) could run to 2033.

o The only government loan program under which there is some active lending is the
GGLS. This scheme was expanded in 2003 with the issue of new guarantees to back
$75 million worth of funds for new lending. In July 2005, with the majority of those
funds already utilised, the Government approved a limited extension of the scheme to
allow the re-lending of funds made available by the early repayment of loans by other
borrowers. This re-lending facility is available only until March 2008.

o There are currently no plans for any new tranches of lending under the GGLS or other
new home loan schemes.

NSW Treasury

Treasury highlights the Government’s “housing affordability” priority in the recently-
released State Plan. The State Plan indicates the Government will consider:

“a significantly expanded role for the community housing sector in the provision of
stable and affordable housing.”

Treasury states the State Plan also clarifies that the Government intends for long-term
private sector investment to be the principal engine for growth in the community housing
sector.

NSW Treasury believes that in years past, many low-income customers would have
viewed the CHS and Starr-Bowkett sector as a relatively flexible source of finance. The
modern housing finance market provides low-income customers with greater alternatives,
implying that the need for the sector has diminished in relative terms.

Treasury believes the sector’s regulation should be based on a best practice approach to
regulation which includes:

o well-specified objectives;

o clear chains of logic demonstrating how the regulation relates to the objectives; and
o a robust cost-benefit case for regulation.

Australian Prudential Regulatory Authority

The Australian Prudential Regulatory Authority (APRA) is the prudential regulator of the
Australian financial services industry. It oversees banks, credit unions, building societies,
general insurance and reinsurance companies, life insurance, friendly societies, and most
members of the superannuation industry.
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A meeting was held with APRA representatives including Keith Chapman, General
Manager, Policy Development-Policy Research and Statistics, and William R Jones, Senior
Policy Advisor-Policy Research and Statistics.

The following matters were discussed:

o

The level of management reserves considered prudent for loan portfolios and how the
current levels imposed on Co-operative Housing Societies compares to Credit Unions:

The need for reserves must satisfy the “clean sale test” which is used to determine
if there is a residual risk with the seller. Risk refers to both credit risk and
operational risk.

Capital reserving requirements are outlined in three Australian Prudential Standards
—APS 110, 111 and 112 which aim to ensure that all locally incorporated Australian
Deposit Institutions (ADI's) adopt a uniform approach to the measurement of their
on- and off-balance sheet credit exposures for capital adequacy.

Credit unions, for example, must hold a minimum of 8% of the loan balance in
capital (in fact some hold up to 20%) in accordance with APS 110.

Each category of on- and off-balance sheet is to be assessed and risk weighted. For
assets where the on balance sheet risk held is in residential mortgages only, 50% of
the rate or 4% of the loan balance needs be held in capital.

APRA only considers nil reserving for off-balance sheet lending in limited
circumstances, e.g. where a special purpose vehicle has been established and the
operational and credit risk is fully absorbed by that vehicle with no residual risk
remaining in the seller.

For a society that operates a mortgage broking business line, APRA expressed the
view that some operational risk (as opposed to credit risk) would be faced by the
society in circumstances where, for example, a brokerage deal went sour. APRA
considers it prudent to reserve against this operational risk to the society (and its
members).

Whether a standard management contract exists which could be modelled for use by
the Co-operative Housing Management Group:

APRA does not have a standard format for a management contract but prescribes
the principles that management must follow for good corporate governance. For
example Prudential Standard APS 231 provides for those matters management
should consider when an ADI enters into an outsourcing arrangement. A copy is
provided at Attachment A.

The directors of the board of the outsourcing company should be separate from
the board of the ADI. CUSCAL, for example, ran a service centre which had a
board separate to that of the board of Credit Unions.
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In the case of the co-operative housing societies and their management groups and
related entities, there should, according to APRA, be a majority of independent
directors to ensure decisions made by the management company do not impose
undue influence on the societies, since it is the societies who engage the secretarial
services of the management companies. For example the Parramatta Co-operative
Housing Society notes that secretarial fees of $556,281 were paid to a
management contractor, Parramatta District Association of Co-operative Housing
Societies Limited. The Directors of the Society are also the Directors of the
management contractor. APRA considers such directorships pose a serious conflict
of interest.

Prudential Standard 6.4D for Friendly Societies Service Contracts ceased to have
effect from 1 April 2007. PS 6.4D did not outlaw situations where a Friendly
Society enters into arrangements with a director or officer (or their associates) for
the provision of services potentially creating a conflict of interest. The Australian
Financial Institutions Commission (AFIC) recognises that some societies may face
difficulty appointing suitably qualified directors who are not otherwise associated
with the provision of services to the society in the normal conduct of business.
AFIC does, however, seek to ensure arm's length dealings.

The Investment and Financial Services Association (IFSA) has developed an
investment management agreement pro-forma which should be released shortly
which could be a good model to start with.

o Models for the distribution of management reserves upon cessation of Co-operative
Housing Societies — e.g. redistributed to a like organisation, released for further
lending, distributed to remaining members (usually the Board Members are the last
remaining members who will receive a “windfall” which does not fit the “not for
profit” principles):

APRA warns against the “tontine effect” which saw a Friendly Society, The Grand
United Order of Free Gardeners in Victoria, wind up. Free Gardeners had a $1.8
million funeral fund for its 300 members, whose average age is around 60.
Eventually, in concept at least, the last surviving member would be entitled to all
its reserves - an extreme illustration of what is colourfully referred to as the
"Tontine Effect". As the institution grows, and its membership declines, what is its
purpose for pursuing growth? To whom are its board and management
accountable?

In the more extreme outcomes - and there have been examples in this market - the
mutual is run as much for the benefit of the board and management as for the
members.

The members "own" the mutual but obtain no significant advantage from that
ownership. They cannot directly access the wealth trapped inside the institution
while they are members, and lose any entitlement to it once their product matures
and they cease to be members.
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= APRA believes the approach to distribution upon wind up should mirror that of
other mutual societies, e.g. transfer property and net assets to a like organisation
such as a credit union or to a charity or ultimately back to government.

» In light of the fact that the GGLS loan portfolio is delivering interest at current
variable rates, the need to “sweeten the deal” for a like organisation to accept the
portfolio is avoided.

Information Reviewed

The following information sources were analysed during the preparation of this Sector
Analysis Report:

o

Parramatta Co-operative Housing Society, Financial Statements and Reports, For the
Year Ended 30% June 2006;

Form 6 — Annual Return — Co-operative Housing Society, Mitchell Co-operative
Housing Society, for year ended 30 June 2006;

Affordable Housing in NSW: Past to Present, by John Wilkinson, NSW Parliamentary
Library Research Service, Briefing Paper No 14/05;

A Home of Our Own: Half a Century of Co-Operative Housing 1937 — 1987, by
Susan Mary Withycombe;

Legislative Council Hansard, Wednesday 9t April; 1997 and Wednesday 22" October
1997;

Legislative Assembly, Wednesday 17 September 1997 and Wednesday 24t September
1997;

Freehold Property for Mechanics: a brief insight into Starr-Bowkett Societies, Maxine
Darnell, University of New England, 2005;

CHS Quarterly Returns — September 2006;

Co-operative Housing and Starr-Bowkett Societies Act 1998: Review Report, May
2004, Office of Fair Trading;

Submission to Financial System Inquiry, The Australian Council of Housing Societies Pty
Ltd;

Co-operative Housing Societies Association of NSW South Wales Ltd, 69" Annual
Report, 2005/2006;

Co-operative Housing and Starr Bowkett Societies Act 1998;
Co-operative Housing and Starr Bowkett Societies Regulation 2005;

Co-operative Housing and Starr Bowkett Societies Regulation 2005, Regulatory
Impact Statement;

Letter to Bruce Terry from the Hon. Diane Beamer MP;
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O

O

O

Commonwealth Bank Property Value Guide.
NSW Minister for Housing Media Release, Thursday 14 July 2005;

Future Directions of Co-operative Housing Society Industry, Proposed Information
paper, Department of Housing;

Terms and Conditions for Government Guaranteed Loans (Effective from 1 May
2004);

Government Loan Schemes Under Management as at 31.10.06, Department of
Housing;

Standards Committee Submission 29 Nov 06, CHSA;
GG 2003 Allocation Approvals by Postcode spreadsheet and report, CHSA;
APRA Quarterly Banking and Credit Union statistics;
Australian Bureau of Statistics, Australian Housing Finance data 560907 .xls;

A Long-run Analysis of Cooperative Housing Societies and Housing Construction in
Victoria, Australia, Malcolm Abbott and Chris Doucouliagos, Australian Competition
and Consumer Commission, and Deakin University, July 1999.
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DISCUSSION OF FINDINGS

Discussion

The discussion below provides an analysis of the findings drawn from the information
contained in this Report.

Trends Occurring In the Sector

Rationalisation of the sector, identified in the 2004 review, has continued through to
2006.

All of the following features of the industry are reducing:
o number of industry participants;

o loan portfolios;

o current assets;

o income:

o number of members.

The only increase identified is the quantum of management reserves held by Societies for
which the legislation provides minimum requirements.

The Australian Council of Housing Societies Pty Ltd in its Submission to the Wallis
Committee (Financial System Inquiry 1997) 1 stated that “at present, there is no reason to
form any new societies. Instead, they are setting up companies to do business off-balance
sheet. Some societies are switching existing business from regulated societies to companies.
Others are leaving the industry; some "giving away" their societies to do so.”

Contributing Factors

The factors contributing to the decline of Co-operative Housing Societies include:
o Financial deregulation;

o Competition in the mortgage market, e.g. mortgage originators;

o Relaxation of the credit risk rating or credit risk worthiness assessment;

o More competitive and affordable home loan facilities provided by the banking
industry;

o Need to establish management reserves for direct lending;

o Need to establish management reserves for off balance-sheet lending, resulting in the
formation of separate entities to operate this line of business. The trail fees used to
support the running of the CHS and this income source is now diverted to separate
entities.

10 Submission to Financial System Inquiry, The Australian Council of Housing Societies Pty Ltd.
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The factors contributing to the decline of Starr-Bowkett Societies include:
o Financial deregulation;

o Competition in the mortgage market, e.g. mortgage originators;

o Low interest rate environment;

o Relaxation of the credit risk rating or credit risk worthiness assessment;
o lack of popularity for home buyers;

o Some may have been mislead in the past by the attraction of low interest rates, not
realising they may need to wait many years;

o More competitive and affordable home loan facilities provided by the banking
industry;

o Economic growth and low unemployment rates.
Rationalisation and Availability of Flexible Home Lending Products

All persons consulted agreed that there was now a larger range of lending products in the
market that could provide home finance for persons on moderate incomes. The products
offered by the CHS and Starr-Bowkett sector are less flexible than other, more modern
housing finance products like low-doc and non-conforming loans.

The FBAA, however, expressed concern about low-doc style products targeting low
income earners since the self-assessment process could see some borrowers getting into
financial difficulty quite quickly with limited redress. Statistics provided by the CHSA from
its lending database revealed some 22.46% of recipients of the Government Guaranteed
Loans met the DoH criteria for public housing waiting lists. This is quite a vulnerable
consumer base.

The Department of Housing advises that as at 31 March 2005, data collected by the Co-
operative Housing Societies Association in the loan approval process for the current GGLS
indicated that 17.4% of all borrowers approved for loans were previously refused finance
by another lender. This data, however, requires qualification as in the earlier stages of
lending under this tranche, co-operative housing societies were not collecting this data on
all borrowers. After steps were taken to ensure societies captured this data at loan
inception, approximately 25% of loans approved from then on were for borrowers who
had been refused finance by another lender.

For example, it is understood that many of the “Perfect Start Home Loans” were
refinanced into other “better” loan products after a period of time, usually within 2 to 5
years. While the borrower’s circumstances may not have changed significantly, credit
providers saw them as already having been eligible for, and been granted, a mortgage, a
little equity had been built up in their home and they were now considered less of a credit
risk.
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The eligibility criteria do not explicitly require a check on whether the applicant has
previously been refused credit so it is not clear whether they may have already been
eligible for the “better” product.

Concerns were expressed by many persons consulted about the lack of willingness for the
major home finance providers to lend to persons in rural and regional towns in NSW
particularly those with less than 10,000 inhabitants. However, these concerns are refuted
by the Commonwealth Bank who applies the same lending criteria to all "residential"
allotments (being those under 50 hectares), which is to lend up to 95% of valuation (as
long as loan protection insurance is held) and 80% of valuation if insurance is not held.

The majority of CHS lending (589 out of the 725 loans or 81%) has been outside the
greater Sydney area due to the lack of affordable housing in the Sydney market and the
cap placed on loan amounts.

Forecast for the Future
It is expected that rationalisation will continue as the existing loan portfolios run down.
There is unlikely to be any new applications to establish societies in NSW/.

The legislation does not provide for a non-distributive approach to wind up but rather
provides for a distribution of assets to members, just like a trading co-operative.
Therefore, if no new component societies are formed, the situation will arise where
societies are paid out and the shares held in the association are only held by a few
remaining societies. The value of the assets in the association may be quite significant,
especially if buildings have been purchased (evident in the subsidiary of the Parramatta
Co-operative Housing Society).

There is no requirement for assets of the association to be transferred to a like
organisation upon dissolution. The distribution rules would, therefore, allow a small
number of remaining members of the co-operative umbrella association to personally
benefit from the accumulation of assets of several component societies who have been
wound up. It would appear that this goes against the intent of the legislation, which is to
assist the funding of homes for low to middle income earners, not to provide a windfall
for a few remaining members of associations.

As the sector continues to decline a decision will need to be made regarding a non-
distributive approach to wind up. The Act should address this issue and provide for
alternatives such as a transfer of engagements to a like organisation as occurs with other
mutuals and cooperatives.

In practical terms, since the individual Co-operative Housing Societies no longer hold
assets, the approach to winding up will need to focus primarily on the distribution of
remaining reserves.
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Need for These Organisations, Services and Products in Today’s Home Loan Market.

It is noted that it is the government loan scheme offered through CHS’s, for which there
appears to be a need particularly in rural and regional NSW/ despite the products offered
through the CHSs not being particularly flexible.

The products are provided at the standard variable rate and cannot compete with the
large range of financial packages available. This has led to a substantial number of loans
being refinanced as soon as some equity has been built up by the borrower.

The primary product benefit is that it enables low income earners, who have been unable
to save a substantial deposit and cannot afford to pay lenders mortgage insurance, to
access a mortgage. They need only provide a 5% deposit and half of this amount can be
made available from the first home buyers grant. The indemnity also removes the need
for lenders mortgage insurance.

The need for Co-operative Housing societies appears linked to the provision of
government supported lending programs which has reduced significantly over the past 6
years and, without the GLS product offering, the need for Co-operative Housing societies
will continue to decline.

The need for Starr-Bowkett societies has ceased as the product offered is no longer desired
by the market. It is likely we will simply see a natural winding down of existing societies
over the next 5 — 10 years as the remaining ballots are issued.

Suitability of CHS’s as an Option for the Government to Provide Home Lending
Assistance

CHSs have been providing home loans to persons who would have otherwise been
unable to obtain home finance for over 70 years.

A potential borrower presenting to another lender with only a 2.5% deposit, no savings
history and no steady employment history is unlikely to be able to access a fair and
reasonable mortgage product. The Commonwealth Bank lending criteria applied to all
‘residential’ allotments (being those under 50 hectares), is to lend up to 80% of valuation
and even with Lenders Mortgage Insurance in place only up to 95% of valuation. In
addition, Infochoice advised that deposit impaired persons who wish to borrow greater
than 95% of the valuation can face double-digit interest rates if a loan-to-value ratio is
sufficiently high .

CHS’s state that they are the most suitable organisation through which such loans should
be administered and attest to this fact by the low arrears performance.

The low dollar value of claims on the government guarantee and indemnity compared to
the total amount of loans extended, are testimony to the performance of CHSs in arrears
management.

Nevertheless, other lenders such as credit unions may be equally capable of administering
a government loan scheme product.
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Despite lending to what has, for many of the major commercial lenders, been seen to be a
high risk clientele, CHSs claim to have a greater ability to manage arrears and defaultsin a
sympathetic manner and develop a loyal and close relationship with their members.

CHSs state that they enable clients to deal face to face and have always operated
extended trading hours to enable clients to visit after work and/or weekends and make
their regular repayment in person. Many have become accustomed to paying rent in this
manner and seek to continue this habit.

Should the government propose to extend home lending assistance to persons generally
considered to have poor credit risk ratings then the organisation through which this
assistance would be provided will need to have the expertise to manage a portfolio with
a high risk profile.

Many industry members consulted asserted that a large financial institution with many
thousands of clients would not be able to provide the close day-to-day and client focussed
management required for such a client base.

Future if Government Guaranteed Funds are not Available

If government guaranteed funds are not available the CHSs will continue to decline as the
loan portfolio runs down. Further transfers of engagement may occur until there remain
only 1 or 2 Groups managing the remaining GGLS loans, which may run until 2033.

The off-balance sheet business will continue to be handled through the establishment of
separate companies rather than through the CHS vehicle, thus avoiding the reserving
requirements. Any potential conflict of interest issues are being investigated by the
Registry.

In the absence of the government guarantee, banks are not willing to extend a large
commercial loan to a CHS at a competitive interest rate for the CHS to then lend to low
income earners. There is also the question of the security of the loan since even if such a
commercial loan were to be extended, the bank would want to undertake a significant
due diligence process.

The CHSs, despite their good arrears management history, do not appear to have
sufficient reserves to cope with a defaulting loan, particularly in rural areas where the loan
may have been extended for up to 95% of the valuation amount. The absence of the
government indemnity would render the risk profile of the individual societies too great
for members to bear.

Hawkless Consulting



ATTACHMENTS

Attachment A
Prudential Standard 231 - Outsourcing - October 2006

Hawkless Consulting






October 2006

Authority

1. This Prudential Standard is made under section 11AF of the Banking Act 1959
(Banking Act).

Application

2. This Prudential Standard applies to all authorised deposit-taking institutions
(ADIs) under the Banking Act.

3. An ADI must comply with this Prudential Standard from 1 April 2007 (referred
to in this Prudential Standard as the effective date) except in those cases where
paragraph 4 applies.

4.  This Prudential Standard does not apply to an outsourcing agreement entered
into prior to the effective date until the next scheduled review date of that
agreement, provided the Board of the ADI is satisfied that the existing
agreement generally complies with the requirements of this Prudential Standard.

5. This Prudential Standard only applies to outsourcing of a material business

activity as defined in this Prudential Standard.

Interpretation

6.

By operation of section 13(1) of the Legislative Instruments Act 2003, terms not
defined in this Prudential Standard but which are defined in the Banking Act
have the same meaning as in the Banking Act.

Outsourcing involves an ADI entering into an agreement with another party
(including a related body corporate) to perform, on a continuing basis, a
business activity which currently is, or could be, undertaken by the ADI itself.

For the purposes of this Prudential Standard, a reference to a related body
corporate of an ADI is a reference to the meaning of “related body corporate”
under section 50 of the Corporations Act 2001. A reference to a third party is a
reference to an entity that is not the ADI or a related body corporate of the ADI.
A reference to a service provider is a reference to the person providing the
outsourced services to the ADI.

For the purposes of this Prudential Standard, offshoring means the outsourcing
by an ADI of a material business activity associated with its Australian business
to a service provider (including a related body corporate) where the outsourced
activity is to be conducted outside Australia. Offshoring includes arrangements
where the service provider is incorporated in Australia, but the physical location
of the outsourced activity is outside Australia. Offshoring does not include
arrangements where the physical location of an outsourced activity is within
Australia, but the service provider is not incorporated in Australia.
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