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ABSTRACT

In the New Zedand market banks pay mortgage brokers for the introduction of resdentid
mortgage lending busness The remuneration dructures offered by the different banks are not
the same, however, and this paper looks to explore brokers responses these different rates of
remuneration. The principd finding of the research is that brokers are more drongly influenced
by the qudity of service than by the payments recaived from the lenders.
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INTRODUCTION

Over the lagt ten years the mortgage broker industry in New Zedand has grown from being
indgnificant to a legitimate home loan procurement source for many lenders. ASB was the firgt
maor New Zedand bank to embrace mortgage brokers, usng them to expand beyond its
traditiond Auckland and Northland operationd areas. Other lenders quickly acknowledged that
the mortgage broking industry was ether a threat to thelr businesses or an opportunity to be
exploited. As more lenders recognised the mortgage broking industry as “legitimate’, mortgage
brokers found that they had more lender options to offer to their clients, and hence became more
“marketable’.

Mortgage brokers are being used by an increasing number of borrowers. Previous research has
shown that mortgage brokers consider severd factors when sdecting a lender for a client, such
as fagt loan approva times, loan pricing, and client sarvice (Salomon Smith Barney, 2000;
Macquarie, 2000; Drylie, 1999). However, there has been no conclusve research examining
how individua mortgage brokers weight the various decison factors to arive a ther

recommendations.

The objective of this dudy was to assst in providing New Zedand lenders, home loan
consumers and mortgage brokers with useful information on how New Zedand mortgage
brokers select alender for their clients.  Specifically, the study sought to:
Ascertain the most sgnificant factors mortgage brokers consider when choosing a bank
Determine the rel ationship between the decisiont making factors
Ascertain whether mortgage brokers view ther needs ahead of clients' needs
Begin discusson about whether new disclosure rules and regulations need to be
introduced to protect mortgage brokers' dlients
The sudy used traditiona survey methods, together with a review of reevant literature and
anecdotal evidence to provide a better understanding of mortgage broker decisionmaking.
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EXISTING LITERATURE

The development of the mortgage broker industry

A mortgage broker is “an independent red edate financing professond who...by combining
professional expertise with direct access to (many) loan products...provides consumers the most
efficient and cost effective method of offering suitable financing options tailored to the
consumer’s specific financid gods’ (Council on Financid Competition, 2000). A mortgage

broker, therefore, is an independent party who, for afee', assists a borrower to raise aloan.

Mortgage broking in New Zedand has experienced sgnificant growth over the last 10 years.
Prior to the early 1990s, mortgage brokers generdly concentrated on finding lenders to assst
borrowers with commercia loan propogtions that might otherwise be regarded as unattractive,
or to arange loans under terms and conditions that were more attractive. In 1991, it was
edtimated tha resdentid mortgage business procured through mortgage brokers made up
gpproximately one percent of loans in New Zedand, increasing to more than seven percent by
1996 (Staff, 1997 November).

This growth has continued and by 2001 mortgage brokers were thought to provide
goproximatdy 25-27% of al new resdentid home loans written by banks (Jury, 2000;
Consumer Banking Monitor, 2001). Previous studies (Hayward, 1999; Jury, 2000) found that,
on average, clients of mortgage brokers were on income levels above the New Zedand average
and a greater percentage were tertiary educated than the overall New Zedland population. This
suggests that mortgage brokers are now deding with wedthier and more knowledgesble clients
than was previoudy the case?. Lush (1996), Drylie (1999), Macquarie Research (2000) and Jury
(2000) have suggested that banks that do not use this source effectively may find they miss out
on asgnificant ssgment of the mortgage market.

Overseas experiences confirm a smilar rapid growth in the mortgage broking industry. Jury,
2000; Council on Financid Competition, 2000; Drylie, 1999 cite the level of broker referra
busness in both Audrdia and the United States as proof that New Zedand's industry will
experience further growth. Egtimates range from 50 to 90% in the United States (Lush, 1996;
Council on Financid Compstition, 1998, Council on Financid Competition, 2000; Jury, 2000)

Y In New Zealand, thisfeeis normally paid by the lender.
2 Mortgage brokers in New Zealand were previously only used by clients who had trouble raising finance (Drylie,
1999).
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and 20 to 40% in Audrdia (Steeman, 1997; Council on Financid Competition, 1998; Kumear,
2000; Macquarie Research, 2000; McLachlan, 2000). These variaions arise as brokers and
banks in these countries are under no obligation to provide information on busness procured
through brokers, the definition of mortgage broker originated loans can vary considerably®, and
the broker industry may “talk up” its percentage contribution.

The growth in mortgage broking in New Zedand and internationdly can be attributed to a
vaiety of factors, dthough the more deregulated and competitive finance indusry is a key
factor. Other factors behind the growth include:

1) Theincreasng number and range of loan products

2) Increased urgency and complexity of individuas financid management

3) Therapid growth in persona investment advice as a sand-aone business

4) On-line accessto advice that reduces cost and increases customisation

(Council on Financid Competition, 1998).

KPMG's 1999 Financid Inditutions Survey aso suggested “incressing customer dissatisfaction

with the sandard of service provided by banks is adlowing mortgage brokers to flourish”.

Sdomon Smith Baney (2001) suggests that the growth in the mortgage broking indudry in

Audrdia(asmilar market to New Zedand) has been brought about through:

1) Bank branch rationdisation and daff reduction, leading to banks replacing ther “fixed-cost
branch networks with a sales-focused variable-cost work force™.

2) Anti-bank sentiment leading to consumers feding more comfortable with an “independent”
third party.

3) Lenders taking the mortgage broker industry serioudy (due to the amount of business written
through this channd).

The main reasons clients approach mortgage brokers, in order of importance, are a belief the

mortgege broker will find them the best “overd!” ded; the convenience of meeting with a

broker; the belief the broker will find the best interest rate; the speed of the loan gpprovd; the

expertise of the broker; and dients dissatidfaction with ther exising bank’s service (Jury,

2000). These reasons dign with the main reasons brokers think that clients use them (Drylie,

1999).

3 In Australia, for instance, originators that act only for one financier can be included as broker, but they would not
be classed as a broker under the NZMBA’ s definition

4 Matthews (2000a) reported that New Zealand had the second to lowest ratio of branches to population of nine
countries studied.
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Typesof brokers
Writing about the Audrdian market Sdomon Smith Barney (2001) identified three broker
business modds, which can be readily trandated into the New Zedland environment.

The one-man show. These are the traditionad mortgage brokers who are former bank managers
or sdesman. Business writing levels are capped due to physical resources, number of contacts,
and cost of technology and marketing. These busnesses are dso faced with lower commisson

levels from lenders who reward based on volume.

Franchise model. Mortgage broker franchises, such as Mike Pero Mortgages and Mortgage
Choice, sl franchises to screened accredited brokers who use the franchise's brand, network,
sysems and technology to promote their services. Most busnesses have an entry fee (up to
$50,000) and a percentage of commissons are paid to the franchisor. Due to he volumes of
loans these businesses generate, they are well-placed to pressure lenders for higher commisson
payments.

Aggregator model. With many lenders now paying higher commissons based on the volume of
business referred, and the advent of trailer commissons®’, many brokers have formed
associations 0 as to pool loan volumes and thus increase commission received.  The aggregator
busness modd dlows brokers to continue to operate their businesses separatdy without the

need to pay expensive franchise fees and share commissons with the franchisors.

Mortgage brokers have the option of belonging to the New Zedand Mortgage Brokers
Asociation (NZMBA). The NZMBA was established in late 1997 with the am of increasing
the professonalism and quality of participants in the industry. It is estimated that 60% of people
whose principa activity is mortgage broking belong to the NZMBA (Tucker, 2001). Many
operators act as part-time mortgage brokers, while carrying out other activities, such as

insurance agents, solicitors, and accountants. Many of those that act as mortgage brokers do not

® Trailer commission is similar to the insurance industry’s commission payment structure, where the broker

receives a percentage of the products profit, whilst the organisation holds onto the client. In the case of New
Zedland lenders a trailer commission of between 0.15%-0.25% of the remaining loan amount is paid to the broker
each year the loan remains on the lenders’ portfolio.
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belong to the NZMBA, because they either see no red benefit in belonging® or do not meet the

Association’s criteria’.

Factorsthat influence brokers decisions

Supply-chain management is becoming an important business tool for both goods and services
indudtries, to ensure that they are ddivering the right product to the right place, at the right price.
Effective supply-chain management requires businesses to assess how the various components
of their business interact. In the case of mortgage brokers, those lenders that understand what
factors motivate brokers to refer busness, and how these factors interrdlate will be in a stronger

position to manage future business levels profitably.

The reddentid home lending market is highly competitive in New Zedand, with interest
margins among the lowest in the world, and a high number of bank and non-bank competitorsin
a raively smal mortgage market (KPMG 1999). These factors create an industry with smilar
pricing for its products (Macquarie, 2000)%. A question, therefore, exists With interest rates
deemed by brokers as the most important consderation when recommending a particular lender
(Drylie, 1999), why do some lenders win broker business over others? Macquarie (2000) and
Sdomon Smith Barney (2001) suggest that if there are no pricing anomdies, banks offering the
best service to the mortgage broker have the potentid to attract alarger dice of the business.

Macquarie (2000) indicates that lenders identifying the key needs of the brokers, and
successtully building rationships with them, will have an advantage over peers. They sSuggest
that commission levels do not play a large part in Audraian brokers decisions to recommend a
particular lender, as commisson payment dructures are rdativey smilar. Macquarie believes
that fast loan approva, settling on time and prompt payment by the bank of fees to the broker are
the main reasons for brokers referring business to a particular lender.® Drylie (1999) provides

some support for Macquarie' s findings.

® The mortgage broking industry is currently unregulated. At present lenders do not differentiate between members
or non-members of the Mortgage Brokers Association. However, the Association is starting to exert pressure on
lenders to favour members of the Association over non-members.

" Acceptance into the Association is conditional upon satisfying conditions such as passing entry examination, no
criminal convictions, having agreements with six or more lenders, operating within certain ethical guidelines,

amongst other requirements.

8 This is highlighted through comparing the home loan interest rates of New Zealand banks. Comparisons on
11/10/00 and 22/10/01 show New Zealand's five largest banks advertising exactly the same prime floating home
loan interest rates.

° The Macquarie article reports what is essentially anecdotal information, rather than being based on structured
research. Referenceis madeto it because of adearth of previous structured research.
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Whose interests, therefore, do mortgage brokers look to serve? Ultimately it is ther own
aurvivd that will determine ther mode of operation. Already we have seen operators in
Audrdia promoting themsdves to consumers with the dated advantage of having the same
commisson leves with dl lenders reflecting a belief that accepting varying commisson levels
from lenders affects brokers impatidity (Kumar, 2000). Moreover, severad brokers are
cregting loan anadysers based on what is important to the client, to assst the client to sdect the
lender that suits them best, placing the dlient in control and removing the broker’s bias from the
equation (Kumar, 2000).

New Zedand lenders have put consderable resources and efforts into attracting business from
the mortgage broking industry. Figure 1 shows the pay off from these efforts, with adl New

Zedland banks, except BNZ, growing their share of business through this channef™®.

Figure 1: Loans Procured Through Brokers
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(Source: Consumer Banking Monitor)
The totd share of business sourced from brokers has steadily increased. Among the five mgor
banks, the National Bank received the largest increase in broker referred business, incressing
6.8% in two years, dthough growth for “Other” lenders has been greater, reflecting the vaue of
this cost effective ddivery channd for those less-established lenders who often lack branch
networks. For the BNZ, business received through broker sources has shrunk to less than 5%

102001 is for the first two quarters only. Sample sizes are small. For example the 2001 results are based on
response numbers ranging between 35 and 60 for the various New Zealand banks. Moreover, the Consumer
Banking Monitor is aso prone to distortion because of the way data is collected and is reported. For example, the
aggregate data that it generates is often inconsistent with that determined from relative market shares calcul ated
from banks' disclosure statements.  Note that the Consumer Banking Monitor breaks performance data down
among the 5 major banks — ANZ Banking Group (New Zealand) Limited (ANZ), ASB Bank Limited (ASB), Bank
of New Zealand (BNZ), The National Bank of New Zealand (National Bank) and WestpacTrust— and other.
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anecdotal feedback suggests a maor reason is the bank not alowing brokers to promote its
Globa Plus Home Loan'*.

Figure2: Major New Zealand Banks Share of Broker Business
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(Source: Consumer Banking Monitor)

Figure 2 shows the estimated share of total broker referras to the maor banks that each bank
receivest?.  The Nationa Bank appears to rceive a dightly larger share of the mortgage broker
business than ANZ and gpproximately eight percent more business from this channd than ASB

and Westpac Trust. The BNZ does not feature as a sgnificant player in broker originated home
loans.

™ The Global Plus Home Loan provides BNZ Global Plus customerswith * Air Points’ based on the loan size.
12 Due to the small sample sizes in the Consumer Banking Monitor caution should be exercised in placingsignificant
reliance on thisinformation. Note also that other banks and lenders are not included.
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DATA AND METHODOLOGY

The data collection method employed was a mail survey to mortgage broking firms. The survey
population comprised al people who considered themselves mortgage brokers. Due to the nature
of the indudry, identifying the numbers of mortgage brokers in New Zedand was a difficult
task, mainly because the industry is unregulated; dlowing anybody to choose to cdl themsdves
a “mortgage broker”. It is edtimated, however, that there are gpproximately 430 firms and 800
individuals who act as mortgage brokers'2.

The survey randomly sampled businesses with advertisements in the Ydlow Pages, usng the
category “Mortgages and Loans’ on the Ydlow Pages web ste (www.yelowpages.co.nz).
The sample of 218 randomly sdected firms represents 25% of the estimated tota number of
mortgage brokersin New Zealand and approximately half the tota mortgage broking firms.

The questionnaire conssted of 11 closed-end quantitative questions, and a find question, which
provided an opportunity for broker respondents to make open-ended comments on ther man
influences for referring business to one lender over ancther.

The questionnaire was designed to obtain the following informetion:

1) Thesample scharacterigtics (question 1,2,3,4).

2)  Theinfluence that brokers have on the client’ s decision to choose a lender (question 6).
3) Reasonsfor using mortgage brokers (question 5).

4)  Factorsthat impact on the broker’ s decision to select alender (question 7, 10, 12).

5)  The broker’s decisortmaking process (question 7, 8, 10, 11, 12)

Surveys were mailed in early July 2001. Ninety-one surveys were returned completed and four
returned by recipients that did not wish to paticipate. The overdl response rate was 42.5%.
This response rate is consdered acceptable and fals between smilar studies carried out on the
New Zedand mortgage broker industry**. The totd sample of 91 meets the minimum sample
required to provide 95% accuracy for each question (Easterby-Smith et. d. p. 124)™.

13 Thisis estimation is based on discussions with the NZMBA and a search of the Y ellow Pagesin the major
telephone directories.

14 3394 (Lush, 1996) to 66% (Drylie, 1999).

15 Based on n = 2500/25 and as the population is known to be approximately 800: then 100/(1+100/800)= 88
samples required as the minimum to achieve 95% accuracy.
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The survey results have limitations. Fire, a non-response rate of 57.5% confirms a nortresponse
bias, with the characteristics and views of the nonrespondents potentidly differing from those
of the respondents. Second, dthough the number of returned questionnaires is acceptable, an
increased sample sze may have provided a higher degree of accuracy, especidly with respect to
questions nine and ten where invdid responses were higher. Third, the incluson of a letter from
the NZMBA encouraging brokers to complete the survey may have provided a disproportionate
response from NZMBA members. However, this does not appear great (66% of sample are
members, compared with 60% of estimated population) and is not expected to have a detrimenta
impact on the findings.

Other limitations include the subject and design of the survey. Some brokers when asked about
fectors that influence their choice of lender were likely to provide “socidly desirable” responses,
Brokers may tend to place themsdves in the “best light”, ether intentiondly or unintentiondly,
in order for the industry to be seen by the researcher and intended readers as “trustworthy and

sound”.
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RESULTS

In terms of the characteridics of the sample, the mean number of years as a mortgage broker was
4.8 years, and 79.5% of respondents had been a mortgage broker for no more than 6 years. Most
respondents (63.6%) were from firms with fewer than sx brokers, while just 20.5% were from
firms with 11 or more brokers. Only 6.7% of respondents did not meet the NZMBA
requirement of having agreements with 6+ lenders, and 79.8% had eight or more,

Brokersinfluence

A broker is only the intermediary between the lender and the borrower, with the borrower
meking the find decison on which lender to ded with. It has been acknowledged (Hayward,
1999; Drylie, 1999; Holoyda, 2000), however, that the broker plays a significant role in sdecting
the appropriate lender. Respondents were asked to indicate on a 7-point Likert scale (from 1
strongly agree to #gtrongly disagree) how much influence they believed they had over a dlient’s

decison to choose a particular lender in five Situations.

Table 1; Amount of I nfluence Broker s Possess

Brokers|nfluence No. Mean | Std Dev.
a) Asagened rule 91 2.2 .93
b) When dlient’ s knowledge is low 90 17 91
¢) When client’s knowledge is high 91 31 1.2
d) When level of dient'swedth ishigh o1 3.0 1.22
€) When leve of client’swedthislow 91 1.7 1.10

Table 1 presents results showing that broker respondents believe they have sgnificantly more
influence when dlient wedth or knowledge is low, than when the client’s knowledge or wedth is
high. This is understandable as clients with little or no knowledge about the loan process may

leave the decision to the broker, who is deemed to be the “ expert”.

A broker's increased influence over lower qudity applicants may be connected to the borrower
having fewer lenders to choose from, due to not meeting other lenders credit criteria. The
broker, therefore, plays a greater role in influencing a lower qudity applicant than if the client
quaifieswith alarge number of lenders.
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Brokers bdieved they had a amilar levd of influence with dients with a high knowledge of the
loan process, as when the dient's wedth is high'®. This may be due to dients with more wedth
(higher equity and income) generaly being those who have participated in purchasing properties
and borrowing money previoudy. A reationship dso exised between the dStuations where the
dlient's knowledge and wedlth is low!’.

Figure 3: Information Provided by Brokers
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Although brokers bedieve they can drongly influence the dient's choice of lender, Figure 3
shows that 6.3% of respondents do not provide the client with any information a dl on the
options available. The highest proportion of respondents preferred to provide a brief overview of
the interest rates and fees of lenders ‘they’ think would suit (43.2%). The baance ether provide
a detalled summary on severd lenders, by comparing the factors the client believes important
(34.7%), or send the application to more than one lender on atendering basis (9.5%).

16 pearson’s correlation coefficient of 0.700 suggests a positive relationship between these factors- p-value .000
7 Pearson’s correl ation coefficient of 0.587 suggests a positive relationship between these factors- p-value .000
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Reasonsfor using brokers

Figure4: Why People Use Brokers®®
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Respondents were asked to rate (from 1-strongly agree to 7srongly disagree) the reasons they
believe people use mortgage brokers, with responses illustrated in Figure 4. Respondents rated
al reasons, except access to more lenient credit policies, as sgnificant.  The mogt significant
reasons that brokers believed they are used (in order of importance) were: convenience, wider
range of options, and their impartidity (brokers will find the best dedl).

Figure5: Importance of Impartiality
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18 |_ower median means greater significance
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When asked how srongly they agreed or disagreed with the statement “as a mortgage broker |
believe that | mugt offer the client the best ded and therefore be totaly impartid”, dmogt al
brokers agreed (98.9%), and most brokers (80%) strongly agreed, as shown in Figure 5.
Although there is an obvious degree of socid desrability to this quegtion, it points strongly to
brokers wanting to be viewed as impartial and offering the client the best dedl.

Factorsthat influence a broker in lender selection

Brokers were asked to rate (from 1-very important to 7-very unimportant) 12 factors that
influenced them in sdecting a lender for ther dient. These induded seven items that were
based on the client, such as interest rates and the hasde to change, and five items based around
factors that benefited the broker, such as ease of agpprova and levd of brokerage. The following
figures (6 and 7) illustrate how respondents rated these factors.

Figure 6: Factorsthat Influence Lender Selection (Client Focused)*®
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19 The lower the mean, the more important the factor
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Figure 7: Factorsthat Influence Lender Selection (Broker Focused)®
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Respondents believed that dl factors, except the client's “hasde to change’, were important in
influencing them in sdecting a lender, with “the dient's preference’ and “flexibility of loan
goprova criterid’ rating as mog important.  From the brokers perspective al factors were rated
by respondents as sgnificant, except “the level of commisson you receive from the lender™.
Overd| results confirm that “client’s preference of lender” rated as the most Sgnificant factor.

Figure 8: Reasonsfor Referring
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Respondents were asked to think of the lender that they had referred the most business to over
the previous 12 months and then rank the reasons why this lender received most of their business
(from 1-most important to 6-least important).

Best pricing options and credit criteria not being prohibitive were ranked as the main reason

most frequently (29.9%), and pricing dso ranked in the brokers top two reasons most frequently
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(31.6%). These results confirm the reliance that brokers place on the lender’s credit criteria and
loan pricing. It is interesting to note that pricing haes festured higher in this quedtion than in
Figure 7. This may provide some ingght into an anomay between how brokers think they
operate and how they actudly operate, though commission is till reported as insgnificant.

Figure9: LendersRanked First in Past Year
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Note: The small number of cases for each lender (e.g., 67 National Bank, 18 ASB, 15 WestpacTrust,
16 ANZ) may limit the scope to generalise from the survey results.

Figure 9 illugrates which lenders are receiving mortgage broker business. The Nationd Bank
was clearly the most favoured lender.

Figure 10: Main Two Reasons Why Major Lenders Received Business
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Comparing the reasons given for referring business to banks shows the four main banks having
different strengths®®.  For WestpacTrust, the best pricing options for clients and the products and
sarvices offered received the highest rankings. For ASB and Nationd Bank, best pricing options
were aso the most important, but non-prohibitive credit criteria ranked next, and service to
clients was dso important. For the ANZ, non-prohibitive credit criteria was the most important
reason, then the products and services offered. Service to brokers was ranked approximately
equaly for the four banks, and commisson was included in the top two reasons by only one
respondent.

20 Only four New Zealand banks have been used (National Bank, WestpacTrust, ASB and ANZ) due to the low
number of responses on the other lenders, thus preventing meaningful discussion on other New Zealand lenders.
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DISCUSSION

Decision-making factors

Brokers were asked to rate the factors they deemed important in the decison making process
(refer Figure 6 and 7). Their responses supported previous research, placing factors such as loan
approva speed, approval criteria, gpproval ease, and the service provided to the client and the
broker, ahead of interest rates, fees and brokerage paid. One reason for this could be that lenders
price loans and commission payments to brokers smilaly. These “financid” factors would,
therefore, become less Sgnificant in the selection process than the “ service” factors.

Contradictions about the importance of decison factors emerged in the findings  When
respondents were asked to say why they had referred business to their most preferred lender in
the previous year, they rated loan pricing and credit criteria well ahead of service to them and
their clients. This suggests that to better understand the factors important to brokers one must
undergand why certain New Zedand lenders receive busness from brokers. An andyss of why
brokers referred business to a lender in the previous 12 months may provide a more accurate
explanation of how brokers operate in practice, rather than how they think they operate (or
would like to operate).

Pricing

Respondents rated both interest rates and application fees below many other factors, yet when
asessing the main reasons why brokers actuadly referred business to thelr preferred lender,
pricing was rated firgd. This suggests a conflict between the stated levels of importance that
brokers place on pricing and how they actualy operate.

Three of the four main lenders had pricing as one of two man reasons for brokers referring
business to them over the previous 12 months.  Although pricing is viewed by brokers as being a
key reason for referring budness, smilarities in pricing between the lenders makes this factor
less dgnificant. On 14 October 2001, dl five man New Zedand banks advertised the same
floating interest rates (7.2% p.a); with only one basis point separating these lenders 12 month
fixed interest rates (6.5%)%L.

%1 Brokers are at times able to receive lower interest rates for their clients than those advertised. For example, ASB
provides ‘preferred’ brokers with a 25 basis point reduction in the variable rate for two years, WestpacTrust offers
clients of their *RedPac’ loan product discounts in the fixed rates of up to 20 basis points. Bankswill also discount
rates on a case-by-case basisto retain or procure ‘quality’ business, or to build relationships with key brokers.
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Evidence from Audrdia indicates that consumers are sendtive to a 25 bass point differentia on
home loan interest rates (Salomon Smith Barney, 2001, p.25). The reasons for this interest rate
gmilaity indude 1) lenders funding mortgages from the same marketplace; 2) lenders with
smilar operating costs needing to maintain Smilar margins to ensure adequate returns on equity;
and 3) because of marketplace transparency, lenders will lose business should they fdl “out-of-
sep” with their competitors.

All New Zedand lenders had been extremely aggressve regarding loan pricing over the 12
months prior to the study. Westpac have receved good volumes of busness through their
“RedPac” home loans, Nationa Bank have offered lower interest rates on products such as their
revolving credit fadlity; and ASB, among others, have waved application fees and occasondly
contributed money towards solicitor costs in bids to attract business.

The research findings in this paper uphold previous research views, that loan pricing is an
important consideration to brokers.

Credit

Brokers were asked how they perceived approva criteria and approval speed, and both of these
factors were rated above all other decison factors gpart from the client’s preference of lender.

When assessing the main reasons why brokers actudly referred business to ther preferred lender
last year, credit criteria were rated as one of the two main reasons, so there was no sgnificant
difference between the Stated levels of importance brokers place on credit criteria and the level

of importancein practice.

Over one-third (38%) of brokers that favoured ANZ ranked that bank’s credit criteria as one of
the two man reasons for referring busness to them. The ANZ's loan qudification criteria
dlowed loan gpplications falling outsde other lenders parameters to be approved. Examples of
ther “softe” criteria induded dlowing higher loanto-vdue (LVR) lending agang sde and
purchase agreements, and use of a debt servicing cdculation which was not as prohibitive to
lower income applicants as other lenders methods. Respondents aso ranked credit criteria as
the second most important reason for referring business to the Nationd Bank, perhaps due to
their aggressive marketing to the 95% LVR market.
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Loan Products

Loan products were rated by brokers as the third most important decision factor when sdlecting a
lender, behind approva criteria and client's preference. When assessng the main reasons why
brokers actualy referred business to their ‘preferred lender’ last year, loan products were rated
behind pricing, credit criteriaand service to brokers (Figure 10).

From the brokers that ranked WestpacTrust as their most preferred lender, 33% ranked their
products and services as the most, or second to mogt, important reason for referring business to
them. This percentage is wdl above ASB and Nationd Bank who received 11% and 12%
respectively for this factor. The difference may be attributed to the packaging and marketing of
WestpacTrust’ s loan products, such as, their RedPac and state sector lending packages.

Service to brokers

Service to brokers (approval speed, relationship and approval ease) was rated as an important
decison factor for sdecting a lender, consstent with the way brokers rated this factor when
referring businessto their preferred lender.

A greater percentage of brokers had ranked ANZ as their number one lender, and brokers ranked
savice from the ANZ higher than the other three main lenders. The banks that chose to use
centralised broker units’? (Westpac, Nationd Bank, and ANZ) did not appear to be
disadvantaged in the level of service provided to brokers, particularly in comparison with ASB
that manages each broker relationship through its branch network?>.

While the findings make it difficult to determine which lender is perceived by brokers to provide
the best sarvice, it remains apparent that brokers take many factors into account. For instance,
there was a weak correlaion between the broker's relaionship with the lender and the levd of

brokerage received from that lender®”.

Many respondents viewed the reationship they have with the lender as an important factor.
Those lenders that possess qudity daff, give persond service and have an ability to “make a
ded work” are a a digtinct advantage over other lenders.

22 These are business units set up by lenders to approve and process |oan applications from brokers and to liaise and
market to the mortgage brokers.

23 Banks that choose to use a centralised unit suggest benefits such as reduced staff overhead, a better understanding
of what is happening in the broker network, a faster speed of response, and nore effective centralised marketing.
Banks such as ASB believe that aface-to-face relationship between the broker/bank/client creates added service and
loyalty.
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Technology will play an increesing role in the ddivery of service to brokers in the future. Many
mortgage brokers dready have access to lenders web dtes, clients current loan information,
and access to web-browsers that can quickly approve the loan. For example, Addlaide Bank can
gpprove loans in 1.5 minutes subject to paper confirmation. In Audrdia it is anticipated that
selected brokers will soon have the ability to process loans directly”®. This may meaen tha in
future brokers will only need to communicate with lenders directly when a loan request fdls

outside prescribed parameters.

Serviceto clients

Brokers viewed client service as important when sdecting a lender, dthough this ranked wdl
behind the other reasons (except commission) when assessng why brokers referred business to
their ‘preferred lender’.  This indicates that respondents did not view dient service as a
ggnificant factor in lender sdection. Of the four man banks, only ASB (16.7%) and Nationd
Bank (13.5%) had client service identified as one of the two reasons brokers referred business to
them in the previous tweve months in line with previous sudies on bank customer service
(Staff, 2000, and Colgate and Lang, 2000), which ranked these two banks well ahead of Westpac
Trust and ANZ.

Commission to brokers

Brokers did not identify high brokerage commisson levels as important in influencing lender
sdection (Figure 6), which matched their reason for referring business to their preferred lender
(Figure 8). Although brokers have indicated that commisson levels are not important, the
question remains as to why severd lenders have implemented traller commissons, a grester
cog, if commission levels were not viewed as important by the brokers.

Previous research indicates that commisson leves have a svdl pat in brokers decison
making, due to the smilaities in commisson dtructures amongst lenders.  In New Zedand,
however, differences in commission levels between mgor lenders are more marked. Brokers are
therefore faced with the dilemma of deciding whether to refer business to a lender that may pay
them less but be more auitable to the client, or one tha will pay them more but be less
appropriate for the client.

24 pearson’s correlation coefficient of 0.361 suggests a relationship between these factors, p-value .000
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The ANZ experience provides an interesting case. In 1999, ANZ was the only New Zedand
bank to offer trailer commissions to brokers and they received the largest share of their business
from this channd than any other bank. In 2000, the Nationd Bank and WestpacTrust ingtigated
a dmilar commisson sructure and were rewarded with an increased share of business through
brokers, whereas ANZ'’ s percentage of business through this channel decreased dightly.

Anecdotd evidence suggests brokers are increasingly conscious of implications for ther

busnesses of differences in lender commission levels which can have a dgnificant difference on

earnings.

Existing relationships

Mogt dlients rasng a home loan have an exiging reationship with a bank or lender, yet
respondents did not rate “hasde to change banks’ as a dgnificant factor in influencing lender
sdection.  Current client banking relationships were teken into account by brokers when
sdecting a lender, and if the dient is satisfied with ther exiding bank it is more likdy that they
will choose to remain with that bank, rather than sever existing connections®®.  Respondents
comments indicated they saw little sense in moving people to another lender if the client was
happy with their existing bank and were not disadvantaged by staying there.

Hayward (1999) stated that 41% of broker clients were referred back to their existing bank. It
can be deduced, therefore, that if existing relationships between the client and their current bank
are amicable, the banks with higher numbers of exiding client reationships will receive a larger
amount of mortgage brokers business. This assumption would, therefore, place the five mgor
banks at a distinct advantage over their competitors”’.

How factorsinterrelate

This paper has stressed that brokers sdect a lender for ther client based on a range of factors.
The brokers recommendation of a lender will depend on the client’'s and broker’s needs. These
dud needs may be based on what lenders offer in the way of pricing, credit criteria, loan
products, service to broker and to client, commisson to broker and the client's exising bank.

The weight that brokers place on each factor, and how these factors interreate, will determine

%5 Discussions with an executive of a major New Zealand bank suggest that straight-through processing will not be
far away in New Zealand.

6 Most New Zealand banks provide fee rebates for home loan clients, therefore rewarding clients for having their
home loan and transactional accounts together. Also, research by Matthews (2000b) confirms that clients are
hesitant to change banks without significant incentive, due to the hassle of changing automatic payments, etc.
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which lender is recommended. This is an imprecise and human process, and it is highly likdy
that one broker will weigh the factors differently to another.

One can identify lenders that place themsalves in a strong position to secure future business from
the broker channd and those that do not. To illudrate this, Table 2 has been designed to assess
the five main New Zedand banks in terms of brokers decison-making factors, and provide an
overdl rating. While not consdered fully accurate, this table does provide some explanaion as
to why lenders are favoured over others. For indance, the Nationd Bank receives consstently
high scores in dl factors, and is a convincing winner in this exercise. The rankings of the five

lenders are consstent with their estimated rankings in market share of broker business.

This table asssts in showing that brokers do not view one factor in isolation when choosing a
lender, but consider a number of factors based upon what is important to them and their client.
Therefore, a lender that rates consstently wel in dl factors (especidly pricing and credit
criteria) will be at a distinct advantage.

Table 2: Factor Comparisons of Main New Zealand Banks

NBNZ ANZ ASB WPT BNZ

Factor Weight | Score |Total |Score | Totalj Score |Total |Score |[Total] Score |Total
Pricing 25% 0 | 25] 0 |25] 9 | 25 0 |25] 8 | 20
Credit Criteria 2% | 85 | 213) 0 |225] 80 | 20 | &0 | 0| 7 |88
Products 106 | 85 | 85 | 0 | 8| & | 85 | o | 9] 5 |75
ServicetoBroker | 1oy | & | 85| m | 75| & | 85 | &0 | 8| % | s
Serviceto Client 10% 80 8 55 | 55 85 85 60 6 70 7
Commission 0% | 0 | 7 o] w| 4 | 43| s |83] 43 |43
Existing clients 10 | 80 | 8 | 43 |42s] 73 | 73 | 57 | 57| 48 | 48
TOTAL SCORE 83.8 80.3 79.6 79.5 67.4

Explanations of Table 2 and calculations:

Alongsde each decison factor a score (out of 100) is provided for each bank, based upon the
research findings and anecdotal evidence. These scores illustirate how brokers may interpret
various lender offerings they are only assessments rather than any sort of accurate ranking. The

27 Market share figures for residential mortgages amongst New Zealand's five main banks as at 30 June 2001 were
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scores are weighted according to their importance, with a 25% weighting used for the two
factors deemed very significant to the broker, and a 10% weighting for other factors.

Pricing is very amilar for the five banks, with Nationd Bank, ASB, WestpacTrust, and ANZ
rated equally. BNZ receives a lower rating due to their unwillingness to offer the Globa Plus

home loan through brokers, and a reluctance to shade interest rates and discount application fees.

Credit criteria represents the estimated ease of gpprova. Brokers spoken with indicated that

these scores were “ reasonably representative’ of the various banks' stances on gpprovd criteria.

Products represents the gppeal of loan products. Most New Zedand banks have smilar product
ranges, which is represented in the range of scores (between 80 and 90). Brokers spoken with
suggest tha WestpacTrugt rates dightly ahead of Nationd Bank and ASB in this areg, for its
RedPac package®®. Nationad Bank and ASB have similar product apped, and ANZ is viewed less
favourably in this area.  Although the BNZ has a smilar product range to the other banks, it

received alower score due to their restriction on products offered to broker referred clients.

Service to broker scores places Nationd Bank and ASB as the best providers of service to
brokers, with WestpacTrust next, followed by ANZ and BNZ. Service provided to the brokers is
smilar to that provided to the banks' clients (except for BNZ who is rated lower by brokers).

Service to client scores are taken from a Consumer’ s Ingtitute report on customer satisfaction.

Commission scores are based on average commission (refer Appendix 1). The highest paying
bank (ANZ) receives a score of 100, with the remainder scoring a percentage of this, based on

ther commisson rdaivetothe ANZ's.

Existing clients scores reflect the bank’s exising market share of a bank impacting on the
amount of busness that a bank recelves from brokers, dthough dissatisfied dients are less likey
to remain with ther exising bank. The score in this &ctor requires two caculations. Fird, the
score provided was based upon each bank’s share of the New Zedand mortgage market. The
bank with the highest market share (Nationad Bank) recelved a score of 100, with the other banks

National Bank (22.1%), WestpacTrust (21.1), ASB (19.3%), ANZ (16.8) and BNZ (15.3%).
8 RedPac is a home loan package offered to clients when the loan amount exceeds $150,000. This package
provides benefits such as discounted lending rates and lower insurance premiums.
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recaeiving a score derived from their market share relative to Nationd Bank’s. The market share

scores were then scaled by the client service scores used in the service to client calculations.

Protection of usersof mortgage brokers

Mortgage brokers operate in an unregulated industry; many therefore believe that being seen as
professona and independent is crucid to their growth and success. Brokers recognise that their
functions, and the benefits of usng them, are not fully understood by the generd public. This
may, therefore, dlow unprofessond or unethical operators to damage the indudtry.

Consequently, an increasingly large percentage of the indudry is endeavouring to regulate itsdlf,
through encouraging membership of the New Zedand Mortgage Brokers Association
(NZMBA). Membership of the NZMBA dlows the Association to ensure that a code of conduct
is adhered to by members, thus protecting the image of Association members and the indudtry.
Feedback from brokers and lenders suggest that the Association is applying pressure on lenders
for them not to ded with mortgage brokers who are not members of the Associaion. This is an
attempt by the NZMBA to become the officia regulatory body for the industry.

There is currently no requirement for brokers to disclose the amount of commisson they receive
from lenders. It is conddered that this is a payment made by the lender to the broker, and is not
a direct cost to the client. Rob Tucker (Charperson of the NZMBA) said that he did not see this
as necessary “because dl lenders pay smilar commissons’. However, as can be seen in Table 2
commisson may play a large pat in determining which lender a broker places a loan with. To
enure that dients are not “duped” by being placed with the lender that pays the highest
commission, rather being placed with the lender with the ‘best ded’ it is recommended that the
commission payable by each lender to that broker be disclosed to the dlient, with the other
information about the lender.
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CONCLUSIONS

The objectives of this research and the findings associated with each follow:

Objective 1. To ascertain the most significant factors mortgage brokers consider when
choosing a bank.

The findings show that many different factors contribute to brokers decison-meking when
sdecting a lender for their clients. Brokers will be mogt likely to place the needs of ther client
before their own needs, as they view the need to be impartid and work in the client's best
interests as very important.

Brokers view the pricing of the loan product as their most sSgnificant reason for referring
busness. However, due to the amilarities between lenders, this factor does not prove to be a
key differentiator. Credit criteria used by lenders are dso seen as a mgor factor when deciding

which lender a broker chooses, dthough thisis only sgnificant when adlient is of lesser qudity.

Given the gmilarities between lenders in price, credit criteria and lending products, brokers will
tend to favour those lenders that create the drongest relationship with them and provide the best
‘overdl’ sarvice to them and their clients. Brokers will aso tend to refer business back to the
dient's exiging bank to prevent time consuming re-establishment of rdationships esewhere,
This assumes the dient is satisfied with the current level of sarvice receved from ther bank.
Although commisson to brokers was not identified as a dSgnificant factor, both lenders and

brokers acknowledge that the rate of commission is too important to ignore.

Objective 2: To determine the relationship between the decision-making factors and how they
inter-relate within the decision-making process.

This sudy has identified the main factors that brokers condder in their decison process and has
highlighted rdationships between many of these factors The study aso confirmed why some
New Zedand lenders achieve more support from brokers than others. This points to a need to

score consgtently well in many factors in order to be successful.
This dudy did not provide a scientific understanding of broker decison-making in practice and,

therefore, some findings may appear to be based on how brokers would like to be seen to
operate, rather than how they operate in practice.
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Objective 3. To ascertain whether mortgage brokers view their needs, such as profit motives,
ahead of clients' needs, for example, loan pricing.

Research findings would suggest that brokers view their clients needs ahead of their own needs.
Brokers recognise that they need to be viewed as independent and working to provide clients the
best dedl, and they are aso conscious that the ‘best ded’ can be subjective, as pricing and other
decison factors are normaly smilar.  Brokers will, therefore, tend to place business with

lenders that provide them with the best service, and provide competitive incentives.

Objective 4: To begin discussion about whether new disclosure rules and regulations need to be
introduced to protect users of mortgage brokers.

Findings suggested that most brokers attempt to act in the client’s best interest. However, due to
the unregulated nature of the industry and the many different types of people cdling themsdves
mortgage brokers, clients cannot be certain of the levd of service and professondisam they
receive. Neverthdess, with a mgority of brokers now belonging to the New Zedand Mortgage
Brokers Association, sdf-regulaion is taking place. Clients who ded with member brokers will

have more assurances of professonaism than those that ded with non-member brokers.

As many brokers recaive varying commisson levels from lenders, some dients may find tha
they are referred to lenders paying brokers higher commissons, and not the lender best suited.
For the mortgage broking industry to be conddered impatid and independent they must
acknowledge that varying commission levels are incentives used by lenders to procure business.
To ensure that the mortgage broker industry is seen as impartia it is recommended that brokers
be pragmatic and ether state the differences in commission levels to their clients; or, as some

mortgage broking firms do, pay the mortgage broker the same amount no matter the lender.
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APPENDIX I: PAYMENT SCHEDULE TO BROKERSASAT 1/10/01

New Zealand banks Basis of payment
ASB All Upfront 0.65% of loan amount
ANZ Smell Broker 1. >$50k Loan: $400 Upfront + 0.25% Trail
<$im referras 2. <$50k Loan: $150 Upfront + 0.25% Trail
Large Broker (>$1m) 0.625% Upfront + 0.25% Trall
_ Smadl Broker 0.75% Upfront
Nationa Bank
(>%$2m) 0.55% Upfront + 0.20% Trail
$1m-$5m 0.65% Upfront + 0.15% Trail
WestpacTrust
>$5m 0.65% Upfront + 0.25% Trail
HSBC All Upfront 0.65%
BNZ All Upfront 0.65%
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