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Developing the Russian Housing
Finance System

by Raymond J. Struyk & Nadezhda B. Kosaréva

eadily available housing finance is

a critical element in the reform of

the housing sector and the national
economy in Russia. Housing investment
has traditionally been an impartant compo-
nent of capital investment: in 1990 housing
" constituted 15 percent of total investment.
. During the period of economic transition,
housing investment has beendown sharply:
the completion of housing (measured in
square metres - the standard measure in
" the USSR) in 1991 was down 32 percent
from 1989; and in 1992 production
was about half of the 1989 level.! Further
" reductions are in prospect because hous-
ing has been largely eliminated from the
central budget, the former primary source
of state investment; local governments are
not able to replace these funds because of
their own budgetary difficulties. Similarly,
many enierprises are cutting their orders for
new heusing in response to the economic
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slump.

The housing situation in Russia is legen-
dary for its shortages. The better estimates
sugagest that 40 percent of households in
urban areas are living in overcrowded con-
ditions (Kosareva, 1992). While some of
this shortfall could be met by a mare effi-

cient allocation of the available stock, mas-

sive shortages would still remain.2

At the same time, surging inflation during
1992 wiped out the savings of many house-
holds who have been unable to find savings
instruments to preserve the value of their
wealth (CIS Statistics Committee, 1892,
Table 5). Hence, only a small share of
families have the ability to purchase a unit
withoutaloan. Free, or nearly free of charge
privatisation of state rental housing has
created nearly three million families who
could generate a large downpayment
through sale of their newly acquired unit;
but most of them wouild also likely need a
loan to purchase a new unit.3

Under these conditions, increasing the ef-
fective demand for new construction through
long-term morigage lending is clearly nec-
essary. Additionally, spurring the demand
for housing would help reduce the money
baiances in circulation: consumers are now
using their rubles to chase the limited sup-
ply of geods which can act as a store of
wealth.

Expanding long-term housing lending in
Russia is a challenging task. The situation

can be characterised simply as follows:
while there has been limited housing lend-
ing, {ending in which the housing asset
serves formally as collateral did not exist
until the passage of the Law on Collateral in
May 1992; the banking systemn is embry-
onic and the creation of over 1,500 new
commercial banks in the past two years has
resulted in a poorly supervised and prob-
ably fragile system;* high and volatile infla-
tion rates (about 25 percent per month in
the first quarter of 1993) imply potentially
greatinterestrate risk for long-term lending,
since the banking system’s liabilities are
heavily concentratedin short-term accounts;
and, there is potentially grave credit risk
associated with housing lending because
of the current confusion about the legal
basis for eviction of an occupant from his
unit.

This paper discusses the steps that the
Russian Federation has taken to address
the fundamental problems of long-term
housing (cr morigage) lending implied in
the previous paragraph. It begins with a
brief overview of fong term housing lending
as it existed at the beginning of the transi-
tion period, which we mark for convenience
as the beginning of 1992. The second sec-
tion describes the actions taken by both the
Government of Russia and the Supreme
Soviet of the Russian Federation and the
initiatives of individual lenders. The third
saction reports on the concrete plans of
several banks. The fourth section assesses
the actions of governments and lenders
from the perspective of their impact on
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reducing the various types of risk which
lenders face in making long-term housing
loans. The final section provides some brief
conclusions.

TRADITIONAL HOUSING LENDING

Traditional long-term housing lending inthe
Soviet Union was quite simple and can be
characterised by the following four points:

« Loan volume each year was determined
inthe centrally-developed economic plan.
Beginning in 1988, all long-term housing
lending was done by the State Savings
Bank, also known as Sberbank, which
was changed into a joint stock bank in
19915

Lending was for individual construction

. and housing cooperatives.® Since indi-
vidual construction was forbidden since
1861 in cities of over 100,000 population,
only cooperative loans occurred in these

" places; and individual loans were con-
centrated in smaller cities and rural ar-
eas.”

» Housing lcans were not explicitly secured
by the property as collateral, and eviction
in the case of default was questionable.
In practice, lenders protected themselves
by typically having loan payments de-
ducted from wages by employers; where
this was not pessible, guarantors were
sought and the bank could have wages

-garnished for non-payment. Sberbank ex-
parienced low levels of delinquencies.?

+ The loan instrument is a fixed rate loan;
interest rates were low and loan periods
long.

Basic information on the lending of the past
few years is given in Tables 1 and 2. We
focus here on events through 1991; devel-
opments In 1992 are discussed in the next
section. The daia in Table 1 show thai
loansto individuals can be characterised as
having extraordinarily long terms and carry-
ing very low interest rates. These lcans
carried subsidies: the 2 percent interest

Table 1: Housing Loan Terms in the Russian Federation, 1988 - 1992

1988 1989 1990 1991 1992 1983
{April)
Loans to individuals®
interest rate 2 2 2 3 8 g
(+12)2
loan term (years) 50 50 50 25 20
maximum LTV 75 75 75 75 75
maximum loan (th. rub.) 20 20 20 20 -
Loans to cooperatives (HBC)CI
interest rate 5 5 5 3 8 o
(+12)*
loan term (years) 25 25 25 25 20
maximum LTV® 7 70 0 70 70
GDP Deflator, 1988 = 100/ 100 103 114 246 4,084 h
:nt;erest on 1 year time deposit 3 3 3 5 .3° 100
%,

Source: Sberbank

Notes:

a.

the state budget. For the period January 10 to April 1, 1992, the interest rate on loans "
to individuals was 15%. '

. LTV was determined through special decrees of the Soviet government. Someregions, ... -

e.g. Siberian coal areas, had and still have LTV's of 80%.

. Since August 1, 18992, For the period January 1 to August 1, 1992, the interest rate was -

10%.

. House Building Cooperative.
. Loans for construction of individual houses. [
Since April 1, 1993; from January 1, 1993, the rate was 60%. Beginning in January, .

the interestpaid on deposits was being compounded; previously no compounding had
oceurred.

. In early April 1993, future loan terms were being determined by the bank. !
. Datanotavailable. Monthly increases in consumer prices for January - March are widely

quoted as 25%.
Source: Ministry of Economy, Center for Economic Forecasting.
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rate charged until 1981 was less than the
bank’s cost of one-year time deposits and
cnly 100 basis points above the official
inflation rate. In 1991, the loan rate was 200
basis points below the one-year time de-
posit rate. Maximum loan amounts were
reasonable compared with the cost of hous-

ing.

Lending for units constructed for Housing

Building Cooperatives (HBC) carried deeper

interest rate subsidies - the interest rate on

these loans being only 0.5 percent. The

loan term was shorter than on individual

loans, but at 25 years, still long enough to
_ permit low monthly payments.

Evenin1990, loan interest rates were nega-

tivein real terms. By 1991 they were sharply
negative, setting the stage for even worse
conditions in 1992.

As shown in Takle 2, the good news for
Sberbank is that its velume of long term
lending for housing has been small, and in
recent years it has fallen in real terms.
There are several ways to make the point
about the small loan volume. In 1991, the
number of loans to individuals was the
equivalent to about 0.2 percent of the 1980
housing stock, and 0.8 percent of the 1990
single family housing stock.® Similarly,
such lending constituted only 0.2 to 0.4
percent of Gross Domestic Product.

Thereis no question that housing lending in
the Russian Federation has been low com-
pared with other countries. The figures in
Table 3 document that among middle-in-
come countries, the Russian Federation
had an extremely low ratio of mortgage
loans to total housing investment. This, of
course, is largely attributable to the enor-
mous role played by direct state investment
in the production of new rental housing. But
even compared with Poland and Hungary,
the Russtan figure is tiny.

DEVELOPMENTS IN 1982 AND 1993

The Russian go'vernment took several steps
in 1992 and 1993 to establish the legal

~ Table 2: Leng - Term Lending for Housing in the Russian Federation, 1988 - 1992

1988 1989 1990 1991 1992
(9 mo)
Loans to individuals
' number (thousands) 73.4 531 1244 94.8 ¢
volume 2 661 438 1,296 2,127 10,138
average loan size® 8.9 82 104 224 c
Loans to cooperatives
volume @ 574 502 468 648 1,203
Total volume ®
current prices 1,235 940 1,763 2,775 11,431
1988 prices 1,235 912 1,682 1,191 382
Ratio: loan volume to GDP as 32 .16 .28 .23 4
percent

Source: Sherbank

Nofes:

a. milliens of rubles, current prices

b. thousands of rubles, current prices
c. data not available

fotindation for réal mortgage lending. Atthe
same time it began subsidising housing
lending in highly undesirable ways. Mean-
while, there were notable developments in
the private banking community, including
Sbherbank. Most recently, the Government
has drafted a significant plan for the devel-
opment of housing finance.

Legal Developments

Averyimportant development was the pas-
sage in May by the Supreme Soviet of the
Law on Collateral. While addressing
collateralised lending in general, it implicitly
includes property andland among the items

that can serve as collateral. More specifi-

cally, land is included only if there is a
montgageable structure onit; otherwise land
morigages are still governed by the RSFSR
Land Code. The law on Collateral also
permits tha mortgaging of land rights with
the consent of the owner - an important
feature in Russia where sales of munici-
pally owned land in urban areas has been
highly restricted and most land has been
conveyed through leasehold. The amend-
ment to Article 12 of the constitution by the
Seventh Congress of Peoples’ Deputies is
likely to make clear ownership of residential
land for individual construction more com-

mon."?

The law on collateral makes clearthe power
of the mortgagee tc sell the collateral
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securing the loan to satisfy his just claims,
andthe procedures for foreclosure are speci-
fied in the Gode of Civil Procedures (Butler,
1992). These provisionsfor morigage fend-
ing are being refined in the Law on Mort-
gage which is under preparation in the
Supreme Soviet.

Western lawyers who have reviewed the
Law on Collateral believe that it offers a

Table 3: Ratio of Morigage Loans to Total
Investment for Housing: Selected Middle
Income Countries®

Eastern Europe

Poland 33
Hungary 41
Russian Fed.b 07
Other .................................
Thailand .66
Morocco .25
Jamaica .28
Korea .62
Colombia .60
Malaysia . 73
Mexico ‘ 77
Turkey ' 07
Brazil 21
Chile 44
Jordan .34
Philippines .58
Tunisia .20
Venezuela 24

Source: World Bank Housing Indicators
Project, and authors' caleulations for the
Russian Federation.

Notes: ‘
a. Data are generally for 1890.
b. Long-term housingloans, notmortgages.

serviceable basis formortgage lending. They
also believe that the law could be signifi-
cantly strengthened by careful crafting of
the provisions of the Law on Morgage
{Butler, 1992). Nevertheless, two major
problems may continue to exist after the
passage of the Law on Mortgage. First, the
housing code, based on constitutional pro-
visions, forbids eviction of households from
state rental dwelling units without the provi-
sion of comparable substitute housing.!!
When a foreclosure is presented to the
courts, it is not certain how the courts will
react, despite the fact that the laws on
collateral and mortgage, and the civil code
all explicitly allow foreclosure, and if neces-
sary, eviction (Butler, 1992a). Infact, under
the civil code, the court is given consider-
able discretion in delaying foreclosure pro-
ceeding.

Second, registration of land, properties and
mortgages may pose a prablem, at least in
the shortterm. The law on mortgage details
the contents of the mortgage registration.
The problem, however, is in the creation of
an operational system. Laws passedbythe
Supreme Soviet in the past two years on
land and property mandaie the creation of
the necessary systems.'? Administrative
decrees mandate the creation of reliable
cadastre.’® However, the regulations im-
plementing the registration systems have
not been promulgated by the Council of
Ministers. Until registration is in effect, at
least outside of the cities, lenders may face
very substantial uncertainty about the own-
ership of properties and land proposed as
collateral. On the other hand, it must be
noted that some cities, including Moscow,
have moved fairly aggressively to imple-
ment registration systems; and some cities
have already issued local regulations re-
quiring the registration of mortgages.

Deep Subsidies

In the first half of 1992, the government
displayed adistincttendency to address the
problem of reduced purchasing power of
would-be purchasers of new residential units

through subsidies, combined with contin- -
ued use of the fixed rate morigage. The -
subsidies were believed to be necessaryto .- -

offset increases in house prices and inter- :
est rates associated with inflation: subsi- ¢’
dies were to help sustain housing |

affordability. As far as we can determine, : -

limited, if any, analysis of the full cost of |

such subsidies was made prior o the deci- | -

sien to implement the programs.

Two cases illustrate this proclivity on the ¥
part of Government. First, under Presidsn- :-
tial Decree No.140, households purchasing |

a unit through a housing cooperative which |
began construction before January 1982, | .
receive grants covering 70 percent of the -
increase in unit costs and interest rate in- :
creases. The subsidies are shared equally |
between the Federation and lower levels of .
government. Second, under an agreement |
among the Ministry of Finance, the Ceniral

Bank, and Sberbank effective the first of . ..

April, Sberbank committed to lending 30 :
percent of incremental liabilities for farm

development and individual and coopera-

tive housing at a 20 percent interestrate. Of |
the 20 percent, only 8 percent is paid by the
borrower and 12 percent is paid from the |
Federation budget. While these loans were
profitable to Sberbank in the spring of 1892,

the bank estimates its 1993 costof funds at "

63 percent; hence, it will suffer large losses
on all of these loans. '

In April 1993, Sberbank was considering |
how much to increase its mortgage interest |

rate,'* and was negotiating with the Minis- = * - :

try of Finance about the size of the govern- ~

ment interest rate subsidy. Inierest rates < - -
will likely be over 100 percent, with some ;-
share of it financed by the budget. Sucha :: .-
simple increase in the interest rate while | +*
retaining the fixed rate instrument has two : .
problems: (a) itis likely to offer the bankonly § - .
a temporary respite from negative spreads ©
on its loans as the cost of money is likely to |~
continue to rise; and (b) the higher interest | -
rate to the borrower will have sharply del- |

eterious effects on the size of the loan for :
which a borrower can qualify. A mare per- |
manent solution will require changing to : -
some form of indexed loan instrument.’®
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in neither of the two programs just de-
scribed are there income, unit size or other
restricticns on eligibility. Indeed, arich Mus-

" covite who had received a free of charge
unit through privatisation would qualify for
the loans being made by Sberbank.

A real concer about these governmental
actions is that they indicate that the govern-
ment was rasponding to pressure by welk-
connected groups in making its funding
decisions rather than having a thought-out
strategy of its own. Moreover, the subsidies
may have little effect on the willingness of
banks to make long-term housing loans
unless the risks inherentin such tending are
reduced to manageable levels (see below).

Private Initiatives

Given the extraordinarily difficult conditions
for long-term mortgage lending in Russia,
bankers have displayed a surprising inter-
est in exploring the possibility of such lend-
ing. Indeed, several new institutions with
“mortgage bank” in their names have been
created. Despite these hopeful signs, we
are aware of no long-term lending for hous-
ing besides that done by Sberbank.

New M Ban

An unknown number of “mortgage banks"”
were registered in the Russian Federation
in 1992. Here we report on three banks that
we investigated, two in Moscow and one in
St. Petersburg.

The St Petersburg Morigage Bank was
selected because it had received a good
deal of attention from the press.'® The
bank, established in February 1992, has
five founders, which include a commercial
bank, a government agency, and three en-
terprises, among them a joint venture be-
tween Russian and British firms. Together
they have paid in something over one-half
of the rub 100 million authorised capital. As
of the end of November it had not made any
long-term loans, nor has it made loans yet
to individuals for home purchase. Reasonsg
cited for reluctance included problems with
the eviction of borrowers in case of foreclos-

ure, and the high duties for notarising prop-
erty transfers. It has only made two short-
term commercial loans in which a property
explicitly serves as collateral.’?

The Joint-Stock Mortgage Bank, located in
Moscow, was registered only on December
24, 1992, and began operations in January
1993. Its principal share holders are five
commercial banks, and other founders in-
clude an insurance company and some
commercial firms in Moscow.'® Interms of
paid-in capital, the bank is among the larg-
est 15 percent of alf banks in Russia. The
bank will concentrate initially on commer-
cial loans, some of which will be secured by
real estate (and, therefore, will be labelled
“‘mortgage loans”). The bank has a strong
interest in originating fong-term morigage
loans but no immediate plans to begin such
operations. Funds mobilisation plans were
under development at the time of writing.

Sherbank has been active inthe creation of
another new mertgage bank - the Mortgage
Standard Bank. The bank was being regis-
tered in the first quarter of 1993, with its
principal equity hoiders being Sberbank
and Industrial Commercial AvtoVAZbank.
Total paid-in capital from these and other
founders is rub 200 miliion. The parent
banks would be the main source of funds, at
least for the first couple of years. Plans are
for the mortgage bank to begin long-term
heusing lending as soon as it becomes
operaticnal. In the first phase of such lend-
ing, loans will be made to employees of
enterprises which establish a special rela-
tionship with the bank; this refationship will
extend both to the enterprise keeping some
funds cn deposit and those working with the
bank to structure lending programs that are
affordable to its employees and which entalil
alow credit risk to the bank. The bank plans
to use some form of an indexed mortgage
instrument for its lending.

Beyond the actual developments in 1982
and 1993, several banks prepared concrete
plans for the realisation of mortgage lend-
ing. Some of these are briefly described

below.
vin rban

Sberbank proposes establishing a
subsidiary which would engage in long-
term housing fending using the savings of
future borrowers as the source of funds.
The system would be a “closed system”
patterned on the Bausparkassen systems
of Germany and Austria. The principal
difference between the Teutonic system
and the one proposed for Russia is caused
by the inflationary environment in which the
Russian scheme would cperate. The
scheme designed by Sberbank is
complicated, relying on a series of subsidies
during the savings period to maintain the
real value of the savings and potentially
large interest rate subsidies during the
borrowing period to further enhance
affordability. The main benefitof the system
is that it would mobilise household funds for
use in the housing sector; from a macro-
economic perspective anything that
increases the savings rate is clearly heipful.

Arecentanalysis has computed the present
value of the subsidies involved in this
scheme. Ravicz {1992) concludes that the
programwould provide savers alarge meas-
ure of protection against inflation, but the
cost of doing so is high. The subsidy as a
share of savings would range from 41 to 60
percent for a family with an income of rub
20,000. The family’s subsidy as a share of
its combined savings plus loan would drop
somewhat to 24 to 54 percent. Neverthe-
less, a family with this income would still
only be able to afford about 60 percent of
the cost of a modest unit at the end of 8
years, if they could afford to devote 25
percent of theirincome to savings and mort-
gage payments. Similar results, but some-
whatlower percentagesubsidy levels, were
obtained for higher income families; they
would, however, be easily able to afford the
modest home.

Insum, Ravicz concludes thatthe subsidies
are high and not well targeted. Further-
more, enterprises, as well as the state, will
be required to bear this burden. Given the
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precarious financial condition of many firms,
it appears ili-advised to further handicap
them with mandatory subsidies to employ-
ees. Despite critics of the program, hous-
ing-linked contract savings schemes were
_included in the draft Presidential Decree on
“Development and Implementation of Non
Budget Forms of Investment in the Housing
Sector” as one vehicle the government wouid
subsidise to promote housing construc-
tion.1? In early April, the proposal was with-
drawn by Sberbank, however, onthe ground
that the schems is unworkable under cur-
rent inflationary conditions.

in nk

InDecember, Mosbhusinessbank (MBB), one
of the largest and financially strongest
commercial banks, announced that it would
begin mortgage lending, possibly through
theformation of a subsidiary mortgage bank.
Included in the announcement was the
conclusion of an agreement with the U.S.
Agency for International Development under
which MBB will receive very substantial
assistance with the creation of the lending
operations during 1993. Macrceconomic
conditions permitting, the target date for
beginning lending is January 1994.

MAKING MORTGAGE LENDING
FEASIBLE: REDUCING AND
ALLOCATING RISK EFFICIENTLY

Making long-term mortgage loans involves
several risks. In Russia, with its volatile
economic conditions and the questions sur-
rounding eviction and foreclosure, mostrisks
are higher than in the West for “structural”
reasons. These risks can be reduced sig-
nificantly - and often at low cost - by appro-
priate action by the national government.
Additicnally, lenders have the ahility to miti-
gate some of these risks, particularly inter-
est rate and credit risks, threugh adopting
proper practices. This section begins by
discussing three types of risk, and how the
government could help address them. It
then looks at the actions that the Govern-
meni and banks have taken to date in this
sphere.

Possible Actions to Reduce Risk
(1) Interest Rate Risk

Interest rate risk is the risk that the cost of
funds to the lender will rise relative to the
interest rate on outstanding loans, thereby
causing the lender to lose money on the
loans. This risk increases as the difference
in the duration (or effective term) of the
mortgages and the liabilities funding them
increases. Possible government actions
include:

+ grant affirmative permission and encour-
age use ofindexed mortgageinstruments
that are suitable tc inflation prone econo-
mies.

* make necessary changes in computation
of tax liability because of deferred receipt
of interest income due.

develop reliable indexes for use with th-
ese instruments, indexes in which the
public wilt have confidence.

The Price-Level Adjusted Mortgage, the
Dual Index Mortgage, the Bulgarian Indexed
Capped Credit and similar loan instrument
designs were developed to work in coun-
tries with high or volatile inflation. They
increase the size of the loan the borrower
can take with a specified share of his in-
come, by lowering the interest rate initially
paid to 5-10 percent; the full interest rate
payments are captured later because the
loan principal is indexed to inflation or a
cost-of-fundsindex. Thus, these instruments
shift seme of the increased interest pay-
ments reguired on the loan into the future
when the borrower will better be able to pay
them because his income will be higher.
Equally important, these instruments shift
most or all of the interest rate risk away from
the lender onto the borrower.20

(?) Intermediation / Liquidity Risk
Intermediation riskistherisk thatdepositors
will withdraw their funds at a time

inconvenient for the bank. Liquidity risk is
the risk that the bank will experience a
comparatively small inflow of funds, :
including loan repayments, compared with |~
the demands of depositors for funds, ©
including interest payments due. :

» encourage the State Pension Fund and :
othergovernmentfunds to purchase mort- -
gage-backed securities at market prices, | -

Pension funds and insurance companies j: -
typically have a large voiume of investable | . -

funds. In addition, their needs for cash can | '

be quite accurately predicted on a year-to- |

year basis. For this reason they have a | .

comparative advantageinmakingiong-term @
investments. Mortgages, in general, are :.
such an investment. Securities backed by ;
negative amortising mortgages will likelybe .

attractive to investors who can afford to . .

hold them to maturity. At the same time, |
there are few good investment instruments |
in Russian financial markets. Price or inter-

est rate-indexed bonds or other securities -
based on pools of mortgages should, there- | -

fore, be highly attractive investments. One e

policy could be to give pension funds and

insurance companies a target for theirhold- . -

ing of mortgage investments, perhaps to . -
reach 5 percent of investments over a sev-
eral year period.2!

+ establish a liquidity facility to purchase | -

indexed mortgage instruments (e.g.,;-""

PLAMs and BICCs) at market interest: = .

rates.

A characteristic of ihe indexed loans is that .
they defer some of the payments due early :

in the life of the loan to later years whenthe . - -

borrower, whose income wilthave risen, will -
be in a better position to make the larger!
payments. Because of the deferral of the ! .
payments, the loanbalance increases. The
deferred payments mean that in the early
years of the loan the bank has less funds
with which to pay interest on deposits andto
make payments to these who want to with-
draw their deposits. Hence, it could experi-|
ence some liguidity difficulty. Such difficul--

ties will only oceur, however, to banks that:
are holding a sizeable share (perhaps over:
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30 percent) of their assets in these types of
loans.

Under this proposal, the Central Bank or
Minisiry of Finance would establish a facility
that would consider requests from banks
originating indexed mortgage loans for the
facility to purchase the securities explicitly
collateralised by these mortgages. In this
way, major mortgage lenders could resolve
their lquidity problem. The facility would
base its decision to purchase the mortgage-
backed securities offered to it in part on the
share of all assets constituted by the in-
dexed mortgages.??

It would be desirable for macroeconomic
policy for the facility not to purchase these
funds exclusively with Central Bank or gov-
ernmentfunds. The expansion in the supply
of money could be controlled by the facility,
in turn, selling securities to the public. The
securlties sold by the facility could be based
on pools of mortgages from several banks
{or securities bought from these banks which
" provide funds to the facility from the mort-
gage payments and repayments of princi-
pal).

{3) Credit Risk

This is the risk that the borrower wiil not
repay the loan, and/or that the bank will not
be permitted to foreclose on the loan.

= gstablishareliable registration systemfor
land, property, and mortgage and other
liens on land and property to reduce lend-
ers risk from clouded fitles.

sstablish the ability for the lender to fore-
close; create an expedited system in the
courts for hearing real estate cases in-
cluding default on housing loans.

Clearly, the necessity for the ability to fore-
close a loan and evict the berrower in de-
fault is fundamental to collateralised lend-
ing. The Ministry of justice could join in the
first few foreclosure cases brought to the
courts, and it should monitor the execution
of the court orders by the bailiff to ensure
that a strong precedent is established. The

special system of courts will help ensure
that foreclosure is & reality and that real
estate cases are heard by judges knowl-
edgeable in the field. in addition to making
foreclosure areality, Government andbanks
can determine the types of lending proce-
dures that have been effective in other
countries in which foreclosure is difficult or
impossible, but lenders have successiully
dealt with credit risk. India offers a promi-
nent example of a highly successiul, high
volume mortgage lender operating inahos-
tile legal environment by-having excellent
underwriting and loan servicing practices.?3

Actions to Date

In the past few months, the Russian Fed-
eration and private banks have taken a
number of actions to improve the feasibility
of mortgage lending, by reducing the risks
involved in such lending. The actions are
reviewed below, following the classification
of risks employed above.

(1) Interest Rate Risk

There has been substantial interest and
activity by Sberbank and Mosbusinessbank
in the structuring of an indexed instrument
for use in Russia. The result has been the
creation of the Deferred Adjustable
Instrument for Russia - DAIR, While the
DAIRisbased on Bulgarian Indexed Capped
Credit (BICC), the design Issues for the
Russian insirument turned out to differ
markedly from those in other Eastern
European countries because of the
combination in Russia of rampant inflation
and a banking system with an interest rate
structure massively negative in real terms.
{In the first quarter of 1993, inflation was
running at well ever 1,500 percent annually,
while the inter-bank lending rate, a market-
determinedrate, was about 125 perceni per
year.) Interest rates have, however, been
rising relative to inflation.

The DAIR, like the BICC, employs two inter-
est rates: (a) a “payment rate,” i.e., the rate
of interest used to compute what the bor-

rower pays each month (typically in the
range of 5-10 percent); and {(b) a “contract
rate,” which is used to compute what the
borrower owes. The contract rate for the
DAIR is the inter-bank lending rate plus
additional charges for various risks, admin-
istration, and profit. The difference between
the amount owed and the amount paid each
month is added to the loan balance. Pay-
ments due are recalculated quarterly using
the new loan balance, and the amertisation
period is reduced each quarter to force the
loan to close on time.24

Under the conditicns existing in Russia, itis
not feasible to require the new mortgage to
have a positive real rate of return. One
obstacle is that the Central Bank is unlikely
to permit such high rates in one sector.
Rather, the objective is to have the rate of
return competitive with other opportunities
available to the bank; operationally, this is
taken to be the inter-bank lending rate.
Hence, the measure of profitability is rela-
tive to the bank making a series of short
term loans (the whole period being equiva-
lent to the mortgage loan period) in the
inter-bank market, The DAIR, as designed,
would yield about 140 percent of the inter-
bank rate, and should be extremely safe in
terms of credit risk (see below). Critically,
the DAIR is flexible enough to work under a
variety of inflation-interest rates regimes
that could develop during the transition pe-
riod.

The adoption of Indexed instruments is en-
couraged in the draft Presidential Decree
that seeks to stimulate housing construc-
tion and mortgage lending.2% In particular,
the decree would require the germane fed-
eral agencies to prepare the necessary
regulations on indexed instruments, includ-
ing addressing the special accounting and
taxation issues raised by such instruments.
The same agencies are to develop the cost
of funds index{es) necessary for the actual
implementation of such instruments.

(2) Intermediation / Liquidity risk

The draft Presidential Decree moves on
two fronts to address these risks. First, it
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would create the Agency for Mortgage
Lending, which will act as a liquidity facility,
with the ability to purchase morigages from
originators. The Agency will also control the
quality of mortgage-backed securities issued
by banks. Second, the decree would
mandate that a specified share of the funds
of the State Pension Fund and the State
Insurance Company be invested in
mortgage-backed securities: a minimum of
1 percent in 1993 and 5 percent in 1995,
assuming a sufficient volume of approved
securities is available.

(3) Credit Risk

Beyond the provisions in the Laws on
Collateral and Mortgage, several additional
actions have been taken that either have or
will ultimately reduce credit risk. These

actions can be organised into two groups. .

First, the 1.8. Agency for International De-
velopment is sponsoring the work of ex-
perts with a major commercial bank to infro-
duce strong underwriting and loan servic-
ing procedures. Over time, ways will be
sought to premulgate these procedures to
other banks.

Second, the Presidential Decree on financ-
ing housing construction would make the
Agency for Mortgage Lending responsible
forcreation of insurance for mortgage lend-
ers against foan default.

Lastly, we should note the impact on credit
risk of the extremely high inflation rates
combined with use of the inter-bank lending
rate as the main element in pricing indexed
morigages. With the inter-bank rate running
at less than 10 percent of the inflation rate,
it is clear that even if borrower incomes
increase at only 60-75 percent of inflation,
the ratio of morigage payments to income
will decline very sharply over time. indeed,
the simulations for the DAIR with a 1,500
percent annual inflation rate indicate that
under conservative assumptions onincome
growth the ratio of mortgage payments to
borrawer's income falls from 30 percent at
origination to about 5 percent in fifteen
months. In short, the particular combination

of conditions in the Russian Federation
have sharply reduced credit risk.

CONCLUSIONS

The foregoing discussion makes clear the
embryonic state of mortgage financing in
the Russian Federation. It is extremaly dif-
ficult to forecast the pace of future develop-
ment because so much depends on the
government: both in arresting the danger-
ous rates of inftation and in establishing the
broad conditions under which morigage
lending can be undertaken on terms pro-
tecting both the lender and the borrower.

In this context, it is doubly surprising to see
banks apparently ready to begin long-term
morigage lending. There is, of course, ex-
treme pressure to do so by local as well as
the Federation governmentin orderto save
existing construction firms from bankruptey,
and thereby maintain employment levels,
As morigage lending begins, it appears that
it will be characterised by use of indexed
mortgage instruments; there is some chance
Sherbank will shiftto an indexed instrument
for its lending. Adoption of these instru-
ments will greatly increase the size of loan
families can take under current market con-
ditions and wili reduce the need for govern-
ment subsidies to enhance affordability.
Whether the governmentwill act on this and
restrict subsidies is unclear.

Still, most of the positive developments are
as yet prospective. As of mid-April 1993, no
bank has adopted an indexed mortgage
instrument; the pivotal Presidential Decree
described above has not been issued. In
reality little has happened. This quite gloomy
picture is quite consistent with the experi-
ence elsewhere in Eastern Europe, where
reform of the typically much more devel-
oped housing finance systems has been
slow.?® On the other hand, cne can take
some encouragement from the presence in
the Government and in the banking system,
of individuals whe understand what needs

to be done. Converting this concepitual
strength into action will take some time, but
some real action may be seen in 1993, W

NOTES
1 Data from Gostroi {1993).

2 Struyk et al. (1993) estimate that about 5
percentoftherenter households in Moscow
occupied morg square metres of housing
than a reasonable social norm. Such “over
consumption” is expected where rents are
extremely low, and there is no incentive for
households to shift to smaller units when
household size declines.

3 See Kosarava and Struyk (forthcoming)
for a description of this program.

4 International Monetary Fund etal. {1991},
vol.2, Chapter IV.5.

5 Before this, loans to individuals were - :.
made by Gosbank and Stroibank. Loansto
members of cooperatives were made by
Zhilsots Bank and Stroibank.

6 There are two types of cooperatives:
housing building cooperatives (HBC) and
housing cooperatives (HC). For HBCs the
borrower is the cooperative who on-lends to
individual households. For HCs individual
members obtain oans to purchase the units
from a seller - municipal government or an
enterprise. See Andrusz. (1991) for a thor-
ough discussion of housing cooperatives in
the USSR.

7 In reality, housing cooperatives were
highly concentrated in Moscow and St.
Petersburg.

8 As of the end of 1991, Sberbank's cumu-
lative delinquent payments were rub 6.4
million on a housing loan volume of rub 10
billion. Source: interview with M.A. Gavrilin
and A.K. Abramova, August 12, 1992,

2 Data on the 1990 stock are from the State
Committee on Statistics ofthe RSFS (1991).
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10 The applicability of the revised article 12
is unsettled at this time. Some lawyers are
arguing that it applies enly to rural land;
others take the position that it applies to
urban land.

1 This will be changed in the new codex
that will implement the law on the Funda-
mentals of Federal Housing Policy, passed
in December 1992, The law states that
housing ofthe standard of “hostels” must be
provided.

2. The legal concept of residential real
estate was intfroduced through the city plan-
ning law in mid-1992. This concept was
strengthened by the passage of the basic
housing reform law, “On the Fundamentals
of the Federal Housing Policy.”

13 Enactrment #622, “On Perfection of Man-
agement of the State Land Cadastre in the
Russian Federation”, issued by the Premier
of the Russian Federation, August 25, 1992,

14 Sherbank shifted to a mortgage contract
for its long term housing lending-after the
passage of the Law on Collateral.

5 Some options are discussed below.

8 This description is based on material
developed by Olga Kaganova in a meeting
with the president ofthe bank, Mr, Vorobyev,
- and various written documents provided to
her by Mr. V_cﬁrobyev.

17 The bank's main housing-related activity
is organising the purchase of units in inner-
city buildings now containing communal

" flats. Purchasers of the units in the to-be-

rehabilitated bufiding make paymant to the
bank in advance for their unit. The bank
helps obtain rights to the property, assists in
arranging for sitting tenants to be relocated
to new flats, and provides a construction
period loan for the rehabilitation of the prop-
erty.

18 |nformation based on an interview with

Arkady lvanov, President of the bank.

19 Other aspects of this Decree are dis-

RUSSIA

cussed below.

20 These instruments are described in
detail in Telgarsky and Mark (1991) and
Ravicz (1992a).

21 These funds should, however, be dis-
couraged from becoming mortgage loan
originators, either directly or through sub-
sidiaries. Rather, they should investinmont-
gage-backed securities.

22 |t is simpler for the facility to purchase
mortgages or participations in full mort-
gages, rather than to purchase securities
based only on the negative amortisation
(so-called "strips”, i.e., stripping some of
the income from the mortgage from the
main part). The cbjective of the program - to
provide increased iiquidity - would be real-
ised under either option. Butinvestors would
more easily understand investments based
on full mortgages. :

23 A description of the procedures followed
by the most successful Indian mortgage
lender, the Housing Development Finance
Corporation, is in Buckley et al. (1985).
Mortgage insurance would also be useful,
butit would have fo be structured to encour-
age carefut underwriting. Creating such in-
surance probably should be deferred untila
later stage of development of the housing
finance system.

24 The BICC is described in Ravicz (1992a)
and the DAIR in Ravicz (1993).

25 The decree is titled, “On the Develop-
ment and Implementation of Non Budget
Forms of Investment in the Housing Sector,
It was approved in principle at the cabinet
meeting of March 16. Its specific provisions
are still being determined.

26 See Baross and Struyk.
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DEREGULATION ...
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Deregulation is blamed by some for the
turmeil in financial markets in the past few
years, but this is not the general view.
Deregulation, when badly done, as in
America, has been disastrous. When well
done, as in Britain, it has facilitated a smooth
transition from a market which had become
inappropriate in a modern economy to one
that will serve nations well in the 21st cen-
tury. Deregulation is here to stay. Those
whotalk about regulation generally confuse
regulation with supervisicn. It should be
automatic that deregulation goes hand in
hand with tougher capital requirements and
a more intruslve supervisory system. in the
case of British building societies this was
done at the outset. In cther countries the
lesson is being learned the hard way.

The barriers between markets and institu-

tions willincreasingly ercde. Specialisthous-

ing finance lenders are likely to go out of
business one way or another. Some may
change their form such thaf they become
more general banking institutions regulated
in the same way as other banks. Others,
particularly those which are subsidiaries of
banks, may be absorbed into the parent
bank, and some will change their status into
general banking institutions. Housing fi-
nance will be seen as one part of a wide
range of retail financial services. Much of
the business will be conducted by wide
ranging banking institutions, but there will
always be room for specialists, concentrat-
ing on housing finance and doing it eff-
ciently.

‘In developing countries it is vital to continue

to develop a sound institutional framework
and to build on the experience of successful
institutions. The market potential is huge.

CHINA ...

> 35

infrastructure services. However, the ac- -

tual amount of land compensation reflectsf ’
the economic vaiue of acquired land.

2 The model is based on a project with the
following characteristics: site area of 50,000
square metres; a pre-redevelopment con-
structed area of 40,000 square metres (ar - .-
FAR of 0.8}; and 1,086 housing units within -~
atotal residential constructed area of 38,000,
square metres (approximately 35 square -
metres per unit). It also contained 2,000
square metres of public faciliies. The post:™ .
redevelopment simulation (baseline case) .
assumes that the site is redeveloped to ar.
FAR of 2.0 and contains 100,000 square
metres of constructed space. Reflecting
practices in many cities, the simulation as- "
sumes that all households are resettled or
site and that each household receives ar |
average of 50 square metres of constructec -
area for a total area of 54,300 sqguare me- -
tres. Additional public facilities are con;”

structed to reach 5,000 square metres. At L

ter these allocations are made, there is ar °

additional 40,700 square metres of com- .
modity space. Total average consfructior.
costs {both hard and soft costs) are as; .
sumed to average Yuan 1,000 per square. - -

metre. N
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