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Restructurlng Housing Finance in

- he state of housing finance in
Hungary mifrors that of the general

economy. It is half transformed,

" both far removed from the old non-market,

heavily subsidized sector under Commu-
nism and yet still with farto go to achieve the

AAull benefits of the efficient, market-respon-

sive systems such as in Western Europe or
In 1994, Hungary will embark
upon a multi-phase process designed to

help close the remaining gap, with the sup--

port of both USAID-sponsored technical
assistance and Housing Guaranty loan
funds. This article describes the current
situation of heusing finance in Hungary and
the new directions contemplated for the
near fuiure. '

MACROECONOMIC CONTEXT

Economic referm has a longer history in
Hungary than in other formerly socialist

DOUGLAS B DIAMOND, of Cardiff
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assistance consultancy sponsored by
USAID under contract with the Urban
Institute. This article draws on reports
on this project co-authored with Beth
Marcus and Elaine B Weiss. However,
the views expressed in the article are

“solely those of the author, and not
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or the Government of Hungary.
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countries. Beginning with the New Eco-
nomic Mechanism in 1968, & number of
substantial reform measurés were intro-
duced over the last 25 years which had
resulted in significant progress towards the
transition fo a market system even before
1989. By 1992, the private sector accounted
for 44 percent of GDP, compared with 31
percent in 1988. The private sector contri-
bution to GDP is expected to increase to
above 50 percent by 1994.

The ecohomic transformation process in
Hungary has not been without many dislo-
cations. Over the last three years, the Hun-
garian economy has suffered from a de-
cline in total output, rising unemployment,
high inflation, and a iarge budget deficit.
Unemployment grew by 63 percent in 1992
and since then has stabilized at about 12
percent of the total labor force.

As in other Eastern European countries,
inflation has remained persistenily high
throughout the recent recession and has
had a severe negative impact on the Hun-
garian economy. Inflation, as measured by
the consumer price index, rose from 17
percent in 1989 to 29 percent in 1990 and
peaked at 35 percent in 1991. The rise in
the consumer price level has been slowerin
1992 and 1993, but is still over 20 percent.!
Real wages are falling in most sectors. As
a result of inflation and the large budget
deficit, nominal interest rates in Hungary
have been high, althcugh at times inflation
has exceeded market interest rates, result-
ing in negative real returns. During 1992,

domestic interest rates on bank loans and
deposits fell and that trend continued until
mid-year 1993, afterwhichrates rosesharply
again.

THE HUNGARIAN HOUSING FINANCE
SECTOR

As of the end of 1992, the Hungarian fihan-
cial sector consisted of 28 commercial banks
and 5 specialized financial institutions, ex-
cluding institutions in liquidation or receiv-
ership; 258 savings cooperatives; 13 insur-
ance companies; and 25 securities broker-

“age firms. Despite the comparatively large

number of financial services firms in opera-
tion in Hungary, there is a high degree of
concentration in the sector. The four larg-
est Hungarian banks hold two-thirds of all
domestic bank assets and the two largest
insurance companies account for 62 per-
cent of the net income of the insurance
industry. Cross-shareholdings among fi-
nancial sector firms increase concentration
in the financial sector even further.

Despite the progress which has been made
towards the developmentof an efficient and
competitive financial sector in Hungary, a
number of areas remain which wilf require

further reform and rationalization. The Gov--

ernment continues to hold large ownership
positions in the largest demestic financial
firms. As of the end of 1991, the state
directly or indirectly, through state-owned
enterprises and joint stock companies,
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owned 68 percent of the share capital of all
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domestic commercial banks and special-
ized financial institutions. Approximately
17 percent of total share capital was owned
by private investors and 15 perceni by for-
-gign investors. As part of its overall privati-
zation program, the Government is sched-
uled to phase out its ewnership of financial
institutions. '

As in other centrally-planned eccnomies,
the state established one primary savings
bank to channel the financial savings of the
public into the rest of the financial system.
These. insfitutions also were generally the
only source of consumer lending; including
housing loans. Thus, today, the state-
owned National Savings and Commercial
Bank (OTP) currently dominates the hous-
ing finance market in Hungary. OTP origi-
nates over 90 percentof all housing loansin
the country. The only other housing lenders
are the 258 savings cooperatives, which
have very limited housing finance activity
concentrated primarily in the markets out-
side Budapest. There are only limited pros-
pects for entry into the housing finance
market either among the commercial barks
. created from the Hungarian National Bank
(“MNB") in 1987, the international joint ven-
ture banks or the Hungarian banks which
have been established since the liberaliza-
tion of the banking laws. Gther private
financial institutions traditionally involved in
housing finance, like insurance companies
and pension funds, are still in their infancy
and are unlikely to play a major role in the
housing finance market for some time to
come.

Meanwhile, OTP is funding its mortgage
lending out of primarily short-term depaosits.
This would not be a problem if its deposit
base were stable or growing in, real terms.
But,instead, the real depositbase has been
eroding somewhat as other banks have
entered the household deposit market and
as households have shifted savings inio
foreign exchange accounts. Most banks,
including OTP, also have experienced an
erosion of capital as commercial loans have
gone bad. To compensate, it appears that
OTP has expanded its profit margm on
mortgage lending.
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Another shoricoming of the Hungarian fi-
nancial system is the lack of truly long-term
funds. In fact, bond issuances with a term
of over three years are considered to be
“long-term” and no issuance has been for
more than seven years. This is partly be-
cause of the great uncertainty about future
inflation, but also reflects the lack of inves-
tors for whom short-term liquidity is not a
paramount concern. Such investors are
beginning-to emerge, especially in the in-
surance business and the private pension
funds which will replace government pen-

- gions as mere firms ate privatized. These
institutional investors will seek longer-term,
high quality investments which will earn

- higher yields than those offered on govern-
ment borids. The development of this insti-
tutional investor market should result in a
stabie flow of funds into the capital markets
and create the potential for the mobilization
of lenger term f|nanc:ial resources for hous-
ing finance.

Hungary was different from most centrally-
planned economies with respecttothe avail-
ability of housing finance. The Communist
government preferred to encourage indi-
vidual ownership of housing and provided
limited amounts of financing at fixed below
market rates to facilitate home-ownership.
_ These subsidies were reduced and revised
in 1989. They became a phased-out
buydown of a certain percentage of the
repayment amount, based on a variable
“market” rate loan. Because inflafion has
remained high, interest ratés haveremained
high. The real value of the subsidy element
has been higher than expected because
the interest rates in the early years of the
leans have been higher than expected.

The current crisis level of budget deficits
makes reductions in these subsidies man-
datory. This has already occurred to some
exientbecause the amount of loan on which
subsidies are available has shrunk signifi-
cantly as a share of house prices and few
can afford to borrow much additional funds
at the full market rate (28 percent). Most
bank loans-are now only for 25-40.percent

of the value of the house, despite the deep
subsidies.

CREDIT RISKS

Credit risks are high because of rising un-
employmentanddecfining real wages, prob-
lems which can only be resolved by the
transformation of the Hungarian economy.
However, there are some problems which
are peculiar to the housing finance sector.
These include:

- The unenforceability of the morlgage
against the property being financed. The
limited ability of the lender to enforce a
residential mortgage through foreclosure
and sale presents a risk no totally private’ . *
lender will be willing to accept, atleastnot
in the current social, econamic, and politi-
cal circumstancesin Hungary. Forexam-
ple, over 3.5 petcent of the CTP mort-

- gage portfcliois delinquentoveroneyear,
yetthereislittle that OTP candoto collect
onthese loans. The problem of morigage
enforceability is compounded by the pro-
visions of the Civil Code relating to the.
pricrity of claims against debtors under
which the mortgage lender is not given a
first right to the proceeds realized from
the sale of the property

The lack of morlgage loan underwriting
and servicing procedures appropriate to
a market economic system. \nadditionto
the problem of unenforceability of mort-
gages through effective foreclosure and
eviction procedures, credit risk includes
risks associated with accurate underwrit-
ing of the borrower and the home and
effective servicing and management of
the loan. Currentunderwriting and servic-
ing procedures along with the current
status of industries supporting housing
finance such as appraisal and credit in-
formation need to be improved upon to
address market risks. Declining real
wages and increasing unemployment plus
- changes in the way OTP can respond o
delinguent borrowers make housing lend-
ing even riskier. To manage this chang-
ing environment, stronger underwriting
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Figure 1 : Deferred Payment Mortgage
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The Deferred Payment Mortgage (DPM) is a standard varinble rate mortgage with partial capilali-

zation of the contractual interest due, The amount of interest cupitalized is the dillerence in the Tull
payment due under the contractual interest rate and thal due af a lower * “payment™ imterest rate. At
the end of cach monih, yun or other period, the payment stream is recast 10 amortize over the

remaining term,

Both the Price-Indexed [l'l()ll{.,‘lgl, and the Dual-Index mortgage-are special cases of the DPM. For
example, if'the paymen( rate is set at some lixed real interest rate and the contract rate is the real rate
plus inflation, the DPM is simply a price-indexced mortgage. But, in general, the DPM has the
advantage of not telying on statistica! indexes and being more casily undersiood by the borrower,

Moreaver, the degree of “GI™ (0 the expected real payment stream can be varied o refleet the
macrocconomic risks in the country, by simply raising the premium in the paymull interest rale over

real inlerest rales,

and servicing procedures are needed so
that lenders can better originate and
manage loans to minimize risk in a mar-
ket system.

ADDﬁESSING THE CONSTRAINTS

The situation poses some difficult chal-
lenges for policymaking for the sector. The
sector needs private ownership and real
competition in the longer run, but the
economy needs the immediate stimulus of
increased housing fending by the monepoly
lender, OTP. OTP needs technical assist-
ance to reduce its operating costs and to
improve underwriting and servicing, but this
wiil make it harder for new entrants to com-
pete with OTP. The Government needs to
reduce the budget deficit, but continuing
inflation is keeping the reliance on subsi-
dies high and eroding the incentive value of
existing subsidies. More long-term funds
are needed to reduce fiquidity risks, but
credit risks must be made mare manage-
able before long-term investors can con-
sider providing funds. - -

The Government of Hungary, with technical
assistance from USAID, has formulated a
plan to gradually restructure the. housing
finance sector so as to deal with all of these
- concerns.  This program attempts to en-
courage andfacilitate the step-by-steptrans-
formation of the housing finance system
towards greater efficiency and effective-
ness, lower subsidy, and greater competi-
tion. Specifically, the program would:

= Encourage the adoption of a deferred-
payment type of mortgagé (see box on
the DPM) that permits the reduction and
-eventual elimination of morigage repay-
ment subsidies;

Encourage the reduction and reallocation
of creditrisk, so as to facilitate the entry by
competing originators and servicers;

Encourage the creation of a secondary
funding mechanism, that would permit
the substitution of institutional fundlng for
.deposit based funding. -

In each phase of the program, USAID-
sponsored Housing Guaranty loans to the
Government of Hungary would be on-lentto
participating lenders who originated DPMs.
The HG funding is relatively small com-
pared with the overall level of housing lend-
ing, but it is extremely long-term compared
with any other source of funds. It can also

serve as a major portion of funding for new -

entranis just experimenting with such con-
sumer lending.

The program also includes a very substan-
tial component of on-going technical assist-
ance on key aspects of the reform effort,
including implementing the DPM, improv-
ing underwriting and collections, strength-
ening access to the collateral, and develop-
ing mortgage insurance and secondary
market programs.

- The program encompasses at least three

phases over three years or-more. Each

phase includes steps in each of these policy
areas. The first phase involves the adop-
tion of a reduction by the govemment of the

repayment subsidies currently in place and -

extensive technical assistance to OTP and
any other interested lender towards intro-
ducing the deferred-interest type of mort-
gage. In addition, the government would
set-up an internal working group to identify
the best approach to strengthening the abil-
ity of fenders to recover on defaulted loans.

The second phase would involve selection
and .implementation of steps needed to

reduce credit risk. Having done so, the

government wouid work towards develop-

“ing a secondary market (primarily to serve

as a liquidity mechanism for banks). As a
pari of that, the government would consider
developing a risk-sharing mechanism to
bufferienders and investors against severe
economic shock.

The third phase would involve implementa-
tion of the risk-sharing program and further

development of a secondary market mecha-

nism. Atthe end of this phase, itis expected
that the conditions will have been met for
easier entry by private sector entities, in-

{ cluding possibly by morigage bankers

Buring the program, OTP may receive the
bulk of the on-lending under the Housing
Guaranty loan, but other entrants would be
eligible for technical assistance to prepare
themselves for lending and for refinance as
they actually originate efigible loans.

The programhas been designed backwards
from the desired end-point, guided by the
desire to create a competitive and efficient
housing finance system. Although this can
only be done by having institutional and
legal infrastructure supportive of such a
system, providing that infrastructure may
not be sufficient for a prompt response froim
such a fledgling private financial market as
in Hungary. Forcing the system through
direct or indirect subsidy or intervention,
however, could create new long-term. dis-
fortions in the overall financial system. The
program is flexible and open-ended and will
evolve as the economy, financial markets,
and political situation evolves. u
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