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Housing Finance System in Slovakia

by James R Follain, Michael Lea and Maris Mikelsons?

INTRODUCTION? Wi

chieving housing market reforms is
a high priority among the countries
- % makingtheiransition fromaplanned

to a market - oriented economy. Policies to
strengthen and develop financial markets

and financial institutions to finance housing

in these countries are related- priorities.
Much has been written about the first topic,!
much less has been written about housing
finance.®

The purpose of this paperis to provide input
into the emerging discussion about housing
finance in’ transitiona! countries. It draws
upon an ongoing USAID sponsored project
to assist the government of Slovakia to
develop a blueprint for housing finance re-
form, Four topics are addressed:

+ The goals of a housing finance system
and its participants are discussed in the
first section;

« The conditions needed to. begin a major
housing finance reform effort and the
conditions that underlie a successful
market oriented housing finance system
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are the topic of the second Section;

= The context in which Slovakia begins its
efforts to build .a housing finance system
is the topic of the next Section;

_+ Steps the government of Slovakia may

consider agit begins:the deyelopment of .

a market-criented housing finance sys-
tern are the subject of the final Section.

Because Slovakia seems to face many of
the same problems in this regard as many
other transition economies, the discussion
has relevance in other transition economies
as well.

' Many of the answers and themes offered in

this paper are widely held among housing
finance specialists andhave beendescribed
in other forums. In this sense, the paper
serves as a mini-primer on market-oriented
housing finance. Some are less obvious
and their sfgnificapce " is st being
measured and debated. One such theme is
emphasized in this paper: the role and

| potential impact of agency problems in the

development of a market-oriented housing
finance system.

In this context, agency problems refertothe
costs that arise when a principal refies upon
an agent to execute its wishes and plans.
The principal and the agent do not neces-
sarily share the same gaals and incentives;
as a consequence, the principal incurs costs
io either monitor the performance of the
agent or cope with outcomes different than

those desired by the principal.

The agency problem was described re-
cently in simpler and more direct terms by
the Prime Minister of the Czech Republic,
Vaclav Klaus. He says, “The government of
atransforming country is the worstimagina-

_ble.agent fo take care of restructuring”.® He

is referring to the fact that a successful plan
will end the jobs of the bureaucrats. As
such, the incentive to develop such a plan
for the agents (bureaucrats) is quite differ-
ent than the incentive to restructure the
economy for the principal (ihe citizens). A
successful restructuring effort will probably
offer incentives, e.g. cash bonuses, to the
bureaucrats responsible for the restructur-
ing effort.

We argue that potential agency problems
abound in a market-oriented housing fi-
nance system. They affect the timing of the
reform process and the ultimate shape of a
housing finance system. As a result, efforts
to develop a market-oriented housing fi-
nance system should be keenly aware of
them.

GOALS OF A HOUSING FINANCE
SYSTEM

The primary goal of a housing finance sys-
tem is 1o mobilize funds to facilitate eco-;’
nomically viable or profitableinvestmentsin
the housing market. Often the borrower
seeks to invest in'an owner-occupied hous-
ing opportunity, though the opportunity to
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become a landlord is also quite common,
The lender seeks to invest in a security {a
mortgage) that offers a risk-adjusted rate of
return comparable to the returns available
on akternative investments. A successful
housing finance system may serve other
purposes, but this is the most important.”

Housing finance is notintended tobe a way
of providing households with access to hous-
ing with income insufficient to repay the
loan. It is not a system of subsidies, al-
though it can represent a partial substitute
forthe subsidies provided by governmentto
the housing sector during the previous plan-
ning regime. The fundamentaf difference is
that funds for housing finance in a market-

_ oriented system are generated by profit-

able investment opportunities whereas re-
source allocation decisions in the prior re-

- gime were based upon other criteria.

Demand for Mortgages

Once the borrower selects an investment,
the borrower may finance the investment
with equity, debt, or both.? Equity financing
of owner-occupied heusing is still the domi-
nant form of housing finance in all but the
most developed market economies. For
example, over one-third of U.S. owner-oc-
cupants have no mortgage debt on their
homes.?

Debt or mortgage finance is usually of most
importance at the time of the house pur-
chase. This is especially true for iirst-time
homebuyers because they usually have
modest amounts of wealth needed for a
downpayment and the purchase price of
the house is usually three to five fimes the
size of its annual income." Furthermore,
many of these households are ill:equipped
to assume interest rate risk,

A successful housing finance system offers

assistance to these households by making
housing more affordable. The principal
benefit is the provision of long-term credit
allowing the householdto spread the cost of
the house over alonger period of time and
providing a better match between the-cost
of the housing and the income of the bor-

X

fower. Because the housing unit will pro-

vide services to the household over many -

years, the long-term morigage also. pro-
vides a better match betwsen the benefits
oftheinvestment (the services of the house)
and borrower. income. Almost all
hemebuyers in the U.S. use a mortgage to
purchase a home and the ratio of mortgage
debt to purchase price is usually in excess:

of 75 percent. The ratio is even higher’

among first-time homebuyers. In econo-
mies with stable and low rates of inflation,
_ the long-term morigage often has a fixed
“interest rate; some type of indexing is desir-
able in inflationary environments.

A potential agency problem exists on the
demand side of the market if borrowers
have low or even negative amounts of eq-
uity in the house, which may occur if the
initial down payment is small or housing
prices decline unexpectedly. In such a
case, the borrowers incentive to repay the

mortgage declines. Lenders deal with the

problem by requiring substantial
downpayments (equily) and, on occasion,
requiring recourse to other assets of the
borrower in case of defauli. Merigage in-
surance exists in some countries (notably
the UK. and U.S.). Agency problems may
also affect this relationship.

Supply of Morigage Debt

The supply side of a housing finance sys-

tem can be described in terms of the func- -

tions performed by market participants.
These functions can be characterized in a
number of ways and in various levels of
detail. The characterization offered here
emphasizes four main functions:12

+ Mortgage origination and underwriting:
this includes marketing efforts to recruit
borrowers, the establishment of terms
and criteria associated with mortgages
such as the interest rate, downpayment

~ requirements, and payment 1o ificofe

ratios; .

= Mobilizing a ;suppiy of funds: a bank or

other deposit based institution serves this
function by collecting déposits fromhouse-
holds and firms; a mortgage bank can do
this by selling debt instruments to the
capital markets or issuing mortgage-
backed securities. In both cases, an
institution performs the intermediary func-
tion betweén originators and investors;

= Mortgage servicing: servicers can be the
Intermediary, the originator, the ultimate
investor, or a separate -entity, which is
becoming more common in the U.S. In
addition to collecting fnortgage payments
from the borrowers and distributing them
to the investors, the servicer also plays a
critical role in the monitoring-of loan per-

formance and, if necessary, foreclosure.;

Borrowers, investors, and intermediaries
usually put in place systems to monitor
the performance of the servicer and re-
duce potential agency problems.

Investment: Investment refers to the pro-
vision of funds for morigage lending; in-
vestors provide the funds to the borrow-
ers and receive theirmortgage payments.
Investors also suffer losses in case of.
default. These can include depository
instifutions, pension funds, insurance
companies, the purchasers of bonds or
securities backed by the morigages, and
those who provide mortgage insurance.

These functions can be delivered by a wide
variety ofinstitutional arrangements.  They
need not be delivered by ong institution nor

do they necessarily require institutions that -

specialize in ane or more of these areas.
Furthermore, it is becoming increasingly
clear that these functions of morigage fi-
nance can be provided in modern market
economies without the existence of a'single
or even a smalfl number of institutions dedi-
cated to provide all functions.™

The optimal institutional arrangement de-
pends upon a host of factors. Potential

_economies of scale and scope are often -
“emphasized as is the development of

broader financial markets. We stress an-
other: potential agency problems.

F
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A key factor in the design of the optimal
institution is the ability to monitor potential
agency problems. Agency problems are
minimized in a profit-maximizing institution
that performs all of the functions because
the agents are likely to be driven by a
common incentive’ or goal: maximize the
profits of the institution.  Agency costs are
likely to be much greater in a system in
which the functions are performed by a
variety of institutions because each agent
seeks to maximize the profits of the institu-
tion it serves.

For example, censider the relationship be- -
tween a mortgage originator and an inves~"

tor different than the originator. The inves-
tor needs assurance that the originator is
using acceptable underwriting criteriain the
origination process; otherwise, the'investor
will be stuck with poorly performing loans.
The easier it is to obtain such assurance,
the more likely the functions will be sepa-
rated and vice versa. .

-The U.S. and British systems were basedin

large part upon a single institution that per-
formed all four functions: the savings and
loanassodciation or the building society. The
U.8. system has made a transition from a
system dominated by a single institution to
one in which the functions are delivered by
a wide variety of specialized institutions. In
this new system, agency problem are ad-
dressed by a variely of policies. investors or
intermediaries often dictate underwriting
criteria. Investors often require equity par-
ticipation by mortgage originators, have
recourse to the assets of the originator in
case of default, and have the technical
capabilities to monitor the activities of the
originators. These policies coupled with the
enormous size of the U.S. martgage market
{Fannie Mae will scon be the first “trillion
dollar corporaticn”), majorimprovementsin
computer technology, and the special rela-
tionships between Fannie Mae, Freddie
Mac, and the federal government are the
reasons the U.S. housing finance system
has been able to evolve.

" Although a secondary market and func-

tional specialization have been intreduced
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in the United Kingdom, housing finance is
still dominated by the building societies.
Agency problems between lenders and in-
surers have eroded the market share of
centralized ienders {similar to mortgage
bankers in the U.8., primarily funded by
mortgage-backed security issuance). Mort-
gage insurers suffered large losses on high
LTV loans originated by lenders during the
late 1980s. Theinsurers were subsequently
downgraded by the ratings agencies which
resuited in a higher cost of credit enhance-
ment for mortgage security issuers.

An important insight arises from these ob-
servations: there is no single or optimal
housing finance institutional model that can
be applied to alf countries at alf times. Like

“any complex organization, the optimal form

of a housing finance system depends upon

_-avarety.offactors including profit epportu- +{

nities available elsewhere in the economy,
the prices of various inputs, the technology
of mortgage production and servicing, and,
importantly, the extent and nature of agency
problems. Until the technological and fegal
systems are in place to monitor and control
principal-agent relationships, it would be
best for Slovakia and other transitional
economies, to avoid the creation of institu-
tions which specialize in one or two mort-
gage finance functions. Reform efforts
should also be wary of placing much reli-
ance on institutions inherited from the pre-
vious planning regime: the functions per-
formed by these institutions and the incen-
tives they face do ngtialways match well
with the types that operate in a modern
market economy, especially if market value
of these institutions (new banks) is small or
negative.

Instead, such efforts ought to focus on the
development of the economic and legal
environment needed to perform the basic
functions of a market oriented housing fi-
nance system. This involves assessing the
capabilities and interests of existing and
emerging institutions and nurturing those
with both the interest and potential 1o pro-
vide the functions of a housing finance

system. It also involves the development of
the broader legal and economic environ-
ments inwhich these institutions operate. In *,
particutar, legal barriers to a market-ori-
ented housing finance system must be re-
moved and providers of housing finance
ought to be guided primarily by the opportu-
nity to earn profits. '

Having expressed these general principles,
the optimal configuration of a housing fi-
nance system in a transitional economy at -
this time is likely to be less speciaiized than
the modern U.S. system because of poten-
tialagency problems.'* To demonstrate this
proposition, consider the problem faced by
a transition economy that may be looking to
foreign investors as sources of long-term
funds for mortgages. Foreign investors will
be seeking strong-assurances that origina-
tors, presumably locally based, are making
good underwriting decisions. The foreign

‘investord will diso inctir costs to monitor the

performance of the originators. I these costs
aretoo large orthe originators prove difficult
to control, foreign investment wifll not be
forthcoming. In such a case, mortgage origi-
nators may choose to alleviate investor
concerns by taking equity positions in the
morigages originated, which amounts to a
partial “bundling” of the origination: and in-
vestment functions.

More generally, the cost of controlling and
monitoring potential agency costs associ-
ated with a highly specialized housing fi-
nance system are likely to be substantial
given the current situation in many transi-
tion economies. More specifically, people.
have to become more comfortable with the
“rules of the game”, information technology
has to improve, legal consequences better
spelled out, and the econcmic returns to
investments better documented and under-
stood. Until these come about the transition
to a modern and market-oriented housing
finance system should probably begin with -
aless specialized system and allow market |
forces and technelogical improvements dic- ~,
{ate the exact shape of the optimal institu-

- tional form and the speed at which itevalves.

-
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Market Outcomes

Like any market, the price of the product
depends upon both supply and demand. In
the case of mortgages, the price of the
mortgage is mostoften consideredtobe the
“effective” rate of interest on a mortgage
contract; this includes the contract interest
rate and any upfront payments associated
with the loan. All else equal, the lower the
effective rate of interest relative to the rate
- paid by the most credit worthy borrowers,
usually the government, the betier the hous-
ing finance system. In addition, positive
real rates of interest are essential in order to
attract investment funds. The quality of a
housing finance system can also be meas-
ured by the range of borrowers who have
access to long-term mortgages and the
importance of government subsidies; the
wider the range of borrowers served and
the lower the importance of subsidies, the
better the system.

Another cutcome of a housing finance sys-
tem is the particular form of the morigage
contract. A wide variety of mortgage instru-
ments exist. Although the most popular in
the LS. is the 30 year fixed payment mort-
gage, many other instruments exist. These
include the adjustable-rate mortgage, the
graduate payment mortgage, balloon mort-
‘gages, and the shared-appreciation mort-
gage. The cost of debt i long-term mort-
gage contracts .can also be linked to a
variety of indexes. For example, indexes
caninclude measuras of the current market
rate of interest, the cost of funds to fenders,
the rate of inflation, and the average wages
of workers.

indexed mortgages are especially valuable
in inflationary environments; hgwever, in-
dexed mortgages are also prone to agency
problems. The problem arises if borrowers
can exsert more political pressure on the
government than the investors. [n such a
case, the government may choose to over-
ride increases in the cost of mortgages
_ dictated by the index to which the contracts
" are linked. Such a possibility exposes in-
vestors to political risk that is difficult to
hedge and, all else equal, will reduce their

*
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willingness to provide funds for such mort-
gages. "

NECESSARY CONDITIONS FOR AN
EFFECTIVE MARKET-ORIENTED
HOUSING FINANCE SYSTEM

Although the precise institutional structure
of & modern and market-oriented housing
finance system is not unique, one can cer-
tainly identify several conditions or criteria
{other than the profit motive} associated

. with a successful market-oriented housing
finance system. These include those nec-
essary for the long-run success of a mature
market-oriented housing finance system and
those needed to begin the process of re-
form in a transition economy. Both are the
subjects of this section.

Long-Run Conditions

There are many conditions or characteris-
tics associated with a successful housing
finance system and many more ways of
characterizing these conditions. The fol-
lowing discussion emphasizes four condi-
tions: the legal environment; the motivation
for decision-making; links to the broader
financial markets; and, a vibrant market for
owner-occupied housing. If these condi-
tions are’satisfied within an economy, then
the chances for the success of a housing
finance system are geod.

Appropriate Legal Environment

The legal environment includes well-de-
fined property rights for owners, mortgage
contracts and laws, and mechanisms by
which the contracts can be enforced and
monitored. Anessential partofthis environ-
ment in housing finance is the ability 1o evict
the owner-occupant who does not fulfill the
terms of the mortgage. More generally, the
ability to enforce contracis is essential in

|. order to.minimize agency costs.

Stable Macroeconomic Environment

A stable macroeconomic environment in-
cludes a low and steady rate of inflation,
high levels of employment, low government
deficits, positive real rates of return for
savers and investors, a broad based tax
system, and a healthy trade sector. A
housing finance system benefits from such
an environment, although few, if any, coun-
tries satisfy all of them, even countries with
modern and market-oriented housing fi-
nance systems. Among the features of a
stable economy, the rate of inflation is

“probably the most important. A high and-

unstable rate of inflation tends to reward .
borrowers and penalize lenders and,
consequently, discourages loeng-term
investment, which is critical to a successfulf
housing finance system.

“Vibrant Market for Owner-Gccupied
- Housing

This is usually the primary impetus for a
system of housing finance. Households
must have resources and a desire to pur-
chase housing. Suppliers should have op- .
portunities to build new housing in response

“to demand increases. Also, a housing fi-

nance system benefits from and helps sup-
port mobility among the owner-occupants.
The greater the mobility of the owner occu-
pants, all else equal, the greater is the
number of morigage originations and the
greater the opportunity to achieve the ben-
efits of economies of scale and scope.

Close Links to Broader F.nancial Markets

A modern market-oriented housing finance
system is not isolated from the broader
financial markets. Morigages likely com-
prise one part of a larger portfolio of invest-
ments. Some lenders may specialize inreal
estate, but not all. Similarly, some house-
holds may be borrowers of mortgages and
others may lend their financial assets.to
banks, insurance companies, pension

. funds, and other institutions who, in turn,

use the funds to invest in mortgages.

-
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Transition

The discussion te this point is limited to a
fong-run or optimal housing finance sys-
tem. Another essential part of a discussion
of housing finance is the period of transition
from a planned economy to a market-ori-
ented system. In this regard, two points
seem essential and worth noting: the timing
of the reforms matters and the presence of
agency problems withinthe-housing finance
systeni can be a source of problems.

" The Timing of the Reforms Matier

It is possible to move too quickly. Reforms
in other parts of the economy are required

-In orderto begin substantial developmentin

the housing finance system. In particular:

» Macroeconomic Reforms. It is widely ac-
cepted that housing finance systems per-
form better in-stable economic environ-

ments. This environment is character:

ized by low and moderate rates of infla-
tion, near full employment, positive real

interest rates, and stable and predictable

fiscal policies. The reasoning is simple.
Potential investors are unlikely to provide
funds for leng-term mortgages if the ex-

pected return is subject to considerable

uncertainty.

Housing Market Reforms. A successful
housing finance system is part of an effi-
ciertly operating housing market. Rent
sheuld be freely negotiated, with the ma-
jority of tenants paying market determined
rent. Land development and construc-
tion must be possible without excessive
delay or costs. Labor and materials for
construction ought to be readily available
at a reasonable and stable&cost.

If reforms in the macreeconomy and hous-
ing market are incomplete, reforms in the
area of housing finance are likely to be
unsuccessful..

Agency Problems Are Among the Most
Difficult to Be Resolved

Transition economies share a common

RS

problem: how to transfer responsibility for -

the allocation of economic resources from
the government to private parties. Until this
is done, resource allocation decisions are
likely to be dominated by political rather
than market-driven economic criteria:

This preblem is particularly acute in the
banking sector of the fransition economy
because all banks were agenis of the gov-
ernment in the previous regime. Although
privatizaticn of banks is underway in most
transition economies, governments are
generally unable or unwilling to completely

privatize them. The market values of these
banks are often negative because of poorly .

performing and iow interest loans on their
books, which makes it difficult for govemn-

ment to attract privafe investors to pur--

chase shares in the banks. As a result,
effective government ownership remains

high. Furthermore the ‘low ammounts 6f |

capital and political considerations provide
managers of the banks o take excessive
risks.'®

Housing finance reforms can proceed with-
out the complete privatization of all finan-
cial institutions, but the speed, quality, and
nature of the reforms are related to the
progress of the reforms of financial institu-
tions. The slower the transformation of the
financial institutions into truly private institu-
tions with adequate capitalization, the
greateris the temptationto use the “govern-
ment” banks to execute housing finance
reforms, which is likely to be a risky and
unsuccessful alternative. Government can
avoid this temptation by speeding up the
privatization and restructuring of banks,
encouraging the creation of separate and
solvent subsidiaries of the government

banks, and relying upon truly private and.

foreign-owned banks to lead the develop-
ment of the housing finance system.

THE SLOVAK CONTEXT

An overview of the Slovak economy, bank-

ing system, housing sector, and legal envi-

"ronment is offered in this section. The

review and the assessment draw upeon in-
formation collected during two recent USAID
funded missions to Slovakia. The review
also draws upon the analysis of various
literature and statistics made available to us
by the Slovak banks and the government,
(In the fall of 1993, one U.S. dollar could be |
exchanged for 30 Slovak crowns).

Economic Environment

The economic transformation of Sfovakia
has been similar to that in other former
socialist states, where output initially
dropped precipitously and inflation rose due
toprice fiberalization and achange in import
orientation. Today, Slovakia’s economy is
characterized by a slow recovery from’its
transitional recession. Onamacrosconomic
level, GDP declined by 7.4 percentin 1993,
The inflation rate has been relatively high
with a 16 percent annual rate in 1992 and a
25 percent annual rate at the end of 1993.17
In addition, the unemployment rate has
been rising, from 10 percentin 1992to 218
percent in 1993. The government is run-
ning a budget deficit in the-range of 5
percent of GDP (or Sk 16 billion at the end
of 1893) and significant revenue shortfalls
continue to put pressure on the budget. A
substantial trade deficit was experienced in
1993, primarily reflecting the sharp reduc-
tion in trade with the Czech Republic after
the “velvet divorce” at the end of 1992
[Nomura Research, 1993].

There are reasons, however, for optimism
because Siovakia appears to be moving in
the direction of macroeconomic stability.
Slovakia has a very low foreign debt burden
(the lowes! of all Eastern European coun-
tries) and has been experiencing a rising
trade surplus with the West (Germany; fol-
lowed by Austria and U.S.). The underlying
inflation rate is moderate and stabilizing
{(forecasttobe 16 percentin 1994). ltis also
notable that the government has reached
an agreement on economic policy with the
IMF limiting the budget deficitto 5 percent of
GDP and M2 growth to 19 percent. The so-
called soft budget constraint to former state
enterprises has been hardened and a bank-

-
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fupley law was passed in mid-1993 which
may end the practice of extended supplier
credits between enterprises. On a
microeconomic level, all prices have been
decontrolied, except for rent and some utili-
- ties and public transportation, and consid-
erable progress has been made in privatiz-
ing former state enterprises through a
veucher privatization scheme first initiated
when Slovakia was part of the former
Czechoslovakia.

On the other hand, there are significant
" uncertainties about the continued success
of the reform effort. ‘Slovakia is home to
many of the former Czechoslovakia's obso-
lete state enterprises, especially the heavy
arms industries. Until the future of many
large former state enterprises is determined
the macroeconomic environment will re-
main unstable. In particular, unemploy-
ment in Slovakia may rise due to massive
layoffs caused by enterprise restructuring.
This situation has two effects on the finan-
cial system. On the fiability side a large

portion of savings are likely to be held in -

- cash or short term accounts for precaution-
ary reasons.'® Onthe asset side, the poten-
tial deterioration in credit quality of the en-

* terprise borrowers may lead to large loan

losses and capital impairment of the banks.

Slovakia’s Banking System

Since the division of Czechoslovakia, the
Slovak financial sector has-suffered from
imbalances in regiona! development, capi-
tal concentration in the former state banks,
and the lack of development of regulations
and laws affecfing various banking activi-
ties conducive to long-term iending. A two-
tiered banking system in Slovakia was

formed with the break-up of the Czechoslo- -

vak federation in January 1993: This split
restlied in the division of assets of the
former Czechoslovak State Bank (by a2 to
1 ratio, favoring the Czech republic) and a
new Slovak banking law {The Banking Act,
No. 211992} allowing for the establishment
of a central bank, the National Bank of
Slovakia (NBS), and commercial banks.
“Though the establishing legislation con-
forms to a Western model, the new banks

.
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have been slow fo undertake the financial
activities required by an eccnomy undergo-
ing resiructuring as it transforms itself from
a planned system 1o one oriented towards
markets. - '

The liberalization of the banking sector in
Slovakia began in 1989, when the former
Czechoslovakia shifted towards a demo-
cratic and market oriented state. With the
advent of the first banking reforms, the
former Czechoslovak State Bank took on
the role of a traditional central bank and two

1, commercial banks were formed, one for

each republic. Some assets and liabifities,
including subsidized housing foans, were
transferred to these newly created com-
mercial banks. The State Savings Barik,
whichiong held a monopoly as the deposi-
tor of household savings, became a com-
mercial bank with little expertise in market
lending practices. With the (state) creation
of the first commercial banks, the banking
system diversified in the former Czechoslo-
vakia, though imbedded in balance sheets
ofthese newly formed state supported insti-
tutions were subsidized consumer and en-
terprise loans, ’

At the end of 1993, 17 commercial banks
operated in Slovakia, representing an in-
crease of 11 banks over a one year period.
Most of the new commercial banks were
formed as joint stock companies with an
initigl working capital (up to 30 percent in
the form of assets) of Sk 300 million - the
minimum capitalization requirement.’* Of
these newly established banks 9 are for-
eign owned; 8 are Czech branches while
one is Dutch based. Collectively, there
were 1,007 bank outlets in 1993 located
through-out the country for Slovaks to con-
duct their banking. Al but two of the banks
are licensed to offer a full range of banking
sefvices (universal banks) while the Na-
tional Bank of Slovakia granted foreign cur-
rency authorization to only 6 commercial

“banks.

Relative to the needs of the economy, the
17 commercial banks in Slovakia are cash

poor. The rate of growth in deposits was
less than the inflation rate over the 1992 to
1993 petiod. The commercial banks are
also relatively illiquid and have significant
concerns about liquidity risk. The total
subscribed basic capital of commercial
barks in mid-1993 was Sk 11,706 million,
growing by only 6.1 percent in 1993, which
is less than the rale of inflation over the
period. Despite these concemns, over 42
percent of total ioans are over 4 years in
maturity. Figure 1 shows the structure of
Slovakia's banks deposits and credits by
sector according to term in mid-1993..

Figure 1 shows that the majbrity of deposits

held by both institutions and households
are in short term deposits and paid a divi-
dend of 10.7 percentinterest, just below the
inflation rate during this period. Household
deposits accounted for 96 percent of the

long term (greater than 4 years) deposits,

held mainy in the Slovak Savings Bank.
Not surprising for an economy where 21
percent of GDP is generated by private
firms, 15 percent of ail short term deposits
were held by the private sector. As in most
markel economies, Sfovak banks paid a 3
percentpremiumforiong-termfunds, though
these amounted to only Sk 6,515 bitlion or
3 percent of all deposits held by banks.

Figure 1 further shows, that most bank
credits were short term (less than one year),
mainly targeted to state enterprises (67
percent). Again, privatization has helped to
boost the short term borrowing require-
ments of non-state firms, inthe shortrun as
well as the long run. Almost one third of all
loans were directed to the private sector,
with roughly 40 percent given out as long
term credit. State enterprises account for
about 50 percent of all long term credit,
which mainly represent past loans dis-
pensed by the former state banking institu-
tions. The lending rate exceeds the short
term deposit rate by almost 8 points, and
undercutsthe inflationrate by approximately
4 percent poinis.

A nascent money market is also slowly
emerging in Slovakia. Two new capital
markets were established:

ES
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- the Stock Exchange of Bratislava (BBCP),
and

+ the Option Exchange of Bratislava (BOB).

The Stock Exchange of Bratislava is joint
stock company with 10 Slovak financial
institutions as its shareholders.
commenced in April 1993, in 14 day inter-
vals. initially established with Swedish as-
sistance, the Bratislava Option Exchange
ofganizes trading with options and futurés
in securities and acts as clearing center for
such trade. Due to inconsistencies in the
establishing laws and generat lack of capi-

tal, neither stock exchange has been ablg

to mebilize significantly large financial re-
sources to generate long-term investment.

Af this point in time there are no real hous-
ing finance circuits in Slovakia.® - In 1982

two contract savings institutions madeled

affer the Bausparkassen in Germany ware
created. Savers have two incentives for

Figure 1: Structure of Bank Deposits and Credits by Sector in Billions of Stovak Crowns.

x

Trading

opening these accounts. The state will
credit the account with an amount equal to
25 percent of the annual 'savings, up to Sk
18,000. Also, the interest on the savings is
exempt from income tax. However, they will
not be active lenders for two years (the
minimum time for a savings contract to be
open before a loan can be granted). Fur-

thermore, The ability of these schemes to

provide meaningful funding for housing is
severely undermined by inflation.

Housing

Housing policies hiave changed significanily
in Slovakia. The government is no longer
subsidizing the interest rates on new hous-
ing loans and has terminated grants on new
housing projects. In addition, ownership
and management of former state owned

‘héusing- Wastransterred=to muriicipalities’

as of mid-1981. The government unsuc-

Short Term Medium Term Long Term

Total

(<1 year) (1-4years) (>4 years)
Deposits :
Average Deposit Rate 10.7% ©13.0% 13.0%
Enterprises 26,489 245 319 27,059
Financial Institutions 2,342 13,068 0 15,410
Households 69,369 31,116 6,198 106,683
Private Sector 19,198 990 1 20,189
Other {govt. non-profits etc.) 17,020 1,319, 40 18,340
Total 134,427 46,738 6,515 187,681
Credits :
Average Lending Rate 18.2% 15.8% 9.8%
Enterprises 62,816 18,883 49,560 131,280
Financial Institutions 0 15 - 0 15
Households 1,375 7,712 19,945 29,032
Private Sector 27,994 21,131 33,372 82,497
‘Other (govt. non-profits etc.) 504 1,133 1,883 3,611
Total B 92,779 48,874 104,760 246,417

Source : National Bank of Slovakia, June 1993

cassfully atternpted to float a bond issue to
provide funds to municipalities for infra-
structure projects. There are a substantial
number of unfinished housing projects (es-

timated to equal approximately Sk 18 bil- .
lion} and on-going discussion about provid- -

ing funds through international aid agen-
cies to complete some of them. Explicitand
implicit subsidies now incurred by the mu-

[ nicipalities to maintain and operate rent-

controlled housing exert a significant hard-

shipon cash-strapped local governments.' -

The two cornerstones of socialist housing
policy, rentcontrol and tenant property rights,
remain firmly in place. Although rents for
existing units increased by 100 percent in
mid-1992, they still remain below aperafing
costs and do not provide the cash flow
necessary to support needed renovation
and improvements. The continued pres-
ence of rent control in the existing rental
housing stock and the requirement that
landlords provide alternative housing o a
tenant that is being evicted undermines the
attractiveness of rental housing investment.
Although rents have been deconfrolled for
new construction, the threat of its imposi-
tioh and the practical inability to evict in-
creases perceived develepment risk. In
addition, uncertainty over land ownership
has delayed the start of new projects and
municipal gavernments lack the resources
to provide the necessary infrastructure.

Change also has been slow in the owner-

occupied sector. Although 50 percent of -

the housing stock is owner-occupied, most
of it is in rural areas or on the outskiris of
large cities (e.9., single-family homes owned
by househclds with rent controlled apart-
ments in town). There is a relatively large
cooperative sector (approximately 23 per-
centof the stock) which may become owner-
occupied housing in the near future.

. Rentership is most deminant form of tenure

in urban areas. For example, almost 60
percent of all housing in Bratislava, the

capital of Slovakia, is renter occupied, the ™

remainder, exceptforthe 9 percentof house-
holds who own, is cooperative housing.®

One reason for the slow development of the

-+
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owner-occupied market has been a lack of
morigage credit. The government has
ended its provision of low interest mort-
gages but a private sector housing finance
system has yet to develop. Owner-occu-
pied housing is not viewed as acceptable
collateral for lending, as a lender cannot
obtain possession of a unit from a defaulted
borrower witheut provision of substitute

- housing (as in the case of rental eviction). -

Commercial banks other than the savings
bank are relatively iliquid and reluctant to
extend long term credit.

The slowness of change in the rental hous-
ing sector reflect the political sensitivity of
moving rapidly away from the socialist sys-
tem of guaranteed tenure and low cost
housing. However, the lack of progress in
this sector has significant effecis on the
sustainability of the broader transformation
process. Rentsbelow operating costs exert
an on-going drain on government budgets,
_ crowding out expenditures on essential in-
frastructure maintenance and development.
The distortions caused by rent control mask
the true demand-supply balance in the Re-
public and allow proposals for new state
subsidized construction to proceed without
" a true understanding of their need. Rent
control acts as an impediment to labor mo-
bility, an important factor in a transiorming
economy. ltis also a highly inequitable form
of income redistribution. providing benefits
to households based on where they live and
not on their income or wealth.

Legal Environment

The lack of a legal infrastructure conducive
to collateralized lending is a major impedi-
ment to the development of a housing fi-
nance system. A legal system that defines
the rights of the mortgager and montgagee,
includes a process for foreclosure and re-
possession and allows eviction of defaulted
households is an essential prerequisite for
“housing finance. in addition, an efficient
-and accurate fand registration- system is
necessary to ensure low cost and low rigk
transfers of real estate and establish the
rights of lenders.

S

- The legal basis for mortgage lending es-

sentially disappeared under the sccialist
regimeinthe former Czechoslovakia. Hous-
ing costs were low and lending rates were
highly subsidized under socialist housing
policy. As a result mortgage default and
rental arrears were quite low. Foreclosure,
though legally possible under the terms of
the civil code, was not a viable option due to
the near impossibility of eviction. Because
both banks .and enterprises were state
owned, wage garnishment could be used to
satisfy overdue payments, though this rarely

. occurred because of low, subsidized costs.
Lenders in theory can take mortgages on

real property and register them in the land
registry. However, the impossibility of evict-
ing tenants or defaulted borrowers has
caused lenders to refrain from mortgage
lending or require the pledging of other
forms of collateral to secure aloan. Therise
of small, private businesses has lessened
the use of wage gamishment as_a form of
security.

AN INITIAL AGENDA FOR HOUSING
FINANCE REFORM

Is the time right to launch a major housing
finance initiafive in Slovakia? By.a “major”
initiative is meant the establishment and
funding of a new institution responsible for -
providing large amounts of mottgage fi-
nancing to the people of Slovakia. An
example of such an initiative is the estab-
lishment of a government-sponsored ‘or
guaranteed conduitsuch as the U.S. Fannie
Mae. Funding a large-scale system of in-
sured indexed mortgages is another exam-
ple of what we mean by a major initiative.

Our sense is that the time is not right for two
major reasons. First, mostofthe conditions
under which a housing finance system can
be expected o prosper are not currently
satisfied in Slovakia. Improvements in the
stability of the macrosconomy, the !egak
ehvironment, and the pace of reforms neads”
to beincreased . The stability of the govern-
ment is another major factor. For example,

the recent vote of “no.cenfidence” in the
previous. regime probably makes potential
long-term investors less interested, at least,
in the short-run. S

Second, the preferred institutional form for
a housing finance system in Slovakia is not
yet clear. A variety of options exist and the
ultimate, preferred institutional form depends
upon a variety of factors as yet undeter-
mined. At the current time, the incompiete

- state of prior market and legal reforms, the

limited size of the market for morigages,
and inadequate experience with a market-
oriented housing finance system probably
favors aless specialized system of housing
finance than exists in the U.S. Our principal
concemn is that potential agency problems
are too great-to permit the effective func-+
ticning of a highly specialized system. The
government may want to begin some mod-
est reforms along these fines, which are
menticned below, but the government
should also maintain its flexibility in .this
area for several more years.

Although it is too soon to faunch a major
initiative, an incremental approach does
seem appropriate. Broadly defined, the in-
cremental approach includes efforts to de-
velop the general conditions appropriate for
a modern and market-oriented housing fi-
nance system and several specific reforms
targeted toward housing finance. Seven
areas of this reform effort are particularly
important. '

- Improve the Legal Environment for
Housing Finance

Steps ought to be taken to develop a legal
systeminwhich amortgage contractcanbe
enforced. This involvesimprovement ofthe
laws relating to the eviction of borrowers
who default on their loans. it also involves
policies relating to the monitoring of owner-
ship righis and the enforcement of them.

Continue Efforts to Stabilize the

" 7. Macroeconomic Environment

Reductions in inflation and the size of gov-
ernment deficit remain among. the most

-+
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important steps that can be taken to de-
velop amarket-oriented housing system. In
this regard, those responsiblé for housing
policy should expect a continued decline in
the subsidies available- to them and use
them wisely. Using such subsidies at this
point to promete a housing finance system
is probably not the best use of them.

Continue Efforts to Fromote a Market-
Oriented Housing System

Privatization of the housing stock and de-

- control of rents are a high priority. Without

these reforms most households will lack the

resources and incentives to support a vis:

brant market for owner-occupied housing.

Encourage the Development of Mortgage
Lending Institutions

Continued privatization of the banking sec-

toris another high priority; éspecially impors: |7 72

tantis the development of several organiza-
tions with the expertise needed to perform
one or more of the functions of a housing
finance system. ‘One possibility is the es-
tablishment of new subsidiaries of the three
major government related banks with suffi-
cient capital and incentives to begin some
mortgage lending. This may require the
forgiveness of some old and unprofitable
ioans and the infusion of new capital. A key
o encouraging greater mortgage lending
by both existing and the new private banks
is the prospect of positive real after-tax
returns.  Thus, efforts to make housing
investrnent more profitable (e.g., relaxation
of rent control) and access to coflateral
easier (e.g. reasonable foreclosure laws)
may be the most effective ways to stimulate
activity. What is crucial is that the institu-
tions be driven by market criteria and that
contracts, policies, and organizational struc-
tures be developed to minimize the poten-
tially dangerous agency problems of the
type emphasized in this paper. B
Begin a Dialogue with the European
Community Regarding Housing Finance

Of particular interest is the possibil'ity of
obtaining long-term funds from other Euro-

*

.
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pean investors. As noted above, the likeli-
hood of this happening in the near term is
low because of investor concerns aboutthe
stability of the economic and political situa-
tion and potential agency problems; none-
theless, steps can be taken to allay some of

| these fears and gauge the interest and

requirements of foreign investors. One
possibility uses the contract savings scheme

| in conjunction with funds provided by for-
eign investors. For example, the contract .

savings scheme would originate second
mortgages te its customers and seek fund-
ing for first mortgages from foreign inves-
tors, perhaps funded through mortgage
bonds backed by investors inthe European
Union ®- .

Encourage Development of a Bond
Market

One of the major issues in funding housing
is the absence of long-term funds, as forthe
case of Slovakia. As the transformation
proceeds, emphasis should be givento the
mobilization of long-term savings (e.g-
through pension and insurance plans). In-
stitutions mobilizing such funds are natu-
ral investors in long-term assets such as
mortgages. Development of mortgage-
backed bonds can provide a vehicle for
theirinvestment. Providing marcoeconomic
stability and an appropriate tax and regula-
tory environment are perhaps the most ef-
fective ways the government can encour-
age bond market development. Policies in
this area must also produce a “level playing
field” for mortgages and other assets by
avoiding excessively generous tax incen-
tives (e.g. for municipal bonds) or require-
ments for investors to allocate a certain
portion of their portfolios to particular as-
sets, regardiess of risk-return characteris-
tics. Y [

NOTES

! Theviews, expressions and opinions con-
tained in this paper are the authors' and
are not intended as statements of policy
by the United States Agency for Intema-
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tional Bevelopment (LISAID), which par-
. tially funded this paper.

2 James R Follain is a Professor of Eco- ~

nomics in the Maxwell School of Cltizen-
ship and Public Affairs at Syracuse Uni-
versity. He spent the 1993-94 academic
. year as a visiting scholar at the Urban
Institute in Washington, DC. His recent
work has focused on the financing of
multifamily housing and the demand for
mortgage insurance. He received his
Ph.D. in Economics from the University of

California at Davis in 1976. He has held |
‘positions at the University of llinois-
Urbana-Champaign, the Federal Home

Loan Bank of San Francisco, and th
Urban Institute.” . ) :
Michael Lea is the principal in -Cardiff
Consulting. Much of his work involves
housing finance issues, especially inter-

-national--housing finarce.:” He alsois

involved in the analysis of the secondary

market for education loans in the US. Dr-

Leareceived his Ph.D. in economics from
the University of North Carolina in 1976.
He has held positions at Cornsll Univer-
sity, Freddie Mac, Imperial Corporation of
America, and the Federal Home Loan
Bank of Chicago.

Maris Mikelsons is a Research Associate
with the Urban Institute. He is an interna-
tional economist with substantial experi-
ence in the analysis of housing issues.
He joined the Urban Institutein 1988 after
earning an M.A. in Economics from East-
ern Michigan University. He is a former
member of the US Peaces Corps and has
substantial international experience in
such countries. ‘He has provided sub-
stantial input into the development of a
housing allowance program for the Re-
public of Slovakia and has visited Slovakia
on several occasions.

3 The authors have benefited from discus-
sions with numercus people. The com-
mentis of Robert Buckley, Peter Tajecman,
Thomas Kingsley, Bertrand Renaud,
Margaret Thalwitz, and Raymond Struyk
are especially appreciated. The inferma-
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tion and insights provided by several
members of the Slovak Government is
alsomuch appreciated; these include lvan
Hrncar and Lubor Cuda.

* McKinnon (1991) and Thome (1993) dis-
cuss financial reforms. On housing re-
form, see Baross and Struyk (1993), es-
pecially the paper by Kingsley, Tajcman
and Wines. See also Bertrand Renaud
{(1991).

* One recent example is Buckley,
Hendershott and Villani (1993).

% This is a quotaticn from a recent speech
by Klaus; excerpts of the speech were
published in a World Bank pubiication
entitled Transition : The Newsletter aboit
Reforming Economies.

7 Other goals include : stimulate housing
demand; boost employmeni in the con-
struction industry; promotion of savings;
promotion of home ownership; promote
capital market development; and, pro-
mote labour and capital mobility.

¥ The criterion most widely used to deter-
mine whether an investment is appropri-
ate in a market-oriented economy is the
net present value (NPV) criterion. NPV
refers to the discounted present value of
all income (rent, capital gains, tax ben-
efits) and costs (downpayment, operat-
ing costs, depreciation, taxes etc.) asso-
ciated with a housing project. Investors
should invest in the project if its NPV is
positive; otherwise, the investment should
notbe undertaken. investments by owner-
occupanis must take into account the
monetary value of the services provided
-by the housing unit.
® The source of information about US resi-
dential finance is the Census of Hausing,
1980 Census of Housing, Volume 5 :
Residential Finance, November 1983.

'" A martgage is aloan in which the housing
unit is offered to the lender as collateral in
case of aborrower default on the terms of
the mortgage.

X

This is also described as a moral hazard
preblem. McKinnon (1991, Ch.7) pro-
vides a good discussion of this issue.

“ Follain and Zorn (1990) provide a fuller
description of these functions.

* The US historically relied upon a system
in which one particular institution - the
S&L - performed all of these function; now
it relies primarily upon a securitization
system with significant functional spe-
cialization. Western European countries

«:use a variety of systems including build-

ing societies, the large morigage bank
and contract savings schemes. Recent

trends suggest the securitization model”

has not progressed as well in Europe but

the mortgage banking medel has existed

in Denmark, France and Germany since

the 1800s : see Diamond and Lea (1992).

A variety of other formal and informal

institutions can be found in Latin America
~and Asia.

=

For example, financial markets in ad-
vanced marketeconomies are capable of
absorbing large amounts of interest rate
risk so a separate housing finance institu-
tion charged with the responsibility of
absorbing interest rate risk is unneces-
sary.

A single institutional form does not mean
a single firm. The benefits of competition
suggest the need for multiple firms even
if a single institutional form dominates,
e.g. US thrifts.

¢ Similar problems arise if the former enter-
prises of the state have major ownership
stakes in the banks. To the extent these
“privatized” enterprises still have large
numbers of employees and considerable
political power, the bank will be subject to
political pressures. .

17 The inflation rate was heiped along by a
onetime increase of the VAT atthe begin-
ning of 1993, a one time 20 percent
importadjustment surcharge, and anearly

year devaluation of the Slovak Grown.

" For example, only 3 percent of deposits
are over 4 years and only 28 percent are
over 1 year {Naticnal Bank of Slovakia,
1993). -

" The two former state banks, The General
Credit Bank (VUB) and Investment and
Development Bank (IRB) are classified.
as joint stock companies, but in fact are
stifl subject fo state control. The National
Property Fund (NPF), agovernmentinsti-
tution, owns the majority of stock in each
bank, and, additionally, some members

:» of VUUB's board are also government offi-

. - cials.

“Loans to purchase residential property *
are obtained only on commercial credit
terms, usually for about 4 years at about
20 percent interest.

2 Mikelsons, M, Housing Affowances : As-
sassing the Poteritial for Stovalkia, (1993).

* Cooperative housing was initially estab-
lished under a partnership between the
coop, the state financial institution, and
the prospective tenant. One third of the
cost of the housing was contributed by
the coop, one third was obtained through
a subsidized state loan, and one third
was contributed by the household. Given
this type of arrangement, Coops were a
desired form of tenure, since the housing
was transferred to the tenant once the
loan was repaid.

# This wouid have similarities to the Ger- -
man housing finance system. [ |
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