URBAN GROWTH:

Improving urban shelter
strategies in developing

countries

Housing policies in many developing countries are

inefficient and inequitable and the wrong solutions are

often applied to the problems, says Stephen Malpezzi

ITIES in developing countries
are growing at explosive
rates by historical standards
— from 2% to 10% a year. By -
the year 2000, 20 of the worid’'s 25
largest cities will be in developing
countries and their total urban
population will exceed two billion..By
any definition, most of the people in
these cities are poor. In terms of one
specific definition of absolute
poverty, in 1980 over 200 million city
dwellers lived below a level satisfying
basic nutritional requirements; by
2000, this number is expected to
double. Co
Coping with rapid urban growth
and widespread poverty strains the
resources and imagination of even
the most accomplished govern-
ments. Yet governments often hinder
their ability to deal with such prob-
lems because they misunderstand
the urban economy and do not
employ the right policies and pro-
grammes. This is especially true of
shelter. Even the most casual empiri-
cism confirms that sheiter policies in
many developing countries are ineffi-
cient and inequitable.

Common problems and
common solutions

Many housing probiems can be
stated simply, and their solutions
may therefore appear simple; unfor-
tunately, facile solutions often com-
pound the problems.

Problem: There is a perceived
shortage of housing.

Common solution: Government
should build housing. This is usually
the wrong solution. Housing short-
ages, when they exist, are the result
of fast growth in demand and of
impediments to the supply of hous-
ing. Governments do not, in general,
respond to demand faster or more
efficiently than private markets. But
they can do much to mitigate or
remove market imperfections,
improving the private sector’s
response.

Probiem: The quality of housing is
poor.

Common solution: Raise stan-
dards through stricter building codes
and better enforcement. This, too, is

often the wrong solution. Many cur-
rent standards, based on Western
codes, have little to do with basic
structurai soundness or hygiene, and
are simply unaffordable by the buik of
the population. Standards and codes
should focus on basic requirements
for safety and heaith. Further
improvements will come as develop-
ment proceeds and incomes rise, pro-
vided regulations do not actually
prevent upgrading.

Problem: There are too many
squatters. Many poor people live on
public or private land, contravening
land use controls and simiiar jaws.

Common solution: Clear the
squatter areas. For many reasons this
can be the wrong solution. When
people are moved off land, they go
somewhere else. Slum housing
represents a large part of the poor's
capitai stock; destroying their capital
retards development. And informal
housing is sometimes of surprisingly
high quality. Policies can be adopted
that improve conditions more
cheaply and for more people than
clearance programmes, even when
such programmes include new public
construction.

Problem: The price of housing is
too high for many families.

Common soiution: Controi rents
and the price of land and building,
materials. This is usually the wrong)
solution. When housing prices rise
faster than prices in general, that is a.
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signal to the market to produce more
housing relative to other goods and
services. Such price increases are
transitory unless the market is
prevented from adjusting because of
shortages of inputs, excessive gov-
ernment regulation, and similar res-
trictions. It is far better to deal directly
with the causes of rising costs, rather
than try to shift the burden of adjust-
ment to landlords, who will then
reduce the gquantity of housing and
land for rent, thereby exacerbating
the very problem controls were sup-
posed to solve.

How housing markets work

A schematic diagram of how the
housing market works is shown
below. Inputs such as land, labour,
finance, materials and infrastructure
are combined by supply-side agents
such as fandlords and developers to
produce housing services.

Homeowners, and to a lesser
extent, renters, are also producers if
they maintain and upgrade their
houses. Reiative prices inform pro-
ducers of housing services about
whether to provide more or less
housing, and the input suppliers
about providing more or fewer
inputs.

It is not a bad approximation to
treat the market for housing services
as a competitive market. For the acti-
vities in the middle box, there are few

Input markets
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barriers to entry or large economies
of scale in most countries. This does
not mean, of course, that anybody in
a poor country can become a landlord
or developer. But there are seldom so
few landlords or developers that thay
exert significant market power,
except insofar as they also control
inputs that are not competitive.

The market for many inputs is not
competitive, however: (a} their
ownership may be so concentrated
that owners can fix prices, as in some
land markets; (b) large economies of
scale may make the production of
some inputs a natural monopoly, as
with some types of infrastructure;
and (c) government regulations may
restrict the competitive allocation of
inputs, notably finance.

The impilications of this analysis
are clear. Problems in housing mar-
kets are often caused by probiems in
the input markets. Government
actions that attack these probiems
directly are the right ones. Rather
than adopt this approach, however,
many governments intervene in pro-
duction (the middle box). Govern-
ments that try to fix prices — for
example, by rent controls — oniy
distort the signals being sent to the
market and may exacerbate the

original problem.

Production process
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Role ofthe public sector

Until the early 1970s housing poli-
cies in developing countries often
followed the model of many indust-
rial nations, relying on heavily subsi-
dised blocks of public housing. By
and large, those policies did notwork.

By the late 1960s and early 1970s
many governments started to build
on the success of informal housing. ~
They introduced sites and services
projects and sium upgrading, encour-
™aged by the World Bank and other
international organisations. These
projects tried to set design standards
on the basis of what people couid and
would pay, rather than on some arbit-
rary and inflated notion of “housing
need.”

The new approach involved two -
important related principles: afforda-
bility and full recovery costs. Only
self-financing projects can be repli-
cated on a large scale. Governments
also tried to encourage seif-help in
building houses and community faci-
lities and also in producing low-cost
building materials.

Now it is increasingly recqgnised
that even improved projects must be
accompanied by fundamental
changes in related government poli-
cies. New projects and policies focus
even more directly on housing
finance, infrastructure, and land mar-
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ket imperfections rather than direct
production of housing units. There is
a new awareness of the important
impact of government regulations —
zoning, standards and codes, taxes,
financial policies, rent controls, and
other pricing policies.

Improving shelter strategies in
devefoping countries

An integrated housing strategy
requires a clear statement of objec-
tives, an understanding of local con-
ditiong,. a sense of how policy and
programme features are linked to
outcomes, and a plan for generating
and applying the resources needed to
implement the strategy. Even though
local political and other conditions
will have a strong influence on the
content of a strategy in a given place,_
enough is known about deveioping-
country housing markets to suggest
some general strategic guidelines.

Two points in particular are worth
emphasising: that general economic
deveiopment is the most effective
way of improving housing conditions
in developing countries; and that to
ensure maximum benefits, govern-
ments should promote the efficiency
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of the housing sector and shouid
avoid policies that cause significant
market distortions and produce
counter-productive resuits.

Economic development

Research demonstrates that, as
development proceeds, housing con>*
ditions improve more rapidly than
incomes. Housing investment as a
share of GNP increases rapidly, as
does the fraction of income that
people spend on housing.

In low-income countries, housing
investment reiative to GNP is oniy
2%; in middle-income developing
countries the fraction is from 6% to
8%. Households in very low-income
countries spend only 5% to 10% of
their income on housing; in middie-
income developing countries, the
fraction may be 25% to 30%.

To a considerable degree, what is
good for the economy is better for
housing. Improving the performance
of the shelter sector is therefore
linked to appropriate policies in other
sectors, and appropriate macro
policies.

While this is an encouraging long-
run prescription, it does little to solve-
immediate housing problems. Nor
does it show how the gains from
economic development are most
effectively channetled into improving -
housing conditions. These questions.
require a careful choice of policies
and programmes by government.
Required actions

Government activities that deserve
emphasis inciude:

The provision of infrastructure with
appropriate and affordable stan-
dards. The benefits of infrastructure
investments are considerable: rates
of return to investment are high
(often higher than in housing alone),
household spending on housing is
often spurred, and de facto security of
tenure is established for many infor-
mal households. However, cost
recovery is required for large-scale
investment and for continued
maintenance, otherwise enormous
social and private economic costs
result, as demonstrated by the high
costs of small-scale private provision
of water and electricity in Lagos, for
example.

The development of land informa-
tion systems and a legal and adminis-
trative framework that promotes
efficiency in land markets. The costs
of deveioping land are unnecessarily
high in most developing countries,
largely because of poor land informa-
tion, backward systems of titling and
property rights, and a cumbersome
legal and administrative structure.

The reform of land tenure systems
in order to promote private spending
on housing. Most cities in developing
countries are being built largely by
the informal sector, with houses that
are often illegal and with insecure
tenure. Research shows that even
very poor households place signifi-
cant monetary premiums on security
of tenure and that incentives to
improve property are often dramati-
cally increased when tenure in illegal
or squatter settlements is legalised.

The development of financial mar-
kets and institutions. Development or
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reform of housing finance institu-
tions should be a part of the overall
process of financial reform and thus
of promoting savings, financial inter-
mediation, and the free movement of
capital throughout the economy. The
objective of a sound housing finance
system is not to provide ever larger
amounts of subsidised money for
housing, but to facilitate required
investment in a sector thatis growing
rapidly as development proceeds and
to encourage savings.

The critical review of housing sub-
sidies, with the goals of increasing
their effectiveness, avoiding unin-
tended side effects, minimising costs
to the public and private sectors, and
distributing benefits fairly in relation
to need. By necessity, subsidies must
be carefully targeted to groups that
have a specific demonstrabie need. In
most developing countries, subsidy
policies suffer from an almost total
lack of strategic planning. The scale,
distribution, and impact of subsidies
are notusually known. Such evidence
as exists shows that subsidies often
do not reach their intended targets.

The pursuit and further improve-
ment of sites and services and sium
upgrading projects as solutions for
the housing problems of low-to-mod-
erate-income households. The best
of such projects provide appropriate
and affordable housing and services
to low- and moderate-income
groups, recover costs and minimise
subsidies, target such subsidies as
there are to those in greatest need,
have high economic rates of return,
and improve the ability to replicate
projects on a broad scale. Many such
projects, however, often fail short of
these potential benefits in practice.
Research indicates that planning
assumptions are frequently incorrect,
which leads to problems as the pro-
jects develop.

The promotion of private housmg,
including rental housing. It is worth
noting that most housing policies
have implicitly or explicitly focused
on the owner-occupied sector, and
with reason. However, the rental sec-
tor in most developing-country cities

URBAN GROWTH:-

D/sp/acmg slums to other areas may encourage the developmem‘ of

/arger squatter settlements .

is large and growing, usuaily com-
prising at least 50% and sometimes
as much as 80% of the housing stock.
The sector is often hampered by
unfavourable treatment such as
inappropriate regulation, including
rent controis, and discrimination in
access to finance, land and infrastruc-
ture.

Of the policies that governments
should avoid, three deserve special
mention:

The creation of unrealistic and
costly building codes and zoning
regulations. These increase costs,
often without corresponding
benefits, and may encourage
development of illegal informal
areas.

The destruction of squatter settle-
ments. Slum removal and urban
renewal programmes that simply dis-
place the siums to other areas may
encourage the development of larger
and more militant squatter settle-
ments,

The disp/acement of private invest-
ment by public activities. One study
in the United States recently found
that each 100 new units of publicly
subsidised housing caused a drop of
almost 85 units in private construc-
tion; other studies indicate that pub-
lic housing actuaily has a negative
economic rate of return (it is worth

less than what it cost to build). Similar
dispiacement effects and inefficien-
cies undoubtedly exist in many
developing countries and are to be
avoided at all cost.

These general guidelines are the
basis for development and improve-
ment of sheiter strategies in most
developing countries. Many of these
principles are also of some relevance
to developed countries. Detailed for-
mulation of housing strategies must,
of course, be informed by data collec-
tion, research, planning, and moni-
toring and evaluation of the pro-
gramme involved. &
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SHEL'TER POLICIES:

Stimulating housing
developmentin developing
countries

With the resources now available, the goal of an adequate
= house forevery family can be achieved, says Peter Kimm

APID urbanisation is creating
unprecedented pressure for
shelter and related com-

munity services everywhere

in the deveioping worid. Govern-
ments are confronting enormous
needs across ail sectors of the eco-
nomy with limited financial resources
and shortages of technical and man-
agerial skills to cope with the growing
housing problem. Cities in develop-
ing countries, which were already
starting to meet basic service needs,
grew in the aggregate by 350 million
people over the past decade. The
future holds more of the same. The
urban popuiation of developing
countries is expected to double over
the next 20 years, by which time more
than half the poor will be living in
cities. Squatter communities, which
accounted for 40% of their popula-
tions in 1981, will constitute nearly
two-thirds by the year 2000.

One dramatic indicator of this urba-
nisation is the increase in the number
of large cities. In 1950, fewer than half
of the world’s 76 cities with more than
one million people were in develop-
ing countries; by the year 2000, they
are expected to contain 284 such
cities. This growth will have profound
implications for the developing
world. The efficiency of these urban
areas, or lack thereof, will be a major
determinant of the overall quality of
life and economic strength of
developing countries.

Over the past 25 years, the United
States Agency for International

Development has been providing
assistance to developing countries
for housing and related urban ser-
vices. AID has accumulated a weaith
of experience about the nature of the
sheiter probiem and its solutions.
This experience has led it to the
conclusion thatindividual and private
initiatives are the real solution to the
world’s urban problems.

In AlD’s view, which | discuss in this
article, governments have an indis-
pensable role in providing infrastruc-
ture and secure land tenure and in
creating the climate and policies that
will facilitate the production of hous-

ing by individual initiative and private
action. Very rarely is government an
efficient producer or owner of
housing. -

The strategies for tackling urban
shelter problems have moved drama-
tically since the 1960s, when the view
was widely held that the key to the
solution was the construction of
housing at reiatively high standards
by the government. That approach
was costly to the country and failed to
produce housing units in sufficient
quantity to meet the need.

Inthe 1970s, that strategy gave way
to one of addressing basic needs by
providing minimal services to a

- vastly larger proportion of the urban

poor through sites and services, core .
housing projects and slum upgrad-
ing. Such projects demonstrated that
poor families could be served with
improved sheiter and that they could
become homeowners and function
well within a normal credit system.
The basic needs strategy heiped to
re-orient the policies of developing
countries to appropriate and afford-
able housing solutions. Many gov-
ernments, however, continued to
provide unrealistic and unsustain-
able subsidies by making land avail- ~
able at below market prices, provid-
ing financing at interest rates that did
not reflect the true cost of money, or
constructing infrastruture without
making provision for cost recovery.
Thus, the projects required a con-
tinuous replenishment of resources
for subsidies, precluding replicability
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— SHELTER POLICIES

at the scale needed due to limited
government and donor resources.
This became dramatically mare evi-
dent during the financial crunch of
the 1980s.

For most countries, the solution to
overcoming the limitations of gov-
ernment resources needed to
improve sheliter conditions lies within
their indigenous private sectors
where financial and human resources
vastly exceed those available to the
public sector. The private sector
includes both the formal sector orga-
nisations owned by individual and
institutional investors, and the infor-
mal sector, which consists of indi-
viduais and small scale enterprises
that are not formally registered, do
not keep proper accounts, and
employ labour on a mostly casual
basis.

In industrialised countries, the
informal sector plays a very smail
role in housing. In virtually every
developing country, however, the
informal sector has been responsible
for producing most new housing,
particularly for low income peopie. In
aggregate, informal private sector
activities represent a significant

investment in housing that confirms
the strong desire and willingness of
people, regardless of their income, to

provide themselves with a decent
place to live. Experience with sites
and services projects, home improve-
ment and community upgrading
programmes has demonstrated that
assistance to the informal sector can
be an effective means of improving
shelter conditions.

The potential for generating invest-
ment capital for sheiter from indi-
vidual and institutional savings far
exceeds that available from public
funds. The formal private sector aiso
generally commands superior tech-
nical and manageriai expertise to that
found in government due to its focus
on individual performance. As a
result, they usually can perform a
particular task more efficiently and at

| lower cost than a public agency.

To a large extent, however, the
formal private sector has been pro-
viding generally high quality and
relatively expensive shelter for a
limited segment of the housing mar-
ket, ignoring a broad range of unmet
need among low-income house-
holds. Unlike governments, the: pri-
vate sector is not obligated to
respond to public expectations or

social need. This suggests that
appropriate government action will
also be required to create the climate
needed to encourage additional pri-
vate sector participation in the provi-
sion of shelter and to solve those
problems that individuals and private
sector institutions cannot soive
alone. Generally, public sector efforts
are required to facilitate access to
land and secure tenure, to provide
adequate infrastructure and ta
rgenerate sufficent long term credit
for housing.

AlID's shelter strategy views indi-
viduais and formal and informal pri-
vate sector institutions as the proven
producers of housing and the govern-
ment as the facilitator of increased
private participation,
undertakes those tasks that the pri-
vate sector cannot accomplish. AID
concentrates on working with offi-
cials from less developed countries to
formulate national sheiter policies
and implementation strategies. It
engages in a dialogue on policies and
appropriate reforms that will set in
motion the forces to increase the
supply of housing to meet existing
and future demand.

Developing countries that have
most effectively met their shelter
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needs have adopted, at least to some
degree, a number of common poli-
cies that help explain their success.
The substance of the dialogue
between AID and deveioping country
governments centres on six basic
policy elements or objectives.

The first element is an investment
policy that recognises the signifi-
cance of sheiter production to the
national economy. Developing
country governments of all political
philosaphies are faced with difficuit
decisions regarding the allocation of
limited fiscal resources among dif-
ferent sectors of the economy. The
financing of housing and urban ser-
vices must compete with the invest-
ment needs of industry, agricuiture,

* education and other sectors. In mak-
ing these choices, a common mis-
perception is that investing in sheiter
uses scarce capital resources without
producing as many economic
benefits in terms of employment and
capital formation as, for example,
manufacturing and agricuiture.

Sheiter does, however, make a sig-
nificant impact on national and local
economic development. Because
it is labour intensive, construction
creates a high level of empioyment
per unit of investment. Housing con-
struction supplies about 10% of all
jobs in developing countries. It also
generates demand for construction
materials, furnishings and related
gaods and services which transiates
into jobs in the manufacturing and
services sectors. On average, each
construction job generates one addi-
tional housing related job.

Thus the sheiter industry can play a
powerful role in economic develop-
ment as a creator of employment and
a stimulant to investment, while also
directly benefiting society through
improved living conditions. This
increased production does not, of
course, assure equity in the distribu-
tion of shelter, and the need for some
social investments will remain.

A second policy objective is a high
degree of reliance on market systems
and the private development of hous-
ing. Although some regulation is

SHELTER POLICIES

needed, both to protect public heaith
and safety and to improve the effi-
ciency of the development process, in
many countries the competitiveness
of the housing market is severely
restricted. Governments may reg-
ulate the flow of finance, restrict the
development of residential land, con-
trol rents, or subsidise housing for
selected groups. These and similar
market interventions are often
counterproductive and hinder private
sector shelter activity.

For example, credit and interest
rate controls designed to modulate
the money supply or to target credit
resources for specific purposes often
crowd low income borowers out of
the credit market. As a result credit is

- made available only to those who
already have resources and whom
financial institutions consider the
most creditworthy. :

A third key policy thrust is cost
recovery in the provision and mainte-
nance of housing and urban services.
The objective of full cost recovery is
to provide revenues that cover the
cost of the investment and generate
resources that can be invested in
additional housing. Cost recovery
first and foremost requires that the
bills due are coilected in a timely
fashion. It also argues for eliminating

interest rate subsidies, charging mar-
ket prices for government owned or
controlled land, and establishing
appropriate user charges for basic
infrastructure and services.

Although the private sector must
fully recover costs and make a profit
in order to stay in business, govern- _
ment is often less concerned with
recovering costs than with producing

asocial benefits. Cost of recovery,
however, is an important manage-
ment tool to increase the impact of
scarce government resources and
produce sheiter solutions at a scale
adequate to meet the growing needs.

If government elects to absorb
some costs, it should do so con- _
sciously, considering the budgetary
impacts of the decision, and ensuring
that the subsidies have been carefully
targeted to the disadvantaged. Unfor-
tunately, the housing sector is loaded
with subsidies that distort decision-
making, are usualily inequitable, and
are fiercely defended by the current
beneficiaries.

A fourth key policy objective is the
adoption of affordable, appropriate
standards for housing, infrastructure
and other urban services. Govern-
ments protect the health and safety of
the public by establishing standards
for land use and development densi-
ties; for the level of infrastructure and
services to be provided; and for the
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Core housing project in Honduras, fi

nanced under the housing guaranty
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design and structural qualities of the
building to be constructed. Standards
are a legitimate means of protecting
public health and safety, but they
cannot be used to improve people’s
living conditions above a level they
can afford. While the objective may
be admirable in terms of social
benefit, the approach is counter-
productive if people cannot afford
shelter and services when they are
built to officiai standards.

In many instances, the growth of
illegal (unauthorised) settlements
can bedirectly attributed to the exist-

SHELTER POLICIES

ence of excessively restrictive stan-
dards. The establishment of realistic
standards that conform to affordabil-
ity criteria is one of the most effective
actions government can take to
encourage the private sector to pro-
duce serviced land and shelter for low
income households.
A fifth strategic policy objective is ™

to adopt rational administrative pro-
cedures that encourage private

investment in housing and land

development. The cost of housing is
significantly affected by the time
required to obtain approvals to pro- _
ceed with construction, secure
financing, close a loan, or clear some
other administrative step in the long
process of shelter production.
Administrative delays can deter
private entrepreneurs from investing
in low income shelter construction
because the small margin of profit
associated with such projects can
quickly be absorbed by unexpected
time delays. Streamliining adminis-
trative procedures can be effective in

THE OFFICE of Housing and Urban _
Programs of the Agency for Interna-
tional Deveiopment has been provid-
ing capital and technical assistance
for sheiter and urban programmes
for 25 years. The principal source of
capital assistance has been its
Housing Guaranty (HG) Program,
under which AID guarantees the
loans of private US banks, insurancs
companies, pension funds and sav-
ings and loan associations, in the
long term financing of basic sheiter
and infrastructure for lower income
families in less developed countries
(LDCs). The cost to the borrowing
countries is comparable to that of
World Bank loans.

The central office is supported by
seven Regional Housing and Urban
Development Offices (RHUDOSs) that
are responsible for identifying,
designing and managing sheiter pro-
jects in their respective regions. They
are located in Tegucigalpa, Kingston,
Panama, Tunis, Nairobi, Abidjan and
Bangkok. A relatively smail Washing-
ton office provides oversight and
support through its Operations Divi-
sion and leadership in policy and
programme development through its
Policy and Urban Program Division.

The HG Program was enacted in
the US Foreign Assistance Act of
1961. To date, 41 countries have

received assistance under the HG
Program in developing their own
housing finance institutions and in
mobilising savings to help meet the
housing needs of their populations.
At the end of fiscal year 1986, $1.5
biillion was under contract in 148
projects. During fiscal year 1986, £145
million was authorised for new pro-
jects around the warid.

The fundamental goal of the pro-
gramme is to help achieve compre-
hensive, rational strategies for meet-
ing the shelter needs of the poorer
half of LDC populations. AID is con-
vinced that the world shelter problem
can be resolved in a finite time frame
with existing resources if the right
policies are pursued. The HG Pro-
gram works with LDC. leaders in
designing and implementing policies
that create the climate that will permit
individual initiative and the private
sector to produce the needed hous-
ing. Government has an essential
role to play in the provision of infras-
tructure and in facilitating the availa-
bility of land and financing, but has
not been an efficient producer of
housing.

In the 1960s AID provided technical
assistance and loan resources to
help create private savings and loan
systems throughout Latin America.

These institutions have undergone

The Office of Housing and Urban Programs of the US
Agency for International Development

significant changes in the intervening
years, but most continue to flourish,
mobilising resources from savers
and investing them in housing. Now
the HG program is worldwide and
AID supports private financial institu-
tions in countries as diverse as
Barbados, Bolivia, India, and Kenya.

In Boiivia, for example, $15 million
in HG funds and $1.65 million in
technical assistance are programmed
to strengthen the Central Savings and
Loan Bank (CACEN), the privately
owned regulatory and representative
body for the S&Ls, as well as
improve the management and-finan-
cial base of its members. In Haiti, AID
actively encouraged the founding of
the privately held Banque de Credit
Immobiliere (BCl), the first financial
institution in the country to specialise
in financing housing. Despite difficult
ecnomic and political circumstances,
BCl has generated over $2.3 millionin
savings and made more than 80 loans
valued at $2.4 million in less than one
year of operation. In addition to tech-
nical assistance, AID is lending $10
million to the Barbadan Government,
which it is on-lending to commercial
banks and credit unions. As a result of
this project, commercial banks now
lend to low-income households using
their own resources. B
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lowering the cost of housing gener-
ally and in stimulating greater private
sector invelvement in the production
of low income shelter.

The final key policy objective is to
develop and support efficient institu-
tions, both public and private, that are
capable of participating in the pro-
duction and finance of shelter and
urban development. The full benefits
of private initiative can be realised
only in a supportive environment in
which the basic public responsi-
bilities are executed efficiently and
private sector institutions have the
capacity to participate.

It is particularly important to sup-
portinstitutions that serve people ata
local level, such as neighbourhood
associations, and to strengthen local
governments, which have the
greatest ability to assess local needs
and elicit individual and private sec-
tor support.

Through its Housing Guaranty
Program and related assistance
resources, AlD works with develop-
ing countries to formulate national
policies and implement projects
which embody these concepts to
support the resolution of the world
sheiter probiem. AID believes thatthe
sheiter problem can be solved and
that — perhaps within a singie gen-
eration — with the resources now
available, the goal of an adequate,
basic house for every family is
achievable. This will happen only if
the human and financiai resources of
individuals and private sector enter-
prises can be mobilised for the task.

it is the role of government to
facilitate and encourage this parti-
cipation, and intervene only where
the private sector cannot solve the
problems. A consensus is emerging
among the major donor agencies
involved in shelter, including the
World Bank and the United Nations
Centre for Human Settlements {Habi-
tat), that this approach has great
potential for achieving the goal of
providing decent, basic sheiter for all.

The UN has designated 1987 as the
International Year of Shelter for the
Homeless. This is an appropriate
opportunity for developing countries
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to examine their shelter policies and
make renewed commitments to
expand housing opportunities for the

poor. B

PETER KIMM has directed the shefter
and urban programmes of the United
States Agency for International
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Development for the past 20 years.
He has been directly involved in shel-
ter and urban strategies in more than
50 countries in Latin America, the
Caribbean, Africa and Asia, and has
written and spoken widely on these
matters. He likes to say that he has
made every mistake that itis possible
to make in this sector.
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The financing of
housing in Brazil

Luiz Eduardo Pinto Lima explains measures taken by the Brazilian
authorities to improve the country’s hoysing situation,
against a background of endemic high inflation

-z

NTIL the establishment in
1964 of the Sistema Finan-
ceiro de Habitagdo (SFH),
the Financial System far
Housing, there was virtually no
mechanism for financing the produc-
tion of housing in Brazil. Only 120,000
dweilings had been produced and
financed with budget resources from
government and parastate depart-
ments such as caixas econdmicas
(savings banks) and the Institutos de
Previdéncia (social security system).
Approximately 50% of the population
of 75 million, requiring around eight
million dweilings, were not catered
for.

The probiem of the lack of popular
housing in Brazil was fundamentally
financial by nature. The system in
force until 1964 had no defence
mechanism against the inflation that,
since 1940, has been endemic in the
country. This discouraged both the
accumulation of savings for housing
and investment in housing.

The creation of the Financial
Systemn for Housing

With the accelerated and dis-
ordered process of urbanisation
which accurred as a consequence of
the industrial boom of the 1950s, it
was necessary to create a specialised
system that, besides catering to the
growing needs of housing, infra-
structure and basic sanitation, would
handle the massive migration of
manuai workers to the urban areas.

In this context, SFH was conceived
in 1964 to ailow iarge segments of the
population, especially those on low

0

incomes, to purchase their own
homes, as well as promoting urban
development in a rational form,
assuring adequate standards of
health, safety and welfare generally.

The basic condition for making the
system viable was the institution of
monetary correction, created with the
objective of acting as an instrument
of stabilising and minimising the
social costs generated by inflation. its
introduction in Brazil was associated
to the problem of the budget deficit.

Originaily the housing system had
a central department, the Banco
Nacional de Habitacdo — BNH
(National Housing Bank), which co-

ordinated the sub-systems shown in
the chart. It carried out regulatory,
guidance and inspection functions.

The BNH managed resources that_
derived from the collecting of’
compulisory savings from workers,
administered by companies. The cal-
lecting was done by banks and the
savings earn interest at 3% a vyear,
plus quarteriy monetary correction.

Besides the compulsory savings
and profit from its operations, BNH
could obtain possible budget alloca-
tions from the federal government
and also resources from abroad. The
BNH operated in these sub-systems
as a second line bank, passing on
resources by means of public and
private agents who were responsible
for carrying out the programmes,
acting as financial agents and/or
promoters. .

The SBPE sub-system - Sistema
Brasileiro de Poupanga e Empréstimo
(the Brazilian System for Savings and
Loans) could act as a channe! for BNH
resources in the housing programme
intended for the low/medium income
population. It is, however, a sub-
system where the action of financial
conglomerates predominates. With a
vast network of branches, and by
means of the savings account, they
made the SBPE the holder of the
second largest amount of non-
monetary financial assets in the
country.

The organisations that make up
SBPE comprise three categories:
Sociedades de Crédito Imobilidrio —
SCI (Societies of .Housing-Financing
Credit), private companies organised

16 HOUSING FINANCE INTERNATIONAL FEBRUARY 1987



— MONETARY CORRECTION___

in the form of profit-making business
corporations, and the State and
Federal Savings Banks.

The SBPE's main source of funds —
the savings account — gives deposi-
tors a return of 6.14% per annum,
plus monetary correction, credited
quarterly. Other sources of SBPE
funds are housing finance notes —
bonds that are totaily guaranteed
with a minimum maturity date of one
year and interest rates of 6% per
annum, as well as monetary correc-
tion — own funds, and profit.

Institutions must direct 60% of the
resources obtained through savings
accounts and housing financing
notes to real estate investment, distri-
buting the remaining 40% as follows:

20% coliected by financial agents
compuisorily so as to supply parti-
cipants’ possible cash needs;
20% on average maintained in
liquid assets such as cash, govern-
ment bonds, etc, and investments
in the real estate sector, which by
its characteristics of term and
remuneration are more profitable,
for example, financing of working
capital for companies producing
building materiais, or commercial
leasing of real estate.

In 22 years the Finangial Systam for
Housing financed approximately 4.5

Non-Monetary Financial Assets, September 1986

Amount Percentage
Category USS bn of total
Savings accounts 22.6 3N
Federai pubiic bonds 25.9 36
Time deposits 16.2 23
Municipal and state bonds 4.2 5
Bills of exchange 2.8 4
Totals 71.8 100

b Y

million homes, an impressive figure
compared with the 120,000 homes
financed up to 1964. SIFHAP (the
financial system for popular housing)
accounted for 2.6 million units, and
SBPE (the Brazilian system for sav-
ings and loans) accounted for the
remaining 1.9 million. In May 1986
the resources of the total system
amounted to US$32.2 biilion, made
-up of US$3.6 biilion in the Guarantee
Fund for Time of Service and US$22.6
billion in the savings and loan
system.

In terms of resources, voluntary
savings, represented by the savings
accounts, are greater than the com-
pulsory savings represented by the
FGTS and account for 31% of the
non-monetary financial assets.

The basis of the economic equilib-
rium of the system was the principle

Central Departrnent 8NH
Sub-Systems SFS SFDU
SIFHAP | {
v ¥ $
FGTS ce FGTS FGTS
Sources Government L Government Government
of Foreign Foreign Foreign
Funds Profits Profits Profits Profits
BNH  — Banco Nacional de Habitagdo (National Housing Bank)
SFH — Sistema Financeiro de Habitagdo (Financial System for Housing)

SIFHAP — Sistema Financeiro da Habitagdo Popular (Financial System for Popular
Housing) (Low and Low/Medium Income)

SBPE — Sistema Brasileiro de Poupan¢a e Empréstimo (Brazilian System far
Savings and Loans) (Medium and Medium/High Income}

SFS — Sisterna Financeiro de Saneamento (Financial System for Sanitation)

SFDU — Sisterna Financeira de desenvolvimento Urbano (Financial System for
Urban Development) -

FGTS — Fundo de Garantia por Tempo e Servigo {Guarantee Fund for Time of
Service) (Compulsory savings}

ce — Caderneta de Poupanca (Savings Account} {Voluntary savings)

Ll — Letras Imobiiidrias {Housing Financing Note) (Voluntary savings)

of monetary correction. When the
SFH was instituted it was established
that the balances of the asset and
liability operations shouid be cor-
rected on the same date and in the
same space of time. This principie
guaranteed the full return of the
amounts loaned, duly corrected, in
such a way that there would be a

possibility of re-investing and
expanding the business.
For this, the borrowers’ instal-

ments were adjusted every quarter,
accompanying the adjustments of
the debt which, in turn, followed the
corrections of the savings deposit.

In this spirit, the Unidade Padrao de
Capitali — UPC (the standard.unit of
capital) was conceived. it became the
currency of the system and corres-
ponded to the variation in monetary
correction in each calendar quarter,
always calculated on the first day of
the calendar quarter. It should be
noted that the model adopted was .
based on the hypothesis that-the -
repayment of the loan should, when
re-invested, keep its value in UPCs
unaitered.

As the borrowers’ salary adjust-
ment was, in general, annual, a new
plan for financing was created where
instalments began to be adjusted
yearly in accordance with the varia-
tion of the minimum wage. The
balance of the financing was still
corrected each quarter by the UPC.

Because of the unequal periodicity
of the different indices adopted, for
the correction of the instaiments and
of financing balances, once the con-
tract maturity was reached there
might still be a balance to amortise,

—> 18
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requiring an extension of the financ-
ing period.

In order to guarantee to the bor-
rowers of these pians a time limit for
amortising the debt, the Fundo de
Compensagao de Variagdes Salariais
— FCVS (Fund for the Compensation
of Salary Variation) was created,
administered by the BNH, with
resources originating from a con-
tribution of those financed and of the
financial agents. The FCVS guaran-
teed the borrower the entire amor-
tisation_ of the debt, following an
extension in the terms of financing of,
at most, 50% of the initiaily con-
tracted term.

Later, the Plano de Equivaléncia
Salarial — PES (Plan for Salary
Equivalence) was instituted where
the quarterly corrections of the debt
by the UPC and the instaiments,
yearly, by the variation of the mini-
mum wage, were maintained, but a
fixed number of instalments was
guaranteed. If there was a residue of

‘Real inflation
higher than
estimated’

the balance, this would remain under
the responsibility of the FCVS.

The guarantee of a fixed term
would, theoretically, be obtained by
means of the use of a multiplier on
the instalments. This multiplier was
fixed, based on the estimates of
future inflation, and was used to eli-
minate the effect of the monetary
correction used at different periods
on the instalments (annually) and on
the baiance (quarterly). This plan
entailed a risk, should inflation be
under-estimated. In this case the
muitiplier would be insufficient and
the balance would not be paid within
the term — in other words, there
would be 3 residue to be paid by
FCVS.

[n 1977 the instalments again
began to be corrected officiaily by the
annual variation of the UPC.

In 1979, when the change in salary

policy established a six-monthiy
adjustment, the adjustment of the
instalments remained annual. If the
six-monthly policy for instaiments
had been adopted at this time the
system would have recovered the
equilibrium that had been comprom-
ised by the under-sized muitiplier of
the instalment. Real inflation was
aiready higher than thatestimated for
the multiplier.

In the period 1981 to 1984 the coun-
try was plunged into a deep recession
resulting from a poiicy of adjustment
of the economy to the needs of the
foreign sector. Besides seriously

increasing unemployment, the
adjustment led to a squeeze on
salaries.

Paradoxically, inflation was not
reduced with a tight monetary policy,
while the government forced the
maintenance of high interest rates.

The consequences for the SBPE
were serious:

a. Draining of resources from sav-
ings accounts to other assets
where interest rates were flexible.
b. A squeeze on the margins of
participating financial institutions.
¢. Increase of the future commit-
ments of the FCVS as a resuit of the
acceleration of inflation, as the
multiplier of the instaiments to
accelerate amortisation within the
term of contract was designed for
inflationary rates lower than those
which occurred.

d. Reduction in the saving capacity

of the economicaily active popula-

tion, reducing the resources for
new financing.

e. Reduction in compuisory saving

by the BNH, as a result of unem-

ployment and the reduction in real
wages.

f. Contraction of the demand for

housing, engendering an accu-

mulation of stocks and threatening
the solvency of builders financed
by the system.

g. Reduction of real house prices,

threatening the security of lending

institutions.

h. Liquidation, merging or incor-
poration of several SBPE institu-
tions, mainly those not associated
with financial congilomerates,
placing the credibility of the
system at risk.

To deal with those serious prob-
lems, some remedial measures were
adopted:
1. Transformation of the term of
credit of the three-monthly yieid of
y Caderneta de Poupanca (savings
accounts) to a monthly yield, to main-
tain the attractiveness of this instru-
ment in face of the improvements in
competitive investments. This mea-
sure stabilised the flow of the savings
accounts, leading to a recovery in
savings deposits, but it also had _
negative consequences:

Increase in operational and finan-

cial costs. -

Increase in the instability of the

liabilities as a resuit of the greater

liquidity.

imbalance in the periodicity of the

monetary correction. ‘The assets
continued to be corrected every
three months; the liabilities began
to be corrected monthly.
2. In order to soive the problem of
insolvency and consequent default of

‘Concessions
made to .
borrowers’ - -

house purchasers financed by the
SBPE, a series of concessions was
made to borrowers which resulted in
the reduction of the real value of the
instalments owed. For example:
Concession of discounts on the
value of the instaiment for the
period of one year.
Adjustment of the yearly instal-
ment by the index corresponding
to 80% of the variation in the
minimum wage (valid for one year
only). X
Adjustment of the annual instal-
ment by the index corresponding
to about 50% of the annual

variation in monetary correction,
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with the condition that the foi-
lowing adjustments would be six-
monthly, according to the varia-
tion in the salary of the pro-
fessional category to which the
borrower beiongs.

The adoption of these measures
helped deal with the more urgent
problems, but left serious difficulties
for the future, the principal one being
the increase of the residue of the debt
existing at the end of the contract,
thus increasing even more the FCVS
commitment for the future.

The SBPE was affected by the sub-
stantial alteration in the normai pat-
tern of loan payments as a significant
part would be received only at the
end of the contracts by means of the
balance of the debt, via the FCVS. The
alteration was so large that many
operations began to experience
negative amortisations, that is, the
instalment was not sufficient to cover
even the monthly interest on the
financing. There was also a reduction
in profitability as a result of the
increase in costs and a slower asset

turnover.

At the beginning of 1986, in spite of
the recovery of the economy begunin
the second quarter of 1984, the
macroeconomic scene was worrying.
The good performance in 1985 had
resulted from a policy that encour-
aged growth and an increase in
employment to the detriment of infla-
tion. The latter threatened to run wiid,
severely burdening the public debt
and discouraging private investment
essential to the continuity of econo-
mic growth.

This was aggravated by the gener-
alised system of indexation which
hampered any gradualist policy of
fighting inflation. The apparent
defence of real incomes rendered the
structure of relative prices rigid, in a

“continuous process of rekindling
inflation.

The Cruzado Plan

On 28 February, 1986, the govern-
ment decreed the monetary reform,
popuiarly known as the Cruzado Plan,

which partially did away with
monetary correction, retaining itonly
for savings deposits, FGTS deposits
and other labour funds, and also for
contracts with a term over one year.
Under the pian, the exchange rate
was fixed and all prices, salaries and
rents were frozen.

Salaries were updated by the real
average of the salaries earned in the _
six months before March, increased
by a bonus of 8%. A guarantee of a
new adjustment was established,
should the accumulated inflation
reach 20%.

Rents were adjusted by the same
criterion as the salaries, without the
additional 8%, but with differentiated
indices for the calculation of the real
average. Residential rents were cor-
rected below salaries, instalments in
the SFH and also below commercial
rents. In the field of the SFH, a num-
ber of measures were taken:

1. Freezing loan repayments for a

year, after an updating similar to

salaries, but exciuding the addi-

High rise housing in Rio de Janeiro.
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tional 8%. Had the government
included the 8% in the instaiments
it would have heiped to rectify
some of the problems which had
arisen overthe previous few years.
2. Interruption of the monetary
correction of the debt balances for
one year. During this period the
correction would be applied only
in the case of extra amortisation,
financing transfers and antici-
pated discharge of the debt.

3. Change in periodicity in the
credit of the yield of the savings
accounts, which is once again
quarterly.

4. Maintaining the monetary cor-
rection on savings account
balances.

The fact of suspending the correc-
tion of the balance of the debt for one
year, and keeping it for the savings_
accounts, accentuated the distortion
that aiready existed, on a lesser scale,
when the savings accounts began to
be remunerated monthly and the
debt balances were corrected every
quarter.

The monetary correction paid on
the savings accounts is calculated on
the average balance of the quarter.
The interest is calculated on the
balance of the savings account, after
the correction has been added. For
loans, the correction will be calcu-
lated on the balances of February
1987. During the period of the freeze
the interest is being calculated on an
uncorrected balance, and that is
being amortised monthly. The impact
of the Cruzado Plan on the SFH was
intense.

In spite of the real increases in
salaries and the strong growth in
empioyment and salaries, there was
a massive withdrawal of resources
from the savings accounts. The sav-
ers did not immediately accept the
increase in the term of redemption
and the reduction of the nominal
yields. They were used to high rates
of monetary correction before the
Cruzado Plan (the rates of the two
months preceding the Plan were
16.23% and 14.36%).

High inflation afforded high

By whop .

Sao Paulo, Brazil’s industrial capital.

nominal vyields, giving rise to the
so-called phenomenon of “monetary
illusion.” When interest was credited,
the saver withdrew not only the part
referring to the interest, but also that
referring to monetary correction,
without perceiving that they were, in
fact, reducing the invested capital.

Savers preferred to direct their
resources towards consumption or to
assets which greatly increased in
value in the new situation, such as
shares and real estate. The latter
experienced an  unprecedented
increase in vaiue, as the importance
acquired by the safety factor, in reia-
tion to the liquidity, was a function of
the prospect of stability of inflation at
low levels.

In the first two months following
the announcement of the Cruzado
Plan, losses on savings accounts
came to approximately US$3.6 bil-
lion, corresponding to 16% of the
overall balance of deposits, which in
February were US$21.9 billion. Later,
with the repressed demand relatively
satisfied, with the drop in stock
exchanges due to the realisation of
profit and with the awareness that the
real yield of the saving accounts

remained unaltered, maintaining its
competitiveness with other financial
assets, a slow recovery of deposits
began.

Even so, the year 1986 ended with a
negative net increase, which had
never before occurred in the history
of the system.

The negative impact of the savings
accounts reflected immediately on
the profitability of the participating
institutions. The massive ° with-
drawals of resources affected the
liquidity of the institutions, forcing
the sale of short-term assets, and
rendered the granting of new financ-
ing non-viable. Financing was largely
confined to the construction phase.
This was of no help to the great
majority of the population, who saw
the housing problem aggravated.

The government recently issued a
series of measures to correct the
distortions generated by the Cruzado
Plan. The objectives were to reduce
excessive demand, to encourage
financial savings, to create export-
able surpluses and to reduce the pub-
lic debt. The path adopted was to
penalise consumption via fiscal
policy.
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The measures included sweeping
changesinthe whole housing finance

system:

a. The abolition of the National
Housing Bank (BNH) and the trans-
fer of its operations to the Federal
Savings Bank, a department linked
to the Ministry of Finance that
already acted as a financial agent
in the SBPE. The Federal Savings
Bank has two functions. It main-
tains its status as an institution
within the SBPE, financing hous-
ing with resources from the sav-
ings account, and it will start to
give priority to catering for social
housing. These latter operations
will include housing finance for
low income households using

budgetary allocations and infra- .

structure and basic sanitation
work with FGTS resources.
b. The guidelines for the housing
policy continue to stem from the
Ministry of Urban Development
and the Environment.
c. SBPE regulation was transferred
to the Central Bank of Brazil. The
SBPE, where voluntary savings
predominate, begins to cater for
the middie class. Its activity will be
less regulated, and its new profile
wiil receive a more financial treat-
ment. The new ailocating structure
of the resources obtained will, in
principle, be in the following form:
20% - compulsory liquidity
with the Central Bank.
60% — financing for housing,
50% being in operations within
the traditional pattern (control-
led interest rates, with ceilings
and predefined term) and the
remainder in freely negotiated
operations with borrowers with
higher financing values, at
market rates of interest.
20% — other real estate opera-
tions.
d.In orderto increase the competi-
tiveness and attractiveness of the
savings account, and to recover
the losses suffered after the
announcement of the Cruzado
Plan, the period of crediting
interest was changed again from
quarterly to monthly.

e. The SBPE can now count on a
new type of savings account
known as the Peculium Account.
This is the same as the traditional
savings account in terms of
interest rates, monetary correction
periodicity and exemption from
income tax on the yield. its attrac-
tion and differentiating element is
the tax benefit. The depositor may
discount up to the limit of 30% of
yearly income in salary, subject to
taxation, US$7,087. The deposit
must be for a minimum of five
years. The SBPE can also obtain
savings deposits at a vyield of
6.14% and monetary correction,
with interest taxed at 35%.

f. Another measure that will affect
not onily the SBPE but the whole
economy is the new criterion for
calcuiating the monetary correc-
tion. This is no longer indexed to

‘Savings should
return to
previous levels’

the official rate of inflation but will
be measured by the remuneration
of the Letra do Banco Central —
LBC (Central Bank Bonds). Thisis a
short-term federal bond that is
backed by the overnight opera-
tions.

In this way, asset and liability
SBPE operations begin to be
corrected by the new index. The
criterion for the correction of the
instalments of financing for hous-
ing still has to be ciarified. Today, it
follows the variation in salaries
which, in turn, follows inflation.
Should this criterion remain, there
will always be the risk of long-term
operations with different indices
of monetary correction. The
applying of the correction to the
balances of the financing for new

housing is now with the same

periodicity of payments of the

instalments. For old contracts, it is
still effected each quarter.

The definitive profile of the new
housing system depends on addi-
tional measures and on the reguia-
tion of the measures already
announced. Only then will a more
accurate analysis be possible of the .
dffect of the alterations in the SBPE.

ltisimportant to emphasise that, to
solve the great housing problem in
Brazil, the guidelines of a housing
policy must consider housing in its
broad concept. Until today, the
importance of a “house of one's
own” has been emphasised, but the
need for housing can be catered for
much more effectively if houses for
rent are encouraged as afirst stage in
housing. In other words, the aim
should be to afford a home — but not
necessarily one’s own.

For SBPE, the expectations are
optimistic. The. recent economic
policy measures should normalise
demand, and savings should return
to their previous levels, allowing a
resumption of financing. =~

Within the guidelines recom-
mended by the government, not to
abandon the growth of the economy
andto preserve the salary gains of the
lower income classes, the SBPE and
its role as a channei of resources for .
the area of civil construction, which -
has a strong muitiplying effect on
employment and on incomes, repre-
sents an important alternative of eco-
nomic growth without inflationary
pressures and without an impact on
the balance of payments. B

LUIZ EDUARDO FERREIRA PINTO
LIMA /s director of capital for
Unibanco, the Brazilian banking
group. He is managing director of
four housing credit company sub-"
sidiaries of Unibanco. He is vice-
president of ABECIP (the Brazilian
Association of Housing Credit and
Savings Agencies) and president of
ACRESP (the Sao Paulo Association
of Housing Credit and Savings Agen-
cies). He is also a vice-president of
JUBSSA. -
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INDIA

A third world housing
finance success story

How the Housing Development Finance Corporation
is helping to tackle India’s housing problem

T IS difficuit for those in Western

countries to understand the mag-

nitude of the housing problem'in a

country like India. The numbers
alone illustrate the size of the prob-
lem. It is estimated that in 1985 there
were 135 million households but only
111  million
units, giving a shortage of 25 miilion
units. Furthermore, it is anticipated
that the problem will get worse rather
than better. Projections made by the
National Buiidings Organisation are
that by the year 2001, the number of
households will have increased to
187 miilion but that the number of
housing units will have increased to
onily 148 million, resulting in a deficit
of 39 million units.

The poorest people in India have
nothing which can be cailed a home.
in the major cities there are massive
squatter settlements, and many other
people do not even have any roof
over their heads; instead, they sleep
on pavements. Faced with such an
enormous housing problem, it is diffi-
cuit to know where to start. State
governments have constructed large
quantities of housing for low income
people, but often this is badly buiit
and after only a few years shows
signs of serious deterioration.

Private sector institutions cannot
hope to help the economically
weaker sections of the community,
while remaining viable institutions
themselves. However, even for those
who are able to afford modest hous-
ing, there has been alack of a housing
finance mechanism to heip them to
purchase their own homes. It is

serviceable housing _

against this background that the
Housing Development Finance Cor-
poration (HDFC) has rapidly estab-
lished itseif as a pioneer in housing
and housing finance activities in
India.

The establishment of HDFC
HDFC is the brainchild of one of the
outstanding figures in finance in

India, H. T. Parekh, who developed
the idea of a private sector housing
finance institution in the early 1970s.
His idea was backed by a develop--
ment bank of which he was chairman,
the Industrial Credit and Investment
Corporation of India. A feasibility
study on the institution was pre-
sented to the World Bank, which
passed it on to the International
Finance Corporation which, in turn,
conducted its own feasibility study.

IFC decided to back the institution
with some equity capitai of its own. A
final partner was the Aga Khan, and
these three groups each contributed
5% of the initial share capital. HDFC
then made a public issue of capital in
1978, and this received overwheim-
ing response from the public and
from institutions.

HDFC is a company established
under Indian company law with &
widespread shareholding. In June
1986, it had over 14,000 shareholders.
Companies hold 48% of the shares,
banks 15%, individuals 14%, finan-

THROUGHQUT the third world, it is
now recognised that housing finance
institutions can themselves contri-
bute towards the solving of acute
housing problems. However, in most
developing countries, such institu-
tions have only scratched the surface
of the problem and, in some cases,
institutions have been established
only to wither away or to develop into
more wide-ranging financial institu-
tions. One institution which stands
out against this general trend is the
Housing Development Finance Cor-

poration in India. It is one of the few
purely private sector institutions,
without significant government back-
ing, which has made a significant
direct contribution «towards dealing
with acute housing problems and,
moreover, it is an institution which is
dedicated to sharing its experience
with others in India and outside.

The development and role of this
unique organisation is described in
this profile, written by the editor of
Housing Finance.International, Mark
Boleat.

22 HOUSING FINANCE INTERNATIONAL FEBRUARY 1987




INDIA

cial institutions 13%, insurance com-
panies 3% and others 5%.

The managing director of HDFC is
Deepak Parekh, a London trained
accountant who was formerly with
Chase Manhattan Bank. He is chair-
man of the Housing Finance Deveiop-
ment Committee and a vice-president
of IUBSSA. Pradip Shah, a Harvard
MBA who helped set up HDFC, is
general manager. Four other general
managers complete the senior man-
agement team: D. M. Satwalekar
{finance and planning), G. W. Kshirsa-
gar (resources), Nasser Munjee
(human resources) and T. S. Chan-
drasekhar (HDFC developers).

Resource mobilisation

The probiem for any financial
institution in developing countries is
the mobilisation of resources. While
peopie may have substantial savings,
these are often held in a physical
form, and there is a wariness in
investing in institutions which are
seen to be remote. A newly-estab-
lished institution faces particular
problems in this respect, especialily in
India where most of the banks are
nationalised, and where the Govern-
ment offers very attractive tax free
returns on some of its own instru-
ments. HDFC has, therefore, not been
able to mobilise large amounts of
personai savings.

Its main source of funds is its certifi-
cate of deposit scheme. The certifi-
cates have a mimimum denomina-
tion of 2,000 rupees (about $150), and
a maturity of between six months and
five years. Currently the rate of
interest varies from 9.5% for six
month certificates to 12% for 12
month certificates.

A slight variation of this scheme is
the cumulative interest scheme, by
which interest is compounded each
six months rather than paid out
annually. There is the same minimum
denomination as for the normal cer-
tificate of deposit scheme, and matur-
ities range from two years to five
years. Current rates of interest vary
from 11% for two year certificates to
12% for five year certificates.

HDFC has as yet made little pro-

gress in tapping the personal market,
although it is conscious that it needs
to do so to maintain its development.
its main scheme for attracting per-
sonal savings is the loan-linked
deposit scheme. This is a flexible
variation of the more formai contrac-
tual schemes operated, for example,
in France, Germany and Austria. An
initial deposit of 200 rupees must be
made, and a savings period of
between 18 months and five years is
chosen. Savings carry an interestrate
of 9%.

After completion of 18 months’

duced a formal contractual schemein
the form of the homes savings plan,
which is greatly influenced by the
Bausparkasse system in West Ger-
many. Savings under this plan attract
a rate of interest of 6%. At the end of
the savings period a loan is available
at a low rate of interest of 8.5%, and
the loan must be repaid over 12 years.
The scheme has only recently been
inwoduced, and accounted for a mod-
est 3 million rupees of deposits at the
end of June 1986.

HDFC obtains much of its funds
through loans and bonds. It has three
outstanding 12.5% bond issues,
redeemable between 1992 and 1996,
and totalling 300 million rupees (323
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The branch in HDFC's new head office.

saving, and provided there is a mini-
mum amount in the savings account,
the saver becomes eligible for a hous-
ing loan based on the amount depo-
sited, and the repayment capacity.
The maximum housing loan under
the scheme is 200,000 rupees
($15,000). Interest earned on deposits
up to 7,000 rupees is tax free.
However, the scheme does not have
to be used for housing loan, but can
simply be used as an attractive sav-
ings scheme in its own right.

More recently, HDFC has intro-

million). At the end of June 1986,
banks had loans outstanding to HDFC
of 438 million rupees ($34 million).
Other sources of funds included the
Army Group Insurance Fund (150 mil-
lion rupees), the Life Insurance Cor- -
poration of India (100 million rupees)
and the General Insurance Corpora-
tion of India (25 million rupees).
HDFC has made particular use of
international sources of funds. The
International Finance Corporation, in
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addition to providing equity capital,
has a loan outstanding of 14 million
rupees. The Corporation has raised
$75 million from the US capital mar-
kets, under the housing guarantee
programme of the United States
Agency for International Deveiop-
ment (AID). The funds are raised in
doilars with the exchange risk being
taken by the State Bank of India, the
Bank of India and the Industrial
Development Bank of India. The AID
funds are specifically earmarked for
borrowers with incomes below the
median for the country.

Lending

Lending for house purchase in
India is not the relatively simpie mat-
ter that it is in most industrialised
countries. One particular problem is
the security. Such is the legislative
process in India that it can take from
eight to 10 years for a lending institu-
tion to gain possession of a property
following the defauit of the borrower.
Lending institutions cannot, there-
fore, rely on the property aione as
security.

It is HDFC’s policy to seek two
additional guarantors. In addition, if
the property is secured by an insur-
ance policy with the Life Insurance
Corporation of India {a nationalised

COMPANIES 48.30%

INDIVIDUALS 14.30%

FINANCIAL INSTITUTIONS 13.37%

BANKS 15.31%

INSURANCE COMPANIES 3.42%

OTHERS 5.30%

Distribution of HDFC's shareholding

body which has a monopoly of life
insurance), then that policy must be
charged to the property. Obtaining
guarantors inevitably takes time,
slows up the process of house purch-
ase and is particularly difficult for the
low income people which HDFC is
trying to assist.

The second problem, particularly
related to lower income people, is
that of ascertaining income. Many
people in India do not have stabie
jobs with regular pay cheques. In the
case of self employed people in par-

|
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ticular, it may well be.necessary for
HDFC lending officers to spend some
time ascertaining precisely what the
income of the applicant is, and
whether he will be able to afford the
loan repayment.

HDFC lends mainly for new
residential housing, anywhere in
India, to individuals, associations of
individuals, groups of individuals and
individual members of co-operative
societies. HDFC makes advances pri-
marily to individuals whose immedi-
ate families do not own any dwelling
units. Loans will not normally be for
less than 7,000 rupees {$540), and the
maximum loan to any individual.
applicant is normally 100,000 rupees
($7,700). Loans do not normally
exceed 70% of the cost of the prop-
erty, including the cost of land. The
rate of interest varies according to the
size of the loan, from 12.5% for loans
below 20,000 rupees to 14.5% for
those loans above 100,000 rupees.
The repayment period is normally in
the range from five to 15 years.

HDFC channels some of its loans
through co-operatives and institu-
tional channels. It will give loans to
companies for construction or purch-
ase of new dwelling units for the use
of their employees. HDFC normally
lends up to a maximum of 50% of the
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housing project, with a maximum
loan per unit of 100,000 rupees
($7,700). The loan is normally repay-
able within five years at a set rate of
interest of 14.5%.

HDFC will also enter into arrange-
ments with companies under which it
grants loans to individuai employees,

.or groups of employees, with the
_company guaranteeing the loans.
The rate of interast varies from 13.5%
to 14.5%.

in 1985-86, 364 million rupees ($28
million}.of loans were channelled
through the corporate institutional
sector, and 63% of the households
benefiting from these schemes had
incomes less than 1,000 rupees ($80)
per month.

HDFC has recently been invoived in
a number of new lending initiatives. It
has introduced a low start repayment
facility, aimed at helping lower
income groups and younger profes-
sionals to obtain larger individual
loans than normal eligibility consid-
erations would permit. It has also
provided substantial financial assist-
ancs to low income groups, notably
through the financing of 5,500 units
through the rehabilitation housing
scheme for the economicaily weaker
sections affected by natural calami-
ties in Kerala, and aiso financial
assistance for employees of transport
corporations.

in anticipation of 1987 as the inter-
national Year of Sheiter for the Home-
less, HDFC has aiready identified and
approved finance, jointly with the
Housing and Urban Development
Corporation (HUDC), for two projects
which are intended to benefit econo-
mically weaker househoids.

Growth

HDFC has grown spectacularly and
has constantly had to revise its plans
upwards. From a standing start
assets passed the $100 million mark
atthe end of 1982 and then more than
tripled by early 1986 and reached
$400 million by the end of 1986. Well
over 150,000 loans have aiready been
approved. This growth is forecast to
continue.

Development

It should not be thought that HDFC
is simply a financiai institution. It also
has a subsidiary company, HDFC
Developers Ltd, which aims to build
good quaiity housing aimed at
middle income people. A major pro-
ject at present is for 644 units at
Chinchwad Pune, and a second pro-
ject involves a new office in South
Bombay, together with 137 units of
accommodation.

Building on experience

HDFC is now widely recognised as
one of the most successful housing
finance institutions in developing

countries. Its senior officers have
been involved in a number of consui-
tancy projects. The United States
Agency for International Develop-
ment engaged HDFC as consultants
for a new building construction com-
pany recently established in Nepal,
and two HDFC executives conducted
an operational review that covered ail
aspects of the company’s operations,

% An HDFC executive aiso visited Nepal
as a member of the team from the IFC
which carried out a study on the
feasibility of promoting a housing
finance institution.

A senior HDFC executive has
visited the Philippines, as part of a
World Bank team, in order to assess -
and help restructure housing finance
institutions in that country. Anothér

N
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senior executive visited Indonesia as
a member of the Worid Bank
appraisal mission following an eartier
visit, with a view to carrying out an
institutional evaluation of the prim-
ary housing bank in indonesia. Other
countries where HDFC has been
invaolved include Bhutan and Sri
Lanka.

Despite its spectacular growth,
HOFC recognises that it is but a smali
institution in the context of India, and
itis able to make only alimited impact
on the acute housing problems of
that country. it sees one of its long-
term objectives as being to help the
development of an efficient housing
finance system for India.

HDFC is aiready well respected
within government circles, and is
consuited on all proposals refating to
housing and housing finance. it con-
tinues to press points such as the
complications caused by the rent
acts, and the difficulties of obtaining
possession, both of which severely
constrain the operation of housing
finance institutions. It is anxious to
help promote new institutions,
perhaps including another institution
like HDFC in the east of the country,
and it is also willing to play its partin
the promotion of building society
type institutions.

For itseif, HDFC wants to develop
its deposit-taking base, as it cannot
continue to grow simply by raising
institutional funds. It also wishes to
decentralise operations from head
office to its 14 branches, but this is
dependent on the development of
the necessary skills within those
branches. in the construction area it
considers it necessary to develop
large scale building techniques which
can help deal with some of the worst
housing problems.

HDFC’s philosophy is well illus-
trated from the concluding words of
the chairman’s annual report for
1985-86:

“The development of a housing
finance facility is not the solution
to the housing problem; it merely
operates on the demand side of
the egquation. The greater task
ahead is the modernisation of the

housing industry; its technical
components and the method by
which it is put together; in other
words on the supply side of the
equation. The effectiveness of
housing finance or the efficiency
with which it can be utilised
depends crucially on the develop-
ment of the housing industry as
well as the manner in which the
industry can control costs.

By evolving new techniques [

across a wide spectrum of housing
needs from the modest upgrading
project to middie income housing

ners to examine both the supply
and demand side of the housing
market. Now that significant
developments have taken place in
the indian environment, within the
housing sector, these efforts need
to be supplemented by consider-
able public policy support.

HDFC, in its own way, has
attempted to introduce a housing
finance system robust enough to
develop in accordance with the
growth and diversification of the
housing industry. In the end, the
housing sector is intimately inter-
twined with the financiai system.
HDFC’s own name was constituted
from the three words which, when

‘v

through a modern institutional- fused together, constitute the
ised provision of housing finance, interlocking of these key areas:
an entire industry can be trans- Housing, Finance and
formed. It is vital for policy plan- Development.” #
HDFC, Assets and Liahilities, 30 June, 1986
Liabilities Rupees m $Sm .Assets Rupees m  $m
Certificates of deposit 2,472 190 Housing loans
Loan linked deposits 22 2 individuais 2,804 216
Cumulative interest scheme 28 2 Corporate bodies and
Home savings pian 3 _— co-operatives 609 47
Loans and bonds 1,569 121 Staff 4 _
Share capital 100 8 Others * 41 3
Reserves and surplus 159 12 Investments 431 33
New current assets 356 27
Fixed assets 36 3
Other assets 13 10
Total 4,384 338 4,354 335
Source: HDFC Ninth Annual Report, 1985-86.
HDFC Progress, 1981-82 to 1985-86
1981-82 1982-83 1983-84 1984-85 1985-86
No. of loans approved 12,000 19,000 27,000 28,000 41,000
Loan disbursements rupees m 298 478 749 932 1,457
Sm 23 37 58 72 112
Housing loans outstanding rupees m 564 985 1,612 2,347 3,518
Sm 43 76 124 181 271
Total assets rupees m 691 1,213 2,164 3,064 4,354
- Sm 83 93 " 166 236 338

Source: HOFC Ninth Annual Report, 1985-86.

Note: The rupee figures have been converted into dollars at the November 1986 exchange

rate of 13 rupees to the dollar,
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Major reform of housing
finance system in Sweden

Percy Bargholtz explains important changes in
Sweden’s housing subsidy system

OMPREHENSIVE reform of
the Swedish housing finance
system had been scheduied
for 1986, following the set-
ting up of a Public Commission three
years earlier. The brief for the Com-

mission, which submitted a massive _

report early in the year, had been to
find a way to curb the spiralling cost
of the system of guaranteed interest
rate levels for the new and rebuiit
housing.

However, problems that had been
seen as critically urgent in 1982 were
no longer seen as equally urgent in
1986. Price inflation had slowed and
interest rates had come down by
several percentage points, so that the
budgetary cost of the subsidies had
fallen. Given this, there was no real
support for the Commission’s main
proposal, which was for a system of
loans with partially deferred interest
charges, so that the house-owner
would be borrowing to reduce the
initial cash outlays for the loan,
instead of receiving outright grants
as under the old system.

So, the important reform concern-
ing the working of the Swedish hous-
ing finance system, that has been
introduced from 1 December, 1986, is
an entirely different one. Indeed, its
background is really in capital market
reform, rather than in housing policy
considerations. Nevertheless its
immediate practical effects are con-
siderable and the potential implica-
tions quite far-reaching. To appreci-
ate this, some knowledge of the main
features of the Swedish system is

. required.

The Swedish system

The mainstay of Swedish housing
finance is a long-term, fixed interest
rate, transferable mortgage loan. The
peculiar Swedish twist is that while
the amortisation schedule may fore-
see a 30-50 year repayment period,
the formal maturity of loans nowa-
daysis much shorter. This means that
a succession of shorter loans, rarely
longer than 10 years and most often
only five years, make up the full
(theoretical) loan schedule. If the
maturity is longer than five years,
there is almost always a provision for
periodical interest rate adjustments.

A new loan is granted automati-
cally when the earlier one falls due for
repayment, but the borrower is free
to shift his source of finance if at that
time he can get better offers else-
where. During the life of each loan,
however, prepayment penaities

rarely make it economic to break
a loan contract.

Loans of this kind covering up to-
75% or sometimes 85% of the pro-
perty value are given by the Urban
Mortgage Bank {a mutual institution)
or by one of the mortgage credit
companies (all of which are currently
bank-owned). These lenders in turn
raise their funds in the capital market,
mainly through the sale of bonds.
Traditionally, major buyers of these
bonds are the insurance companies
and the National Pension Insurance
Fund, and also the banks themselves.
Households do not buy much
directly, but invest indirectly through
unit trusts and similar vehicles. In
recent years, a number of the large
industrial companies have found
themselves with surplus liquid funds
to invest, part of which have gone to
the bond market.

For state-aided new housing con-
struction or rebuiiding (virtuaily ail
projects now have such aid), the first
mortgage loan is complemented by a
second loan covering the financing
up to a total of 95-100% of the full
cost, depending on category of hous-
ing. Funds for these loans came
directly from the state budget, until
mid-1985, but now-the financing has
been moved off-budget. )

A new state-owned Housing
Finance Company has been created.
This issues bands and makes fixed-
term loans similar to the first mort-
gage loans. The interest rate subsidy
covers interest both on this top loan
and on the underlying first mortgage
loan. It works by guaranteeing a very
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low first year interest cost to the
house-owner, and this guaranteed
level is gradually raised over time
untii the full rate of the loan is
reached. The money for this subsidy
comes from the budget, and takes the
form of an outright grant.
The priority system

For many vyears, a fact of life in the
Swedish credit market has been the
division, by the regulatory agencies,
between a priority sector and a non-
priority one. The system initially

deveioped as a credit rationing rule: .

available credit resources must pri-
marily go to cover the financing
needs of the very ambitious housing
investment programme of the 1960s
and early 1970s.

Banks, insurance companies and
the National Pension Insurance Fund
had to buy enough of the so-called
priority bonds issued by the Urban
Mortgage Bank or mortgage credit
companies as to make available the
required funds for priority lending
purposes. The specialised housing
finance institutions during these
years were practically barred from
financing purchases of secondhand
homes; that was a non-priority
matter and had to find its financing in
other ways.

Gradually, in the late 1970s and
early 1980s, the practicai effect of the
priority system changed. New hous-
ing investment fell, while inflationary
price increases made financing of
secondhand houses ever more diffi-
cuit. Beginning in 1980, growing
volumes of non-priority lending were
then permitted for the mortgage
institutions. While priority bonds and

'yl P e

loans had interest rates and matur-
ities determined by centrai bank
regulation, this new non-priority
business was at market terms, ie with
shorter maturities and higher rates of
interest.

Gradually it became clear that the
capacity of the credit market was
such as to make it possible tao raise all
the financing needed for the housing
sector without any compulsion. The
remaining effect of the priority

Priority and non-priority new loans from Swedish housing finance institutions.

1982 — November, 1986, SEK biilion.

1982 1983 1984 1985 1986
Jan-Nov
Priority? 21.1 26.2 26.0 31.7 27
Non-priority 5.3 6.6 17.0 12.7 48

1} Priority system ended 30 November, 1986.
2) Prior to 1 July, 1985, part of these loans came from the state budget (now State

Housing Finance Companyj.

Note: At end-November 1986 there were SEK 14.1 to the doliar.

system was to create a hidden tax on
those institutions still obliged to buy
priority bonds, and to maintain a
sub-sector of the credit market practi-
cally insulated from the competitive
forces that were otherwise making
themselves feit. . -
Priority system scrapped
In November 1985, the Central
Bank suddenly abolished all volume
restrictions on non-priority lending.
Banks, finance companies and mort-
gage institutions were free to lend as
much as the market asked for. Com-
bined with the falling interest rate
trend this produced an enormous
expansion, primarily in the non-prior-
ity business of the mortgage institu-
tions. During 1986, this business
became much larger than the stag-
nant remaining priority lending. Most
observers conciuded that it was only
a matter of time before the regula-
tions maintaining the priority system
would be scrapped. The question was
—> 30
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just how the transition would be man-
aged.

Despite this anticipation, the actual
move was unexpected. On 12
September, the Government simply
announced that the rules forcing cer-
tain institutions to buy priority bonds
would not be prolonged beyond 30
November, 1986. The system of
interest rate subsidies for new and
rebuilt housing would continue, but
the loan funds would have to be
raised entirely at market terms. Those
concermed had two-and-a-haif
months to prepare.

Effects in the credit market
The most immediately visible effects
of the scrapping of the priority sys-

" termn can be seen in the credit market.

Banks, insurance companies and the
National Pension Insurance Fund no
longer have to pay the hidden tax
implied by the below-market rates of
priority bonds. A ‘rough estimate
would be that the 10-year priority
bonds of 1986 would have had to be
discounted by some 8-10% in order
to reach market yield. With a total
volume of some SEK 26 billion in new
priority bonds issued, that indicates a
substantial monetary figure.

More important for the longer
term, the institutions concerned are
now free from the constraint on their
portfolio composition. Not only do
they not have to buy bonds at beiow
market rates, they do not have to buy

bonds at all. In practice, the alterna-
tives are limited, but the likely effect is
that the market rate for longer-term
bonds will rise relative to other
interest rates. This in turn will then
affect the balance between the cost of
financing in the short-term money
markets and the long-term capital
markets. The financing of real estate
investments by money-market
related debt instruments may waell
become more popular. If so, that will
certainly affect the ways of the mort-
gage institutions aiso, as until now
they have not been ailowed to extend
permanent loans except on fixed
terms. One can already see the
growth of various so-called tempor-

. ary bridging loans for larger invest-

fment projects, with sophisticated
borrowers.

For the mortgage institutions the
scrapping of the priority system
means more competition. Before,
only the Urban Mortgage Bank and
two of the mortgage credit com-
panies were allowed to issue priority
bonds, while the remaining com-
panies had only non-priority busi-
ness. Now the field is free for ail of
them, with no market shares being
fixed by central bank allocation of
issuing permits. Entry into the sector
is restricted for new institutions, so
there is still some protection, but
compared with the old way of life it is

Long Term Mortgage Loans Qutstanding, End 1985

Institution and ownership Amount Percentage
SEK bn of total

Governments 84.8 22
Urban mortgage bank 1335 34
Spintab (central bank for savings banks) 53.9 15
BOFAB (commercial banks) 50.0 14
Spafi (central bank for savings banks) 18.9 5
SKF (SEB commercial bank) 14.7 4
Sigab (Handlesbanken commercial bank) 10.3 2
Gigab (Gotabanken commercial bank) 5.0 1
PK — Kredit (PK Banken — state owned, based on

post offices) 3.9 1
Agro Kredit 2.2 1
Stockholme Tomtrattskassa (Municipal) 4.0 1
Total 387.2 100

a revolution.

The most obvious effect for the
housing finance system is that the
budgetary cost to the Ministry of
housing will increase. As borrowers
(house-owners) have been promised
unchanged levels of guaranteed
interest rates, the increase in the loan
rates will have to be met in full by
larger subsidies. The previously hid- _
slen subsidy provided by the ‘tax’ on
bond-buying institutions will in
future be visible. Given the original
intention of cutting back on the
budgetary cost, this may appear as a
paradoxical resuit. Cynics conclude
that it will not be long before the urge
to cut reappears, thus making the
future of the system as uncertain as
ever. -

There are aiso more technical, but
still important, effects on how the
subsidy system operates. Previously,
it was always clear what the gross
rate to be subsidised was. The prior-
ity interest rate was at each time set
by the Centrai Bank. Now, the loans
are extended at market rates, which
may change daily and may not be
precisely the same for all institutions.
The government has thus felt com-
pelled to announce for each week the
highest loan rate it is prepared to
subsidise, based on actuai market
conditions during the previous week.
Obviously, it wishes to keep that rate .
low to minimise costs. On the other
hand, it must not make the rate so low
that the mortgage institutions find it
impossible to provide the financing
required.

Experience with this system is
limited as yet, but it appears quite
clear that it makes life much more
complicated for the mortgage institu-
tions and their uitimate borrowers
than it was under the oid system.
Freedom has its price. &

PERCY BARGHOLTZ has been with
the Urban Moartgage Bank of Sweden
since 1983. He is.mainly invoived in
an advisory capacity and not in day-
to-day operations. Previously, he has
worked as a tax policy advisor to the
Minister of the Budget and an eco-
nomist at the World Bank.
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Reform of subsidies for
owner-occupied housing
in Germany

Major changes in the tax treatment of residential
property in Germany have produced far-reaching
consequences, as Dr Joachim Degner explains

T the beginning of 1987 the
treatment of residential
property for tax purposes
changed in the Federal

Republic of Germany. The Act for the
New Regulation of Tax Subsidies for
Owner-Occupied Property {Residen-
tial Property Subsidies Act) consti-
tutes a genuine reform. The main
- emphases of the subsidies have been
substantially altered, producing far-
reaching consequences for financing
methods as a resuit. Much greater
importance is attached to the owner’s
own capital than in the past.

Deduction of mortgage
interestabolished

Two points at the centre of the
reform are the elimination of income
tax on owner-occupied residential
property and the abolition of the
deduction from tax of mortgage
interest, which was permitted up to
the end of 1986. The subsidy is
granted irrespective of the degree of
indebtedness. The maximum
amounts of subsidy have also been
increased.

The second pillar of the subsidy
system for owner-occupied housing
— the building-saver subsidy — is not
affected by these changes.

The previous system

Up to the end of 1986, a person’s
own four walls were subsidised in the
context of the famous section 7b of

the Income Tax Act. According to this,
every owner-occupier could, for a
period of eight years, deduct 5% of
the construction or purchase cost of
his house (up to certain maximum
amounts) from his taxable income.
The maximum amounts laid down for
the cost of the house (excluding the
cost of the site) were:

— DM200,000 for one-family

houses and owner-occupied

apartments and

— DM250,000 for two-family

houses.

For the second and subsequent
children, DM600 could additionally
be deducted from the amount of tax
payable, also for a period of eight
years (the “children’s allowance”).

in addition, the so-cailed extended
debt interest deduction was intro-
duced in November 1982 as a tem-
porary measure to encourage hous-
ing construction. From that time
onwards, and lasting for three years,
interest payments up to a maximum
of DM10,000 per year could aiso be
deducted from the taxable income in
respect of newly constructed owner-
occupied homes. This measure was
withdrawn at the end of 1986.

Quite apart from the subsidy provi-
sions, for over 100 years in Germany
owner-occupied dwellings had aiso
been subjectto income tax; tax had to
be paid on the use of it, ie a notional
rent (the so-called “rental value”)
was calculated, which was added to

the other income annually as

“income from letting and leasing”

and taxed. This notional rental value -

amounted to 1.4% of the “standard
value” of the house. The standard
value was, in turn, a value for tax
purposes fixed in a uniform manner.

Within the framework of this tax
systém, however, it was also possible
to charge the professional expenses;
interest charges, for example, up to
the equivalent of the rental value
could be offset against tax. If,
however, the interest charges were
lower than this amount or the house
was already free from debt, the differ-
ence was subject to income tax in full.

The new tax subsidy system
Specifically, the following changes

have been made to the tax subsidy

system for owner-occupied property

{the system remains unchanged for

rented housing):

1. Section 7b of the Income Tax Act
has been replaced by a new sec-
tion, 10e. The maximum amount
for the real property subsidy has
been increased to OM300,000 and
applies uniformly to one- and two-
family dwellings and owner-occu-
pied apartments. This means that
for residential property acquired or ~
completed since 1 January 1987,
5% of the purchase or construction
costs can be. offset against tax
annually as exceptional expendi-
ture for a period of eight years up
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to the maximum amount of
DM300,000. Half of the real prop-
erty costs can be included in this
maximum amount (this, too, is a
new feature).

2. The so-called “children’s allow-
ance” amounting to DM600
annually will in future apply from
the first child onwards and not
from the second onwards as
hitherto.

3. The liability of owner-occupied
property to income tax has been
abolished. If a person has cleared
his own home of debt, he will now
live not only rent- and encum-
brance-free but aiso tax-free. For
many owner-occupiers this
removes the obligation to file an
income tax declaration.

4. Every owner-occupied dwelling is
treated in the same way. It no
longer makes any difference if it is
a one-family dwelling, a two-family
dwelling or an owner-occupied
apartment. The construction of a
new residence and the acquisition
of second-hand property are accor-
dingly treated in the same way.

5. For dwellings built or acquired
before 1 January 1987 there is a
12-year transitiomal arrangement,
ie nothing will change as regards
the subsidy system for owner-
occupiers who have hitherto paid
tax on their dwelling in accordance
with the so-called excess calcula-
tion {the excess of the rentai vaiue
over professional or running
expenses); it is not possible to
change over to the new subsidy
system under section 1Qe. The
abolition of the tax on owner-
occupation will nevertheless
benefit this group of people, too.

6. The possibility of offsetting against
tax expenditure incurred during
the construction and acquisition
phase — in particular the cost of
raising the money — will be
retained for the future. This aiso
applies to renovation and mod-
ernisation work in second-hand
houses, where this has been car-
ried out before moving in.

7. This subsidy can be claimed once

GERMANY

Housing finance from ail sources’ in the Federal Republic of Germany in 1985

Payments for ail
housing construction housing construction

Sourcse of financs

New commitments for

(DM million) (%) (DM miillion) (%)
All bausparkassen? 44,406 41.3 24,741 46.9
Private bausparkassen (29,942) (27.8) (16,389) (31.0)
Public bausparkassen (14,464) (13.5) (8,352) (15.8)
All mortgage banks 28,390 26.4 12,983 24.6
Private mortgage banks (195284) (17.9) (7,885) (14.9)"
Public banks (9,106} {8.5) {5,098) (3.7}
Savings banks 29,218 27.2 12,722 241
Life assurance companies® 5,506 5.1 2,348 4.4
Funds from providers of capitai 107,520 100.0 52,794 100.0

1. Excluding commercial banks and public funding.

2. Including deposited amounts.
3. Private and public sector.

in a person’s lifetime — twice for
married couples for two properties
— and account will be taken of any
tax concession already granted
under the terms of the old section
7b of the Income Tax Act.

Loan interest more important

In addition to the tax on owner-
occupation, the deduction of interest
payments for owner-occupied dwell-
ings has also been abolished. The
new subsidy system for owner-occu-
pied housing is thus neutral as
regards financing. In other words, it
makes no difference whether the
owner-occupied home has been
financed by the owner’s own capitai
or by outside funds.

Interest charges on outside capitai
and any subsequent increases in
interest rates for loans must in future
be met by the owner without any
contribution from the tax authorities.
The incentive for as high an amount
of indebtedness as possible is thus
removed, and financing is put on a
more solid basis once again.

Theimpartance of one’s own
capitalis increased

Those who will profit mostfrom the
new subsidy arrangements are the
middle and lower income groups
who are currently on the threshold of
home ownership in the Federal
Republic. These people are, in fact,
obliged to contribute a relatively high
proportion of their own capital, as

they would not otherwise be able to
meet the financial burdens.

Under the interest deduction
system, on the other hand, the pecple
“rewarded” were those who financed
their house purchase with as much
outside capital as possible, ie the
higher income groups.

The marked increase in recent
years in the number of auction sales
under execution of owner-occupied
property in the Federal Republic is
due above ail to the fact that the
proportion of outside finance {up to
100% in some cases!) was often too
high.

The direct connection between the
proportion of own capital andthe risk
of an auction sale under execution
can be easily illustrated by the Ger-
man building-savers who acquire
residential property; building-savers
finance their purchases with an’
above-average proportion of own~
capital (about 40%) and are at the
same time involved in a much lower
proportion of auction sales.

It was furthermore remarkabie that
virtually all leading politicians — both
in the Government and in the Opposi-
tion — supported the principles of the
new tax subsidy system. B

DR JOACHIM DEGNER is managing
director of the Association of Private
Bausparkassen’ in Bonn, West Ger-
many. ’
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SINGAPORE

Singapore’s unique housing
finance system

INGAPORE is an unusual, if

not unique, economy — a

small island state that occu-

pies only 620 square kilo-
meters with a population of a little
over 2,5- million. It has a thriving
economy with a GNP per capita and
living standards that put it well above
its neighbours in South East Asia.
Indeed, if the experience of the past
10 years continues then Singapore
will rapidly be joining the OECD coun-
tries in terms of weaith.

In respect of housing and housing |

finance, Singapore has its own dis-
tinct pattern. Where public housing
and high rise housing throughout the
waorld have often been failures they
are seen as being a success in Singa-

pore. The island has also made exten-
sive use of social security funds to
finance housing.

The Housing and
Development Board

Housing in Singapore is synony-
mous with the Housing Development
Board (HDB), a public sector body.
HDB was established in 1960, and by
the end of 1961 had 200,000 units
housing 10% of the population of
Singapore. The number of units and
the proportion of the popuiation
housed has risen relentlessly since
that time. By 1976 half the population
were housed in HDB flats, and by
March 1986 84% of the population
lived in 558,000 flats.

Housing Develop t Board Balance Sheet, March 1986
Liabilities Sm %  Assets Sm %
Government loans 13,381 37 Fixed assets 18.704 51
Bank loans 62 —  Properties under
Other current liabilities 5,864 16 construction 8,124 22
Capital reserve 17,2489 47 Mortgage loans to
purchasers of flats 6,818 19
Other loans 241 1
Current assets 2.669 7
Total 36,556 100 Total 36,556 100
Residentiai Units under Management
Type of properties March 82 March 83 March 84 March 85 March 86
One-room flats 64,664 65,257 60,646 60,283 60,105
Two-room flats 47,056 48,634 48,562 48,462 48,565
Three-room flats 167,283 191,063 208,714 229,759 244,635
Four-room flats 57,080 66,041 87.619 118,248 141,556
Five-room flats 21,739 26,930 32,728 40,968 45,765
Executive flats —_ —_— 2,333 5,484 8,722
HUDC flats — 2,732 3,214 4,842 8,007
Other residential properties 61 61 61 257 257
Totai 357,883 400,718 444,877 508,303 *557.612

*Includes 61 landed properties

HDB has continued an extensive

y housebuilding programme. The

number of homes completed began

at a modest 682 in 1960 and rose

steadily to peak at 30,406 in 1977.

There was then a downturn until 1981

when the figure was 16,366. Subse-

quently there has been a sharp

increase with the figure reaching _
70,345 in 1984 and 50,348 in 1985.

All HDB units are flats rather than
houses and many are in high rise
blocks, which seem to work success-
fully in contrast to the position in a
number of industrialised countries.

Initially, HDB provided flats for
rent, but in 1964 there was a change
in policy with a home ownership
scheme being introduced. The
emphasis is now very much on home
ownership rather than renting. In
March 13986 HDB had a waiting list of
32,000 people wanting to buy with
just 3,000 wanting to rent. Both
figures show a marked reduction on
those for March 1985.

By March 1986 HDB had sold
420,000 units so that 75% of its pro-
perties under management were in
fact owner-occupied rather than
rented. The Board makes loans to
those buying their flats at a rate of
interest which is pegged marginally
above the Central Provident Fund
interest rate, and which was 5.88% in
1986. The rate is reviewed halif yearly.

The Board's development pro-
gramme is funded by government
loans, most of which are repayabie
over 60 years. The loans have varying
rates of interest; new loans carry a
rate 2% above the CPF interest rate.

The government has an overt
policy of subsidising housing. In
1985-86 rental income of $73 million
was less than half the expenditure on
rented flats of $163 miilion giving a

deficit of $90 million. Service and
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conservancy income was $212 mil-
lion while expenditure was $314 mii-
lion, and a substantial deficit was also
incurred on the sale of flats below
cost. A total government subsidy of
$1,173 million was paid to the Board.

The Central Provident Fund
and Home Ownership

Most HDB flats are sold in conjunc-
tion with withdrawals from the Cen-
tral Provident Fund. This was estab-
lished in 1955 and is a compulsary
savings scheme with the objective of
providing retirement benefits. At the
end of 1985 it had no fewer than
1,892,000 members, and total
balances of $26.83 billion, that is,
some $10,700 for each person in
Singapore.

The contribution rate has been 3
very high 25% of salaries for both
employees and employer, albeit with
a ceiling. However, for a two year
period the emplayer’s contribution
has been reduced to 10%.

in the mid-1970s the Fund made
direct loans for house purchase, but
in a switch of policy people were
enabled to withdraw their savings in
order to pay for housing, both the
initial deposit and remaining monthly
instalments. Over 600,000 members
have used their savings to buy their
own homes. In 1985 withdrawais
from the fund amounted to $3,017
mitlion and of this totai $2,204 million
was withdrawn by 302,000 members
to heilp pay for HDB flats.

Someone purchasing an HDB flat,
at a discount, may well have a pack-
age made up of withdrawals from his
Central Provident account and a loan
from the Post Office Savings Bank,
which is the major retail financial
institution in Singapore, accounting

SINGAPORE
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for well over half of the personal
sector deposits. Notwithstanding its
name, it now has little to do with the
Post Office, but, rather, operates
through 279 branches and has 2.87
million savings accounts — more
than the number of people in Singa-
pore.

Conclusion

Singapore has chosen to spend
much of its rapidly rising wealth on
an ambitious public housing pro-

Cantral Provident Fund

Year - Contributions Members’ Membership Withdrawals for
balances housing schemes
sbn $bn miilions Sbn
1981 3.01 12.15 . 1.65 0.69
1982 3.90 15.66 1.73 0.80
1983 4.49 19.50 1.78 1.12
1984 5.39 22.67 1.85 2.69
1985 5.99 26.83 1.89 2.57

Old and new housing in the Orchard Road area of Singapore.

gramme. It has also chosen to pro-
vide for peopie’s retirement through
the Central Provident Fund and has
allowed people to draw on that fund .
to finance the purchase of a house
which can be seen as an alternative
method of saving for retirement.

Singapore is renowned for its effi-
ciency. In many countries a combina-
tion of a public sector housing board,
public sector savings bank and a
government run provident fund
would not make for an efficient hous-
ing or housing finance system.
However, it is apparent that this
unlikely combination has produced
very satisfactory resuits in”
Singapore. B

All figures in this article are in
Singapore dollars. There are about
2.1 Singapore dollars to the US dollar
and 3.1 Singapore dollars to the
pound.
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Mortgage servicing — the
new profit centre

Peter Knight explains the advantages of an increasingly
important development of the secondary Mnortgage market

-

N William, Shakespeare’'s “Ham-
let,” Polonius advised a young
Laertes off on a journey into the
world to “Neither a borrower nora
lender be.” Had Laertes been off to a
lifeinthe mortgage lending business,

Polonius could have added, “Be a

servicer.”

While much has been written about
the US secondary mortgage markets
and mortgage securitisation in par-
ticular, there has been less inter-
national attention focused on mort-
gage servicing. However, mortgage
servicing is an important and very
lucrative element of a heaithy secon-
dary marketplace.

The servicing of mortgages has
become a very attractive feature to
mortgage lenders in the US who are
seeking profits that are somewhat
insulated from interest rate risk. New-
comers to the mortgage business are
also attracted to mortgage servicing
for the same reasons. They inciude
some of the largest US manufactur-
ing, insurance and financial service
congiomerates. They are aggres-
sively operated and hope to take a
major part of the business from all
existing mortgage participants, mort-
gage bankers as well as portfolio
lenders.

What is mortgage servicing?

WHAT exactly does the servicing of a
mortgage entail? The Federal
National Mortgage Association’s Ser-
vicers Guide lists the following duties
and responsibilities of FNMA Iloan
servicers. Required duties for servic-
ing will vary, but these requirements
are generally consistent with the
needs of most investors:

“The servicer must take whatever
action that is necessary to protect our
interest in the mortgaged property as
long as itis authorised to do so by the
terms of the mortgage. Among other
things, this generally includes:

@ Paying property taxes to avoid

possible tax liens.

® Maintaining adequate hazard

insurance to cover damage from

unforeseen casuaity losses.

® Establishing and maintaining

accounts for the deposit of mort-
gagors’ funds.

@® Making periodic property
inspections to assure that the
physical condition of the property
is satisfactory or to determine
needed action if it is not.

@ Maintaining accurate mortgage
servicing and accounting records.
@ Collecting and promptly remit-
ting any and all amounts due us.
@ Taking prompt and appropriate
action to resolve a delinquency,
including any action necessary to
liquidate a defaulted mortgage.
@ Managing, marketing and dis-
posing of an acquired property.
@ Advancing reasonable amounts,
if necessary, to cover expenses aris-
ing in connection with any of the
duties described above.”

Mortgage servicing — foundation of
the secondary markets R

The basic ingredient for an efficient
secondary mortgage market is the
ability to tailor mortgage investments
for new sources of capital. This has
been accomplished by meeting the
needs of investors who might not
otherwise be interested in investing
directly in mortgages.

The first thing that may cause
investors to avoid mortgages is the
need to manage the loans effectively
themselves and to ensure that the
investor’s interest is protected. This
function is served by the mortgage
servicer. Mortgage servicing includes
collection of payments, maintenance
of amortisation schedules, escrow
administration, and handling delin-
quency and other problems that may
arise.

Servicing capacity is needed to
assure market liquidity, since the sale
of loans and securities must be free of
concern about servicing quality. For
that reason, the ownership of the
loan, and its servicing, are often con-
trolled by separate entities. However,
the initial investor in the loan estab-
lishes the terms of the servicing
agreement. Servicing agreements
cananddovary. A representative one
used by Fannie Mae, the largest US
maortgage investor, is highlighted in
the inset. R

Servicing has helped the US secon-
dary mortgage markets grow to over
half a trillion dollars in outstanding
mortgage-backed securities at the
end of November 1986. Hunter Wol-.
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cott, president of Reserve Financial
Management Corporation, based in
Miami, Florida, who serves as a con-
sultant in the servicing fieid, esti-
mates that over $800 billion of mort-
gages are serviced for othersin either
whole loan or security form.

Mortgage servicing—an important
source of fee income

The two main areas of fee income
for mortgages are origination and
servicing. In a typical mortgage sale
in the secondary market, the lender
making the loan receives an origina-
tion fee based on a percentage of
the loan. That fee is collected
immediately, and should that lender
continue to service the loan, he will
earn a servicing fee representing a
portion of the interest income gener-
ated by the mortgage. These fees
vary from Y% to over %2%.

Servicing is one of the best profit
opportunities for lenders in the mort-
gage process. The profits from mort-
gage originations vary with interest
rates and/or seasons in many areas.
In addition, the personnel-intensive
nature of originating loans means
higher overheads. The servicing of
mortgages, on the other hand, is less
affected by the vagaries of interest
rates and lends itself to computerisa-
tion and very efficient staff opera-
tions. Computers have enhanced the
attractiveness of mortgage servicing
by increasing profitability. Without
computers, servicing could not be the
profit centre now established by so
many institutions.

in addition to being a stable source
of asset-based income, servicing also
provides one of the few remaining
sources of stable long-term deposits
in the form of escrow accounts. These
accounts are established to pay a
mortgagor’s taxes and insurance and
range from between 1% and 2% of
the unpaid balance of the loans being
serviced. Most states do not require
interest to be paid on these escrows,
which is a significant attraction for
servicers.

Servicing loans alsogiveslenders a
strong relationship with the mon-
gagors, opening up possible new

20 Largest Mortgage Servicing Organisations

Total Volume Serviced

for Others
Parent 000s As of
1. GMAC $21,761,283 6/86
2. Lomas & Nettleton $21,600,000 12/86
3. Citicorp $18,239,108 6/86
4. Fleet Financial $17,530.000 12/86
5. Metropolitan Life $14,958,546 12/86 -
6. Firemen’s Fund $14,792,230 6/86
7. City Federal Savings $14,064,826 6/86
8, Sears $12,800,000 12/86-
9. Mellon Bank $11,609,260 6/86
10. Commonwealth Savings $11,413,223 12/86
11. Weyerhaeuser Corp $10,754,822 6/86
12. First National Bank, Boston $10,467,575 6/86
13. FCA $9,861,011 6/86
14. First Union Corp $9,830,000 12/86
15. Goldome FS8 $9,393,822 12/86
16. First Interstate $9,382,000 12/86
17. H. F. Ahmanson $8,753,183 6/86
18. Meritor Financial $7,630,468 6/86
19. Sovran Bank $7,253,421 12/86
20. Chemical Bank 36,779,000 -~ 6/86
Top 20 Total $248,933,778

Source: Reserve Financial Management Carp.

business. Many servicers attempt to
cross-sell a wide range of financial
products to the borrowers on the
loans they service.

However, servicing is not immune
to rate risk. Rather, the risk is inverse
to the standard rate risk for the sav-
ings industry. As rates fail, borrowers
refinance higher rate loans and mort-
gages prepay. Servicers that do not
aggressively recapture their mort-
gage servicing as it refinances may
see an evaporation of valuable servic-
ing rights, some of which may have
been recently purchased with a long-
term expectation.

Thetrading of mortgage
servicing rights

Finally, servicing is now a liquid
commodity due to today’s mortgage
market standardisation of loans and
procedures as well as new computer
technology. The trading of servicing
rights has become a muiti-billion dol-
lar market. Companies buy and sell

‘servicing rights on existing mort-

gages, and the high degree of liquid-

"ity of servicing approaches the

liquidity of the mortgage investments
themselves. Over $100 billion of ser-
vicing rights traded hands in 1986.

In fact, the servicing market has
recently gone from a sellers’ to a
buyers’ market. Two years ago, ser-
vicing sold for more than 2% of the
amount of the balance of loans to be
serviced. This was more than twice
what the traditional going rates were.
After the wave of refinanced mort-
gages in the past years, these prices
have failen somewhat, but are still in
the 1%2% range.

In this high-priced market, it is
important that buyers only seek ser-
vicing based on careful planning.
Hunter Wolcott advises purchasers
first to define the objectives of an
acquisition programme. This analy-
sis starts with an assessment of an
institution’s strengths. The purchase
programme must be founded on the
institution’s -capabilities, which
include staffing, systems, proce-
dures, capacity and other factors
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such as geographical location of staff.

Then the institution must define the
objectives for purchasing the servic-
ings most compatible with the institu-
tion. Of course, profitability of servic-
ing is paramount. To be profitable in
servicing, an institution must reach a
critical mass of mortgages being ser-
viced to offset expenses such as new
computer systemns. Therefore, the
volume of servicing desired must be
ascertained.

Other factors also affect the profit
potential of mortgages to be ser-
viced. Location is a big factor in this
equation. If all the loans are located in
a similar region or state, the profit-
ability may be higher, especially if the
lender already has support personnel
in the region. On the other hand, high
delinquency rates in a given area can
make servicing more expensive.

State and local laws must aiso be
examined. State laws affecting
foreclosure proceedings, escrow
accounts and property taxes ail affect

servicing. For exampie, when Califor-~

nia passed Proposition 13 limiting
state property taxes, it also reduced
the attractiveness of servicing mort-
gages in California since escrows for
taxes would be lower.

The last major factor to be
weighed, according to Mr Wolcott, is

the type of servicing. Adjustabie rate
mortgages add new complexities
such as negative amortisation, vari-
able payments and other factors
which increase the lender’s servicing
responsibilities and costs.

In the case of servicing for mort-
gage poois sold through the issuance
of mortgage-backed securities, there
are other important distinctions.
Pass-through certificates, in which
principal and interest must be
advanced, are potentially more
expensive to service than modified
pass-throughs in which only interest
must be advanced. Individual inves-
tors may aiso have policies that affect
servicing.

For example, if an investor charges
a fee to anyone who subsequently
transfers servicing, this considera-
tion should be built into the purchase
price of that service.

4

Industry consolidation

The attractiveness of servicing in
terms of profitability, cross-selling
opportunities and liquidity has
attracted the largest US corporate
names to the business. The table
(page 37) lists the top 20 servicing
firms, and many recognisable, non-_"
mortgage names appear on that list,
including Sears, Citibank and GMAC
(General Mortgage  Acceptanceé
Corporation).

A recent study, “The Consolidation
of the US Mortgage Industry,” pub-
lished by the SMR Research Corpora-
tion in Budd Lake, New Jersey,
examines the trend to a national mar-
ket with fewer, bigger players.

Stuart Feldstein, president of SMR, ~
commented, “The largest players in
the market are growing two to three
times as fast as the overall market,
which is symptomatic of an industry
going through dramatic consolida-
tion.” The figures reflect this trend as
the growth in servicing by the largest
players has outpaced the growth in
the volume of outstanding loans.

1983 1984 13985
Mortgage Debt Outstanding $1.81 tri $2.02 tri $2.25 tri
Change from Previous Year - 11.6% 11.4%
Portfolio of 20 Largest Mortgage Servicers $133.2 bn $152.8 bn $209.4 bn
Change from Previous Year - 14.7% 37%

Servicing the mortgage on this attractive home would be a useful way of

earning fee income.
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Qutlook forservicing market -
in other countries

Just as secondary markets are now
spreading woridwide, it can be
expected that mortgage servicing as
a separate and profitable operation
will develop. This will occur over
time, as the markets themselves
develop. Eventually, in countries with
an active secondary market, mort-
gage servicing will provide tradi-
tional suppliers of \mortgage credit
with new ways to earn fee income
while opening the door for additional
competitors in the mortgage
business. B

PETER KNIGHT is vice-president and
director of mortgage finance for the
National Council.of Savings Institu-
tions.
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HOMELESSNESS

Shelter needs and housing
finance institutions’ role

Eric Carlson, IUBSSA’s senior consultant, looks at
the challenge for housing finance {nstitutions
posed by the International Year of Shelter

HE International Year of

Shelter for the Homeless

(IYSH) is upon us, as declared

by the United Nations General
Assembiy, and it remains to be seen
whether this project will enhance-the
mobilisation of resources for invest-
ment in housing. But the Year itself is”
meant to be the beginning of a pro-
cess to help focus world attention on
the issues of shelter and housing,
with emphasis on the action required
at national level.

There are two immediate con-
cerns: the assessment of sheiter
needs and the promotion of better
understanding of the role of shelterin
national development. More than 130
governments have agreed to partici-
pate in the IYSH programme and
have designated focal points for this
purpose. Many have developed or
promoted demonstration projects of
various kinds, and there will be many
conferences, seminars, exhibitions
and discussions bringing together
public and private sector interests at
national, regional and international
levels.

Housing finance institutions will
have ample opportunities for parti-
cipation, and perhaps to help in
development of recommendations,
policy reforms and demonstrations
of commitment and responsibility.
Their public relations, publicity and
advertising programmes can be use-
ful factors in the public education
effort required for action to achieve
an improved shelter and housing
environment.

The shelter problem

Though the disparities between
levels of achievement of the indus-
trialised and developing countries
continue to grow, the housing sector
contains much that is in common
cause, and the fundamental human
right to basic sheiter is increasingly
being asserted. Public opinion has
been aroused at the alarming growth
of the homeless in the cities of the
Western world. Newspapers carry
headlines such as “The homeless of
Europe: a scourge of our time.”
Increasingly, searching articles
appear such asthatin Harper’s Maga-
zine on “Heiping and hating the
homeless — the struggle at the mar-
gins of America.” Though there are
sharp disputes as to the actual num-
bers of homeless, few observers and
editors question the projections of
continuing sharp increases. Daily
television coverage on the homeless

and related problems make this a key
story of our times.

In the developing countries, the
housing and sheiter position has
been exacerbated by massive debt
burdens, excessive urbanisation and -
infrastructure costs, disincentives for
savings of high inflation, speculation
in land, and the need for improved
municipal management and financ-
ing. This gives rise to a situation
where the major and ever-increasing
proportion of people lack adequate
sheiter and live in insanitary condi-
tions in squatter settlements and
overcrowded urban slums. The infor-
mal sector which they constitute may
be responsible for building more than
50% to 80% of all shelter and housing
in different countries.

Most of the world’s population
growth of 1.5 biilion more people by
the year 2000 will be in the urban
areas of these already overburdened
countries. The scale of construction
required is comparable to building
120 cities of about the size of New -
York during this period. -

Few governments in developing
countries can claim to have housing
policies and programmes that cope
effectively with basic shelter needs.
Within their economic and resource
capabilities, good examples in this
direction have been set by Colombia,
Sri Lanka, South Korea, Singapore,
and Jordan, and many others have
developed specific approaches and
projects that merit special attention.
But problems persist and help is
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required, especially for the support
and development of savings systems
which help to mobilise household
resources for the improvement, con-
struction and acquisition of shelter.

The important role of housing and
shelter as a stimulus for domestic
economic activity and national
.development can be identified from
three points of view. First, investment
in this field is labour intensive and
improves the employment situation:
second, it can stimulate the produc-
tion of lgcal building materials; third,
it is an incentive to mobilise house-
hold savings by offering an attractive
investment opportunity. Yet these
basic factors are often completely
ignored by international finance and
development agencies. An example
is-the 1986 Report of the Inter-Ameri-
can Development Bank, Economic
and Social Progress in Latin America.
In this report, not a single word
appears about sheiter, housing or
building in either rural orurban areas.
Unfortunately, this “blind-side” eco-
nomics is prevalent on the interna-
tional scene.

For housing finance institutions in
some countries this is a time of prob-
lems, difficulties, competition and
transition. The justification for spe-
cialised entities in this field is being
questioned as never before, and,
under the competitive pressures
brought about by deregulation, the
trend is for these institutions to
become involved in providing a full
range of household financial ser-
vices, rather than just offering finance
for construction and mortgage loans,
and related activities.

On the one hand, public opinion is
being shaped by the sense of crisis
exemplified in a Bangkok Post article
on “Hard times for thrift industry,” or
in a Washington Post article, “Qur
S & L's are obsolete — its time to
merge dying thrifts into the New
World of finance.”

On the other hand, the good news,
such as “Thrift units reporting solid
profits,” based on third quarter
resuits in the US, rarely gets much
attention. Nor do articles such as

“Local pressure bringing more lend-
ing in inner cities.” But positive
accomplishment, and resulits, on the
local level, are still the major
weapons to deal with the dissemi-
nators of “gloom and doom”.

The international capital markets
and housing finance
In the United States over the past
15 years there has been a vast growth
in secondary mortgage markets, and
in 1985 over $120 billion in securities
were issued — a record volume. This
market growth has been facilitated by
government chartered housing
finance corporations, particularly the
Federal National Mortgage Assacia-
tion (Fannie Mae), the Government
- National Mortgage Association (Gin-
nie Mae), and the Federal Home Loan
Mortgage Corporation (Freddie Mac).
They are among the largest issuers of
debt and securities in the country.
They buy and package mortgages,
and create different forms of mort-
gage securities, such as Collateral-
ised Mortgage Obligations (CMO's)
which are sold to investors inciuding
pension funds, insurance companies
and others.

‘Vast growth
in secondary
market’

In this business of packaging and
selling mortgage securities, the
investment houses are playing a
leading role, and all the large Wall
Street firms now have large and pro-
fitable divisions dealing with mort-
gage securities, with some of these
issues of remarkable size and com-
plexity. Beginning with 1983, there
has been a growing development
of international markets for these
securities. In February 1984 the
Alaska Housing Finance Corporation
issued the first Eurobond collateral-
ised with mortgage securities, and
several Eurobond issues by US thrift

HOMELESSNESS -

institutions soon followed. Freddie
Mac and Fannie Mae have together
sold in excess of $20 billion of debt in
Japan and Europe, and US thrift
institutions have issued approxi-
mately $5.7 billion in collateralised
floating rate notes abroad.

As reported in some detail in the -

August issue of Housing Finance
International, the UK building
¥sacieties entered the Euromarket for
the first time in October 1985, with
four societies raising £600 million
between them from the issue of Float-
ing Rate Notes. Since that time more
societies have raised funds in this
way, totalling £3.1 billion pounds at
June 1986.

The Crédit Foncier of France also
decided to use the international
capital markets, to help meet the
demand for funds for house pur-
chase, particularly through Govern-
ment assisted programmes, and to
help stabilise France’s balance of
payments following the negative
effects of the two oil crises.

Japanese banks and financial
institutions have become major fac-
tors in mostinternational capital mar-
kets. Just five years ago, only one
Japanese bank ranked among the top
10 internationally. Today, seven of
the world's 10 largest commercial
banks, and the top four, are

Japanese. The managers of pension -

funds and insurance companies are
increasingly dominating the capital
markets, and the big new Japanese
players — the trust banks and the
insurers — have enormous funds to
invest.

It is generally believed that recent
experience with the development of
markets for mortgage securities, both
nationally and internationally, wiil
lead to the interest of other countries
in establishing similar types of instru- _
ments and markets. Each country
will, of course, have to develop its
own maortgage finance solution. One
recent example -is that of Canada,
where the Canada Mortgage and
Housing Corporation (CMHC) has
now introduced its mortgage-backed
securities programme, dubbed “Can-
nie Mae.”
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The major Canadian mortgage
lenders — chartered banks and trust
companies — fund their mortgage
originations with savings deposits,
but most Canadian mortgages have a
maximum term of five years or less,
with a bailoon payment due at the
end of the term. This leaves bor-
rowers vuinerable if interest rates
rise, and the deveiopment of a mort-
gage backed security is a response. It
is expected to alleviate lenders’
dependence on deposits by bringing
different investor types into the mort-
gage market. Initially, the securities
will be issued in the form of paper
certificates, and any CMHC approved
institution will be able to issue the

‘Privatisation may
have run
its course’

securities. The CMHC certificates will
be sold in muitiples of $5,000 and up,
putting them within reach of indi-
viduais as well as institutional inves-
tors. Canada therefore seems well on
its way to joining the larger capital
market scenario for mortgage secur-
ities.

Thus far, only a few savings and
thrift institutions, the larger ones,
have benefited from the sale of mort-
gage securities on the international
markets. In the United States, three
institutions are responsible for nearly
one-third of the deals realised to date.
Four firms, Paribas Capital Markets,
Saiomon Brothers, Credit Suisse First
Boston and Merrill Lynch Capital
Markets are responsible for the vast
majority of Eurofinancings for US
savings institutions.

But the relatively favourable
experience to date, the receptive mar-
ket and cost-effectiveness factors,
indicates that in future more housing
finance institutions will size up the
overseas capital markets, and there
will be efforts to interest investors in
other forms of issues than coilateral-
ised notes and convertibles.

To what extent housing finance
and thrift institutions in different
countries will benefit from this
increased flow of global capital will
depend on many factors, particularty
the economic situation and perspec-
tives of the areas they serve. For
example, the debtcrisis in some Latin
American countries inhibits their
capabilities for providing the neces-
sary guarantees and instruments for
participation in the international mar-
kets for mortgage securities. The Afri-
can countries have these and other
problems, though in a few, perhaps,
such as Kenya, Zimbabwe, lvory
Coast, Tunisia and Cameroon, there
may be possibilities for securitisation

_of mortgages, and some eventual
entry into the global capital market. it
is the Asian countries, generally
speaking, that seem particularly well-
placed to foster securitisation of
mortgages through their existing
structures of housing banks and
mortgage finance institutions.

Housing initiatives by housing
finance institutions

Getting back to the basics, what are
housing finance institutions doing to
provide support and resources for the
improvement of shelter and housing
conditions of the poor and homeless?

The Committee on Economic
Affairs of the US League of Savings
Institutions has recognised the prob-
lem. In its new statement on
“Strategic objectives for savings
institutions” there is included the
point that, “Savings institutions
further support the judicious use of
direct and indirect subsidies to assist
low-income families to obtain decent
shelter but seek to eliminate sub-
sidies provided by governments and
government sponsored agencies that
distort or impair the functioning of
the private mortgage market.”

Some US housing finance entities
have become involved in public-pri-
vate sector partnerships to assist with
provision of shelter for the homeless

and housing for low income people.

HOMELESSNESS_-

This is in the context of increasing
discussion about the need for new
housing and urban policies at local,
state and national levels. There are
strong views that “privatisation” may
have run its course and the time has
come to preserve and maintain the

small public housing stock that still -

remains as well as to devise new
programmes in this fieid.

* In the UK the Nationwide Building

Saciety has adopted the theme, “Put-
ting the building back into saciety” as
indicative of its efforts to give special
attention to projects for the elderly,
the disabled and first-time buyers. It
set up a Housing Trust in 1982 which
has made innovative loans to hous-
ing associations {of which there are
over 1,000 in the UK). it has assisted
in urban regeneration schemes
which may include new council hous-
ing for rent and shared ownership,
new housing and converted and
refurbished council properties for
sale. Nationwide and Halifax Building
Society teamed up .with a large
builder to launch PROBE (Partnership
Renewal of the Build Enviranment)

‘US involvement
in shefter
for the homeless’

with a substantial three year budget,
to find and prepare partnership
schemes for local governments that
lack the imagination, skill or staff to
carry them out an their own. Other
societies are also developing new
methods to help low income families.
In Australia, the Co-operative
Building  Society in  Adelaide
embarked on several new areas of
service and stiil shouldered impor-
tant civic responsibilities. In 1986, for”
example, it was a principal sponsor of
the World Housing and Planning
Congress, held .in Adelaide, which
brought together 1,200 professionals
from different countries, and pro-
duced a wide range of stimulating
reports and presentations, including
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considerable attention to the IYSH
and problems of the homeless. In
1981 the society established and
endowed the Co-op Foundation,
independent of the society and with
its own board of directors. The
Foundation has assisted projects for
the handicapped, invalid and dis-
abled, and the furnishing of homes
. and hosteis for the underprivileged,
intellectually disabled and the aged.

Housing finance institutions in the
developing countries are in a quite
different situation. Zimbabwe is one
country where the concepts of public-
private partnership for housing have
made some headway, and the build-
ing societies, with guarantees from
the government, have taken an active
role in several projects for housing
low-income groups. At the African
Housing Conference heid in Harare in
February 1985, the Prime Minister
praised the efforts of the private sec-
tor to provide resources for these
projects, and expressed the hope that
they were an example of new direc-
tions. “In some countries of Africa,”
he said, “the home finance entities or
building societies have the reputation
of taking the savings of the poor and
investing them in housing for the
rich.”

In Latin America and the Caribbean
the role of home financing entities
with respect to the informal market
requires special attention and new
programmes. This was a main theme
of the annual conference of the Inter-
American Housing Union held in
Mexico City last May. Thrift institu-
tions were urged to promote and
develop new customers and services
in the informal market, both for sav-
ings and for lending. It was pointed
out that this is likely to be a major
growth area for home finance
entities, perhaps essential for their
survival and viability as instruments
for resource mobilisation.

An entry point to the informal mar-
kets can be secured by providing
assistance to credit unions, co-opera-
tives, housing associations and other
organised groupings at the grass-
roots level. Co-operatives are impor-

tant vehicles because they can orga-
nise low-income households, pool
the resources of the members, and
provide security for loans. They can
produce building materials, construct
houses, and manage properties.
Locai governments can help such
ventures by making land and services
available, as can the utility systems.

The IYSH challenge

The IYSH wiil undoubtedly produce
heightened awareness of basic shei-
ter problems. Housing finance and
thrift institutions can be important
components of the programmes
which emerge. The meeting of the
Habitat International Council in
Nairobi this April, to be foilowed by

‘Challenge of
new investment
proposals’

the 10th session of the UN Commis-
sion for Human Settlements, will pro-
vide much information from both
governmental and private sector
organisations about their progress
with demonstration projects and
housing reform and policy measures,
including those dealing with shelter
finance.

Housing finance institutions have a
most valid international cause in
promoting savings to invest and
build for hame ownership. This is an
important step in heiping developing
countries to mobilise and to retain
domestic savings, and to reduce
capital flight. Inducing or attracting
such savings from the informal sector
deserves high priority consideration.
The provision of financing for hous-
ing and related urban investment is
animportant key toward accelerating
economic growth and development,
and thus to permit further expansion
of international trade and the capital
markets.

The giobalisation of capital flows

HOMELESSNESS_-

through private investment, includ-
ing a housing finance component
represented by mortgage securities,
is already in full swing among indus-
trialised market economies. This will
sharply expand in the future, in part .
because of the continuing accumuia-
tion of capital through pension fund-
and insurance systems as well as the

banking system generally. It can be

expected that direct investment in

real estate and equities in housing

finance institutions will aiso expand,

given current trends and funding

indications. There is no question that

international capital can be an

important catalytic factor for helping

to establish and to support thrift_
institutions and sound savings pro-

grammes in the developing coun-

tries. -

Economic stagnation is a marked
characteristic of much of the world’s
economy in spite of the fantastic
development of financial technology.
In some countries there is a favour-
able conjuncture of lower interest
rates, decline of inflation and greater
monetary stability. Yetthere is urgent
need for more housing at reasonable
cost in many places. The IYSH may
provide the opportunity to seek new
international funding in this field,
from both public and private sources.
The challenge is there, to develop
new investment proposals and initia-
tives, and to assist in a major new
promation of the future. B

ERIC CARLSON has been senior con-
sultant to the /nternational Union of
Building Societies and Savings Asso-
ciations (IUBSSA) since 1982, follow-
ing his retirement from the United
Nations Secretariat. In the UN he was
deputy director of the Habitat and
Human Settlements Foundation in
Nairobi, Kenya, for eight years, and
formerly chief of housing at the UN in
New York for 10 years. He is also a
senjor associate of the Institute of
Public Administration, New York
City, and currently serves as director,
joint  housing research project,
People’s Republic of China, with the
China Academy of Urban Planning
and Design. .

42 HOUSING FINANCE INTERNATIONAL FEBRUARY 1987




