DEREGULATION

Housing Finance & Financial
Deregulation: Issues in Developed and
Developing Countries

INTRODUCTION

nlike most other financial services
housing finance is predominantly a
national business. Loans for the
purchase of housing are generally secured
©n land, which by definition is fixed, and the
legal systems governing the transferof land
differ considerably from country to country.
Largely for this reason there has been, at
least until recently, a comparative lack of
information onwhatwas happeningin hous-
ing finance arcund the world. The main
exception to this rulg has been in respect of
Ceveloping countries where the interna-
tional aid agencies. in particular the Worly
Bank the United States Agency for inter-
national Developmaent
—Nations Centre for Human Settlements,
__+ave promoted an understanding of prob-
lems and policy issues within abroad frame-
work of development policy. Also, those
Seeking to estabiish housing finance sys-
tems in developing countries have not had
the luxury of taking over an existing system
which was working well, and have therefore
deliberately hadto seek 1o learn the lessons
of other countries.

This text is published from an address
given by MARK BOLEAT in Bombay in
March of this year. At the time, Mr.
Boleat was Director-General of the
Council of Mortgage Lenders. He is
now Director-General of the Associa-
tion of British Insurers.

and the United |

by Mark Boléat

More significantly over the past few years
there has been a substantial increase in
interest in housing finance among devel-
oped countnigs. Democratisation ofthe coun-
tries of Eastern and Central Europe has
been a catalyst for this. Those countries
have been seeking totransformthemselves
from command economies intc market
economes and have naturally looked at
banking in general and housing finance in
particular in Western Europe and further
afield. Among advanced industrialised coun-

tries the trends towards the international- |

sation of financial markets, the imposition of
common standargs for capital adequacy
and the spread of securitisation as 2 con-
cept have led to greater interest in housing
finance. Mos: recently serious problems
with housing finance systems, particularly
in America but to a lesser extent in some
West European countries, have again led
policy makers and academics to seek inter-
national comparisons so that mistakes can
be learned from and successes emulated.

This paper briefly sets out the basic princi-
ples for the operation of housing finance
sysiems, discusses the inter-relationship
between housing finance and the economy
as a whole, and then goes on to consider
current problems in developing and deval-
oped countries.

BASIC PRINCIPLES

Housing finance is basically a very simple
service, That is, a loan is made 10 an ingi-

vidual to enable him to purchase a house to
which he will have full ownership rights,
Generally, the loan is secured on the house,
meaning that if the terms of the loan repay-
ment are not met the lender can take over
ownership of the house. This is advanta-
0eous to the borrower because it means a
much lower rate of interest than would oth-
erwise be the case .

Unless these basic elements are in place
then a fully efficient housing finance system
cannet develop. This is a lesson which has
been learnt the hardway in Eastern Europe.
where perhaps too much attention has been
given to banking struclures and sources of
finance and not enough to the security
reguirements.

An efficient housing finance system in any
country raquires a sound legal framework
governing the ownership and transfer of
property. lf ownershipis uncertain, whether
itbe in a squatter settiement in Colombiz, or
inthe former German Democratic Republic,
then a housing finance system simply can-

- not work effectively. However, having an

effective system of land law is not in itsell
sufficient. The lender must also be able to
enforce his security, that is, if the borrower
does notkeep up repayments on the loanto
lake possession of the property and to sell
it with vacant possession. Some Eas:
European countries, and indeed some ge-
veloping countries, have quite efficient land
l2vws but no mechanism for the lender en-
forcing their security. In such cases there is
a reduced incentive for borrowers to repay
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their loans, which means that underwriti
standards have to be that much tighter, and
the mortgage rate that much higher to cover
bad debts.

On top of these basic building biocks is the
need for a sound financial structure. There
ha_ve been all too many oxamples in davel.

f xal institution, in
taxes deposits from the public, must have
an adequate capital base and sound man-
agement. In tumn thic requires an efficient
Supervisory system, generally, although not
necessarily, run by the centraj bank. The
supervisors have 10 be equipped in both
legisiative ang resource terms to intervene
where banks are
if necessary 1o close them down before they
do great damage to the financial system as
a whole.

It is cbviously more cifficult for developing
countries 1o have a sound financial stryc-
ture, simply because of the lack of financial
fesources. It is therefore perhaps all the
more important that a Sound financial stryc-
ture is encouraged 9y not distorting the
finangial markets, for example, by giving
prefgrence to governmens institutions or
gc¢  'ment securities

particular one that

Finally, a housing finance System can work

notproperly managed angd I

| e C—

-
HOUSING FINANCE AND THE
ECONOMY

There are some who view housing finance
as being a subject all on its own, which can
be studied in isofation and to which policy
measures can be aimed regardiess of the
wider implications. Indeed, untii 20 years
ago even advanceg industrialised coun-

tries, such as the United Kingdom, hag

practice, be offerad by more general bank-
ing institutions, West Germany today still
fetains such a system, byt it i questionable
how long it will be able to continue.

There is now a recognition of the impor-
tance of housing finance in the financial
siructure of economies Qonesally. In the
case of developing countries, a housing
finance system can De a means of mobilis-
ing savings that otherwise could not be
mobilised, and of deepening the financial

tries, a poor housing finance
severely hinder the mobility of
@ system that has artificial

systom will
labour, while

offectively only if there is relative economic | Capable of causing massive cisruption

stability. It is simply not POssible to devise 2
ousing finance system that C2N cope with
nfiation of 100, 200 or 1,000 percentayear,
nsuch cases even the most sSouncly based
f systems collapses and is replaced by
horter-term ag hoe financing. as has been
een in some South American countrigs.

ﬂ'lrwghsﬁmulathgover-investmemhhous-
ing and an excessive increase in hoyse
prices.

This, however, is an area where there are
Vory marked differences between develop-
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Ing and deveioped countries. In developing '

he need for economic stability of course | Countries, housing finance mustbe seen as

0es Much wider than housing finance, bur | Part of the develooment of the financial
IS point does emphasize that policy mak. | acture and of the economy MY
Same ot S0k to devise housing finance | Alhough there must be o, Priorities,
'Stems in isolation of eeon omic develop- | NOusing hnan_ce should be aﬁowec_j to com-
anis gener.soaldaly. | pete on relatively equal 1erms with other
forms of finance. Its unique attributes mean

| that housing finance Can play an important

| Bart in widening and Geepening the finan-

e -

|
|
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cial system. In indutrialised countries hoys-
ing finance is such a major part of financial
markets that it cannot be ignored by policy
makers in the context of macroeconomic
management ang policy towards the finan.
cial system generally.

THE PROBLEMS IN DE VELOPING
COUNTRIES

In developing Countries, the vital need is 6]
establish asound framework in which hous-
ing finance systems can develep. Itis nota
question of the Government creating finan-
cial institutions, giving them money andg
directing them on how 1o conduct their busi-
ness. Rather, if the right framework exists a
housing finance system will evoive of its
own accord, although there are actions
which govemments can take which can
stimulate growth in the short-term,

The priority must be to develop a satisfac.
tory legal and administrative system for the
ownership and transfer of land, and legisia-
bonthatcan beenfo“cedallowh-ng lendersto
lake possession ofpropertiesinthe event of
the borrower defaulting on his loan, Those
COumr-esthatstartfrOmmisbasicpoimwiﬂ
that in the fong

There is almost certainly an important role
torspodaﬁs:insﬁtutionsespeaallyin davel-
oping economies. The government may

must allow them 1o
and not seek to use
them as part of the public sector. The gov-
ernment may also operate a m in-
surance scheme to help stimulate the mar-
ket.

Operate effectively

Specizlised institutions are necessary be-
cause lending for hoyse purchase in govel-
0ping countries is difficult; it is something
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wihich general banking institutions preferto |

avowd. A specialist institution can take ad-
vantage of that specialisation to develop
policies and procedures appropriate to the
unique characteristics of lending for house
purchase. Such institutions also have a
major role in informing and influencing gov-
emments and other financial institutions
such that other specialist institutions can be
established and more general banking in-
stitutions can be encouraged to lend for
house purchase. The Housing Deveiop-
ment Finance Corporation in India stands
cutas an excellent example of the former as
does the Government Housing Bank of
Thailand of the latter.

Generally, the difficulties faced by special-
ist housing finance institutions in develop-
ing countries stem from government action
or inaction. Going beyond the points al-
ready made about legislation and enforce-
ment of the security, an institution lending
for house purchase has to compete for
financial resources and that competition is
not always fair. Governments can seldom
resist the temptation to believe that they
know best. and should determine patterns
of lending and interest rates. Interest rate
controis are often imposed in the naive
bekef that the lower the interest rate the
more poor people benefit, The reality, of
course, is that the lower the interest rate,

" the less that housing finance institutions

¢an do. Directed credit systems can take
resources away from housing finance, or
worse still, housing finance institutions can
be required to lend 10 people to whom loans
Should not ordinarily be made or for which
the security is not adequate.

These points are very basic and are famifiar
to those running housing finance institu-
tions in developing countries, the leading
academics in the field and to the interna-
tional agencies. However, they do not seem
familiar to govemments, perhaps because
ministers change alltoe frequently. There is
still clearty an urgent need to ensure a high
level of understanding among govemnments
generally as to the conditions needed to
create an efficient housing finance system
and the benefits that can be derived from
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thriving housing finance institutions. It is a
sad fact that after so many years of hard
work by the intemational aid agencies and
dedicated staff in some of the housing fi-
nance institutions, there are today still only
a handful of successful such institutions in
developing countries with a rather larger
number that are surviving and making a
small contribution. The priority should be to
Create the conditions which encourage as
many as possible of those institutions to
become like HDFC and the Government
Housing Bank of Thailand.

THE EXPERIENCE OF DEVELOPED
COUNTRIES

There are a range of different issues in
Geveloped countries. Some of them are not
too dissimilar from the problems facing do-
veloping countries and a wide understand-
ing of housing finance markets around the
worid is helpful for policy makers in any
Country. Housing finance is not an area that
one can easily experiment with, and one
should seek to learn whatever lessons are
available elsewhere.

Housing finance Systemsin developed coun-
tries have evolved over a period of 100 or
more years. If one was starting afresh one
would probably not have the systems that
exist today. However, one has to start from
where one is and not from where one would
like to be,

In most industriaised countries there have
been, until recently, specialist institutions
whichhave accounted fora significant share
of lending for house purchase. In Britain,
Ireland, Australia, South Africa and New
Zealand these institutions have been builg-
ing societies. In America, they were savings
&nd loans institutions. In many continental

' European countries they were mortgage

banks, raising funds on the wholesale mar-
kets unlike the building sccieties and sav-
ings and loans. These institutions have all
hac restricted powers, but generally they

| have alse been protected from competition

by favourable legislation, or by the absence
of the controls that have appled to banks,

With a few exceptions most countries have
had housing finance systems in which the
large commercial banks played a relatively
small part. This has not been because of
any policy decision on their part, but, rather,
has resulted from balance sheet controls
implementedinthe name of monetary pelicy
This goes back to basic economic theo
which suggests that bank lending or bar
deposits are money, and by inference d.
posits and lending by institutions which 2
not banks, even if they have all the chara
teristics of banks. are not money,

When housing finance was relatively small
in relation to the finance System generally
this strange situation was allowed 1o persist
and did no damage. However, what hap-
pened in a number of countries was that the
uncontrolled so-called specialist housing
finance institutions grew substantially atthe
expense of banks, taking deposits and loan
business away from them. As they grew so
they began to have a greater influence on
monetary variables and were Capable of
frustrating monetary policy. The absurdity
of levying controls on banks which resulted
simply in activity shiffing to a different type
of institution rather than that activity not
taking place, was gradually appreciated.

The policy response was the fairly obvious
one. The direct balance sheet controls on
the banks were abolished (orin some cases
extended to other institutions) with the gov-
ermment seeking o control the monetary
aggregates by general policy measures, in
particular interest rates. At the same time,
the specialist housing finance institutions
have been allowed to adopt a more wide-
ranging function. In some countries, nota-
bly South Africa and America, the distine-
tion between banks and the specialist mon-
gage lendinginstitutions has, in effect, been
abolished. In others, and this applies alsoin
America but more particularly in Australia,
the specialist builging societies have con-
verted themselves into banks.
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This process of changing the method of
implementing monetary policy and
deregulating specialistinstitutions has been
conducted with varying degrees of offec-
tiveness. The country that got it mostly
wrong was the United States. Initially the
savings and loan associations were con-
fined in effect to borrowing short-term ang
landing long-term. As interest rates rose so
they came under immense financial pres-
sure. Instead of addressing this problem
directly, the government compounded the
e by deregulating the institutions in the
howe that they could make greater profits to
compensate for the losses on their main-
Stream business, and propped up the mort-
gage market through massive government
support through secondary market agen-
cies. Instead of strengthening supervision it
weakened it. The result was inevitable.
Crooks were virtually invited into the busi-
ness, billions of dollars were lost, and there
has had!obemassivesupponfromthetax
payer 1o make good government gQuaran-
tees to depositors. Australia has also failed
to set it right by deregulating the building
societies too littie and too late. As a result all
of the large buikding societies have become
banks, Britain has got it justabout right. The
deregulation was accompanied by much
stricter supervision, which has enabled buiid-
ing societies to come through a very difficult
market in a strong position, Only one builg-
ing © “ety, the second largest, the Abbey
Natic:ial, has converted to banking status.

THE PROBLEM OF FALLING HOUSE
PRICES

Recently a new problem has emearged, that
is falling house prices. Housing finance
institutions have lent on the security of
property, and there has been a general
perception that property could not fall in
value. This was true when inflation was
funning at a high level. Even if house prices
fell relative to other prices they continuedto
increase in nominalterms, while the burden
of loan repayments was progressively
éroded through infiation,

Perhaps the most remarkable economic ,
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change over the last 10 years has been that
inflation has been virtually squeezed out of
the system in most industrialised countries,
In Britain the inflation rate is now under 2%,
the lowest lavel for over 30 years. Some are
actively contempiating falling nominal prices.
While generally lower inflation must be a
9ood thing, it brings transitional problems
certainly in respect of the housing market.
and this has been well illustrated by the
British experience.,

The British housing market has traditionally
shown marked cyclical fluctuations. As real
incomes have risen so demand for house
purchase has increased and as the avail-
able stock has been gradually eroded prices
have tended to rise leading to expectations
otturm@rprioeinereaseswhidnmenbe-
Came sell-fulfilling. After the boom must
cometheinevitable slump, but until recently
this simply meant that house prices stood
still while infiation continued to run at a high
level ang, therefore, real prices were re-
stored to a reasonable lavel.

The most recent cycle in Britain has not
been quite like this. The boom in the 1980s,
Wwas a very long one running for six years.
Jl.:szastheboo-‘nwasabouttopeakm
housing market was given further stimulus
by tax measures. This has made the read-
justment all the more painful. From 1389,
interest rates began 1o rise sharply as did
unemployment. Housing activities Slowed
down markedly, and the rate of increase of
prices decelerated sharply. This happenad
atatime of falling inflation, Much to aimoss
everyene's surprise over the last few years
prices have fallen sharply in nominal terms.
On national average, prices in Britain are
now about 15% below their peak lgvels, but
in the Southem parts of the country the fall
has been 30%. In real terms, this means
that house prices have now fallen in some
Parts of the country by over 40% since the
end of 1988,

Britain is not alone in experiencing this
phenomenon. It is, in face, far worse in the

Scandinavian countries. In the 1880s, the
Netherlands and Beigium had a similar ex-
perience, and it would not be Surprising to
see the same pattemn emerging in some
other Western countries.

The fall in nominal house prices has had
profound consequences for housing mar-
kets and housing finance institutions. In
Britain, mortgage lenders have 1aken pos-
session of 150,000 houses over the last
two years, whereas ten years aQo the
number of possessions was so small that
the figure was not even counted, Mortgage
lenders have worked energetically to keep
people in their homes through intensive
arrears management and counselling. Gov-
eémment help has been forthcoming in that
peopie who have no income are entitied to
state benefit to meet their mortgage inter-
est. This benefit is now paid directly 1o
lenders. Previously itwas paid to borrowers
andwa.snotaMayswedloritsimended
purpose.

Mortgage lenders have had to make Sub-
stantial bad debt provisions. In the case of
building societies alone, these provisions
amounted to £2 bifion in 1992, as against
Just£2 mifion five years earfier, Fortunately,
bacause of the sound system of prudential
supervision, societies have been able to
absord these bad debt provisions, and the
capital strength of the industry has contin-
uedtoincrease. There have, however, been
some casualties, and five building socie-
ties, having incurred operating losses,
Sought mergers with larger partners. Other
morgage lenders, in particular subsidiaries
of foreign banks, have decided to withdraw
completely from the British morgage mar-
ket.

FUTURE TRENDS

The experience of the last few years was
not forecast by any commentator, so it is
with some trepidation that one attempts to
say what might happen in the next five
years or s . However, it does seem possi-
ble to identify some basic themes.

e ———
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Deregulation is biamed Dy some for the
turmoil in financial markets in the past few
years. but this is not the general view.
Deregulation, when badly done, as in
America, has been disastrous. When well
done, asin Britain. it has facilitated a smooth
transition from a market which had become
inappropriate in 2 modern economy to one
that will serve nations well in the 21st cen-
tury. Deregulation is here to stay. Those
who talk about ragulation generally confuse
regulation with supervision. It should be
automatic that deregulation goes hand in
hand with tougher capital requirements and
a more intrusive supervisory system. In the
case of British building societies this was
done at the outset. In other countries the
lesson is being leamed the hard way.

The barriers between markets and instity-
tions willincreasingly erode. Specialist hous-
ing finance lenders are fikely to go out of
business one way or another. Some may
¢hange their form such that they bacome
more general banking institutions regulated
in the same way as other banks. Others,
particularly those which are subsidiaries of
banks, may be absorbed into the parent
bank, and some will change their status into
general banking institutions. Housing fi-
nance will be seen as one part of a wide
range of retail financial services. Much of
the business will be conducted by wide
ranging banking institutions, but there will
always be room for specialists, concentrat-
ing on housing finance and deing it effi-
ciently.

In developing countries it is vital to continue
to develop a sound institutional framework
and lo buiid on the experionce of successiul

Institutions. The market potential is huge.
. B

infrastructure services. However, the ac-
tual amount of land compensation reflects
the economic valye of acquired land.

e Themodelisbasedmaptojea\mmthe
following characteristics: site areaof50,000

Slructed area of 40,000 square metres {an
FAR of 0.8); and 1,086 housing units within
atetal residential constructed area of 38,000
SQuare meltres (approximazely 35 square
metres per unit). It also contained 2,000
square metres of public facities. The post-
recdevelopment simulation (baseline case)
assumes that the site is redeveloped to an
FAR of 2.0 and contains 100,000 square
metres of constructed space. Reflecting
practices in many cities, the simulation as-
sumes that all households are resettled on
site and that each household receives an
average of 50 square metres of constructed
area for a total area of 54,300 square me-
tres. Additional public facilities are con-
structed to reach 5,000 square metres. Al-
ter these allccations are made. there is an
acditional 40,700 square metres of com-
modity space. Total average construction
costs (both hard and soft costs) are as-
sumed to average Yuan 1,000 per square
metre. =2
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