The global economic and sub-prime mortgage crises have
together shook the world to its very foundations. While the
international media and other analysts follow and report on
the developments with almost morbid fascination, the reality
of this drama is acutely felt in job losses, budget cuts, and
dramatically shrinking economies. Housing for low-income
earners, the so-called ‘affordable housing market’ sits at the
centre as analysts try to understand what happened. If the
sub-prime crisis started the economic crisis, is it access to
housing finance for the poor that is the culprit?

In getting to grips with the causes of this economic crisis,
many analysts and commentators have made an unfortunate
and inaccurate linkage between the access created by sub-
prime loans, and the instability that appears to have come
about as a result. Most recently, an article posted on the
Rode property website suggests that a sharp fall in the
annualized monthly growth rate of affordable properties
(reported as -28% in January 09) may indicate a local sub-
prime crisis.
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In a recent article in the Economist’, American sub-prime
mortgages are described as “a financial instrument designed
to spread home ownership among the poor.” The fallout
from this instrument is by now well known: in 2008,
2.3 million American families lost their homes or faced
foreclosure — double the average in the US before the crisis.

! http://www.rode.co.za/news/article.php?1D=2248
> Home ownership: Shelter or Burden? April 16™ 2009, accessed from
http://www.economist.com/finance/PrinterFriendly.cfm?story id=13491933

on 24 April 2009.
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The homeownership rate reduced from 69% in 2004 to
67.5% at the end of 2008. About 10 million Americans are
in negative equity, where the size of their mortgage exceeds
the value of their home.’

The sense that a tool to enhance access has actually served to
destabilize the global economy has led many to question the
viability of lending to the poor. Access and stability are seen
as competing goals and the common perception is that by
erring on the side of access we undermined stability.

Data provided by the Mortgage Bankers Association in the
US, shows that the delinquency rate among sub-prime loans
was 22% in the fourth quarter of 2008 vs. only 5% among
prime loans. This appears to indicate that the poor cannot
honour their loan obligations — but were all sub-prime
borrowers poor, or were they just people with poor credit
records? Research by the US Federal Reserve found that
“60% of higher-priced loan originations [that is, sub-prime
loans] went to middle- or higher-income borrowers or
neighbourhoods.” Other research, conducted by the Centre
for Community Capital at the University of North Carolina,
Chapel Hill, “compared a group of people who took out sub-
prime loans with a group of borrowers from the Community
Advantage Programme (CAP), a government-backed scheme
that lends to the sort of people who might have had a sub-
prime mortgage. The default rate for CAP borrowers was
only a quarter what it was for sub-prime mortgage holders,
even though the incomes and backgrounds were similar.”
The US Federal Reserve has explored the link between loans
extended in compliance with the US Community
Reinvestment Act (CRA — often accused as the culprit behind
sub-prime lending). The Fed found that “only a small
portion of sub-prime mortgage originations is related to
CRA”. Further, the research found that “loans originated
under the NeighborWorks America (NWA) programme
[which focuses on CRA lending], had a lower delinquency
rate than sub-prime loans.”

The reality is that the suiprime crisis was a lendin

catastrophe expressed in housing terms: a wolf in she
clothing so to speak.

3.
ibid.

* Speech by Mr Randall S Kroszner, Member of the Board of Governors of

the US Federal Reserve System, 3 December 2008.

http://www.bis.org/review/r081204e.pdf




Sub-prime loans ostensibly designed to enhance access to
housing finance for the poor created a moral hazard (read
‘standard practice’) in which a long chain of mortgage
brokers, lenders, Wall Street banks, investors and so on
chased the high fees that accompanied sub-prime loans,
promoting their efforts under the goodwill banner of “access
to housing finance for the poor”. A “sorry tale of human
nature and financial incentives”, as John Gapper put it early
on in the Financial Times’, the system relied on the rising
value of the property to facilitate never-ending (and fee-
generating) refinancing in which the borrower owed more
and more for the mortgage he was paying every month. That
is, until he could pay no longer.

Various mortgage instruments in the sub-prime family, such
as interest-only loans, negative amortisation loans, and even
home equity loans (whether sub-prime or not), all
undermined a key goal of homeownership: that of default
saving. The Economist reports that at $9 trillion, mortgage-
equity withdrawals in the US between 1997 and 2006 were
equal to more than 90% of disposable income in 2006. When
prices fell, 10 million Americans were left in a position of
negative equity — where their loan outstanding was greater
than the value of their home. In the US, this has led to what
some have called “jingle mail”, where the borrower sends the
bank his house keys in the mail to renege on the repayment
agreement — in a way, voluntary foreclosure.

Most agree that South African banks did not engage in sub-
prime lending (although some may argue that the 108% loans
of the past were treading into ‘sub-prime territory’ this seems
to have been offered to everyone, even ‘prime’ clients).
Thankfully, our National Credit Act was in place — or on the
cards — just in time. Even so, we are seeing rising debt levels:
in the last quarter of 2008, for every R100 in disposable
income earned by households, R76 is used to pay off debt.
According to the Alliance Group’s Distressed Asset Index,
mortgage stress (defined as mortgages who have been in
arrears for two months or less) jumped sharply from 75 000
properties in Q3 of 2008 to 130 000 in the 4™ quarter. The
Group announced more recently that they expect mortgage
stress to jump to 200 000 loans in Q2 of 2009.° Severe
mortgage stress (defined by the Index as four months behind
on payments) is set to rise from 55 000 in Q4 of 2008 to
85000 in Q2 2009 — and that is up from 8 000 a year ago.
The Alliance Group estimates that the residential market that
was most affected were the single residential units,
previously valued in the Rlm — R3m category.” These are
not loans of low-income borrowers.

Rather, it would seem that plummeting prices that Lightstone
illustrates are as a result of broader economic woes.
Captured in our declining GDP figure (real GDP at market
prices contracted by 6.4% during the first quarter of 2009,
which, after a decrease of 1,8% in the fourth quarter of 2008
made this the first instance of two consecutive quarters of

* 19 March 2007, Financial Times.
® See hitp://www.sahometraders.co.za/news/news_article.asp?nid=335

7 see http://ydl.co.za/invest/march09/Article l.pdf

negative growth in 17 years), job loss and inflation together
undermine affordability, especially in the so-called
“affordable market” where households are economically
more vulnerable while still having to meet the financial needs
of a wide family net. Also, the increasing deposit
requirements (Ooba estimates it is now at 20%) have made it
virtually impossible for first time buyers to afford a new
house. So, although the affordable market is large in latent
demand, effective demand has been declining as household
affordability is put under pressure. Fewer buyers are seeking
the houses available, and this depresses the price. It does not
appear, as the Rode article implies, to be a function of
increasing defaults, but rather decreasing purchases, that is
making house prices drop.

Without the sub-prime story, defaults and declining prices
would easily be attributed to the declining economic
environment with record job losses and other financial
pressures being most acutely felt by the poor. The sub-prime
label that gets attached to the stories undermines the reality
of many low-income borrowers who remain good clients
despite the financial stress they face. More importantly, it
also hides the fact that the challenge to stability comes more
from risky instruments and overly geared, high-income
clients, than it does from those who have finally realized

financial access.
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For the past five years, the FinMark Trust has been growing
the pool of information, data and analysis on affordable
housing finance in Africa. Through our commissioned
reports, workshops, presentations, newsletters and other
forms of communication, we have focused our analysis on in
three broad areas: (1) understanding the housing asset; (2)
promoting innovation in affordable housing finance; and (3)
understanding housing finance in Africa. The enthusiastic
reception from the market suggests there is demand across
Africa and wider, for accurate, concise and focused data and
analysis on housing finance and housing sector performance
in Africa, especially with a focus on the most poor.

For this reason, it has been agreed to formalise the theme
area into a Centre for Affordable Housing Finance in Africa
— a division of the FinMark Trust. In the next few months, a
website and other networking tools will be developed to
assist the Centre in becoming Othe primary source of




information and debate relating to affordable housing
finance in Africa.O

As an evidence-based policy advocacy body, the Centre will
commission research, disseminate this, and actively engage
in debate and dialogue with key stakeholders, to identify and
promote ways to make housing finance and residential
property markets work for the poor throughout Africa.

The Centre will actively seek partnerships with other
stakeholders in the sector to work collaboratively towards its
goals. As a general principle, it will seek co-funding for the
majority of its initiatives, not just to supplement its budget
and broaden its own capacity to engage, but also to broaden
the participants in the dialogue of how to housing finance and
property markets work for the poor.

We look forward to engaging with all our colleagues over the
coming months in pursuit of these goals, and welcome any
input or commentary on our approach. Please feel free to
contact Kecia Rust if you have any particular ideas for work
we should be doing or partnerships in which we should
engage to make housing finance work for the poor.

FSC Update

The first phase of the Financial Sector Charter came to an
end on 31 December 2008. By this date, it had been
promised that financial institutions would lend R42 billion
into the low income housing sector, with a promised growth
in net book value of R32 billion. They did it! More so even.
Unaudited figures from the Banking Association show a total
value of R44,8 billion originated by the Big 4 banks (Absa,
FNB, Nedbank and Standard Bank), constituting a total of
984 730 loans extended to the FSC target market between
January 2004 and 31 December 2008. This is no small task
and the housing sector has clearly benefited.

Unaudited Banking Association figures of FSC bank lending for housing

Product Number Value

originated (Jan (R million)

04-31 Dec 08)
Mortgage 234 638 24 28 346 63
Fully Guaranteed 257 345 26 4 836 11
Unsecured 315952 32 3668 8
Wholesale & social 176 393 18 3668 8
Development loans 402 0 4309 10

Total 984 730 100 44 828 100

In addition to this, information submitted to the Banking
Association by the smaller banks at the end of Q3 in 2008
indicates that they had originated another R9 billion worth of
loans since 2004, bringing the total origination to just under
R55 billion by the end of the FSC period.

Trend data is interesting. The following graphs illustrate the
trend in value of originations over the years, and the number
of originations.
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In a paper prepared for the FinMark Trust by Linda Sing
(scoping the pension-backed loans market®), Linda offers the
following analysis: OWith the commencent of the FSC,
originating banks invested aggressively in resources and
significantly heightened focus on the lower income market.
Through 2004 to mi@007, this resulted in historically pent

up demand for housing finance being satisfied through a
frenzy of marketing initiatives, amply bolstered by a
generally booming property sector. Towards the end of 2007,
however, the effects of the spitime crisis and the shortage

of housing stock finally began to take effect, and the sectorOs
performance was only baged by a few, exceptional
property finance transactions. The apparent spike in
unsecured housing loans is mainly due to previously
unavailable data being included in the report, following
upgrades to banks® measurement systems, rather than ar
actual inaease in the number of loans granted.O

The trade in significance between the number of pension
backed loans and the number of mortgage loans in 2008 is
also worth noting. This is clearly a function of declining
affordability for home purchase (a result of rising interest
rates and rising deposit requirements) and an increase in
home improvement activity.

The following graph illustrates some interesting activity with
respect to residential development loans.

® This will be available very soon on the website: www.finmark.org.za
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From only two projects in 2004, residential development
initiatives under the FSC grew dramatically to a peak of 166
projects in 2006, falling then to 88 in the following year and
107 projects in 2008. These 107 projects in the last year
offer some hope for supply to carry on in a post FSC
environment.

It is not entirely clear where the FSC now stands. The first
target period, which ended on 31 December 2008, was
supposed to be followed by another 5-year period to the end
of 2013. No such period, and no related targets have been
agreed. The Department of Trade and Industry announced in
August last year that the FSC would be gazetted as per
section 9 of the B-BBEE (Broad-Based Black Economic
Empowerment) Act as a sector charter — that is, it would be
inscribed into law. This has not yet happened, however, and
in the meantime, the FSC Council itself has lost its
leadership. The banks say that there is no forum in which to
take the FSC forward unless it is gazetted.

As with other industry charters, the FSC involves targets that
seek to broaden the ownership and management of the
industry to better reflect the population of South Africa — the
so-called “black economic empowerment (BEE) targets”.
What is special about the FSC, however, are its targets with
respect to empowerment financing and access, which seek to
extend access to the products and services of the financial
sector further down-market. In the absence of a gazetted
charter, the BEE Codes apply — but these only focus on
ownership and management, and not on financial access.

The reason for the delay and confusion relates to a dispute
around ownership targets: while all agree that banks should
have 25% black ownership, the banks themselves wish this to
be 10% direct ownership and 15% indirect ownership while
the labour and community sectors of the FSC Council want
the proportions reversed.” This is not a new dispute: records
of argument appear in the news media as early as 2004. In
the meantime, however, the banks did extend financial access

? For an explanation by Banking Association MD Cas Coovadia, on how the
banks view this dispute, see the 8 August 08 edition of the Financial Mail:
http://secure.financialmail.co.za/08/0808/fox/bfox.htm. An 18 January 08
edition of the Financial Mail also covers the Cosatu perspective:

http://secure.financialmail.co.za/08/0118/fox/afox.htm

and changed the reality of housing finance in the low-income
market.

Do we need the Charter to last forever? This is also not
clear. The debate is clouded somewhat by the current global
economic crisis, which is making the financial sector more
risk averse and has led to a general belt tightening across the
globe. The data seems to indicate that financial strain is
greater in the middle-income market, and not yet so
significant in the affordable market. But it is early days and
there is no focused data set comparing mortgage and other
housing loan performance by income segment. The real

question is, has the experience of the past five years been
good enough for the banks to carry on engaging in this
market, even without points?
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This is an edited excerpt from a report writtlem FinMark Trust by lllana
Melzer of Eighty26°

In March of this year, the FinMark Trust released the fourth
paper in a series charting the access frontier for housing
finance in South Africa. This fourth paper traces an
exceptional journey over an exceptional time period, during
which time lenders participated in the Financial Sector
Charter.

Defining the FSC target market

The FSC target market is defined as households with an
income of between R1,500 and R7,500 in 2004 Rands. The
income parameters defining this market are adjusted upwards
each year by CPIx as summarised below.

Income parameters for the FSC target market

2004 2005 2006 2007
Lower limit R1,500 R1,600 R1,600 R1,700
Upper limit R7,500 R7,900 R8,200 R8,600

According to the Income and Expenditure Survey (IES) of
2005/06 there were 5.18 million households in the FSC target
market defined using the FSC income bands applicable at the
time of the survey (R1,600 - R8,200 per month) comprising
41% of all households in South Africa. It is noteworthy that a
further 41% of households have an income of below the
market threshold. Their housing needs are intended to be
addressed using the subsidy mechanism (which also targets
the lower bands of FSC target market households — those
households earning up to R3,500 per month).

According to the IES the housing need in the target market is
significant. Almost 800,000 households (15% of the market)
live in shacks. While the vast majority live in formal housing
(3.4 million households live in houses, townhouses or flats)
35% of these dwellings appear to be over-crowded. Many
formal structures lack access to basic sanitation - 30% do not
have access to a flush toilet, the bulk of these in rural areas.

1 See http://www.finmark.org.za/documents/A2HF FSCtargets.pdf
"' Numbers have been rounded to the nearest R100
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According to the IES almost 70% of households in the FSC
target market say they own their dwellings with 22% renting
and 8% occupying their dwellings rent free. Of those who
live in formal dwellings and regard themselves as owners
(around 2.6 million households), just over 30% live in rural
areas. While there is no survey data available on whether or
not they have title, it is likely they have permission to occupy
but do not own the land, making the property un-
mortgageable.

Access to mortgage finance in South Africa

Access to mortgage finance has changed dramatically in this
period under review, given the more stringent affordability
criteria applied by the NCA, the rise in interest rates (now
declining), and the higher deposit requirements. Households
who do not currently own mortgageable property are
especially challenged in terms of deposit requirements: they
haven’t the savings or equity to meet these. A full thirds of
the FSC target market is unable to access a mortgage of
R40,000 or more as a result of these constraints. No
households in the target market — whether they own a
mortgageable property or not — can afford a mortgage of over
R200 000 and only 80 000 households can afford a loan of
between R160 000 and R200 000, given the deposit
requirements that such a loan would set.

"2 1t is worth highlighting that while income data is often poorly captured by
surveys, it is primarily at the extremes of the income distribution where the
bias is most pronounced. Data on salaries and wages as well as grant income
appears to be accurately reported in the IES. A key drawback of the IES is
that the data is over two years old. According to the 2007 Community
Survey 31% of households (3.8 million) have a monthly income of between
R1,600 and R6,400. A further 8% (952,000 or so) have an income of
between R6,400 and R12,800. It should be noted that household income
reported in that survey is based on the personal income of household
members captured in fairly wide bands. It is therefore indicative at best.

Access frontier for a mortgage for householdthat own
mortgageable properties and therefore have equdysupport the
lower LTVs (thousand households)
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Melzer’s analysis highlights a number of critical issues;

Limited scope of mortgages

Despite the banks meeting FSC lending targets, an
achievement that required significant effort on the part of
banks individually and collectively, the data does not
indicate fundamental market deepening with regard to
mortgages The limited potential scope of access relative to
the market as a whole is important to note. With regard to
mortgages, that over 230,000 households in the FSC target
market (4.5%) have obtained mortgages is an exceptional
achievement in the true sense of the word — mortgages
granted to exceptional households under a set of exceptional
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circumstances. If the costs of delivering a newly built unit
remain at current levels, even a mortgage, the instrument
which transforms a housing investment from an unaffordable
lump sum into manageable cash flows, is unlikely to enable
first time buyers (without equity) to cross the affordability
barrier. Those who already own a mortgageable house may
manage, but their sale depends on there being something
affordable to buy. Unless significantly more affordable
mortgageable housing products are created, those that are
able to access the product in the future will, like their
counterparts in the past, be the lucky few.

A weak link between the availability of housing financ

and the creation of new stock

The discrepancy between the flow of funds to the FSC target
market on the one hand and the very modest growth in
affordable housing stock highlights the need to re-examine
underlying hypotheses about the link between availability of
funding and the creation of new stock, a principle motivation
on the part of government to encourage bank provision of
housing finance to the low income market. A R42 billion
origination target seems, on the face of it, to be a significant
injection capable in theory of funding the construction of
around 200,000 units costing in the region of R200,000
apiece. However, BASA data indicates that just over
R4 billion in developer loans was originated between 2004
and the end of 2008, amounting to about 15% of the value of
mortgage finance originated over the same period and less
than 20,000 houses at R200,000 per house. Clearly, new
finance does not equal new housing: FSC loans have been
used to finance transactions in the resale market as well,
while also being used to finance home improvements or
possibly facilitate debt consolidation. Given the shortage of
stock to begin with this mismatch is likely to have been
inflationary, ultimately eroding affordability for the many
‘outsiders’ at the same time as increasing the wealth of
‘insiders’.

According to BASA data RS billion was invested in housing
by households in the FSC target market through PBLs and
unsecured loans. While this has no doubt enhanced the value
and variety of housing stock in the market, the products have
limited scope for households that have yet to take the first
step on the housing ladder.

The 2006 BASA sponsored study on Housing Supply and
Functioning Markets highlighted significant non-finance
related barriers to the creation of new stock, among them a
lack of adequate bulk infrastructure. Arguably in the next
round of target setting far more funding should be earmarked
specifically for the provision of bulk infrastructure. In
addition, alternative approaches to meeting the backlog
including the release of newly serviced sites directly to
aspirant homeowners should be explored. This would give
greater scope for the range of funding instruments to support
the creation of housing assets in line with the priorities and
preferences of households in the target market.

Distinguish between fundamental shifts in access a

cyclical swings that impact on usage

It is impossible to determine how much of the increase in
usage of housing finance reflects the interest rate cycle and
how much reflects more fundamental shifts in access. Of
particular interest are changes in assessment criteria relating
to the house as opposed to the household. The requirements
of the NCA have limited degrees of freedom with respect to
the latter. However, there are some indications that there is a
closer alignment between lending criteria and the
characteristics and location of housing stock in the target
market. Once again, more data would enable this issue to be
explored in more detail.

Targets for targets sake

While targets no doubt help to focus the collective mind there
is the risk that they take on a life of their own. In some
discussions the option of shifting income bands upwards has
been proposed in light of the costs of newly built houses.
While this would create a more easily achieved target it
surely misses the point of the target in the first instance.
Simply put, there is no access problem in higher income
markets in South Africa. On the other hand if lending targets
are significantly reduced there is no real point in bothering
with any targets at all given their very limited potential
impact relative to the market as a whole. At risk of restating
the obvious, the challenge is to create functioning housing
markets by enhancing access to housing finance for lower
income households and not to meet somewhat arbitrarily
crafted targets.

So, where to from here

The analysis highlights a number of critical areas where

interventions may be fruitful in enhancing access to housing

and housing finance for the target market including:
The development of accessible and sufficiently attractive
savings products to enable households to save for a
deposit for a house (or for the purchase of land if this can
be made available)

¥ The development of innovative and effective mechanisms
to encourage greater participation in formal property
markets by low income earners and first time
homeowners (such as government subsidy beneficiaries)

¥ Closer alignment between end-user and development
targets to ensure that end-user finance is not inflationary"’

¥ QGreater variability in housing products including serviced
sites to enable households to access housing using a range
of housing finance instruments

The analysis highlights shortcomings with respect to
available data that could inform an assessment and highlight
important constraints yet to be addressed. Critical questions
relating to the performance of loans cannot be answered with
available data. In this regard the Banking Association can

"* The Housing Supply and Functioning Markets Study commissioned by the
Banking Association of South Africa in 2006 highlighted various supply-
side blockages including capacity at municipal level, long planning delays
and significant constraints impacting on the provision of bulk infrastructure.
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play a critical role in facilitating the development and
dissemination of valuable insights emanating from
performance data while at the same time protecting the
competitive nature of this information. This might include a
comparison of application and acceptance rates, as well as
loan performance across market segments and within the
FSC target market to explore the impact of various product
features (including fixed versus variable rates, deposits
versus collateral guarantees, etc.). The analysis could identify
geographic areas where problems that plagued low income
mortgages in the past, most notably with respect to vacancy
and sale, continue to do so. In addition, it can help to assess
the impact of changes in lender requirements relating to the
characteristics of mortgageable properties. Finally, looking
forward, a rigorous review process can inform what
additional data might be useful to systematically gather and
monitor in the future to ensure that learning and sharing
learnings are embedded in the process of enhancing access to
housing finance.
4 f /
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This is an edited excerpt from a report drafted for FinMark Trust b

Charlotte Allen and Vibe JohnsenMéssala Consult in Mapufd.

In Mozambique, the overwhelming majority of households
organise the building of their own houses, sometimes hiring
craftsmen to assist them. Typically, households build
incrementally, as and when they have resources available and
taking several years to build a small basic house. In rural
areas, families build on land held under customary rights,
generally using materials obtained nearby at practically no
cost. In urban areas, however, households must pay to
acquire land and building materials. Thus housing finance is
a largely urban issue at present, but in future the rural
population will also expect and demand better housing
conditions.

The size of the housing finance market in Mozambique is
negligible. As at March 2008, housing loans accounted for
only 3.8% of overall bank credit and represented less than 1
% of gross domestic product (GDP) (Banco de Mogambique,
2008)."> Overall, the number of mortgage and construction
loans granted is small, at about 50 per month, mostly
mortgages for existing houses. This essentially reflects the
lack of demand, because few people can meet the stringent
conditions and few properties are on market.

In general, credit markets have been slow to develop. Banks
will normally lend only to salaried individuals or couples
whose salary is paid through an account in that bank. Less
commonly, banks will lend to those who can transfer all or
part of their income to that bank. Repayments are usually
deducted monthly, often directly from the employer’s
account, so that repayment is automatic and the bank takes on
minimal risk. People without salaries or other regular income

" Download the report from

http://www.finmark.org.za/documents/A2HF Moz.pdf

" Total bank credit (loans from banks and MFIs) amounted to Mt 30.4
billion ($1.27 billion), of which credit for housing totalled Mt 1.15 billion
(about $48 million).

normally cannot get any type of loan through commercial
banks. When assessing an application for a loan, most banks
apply a ceiling of a 30 % household debt-service ratio. Banks
cross-check credit commitments through the Central Credit
Bureau within the Banco de Mogambique.

In this overall environment, it is not surprising that housing
finance is limited in Mozambique. For the housing sector in
particular, however, additional factors are particularly
limiting to the development of an active housing finance
market. These include legal, regulatory, and administrative
constraints.

The result of these constraints is a conservative financial
sector that demands low loan-to-value ratios of around 80%
and high collateral requirements, which exclude many
potential customers. Construction loans in particular are
limited, because they are viewed as involving greater risks
for the banks, as the building process often experiences long
delays and consequent increases in costs. Banks therefore
usually insist on the provision of collateral in the form of
another property. Thus, bank mortgages and construction

Moans are available only to a limited high-income population

group.

Financial institutions refer to numerous constraints to
developing the housing finance market, including the
following:
¥  Lack of a housing policy
¥  Weak regulatory framework for property registration and
transfer

¥  Underdeveloped environment for contract enforcement
¥  Multiple overlapping administrative structures
The implications these factors include the following:

For house purchase (mortgage) For house construction

¥ Few properties with complete
legal documentation come onto
the market

¥ Land cannot be mortgaged,
therefore banks ask for an
alternative guarantee; this means
that people who already have a
house can more easily obtain a
loan to build

¥ Hardly any affordable ready-
built housing for sale

¥ High costs of mortgages
(interest rates), combined with
legislation on debt-service
ratio, mean that only a small
proportion of salaried
employees could afford even a
modest loan

Unaffordable Housing

Given the above factors, much housing construction is
financed by short- and medium-term consumer loans (up to
five years) of up to Mt 300,000 ($12,000) for which the
banks charge interest rates of 20 to 25 % per year. This is
relatively expensive credit, though much cheaper than MFIs.
This form of credit is growing at about 10 to 15 % per year.
The banks do not control its use and so no information is
available on the volume of credit used for housing
construction. Moreover, without controls, this type of credit

¥ Limited availability of formally
produced building land (that is,
plots in accordance with plan,
which can be registered in the Real
Property Register)

¥ High costs of mortgage, as above




can be used to fund buildings anywhere. Given the shortage
of building land compared with demand, consumer loans
could exacerbate unplanned development, including in areas
prone to erosion or flooding, which are widespread in
Mozambican cities.

The impact of the limitations discussed above is to severely
restrict access to affordable housing. The study estimated
that currently, long-term bank loans are available only to the
high-income group (estimated as 0.5% of households). Four
income groups were defined and the income range for each
group was estimated, using data from the IAF, QUIBB, and
microfinance data:

1. Low-income: up to $150 per household per month

2. Lower-middle income: $150-$500 / household / month
3. Upper-middle income: $500—1,000 / household / month
4. High income: more than $1,000 / household / month

In this perspective, the upper-income categories (2-4) are
estimated to account for approximately 15% of households,
all falling within the fifth (top) quintile of households with
regard to consumption'®. The low-income group (1) accounts
for 85%population, which corresponds to the first through
fourth quintiles as well as part of the fifth quintile.

Incomegroups by monthly estimated income per housetibtdtal
population (urban and rural)

High-income group, more than
$1,000: 0.5 % of population

Higher-middle-income group:
4.5 % of population

Lower-middle-income
group: 10 % of population

National poverty line: 54

% living in poverty

I" #1$%"&
Low-income group:
85% of population

These income estimates enable us to better assess the size of
the potential market for housing loans. As discussed above,
long-term bank loans are available only to the high-income
group (about 0.5% of households). About 14% of
households, however, potentially could be eligible for short-
term loans.

The diagram below summarizes the availability of credit by
different providers and social strata, for the urban population
only. The figure shows that the credit available from the
MFIs and the FFH is extremely limited in relation to the
income bands served.

16 INE, QUIBB, 2004/2005

The expansion of access to affordable short-term housing
loans of $500-$5,000 for incremental building could make a
significant difference in the housing supply for the middle-
income group and part of the low-income group.

Availability of housing and MFI credilNl urban population

High-income, more than
$1,000: 0.5 % of population Urban elite: bank mortgages

and construction credit
FFH (Fundo de Fomento
de Habitacao — Housing

Promotion Fund)

Higher-middle-income: 4.5
% of population

Lower-middle-income:
10 % of population

()*+,-.&/*0,1&
2+3-)4+2156&

Microfinance
Institutions

Low-income group:
85 % of population

To highlight the lack of affordability of the housing stock,
consider the following example. With an interest rate of 18%,
using a debt-service ratio of 30% and a 20% deposit, a
household would need a monthly net salary of Mt 48,000
($1,900) to borrow $40,000 over a 20-year period. This loan
would afford the household a small apartment in the less
attractive areas of the cement city of Maputo. This salary of
Mt 48,000 ($1,900) is equivalent to the salary of middle
management staff of the commercial banks, management
staff in foreign NGOs or development agencies, or two high-
ranking government officials (or, more likely, a couple with
two jobs each). The buyers would have to contribute another
$10,000 from their own pockets.

To obtain a construction loan for a three-bedroom house
costing $30,000, a household would have to contribute at
least $3,000 and loan security, probably in the form of an
existing property. To afford the fixed monthly repayments
for a 20-year loan at an interest rate of 18.5%, a household
would have to earn a net total of Mt 33,000 (just over $1,300)
per month. This is more than the net basic salaries of two
senior doctors working for the national health system.

One bank, in particular, has an exclusive target group,
following the policy of the parent bank in South Africa. It
specifically targets employees of NGOs and development
agencies and employees of a few dynamic large firms who
pay high salaries. A minimum household salary of about
$2,300 per month is required to be eligible for one of these
housing loans. Less than 0.5% of households have a salary of
this level.




Recommendations

The preliminary review of housing finance constraints in
Mozambique highlights the fact that significant steps are
required to develop an effective market-oriented housing-
finance system.

Given the improved macroeconomic conditions, now is a
good time to implement the requisite infrastructure for an
effective primary housing market, including a modern
housing policy, strong regulatory framework for property
registration and transfer, positive environment for contract
enforcement, and streamlined administrative structures.
Deliberate actions are required to energize the housing
finance market.

The development of housing finance should not be
undertaken without simultaneously addressing the constraints
that stunt the provision of land and housing in urban areas.
Housing finance reforms must occur alongside sustained land
and housing supply reforms, most notably, updating the land
and housing policies; overhauling the land titling and
registration systems; improving the quality of the low-income
rental market; undertaking capacity building; redefining the
role of FFH; and improving overall access to finance.

Offering more home loans at better terms without addressing
the limitations in supply of more affordable housing might
not only stop the progress of the mortgage market, but also
generate counterproductive effects—in particular, a further
concentration of the new housing production for the highest
brackets of the population.

Some of the key policy reform areas include the following:

¥  Update the land and housing policies

¥ Overhaul the land titling and registration systems

¥ Improve the quality of the low- and middle-income
rental

¥  Undertake capacity building

¥ Redefine the role of FFH

¥  Improve access to housing finance

Ultimately, housing finance reforms are closely linked to the
nation’s overall agenda to increase access to finance. Many
of the reforms are linked to finding ways to encourage the
financial system as a whole to cater to less affluent
borrowers. The recommendation to strengthen the

enforceability of mortgage rights should play a critical role in
this respect. This is essential to ensure that lenders rely less
on merely personal parameters and to mitigate ex ante
personal risk factors through reliable collateral.

The housing finance library on the FinMark Trust’s website
has grown considerably since the last issue. Visit the website
to download the following documents

¥  Access to housing finance in Africa: Exploring the issuesAnother

5 reports have been produced in series of studies which explore access

to housing finance in various African countries (earlier reports consider

housing finance sectors in Zambia, Botswana, Kenya, Uganda,).

0  Malawi: Written by Kadale Consultants. Report:
http://www.finmark.org.za/documents/A2HF Malawi.pdf /
Presentation:
http://www.finmark.org.za/documents/Pres HFMalawi.pdf

o] Mozambique. Written by Massala Consultants. English version:
http://www.finmark.org.za/documents/A2HF Moz.pdf /
Portuguese version:
http://www.finmark.org.za/documents/Moz_Portuguese.pdf /
Presentation in Portuguese:
http://www.finmark.org.za/documents/Pres_Moz_Portuguese.pdf

o] Rwanda. Written by Genesis Consultants. Report:
http://www.finmark.org.za/documents/A2HF Rwanda.pdf

o  Namibia. Written by the National Economic Policy Research
Unit. Report:
http://www.finmark.org.za/documents/AHFA Namibia.pdf

0 Uganda Written by Umacis Consultants. Report:
http://www.finmark.org.za/documents/R_HFA Uganda.pdf /
Notes from workshop session:
http://www.finmark.org.za/documents/UgandaMeetingNotes Jul
y08.pdf

¥  Access to Housing Finance in South Africa: Considerg the next
phase of FSC targets Written by Illana Melzer of Eighty?20, this is
the 4™ in the housing finance access frontier series. Report:
http://www.finmark.org.za/documents/A2HF FSCtargets.pdf /
Presentation:
http://www.finmark.org.za/documents/FPres AHF FSC.pdf

¥  Housing Microfinance in South Africa: Status, challenges and
prospects Commissioned with support from the HIVOS Foundation
and written by David Gardner, this report explores the status of
housing microfinance in South Africa and considers constraints to its
growth. Report:
http://www.finmark.org.za/documents/R_HMF_SA.pdf

¥  Workshop report: Growing Sustainable housing microfinance
options in SubSaharan Africa. This records the proceedings and
sets out the findings of the workshop held in May 2008 in Tanzania.
http://www.finmark.org.za/documents/HMF_workshopreport.pdf

¥  Housing finance in subsaharan Africa: Reflections from South
Africa: Presentation to the African Ministerial Conference on Housing
and Urban Development (AMCHUD II in Lagos, Nigeria) Written by
Kecia Rust, the paper argues that African governments can learn from
the insufficient attention give to the finance affordability of low
income households in South Africa, and that this suggests that housing
delivery models that accommodate an incremental approach and
alternative (smaller) forms of housing finance should be developed.
Paper: http://www.finmark.org.za/documents/Paper AMCHUD.pdf /
Presentation:

http://www.finmark.org.za/documents/Pres AMCHUD.pdf

For more information on anything written in this newsletter, or
to subscribe to ACCES®ousing please contatKecia Rust, the
FinMark TrustOs housing finance theme champion, on
Kecia@iafrica.com or on +27-83-7854964




