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Abstract

Assisted by growing capital supply, declining interest rates and legal re-
forms, in the past decade housing finance has grown dramatically in
emerging markets. The paper explores with evidence available from those
emerging economies in which housing finance developed early, mainly
situated in Latin America and Asia, under which conditions the lending
boom has translated into promoting economic and social development
as measured by various indicators. It finds that the introduction of housing
finance is almost invariably accompanied by negative short-term effects,
such as initial house price increases and boom-bust cycles. Their magni-
fude is strongly related to the pace of system expansion and housing sup-
ply conditions. However, intfroducing housing finance in the long-run can
be credited to have supported thriving construction and financial service
industries, with some emerging market players now starting to go global.
Deeper housing finance systems also help to enhance both blue and
white collar employment opportunities. Where housing supply moved
down-market and regional in parallel, greater availability of finance was
finally able to contribute o declining housing deficits and indirectly has
reduced slums. The paper concludes the analysis by drawing lessons for a
housing finance system development strategy conducive to maximizing
long-term impact and keeping cyclical risk low.

Intfroduction!

Housing finance has become a boom industry in emerging markets over
the past decade. Supporting trends were the global disinflation until very
recently, and declining real interest rates. By the middle of the 2000s, an
unprecedented number of countries had reached the magic 10% interest
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the IFC and World Bank housing finance business groups lead by Kenroy Dowers and Loic Chiquier for their
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rate threshold (see Figure 1). Below that level, standard local currency
mortgage finance instruments with greater appeal to both investors and
consumers than indexed or foreign currency instruments can be applied.
Latin America had started to move out of decades of indexation. Legal
and regulatory reforms had improved registration and enforcement of
mortgage collateral, or at least created credible shortcuts. The IT and
communications revolution had allowed lenders to leverage their distribu-
fion networks in countries served thinly by branches and created a new
level of fransparency about collateral and borrowers alike that gave a
new level of comfort to extending credit in unchartered territory.
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A second line of questions confronting an institution such as the World
Bank Group focused on eradicating poverty, and in contradiction with
the former argument, is: is it possible to achieve rapid down-market pene-
tration and fast social development with a new housing finance system?
In line with this reasoning, housing finance is often being given a connota-
fion of a ‘tfop-down’ development tool benefiting only the middle class
and standing in opposition to, and competing for resources with, ‘bottom-
up’ alternatives, such as microfinance, or traditional public housing poli-
cies.

The paper intfends to take stock of the impact that the fast mortgage mar-
ket development in the past decades has had on the economies and so-
cial development of emerging markets, addressing the value that the
above arguments and how they can be reconciled in a holistic and sus-
tainable sector development strategy.



Figure 2: Swift housing finance system penetration: se-
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Country samples

For an impact assessment it is useful to differentiate between two groups
of emerging housing finance systems, early emerging markets that had
developed housing finance by 2000 into the range of 10% of GDP and
more, and recently emerging markets with new, and partly precipitously,
growing housing finance markets (see Figure 2). For the former group an
empirical impact analysis is already possible, data situation permitting; for
the latter group we can check whether system design is set right in order
to achieve a maximum development impact following the earlier exam-
ples.
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Recently emerging markets are a more heterogeneous group: the former
socialist subgroup started from a severely repressed, government inter-
mediated housing finance systems (Estonia, Russia, China), while the re-
maining group of large developing countries suffered hitherto from @
more pronounced underdevelopment of institutions, laws and markets
(India, Pakistan, Indonesia) that is now being removed. Common to both
groups is a precipitous growth: for example China within a few years sur-
passed most early emerging markets in market size not just in absolute
terms, but even relative to gross domestic product.

Impact hypotheses

Housing plays an important role in the economy as both wealth storage
and urban production factor. Figure 3 depicts the classical S-curve theory
of latent housing investment demand whose peak coincides with the
peak rate of urbanization. Clearly, the conceptual idea of housing finan
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ce in emerging markets is to turn this
high level of latent demand into ac-
five demand by spreading financing
costs over the long-term.

Yet, due to long production lags, ur-
ban land market and infrastructure
constraints, housing marketfs tend to
be characterized by slowly respond-
ing supply conditions in the short-term.
While the infroduction of housing fi-
nance will reduce interest rates, it will
initially just provoke a revaluation of
existing housing stock on the capital
market — i.e. a short-term house price
increase.

However, such an initial price effect

Figure 3: Urbanization levels and latent demand for
housing finance: stylized facts ca 2003

Urhanization level and latert demandfor mortgage finance
100 %
7590%
1
ki
» PerCapitalncome
Incketrializztion and Utbarization
: Pedk Rate of Housirg Irvestiment
2 78% of GNP
| 34 % of GNP
23 % of GNP |
»  PerCajita Income
Housing Investrert and Urbanization Level
4.
Overe0 % 2
3 ,}';@M 13
|
‘I' » PerCapita Income
Lkben Real Estate Ascets in Natioral Wealth

must not be confused with inflation. It  Source: Bertrand Renaud.

is a desirable relative price change that will eventually set a chain of sup-
ply reaction in the land and construction markets in motion that leads to
more housing becoming available in the mid-term. New construction is
being sfimulated, and more entrepreneurial capacity in finance and con-

struction industries is being developed.

Figure 4: Per capita income levels and housing
finance system penetration: emerging and
developed markets 2005
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Source: IMF International Financial Statistics (per capita
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Bank Group staff support (Housing Loan to GDP). Sample
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Australia United States. Note: logarithmic income scale.

A key to supply growth is held
by developers: companies that
were forced to finance con-
sumers from their thin capital
base in the absence

of housing finance in ifs pres-
ence may multiply pipeline,
production and turnover. This
enables them to aftract both
more capital from banks and
equity investors through better
focus, higher profitability and
solvency - a virtuous circle.

Similar mechanisms can be as-
sumed to be at work in the pro-
gressive housing market where -
with  appropriate  techniques
such as microfinance - housing
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finance may help to raise the efficiency of house-building through faster
and higher quality housing constfruction.
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sponding demand multiplier ef-
fects, changes in both quantity and quality of housing supply, effects on
household wealth via an increase in the homeownership rate, effects on
household consumption, as well as direct and indirect labor market ef-
fects.

Findings - economic development impact

Housing finance develops closely with the income level of the economy
as Figure 4 above shows. Currently, emerging housing finance market size
seems broadly in line with the individual natfion’s income levels. The ex-
ceptions are the former socialistic financial systems that have smaller, but
faster growing, markets compared to peers. In contfrast to developed
markets, there should be no reason for concern at this point that emerg-
ing housing finance markets are over-dimensioned.

Proportionality with income even holds true at the lowest income levels, as
a comparison of some of the more recently emerging markets in Africa in
Figure 5 shows. A broad correlation between income level and housing
loan market penetration emerges, with resource-rich but financially and
politically unstable countries as Gabon
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Figure 6: Construction activity and housing finance system
penetration: emerging markets 2005
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and the Republic of Congo being
negative outliers. Legal and finan-
cial insfitution building programs
are currently under way in a num-
ber of African countries, including
Nigeria and Uganda.

Clearly, there are open causality
questions on economic impact
channels open: greater macroe-
conomic stability, lower real inter-
est rates and dynamic labour
markets may stimulate both higher
incomes and larger finance sec-
tors. However, housing finance
can be shown to have a causal
impact on gross fixed investment
levels in emerging markets.

Housing finance also directly

drives construction output in emerging markets, in both cross-sectional
and inter-temporal perspective. Figure 7 shows the example of Colombia,
where despite a strong sector cycle housing finance contributed to sector

expansion in the long-run.

In certain constellations, however, con-
struction sectors remain under-
performing despite finance becoming
available, resulting in considerable
house price risk. Access to serviced ur-
ban land and developer finance is cru-
cial fo unclog construction supply, and
is offen missing due to underfunding of
public sector entities doing land servic-
ing and risk aversion of lenders. Also the
structure of the city system may work
against greater im

pact. A particularly striking example that
has ended in financial crisis has been
the case of Latvia with ifs dominating
centre in the city of Riga (see Figure 8).

Figure 7: Large construction activity vs. housing
finance system penetration cycles occur:
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Early emerging markets that addressed supply issues forcefully, most no-
tably Malaysia and Mexico, in the past 15-20 years have both developed
competitive and internationally active developer industries as well as
shown befter down-market penetration results. Malaysian developers are
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Despite partly aggressive growth of their housing finance systems, emerg-
ing markets do not see the strong consumption effects associated with a
deepening system in developed markets. Figure 9 reveals a pronounced
U-shaped correlation between household consumption and sector pene-
fration in cross-country perspective. The main reason is likely to be the
proximity of emerging markets to the housing investment peak, which was
conceptualized before (see Figure 3). Countries beyond the investment
peak will use a rising share of the additional finance available to finance
other (e.g. business) investments or even consumption. In fact, driven by
declining interest rates and high levels of competition, many emerging
housing markets have moved fast-forward in developing home equity
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and other consumption finance
products that use houses as collat-
eral. Examples are found in Latin
America and Central and Eastern
Europe: in the Czech Republic, for
example, home equity loans be-
came available just 15 years after
the system started and upon their
infroduction were suitably called
‘American mortgages’.

Social development impact

Many critics of housing finance re-
gard the sector as being insufficient-
ly focused on, or even damaging
via financial bubbles, to socially vul-
nerable groups. However, few of
these will dispute the fact that
emerging markets need formal
housing finance in order to cope

Figure 9: Household consumption ratio and housing
finance system penetration: emerging and devel-
oped markets 2005
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with their vast housing investment united states.

challenge. Current UN urbanization forecasts and typical household for-
mation trends imply that cities in emerging markets will require more than
1 billion new housing units until 2030 in order to house an increasing urban
population characterized simultaneously by increasing individual housing
consumption. Expanding the housing stock at such colossal scale and
pace implies investments in the range of 75 frillion USD under conservative
assumptions, which means mobilizing 25 times the 2007 US mortgage fi-
nance production. Additional large-scale demand arises in rural areas,
through regional mismatches related to regional economic shocks,
through necessary modernization and upgrading investments.

Spectacular housing bubble cases with the associated high vacancy lev-
els, such as Dubai or Shanghai in the early 2000s fend to conceal that a
greater overall housing supply following from lending-construction booms
also eventually leads to greater availability of lower-cost units. Even when
most new construction takes place only at the upper end of the market,
the filtering chain of the housing market, i.e. the series of upgrades and
moves of households, helps to vacate lower-quality stock for lower-
income households. This was the case in the Bangkok housing market,
which cleared its production overhang within a few years after the 1990s
construction boom as middle-income consumers filtered up to the vacant
units. The units vacated by
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Figure 10: Urban housing demand resulting from
urbanization and household formation trends: esti-
mate based on UN population forecast 2005
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those households were rented or
bought by lower-income house-
holds. The lesson that even large
construction cycles do not nec-
essarily have to end in wasteful
allocation of scarce capital in
emerging markets is important
for policymakers: only when the
result of the construction boom
is permanent vacancies or weak
construction quality, there will
be a deadweight loss imposed
on economy.

Developing nations with deeper
housing finance systems can
also be shown to have a lower
proportion of their population liv-
ing in slums (see Figure 11). Thai-
lond has been able deliver new
low-cost housing down to the

dwellers. second income distribution dec-

ile as a market solution by enabling large-scale low-cost land servicing
and stimulating a low-cost focus of the developer industry. The production
overhang from the 1990s boom helped to drive down prices further and
the country was able to remove urban slums in high speed. Mexico and
Malaysia have achieved similar results as Thailand with moderate and
varying subsidy incentives. Public support has been particular pivotal in
assisting developers to increase scale compensating for lower margin per
unit delivered. The most effective tools have been access to working capi-
tal and indirect support via public land servicing and fransportation de-
velopment.

Seen from the credit demand side, most emerging markets start with a
prime mortgage market — as developed markets have done earlier — and
are not subprime. Following the de Soto empowerment school, improving
tfradability and enforceability of collateral through legal reform then is the
priority approach for speeding up downmarket penetration to serve
poorer income segments with housing loans, or even business loans col-
lateralized on the home. However, many emerging market lenders today
also recognize the considerable solvency risks of this “bricks-and-mortar’
approach and focus on establishing both data and relationship with such
borrowers first. This requires a bottom-up borrower screening and monitor-
ing infrastructure in banking, which many emerging markets miss for his-
torical reasons. Local or social strata-focused lenders, such as microfi
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Figure 11: Urban slum dwellers and housing finance nance institutions, savings banks
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Expanding the loan product menu too fast has equally proven a mixed
blessing as an access driver in emerging markets. While maturity expan-
sion and greater shares of fixed-rate lending contribute to greater stability
in lending portfolios, products that try to lower initial payments such as for-
eign currency lending or short-term adjustable rate lending risk may pro-
duce considerable risk. Such products require some level of downside risk
protection for consumers. Especially Latin American and more recently
Eastern European countries have had negative experiences with the
wrong initial product sef.

As a rule, low-income households should be selected to safer mortgage
products, e.g. fixed-rate lending in local currencies. Because these loan
products are more costly, and sometimes initially hardly available in the
market, there is an additional affordability gap resulting in a case for gov-
ernment intervention. Mexico has addressed the high protection costs in
the market by offering public wage to inflation unit swaps. India and South
Africa are starting efforts to develop a fixed-rate low-income housing fi-
nance market. The modern U.S. market was jump-started by government
infervention in 1934 via tying public guarantees to a new, 20-year fixed-
rate mortgage product.

10
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Alternatives to retail lending products
and immediate homeownership such
as renting that target the poor and
young are still explored only marginally
in emerging markets. There has been
lasting stigmatization of rental tenure in
many regions through failed public
housing experiments of the 1970s and
the impact of rent confrols on the
quality of rental housing; privatization
of rental housing has sometimes even
driven the mortgage market, e.g. in
Hong Kong in the 1990s. Most emerg-

Figure 12: Improving affordability indicators for differ-
ent housing supply categories: Mexico 1991-2002
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ing mortgage markets are sfill far away from developing rental housing
finance, including with the exception of South Africa the early emerging
markets. In contrast, b bank-financed leasing is more widespread, e.g. in
Latin America and the Arabic world, and especially in the low-income
housing sector where the foreclosure likelihood is higher. Gaps in foreclo-
sure legislation are the key driver: for example, Brazilian housing lenders
primarily use a leasing insfrument where home ownership is only fully frans-
ferred after a complete repayment of the financing.

Introducing new housing finance systems adds demand to the housing

Figure 13: Affordability of mortgages as measured by
loan maturity and housing finance system
penetration: emerging and developed markets 2005
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Africa, Brazil, Mexico, Colombia, Chile, Korea, Thailand,
Malaysia, Russia, Poland, Ukraine, Estonia, Hungary, Czech
republic, India, China, Iran, Turkey, Indonesia, Spain,
Germany, United Kingdom, France, United States, Canada,
Australia.

market, both in terms of loan
volume and numbers of bor-
rowers. Thus such a policy move
will always be accompanied by
an initial upward house price
adjustment, the hope being a
stimulation of construction activ-
ity and subsequent price mod-
eration. Yet, this expectation is
often frustrated. Examples for
short-term house price booms
associated with parallel housing
credit expansions in the 2000s
are the cities of Kiev, Astana, or
Riga in fransition economies.
Other cities in the same region,
such as Moscow or Istanbul, in
contrast  have  experienced
comparable house price booms

11
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without any significant mortgage portfolio build-up. In the lafter as well as
in the former cases, the underlying real trends - capital gains expectations
arising from migration pressure meeting strong land and construction in-
dustry supply constraints — played a dominant role. Clearly, if meeting
such conditions, ‘easy finance’ can be further destabilizing. Tough regula-
tory responses, such as the numerous restrictions now imposed on devel-
oper and retail credit in China, may be
the answer.

Figure 14: Initial house price increase followed by

classical credit-price cycle: Malaysia and Spain
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European lenders, foreign currency lending is advancing. Repeated price
cyclicality can generadlly be traced back largely to a combination of
weak regulations, especially towards the product menu, and lax mone-
tary policies. These policy failures are no priviege of emerging markets.
Figure 14 shows that the house price and lending cycles in seemingly
completely disparate countries — Malaysia and Spain, with however the
same predominant lending instrument — adjustable-rate mortgages, were
almost identfical.

Sources: Bank Negara, Cagamas Berhad, Bank of Spain,
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Figure 15: Construction and services sector employ-
ment and housing finance system penetration: Ma-
laysia 1980-2000
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Development Impact

Under such conditions, greater hous-
ing finance availability can easily frus-
frate low-income policies. A recent
example is the failing Financial Sector
Charter credit extension program of
South Africa, a policy initiative that is
meetfing the challenge of unaof-
fordable land and house prices for
the low-income households it intends
to help.

Regarding broader social benefits
promoted by housing finance, the
construction sector promoted via
housing finance can be shown to be

a motor for male blue collar employment in urban areas. Additional activi-
ty there also indirectly increases female and rural employment levels. In
fast forward, compared to developed countries, the sector plays an infe-

gral role in the emergence of new financial centres, the most prominent
Figure 15 shows the related relative sector

case perhaps being Dubai.

employment data for Malaysia, which have been positive despite the pro-
found intfermediate impact of the real estate cycle of the 1990s. Similar
data can be found for China, Thailand or Mexico; in contrast with this,
confronted with an illiquid housing finance system the Brazilian residential

construction sector has been
ailing for alimost two decades.

Anecdotal data suggests that in
the fast urbanizing markets of
Asia, the Middle East and Latin
America, moreover, housing fi-
nance has helped to further in-
crease home ownership against
the urbanization trend. Home
ownership should be expected
to decline with increasing urban
density due to increasing control
problems over properties and
other negative externalities of
densification. However, condo-
mMinium ownership of multifamily
housing unifs, which requires a
great deal of individual owner
coordination, in emerging mar-

Figure 16: Home ownership ratio and housing fi-
nance system penetration: emerging markets 2005

100%

o o

S 90% . .
E 80% | 0’ PR

g 70%‘%
Eem® 4 @

§ 50% *

5 L 2

E=

40%
0.0%

10.0% 20.0% 30.0%
Housing Loan to GDP Ratio 2005

40.0%

Source: for Housing Loan to GDP ratio - Finpolconsult
computations based on World Bank Group, Merrill Lynch
and private consultants. Homeownership ratio - Merrill
Lynch, UN-ECE, United Nations, World Bank mission reports,
other sources. Notes: Sample includes South Africa,
Argentina, Brazil, Mexico, Colombia, Chile, Korea, Thailand,
Malaysia, Russia, Poland, Ukraine, Estonia, Hungary, Czech
republic, India, China, Iran, Turkey, Indonesia.
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ket cities appears to be far more widespread than in Europe or the U.S.
One important driver is rental housing being depressed through rent con-
frols (e.g. those spread through British post-WWI legislation in the Com-
monwealth). Another seems to be inadequate cash pension systems: with
significant gaps in capital market development and limifs in pay-as-you
go systems, home ownership is a more important pillar of the pension sys-
fem in emerging than in developed markets.

Finally, we can find capital city bias as Figure 17: Housing finance system penetration by re-
a particularly extreme form of urban gion: Russia 2006

bias after housing finance systems |“* o

have been infroduced. In markets
such as Colombia and Brazil 60-70% of
mortgage lending is concentrated in
the capital regions, far above popula-
fion share. However, the evidence is
hardly surprising when infroducing a
new system and it also is not uniform
across countries. A banking decenftrali-
zation approach may be implemented &
early and and effectively reach re-
gional cities. An example is the Russian
case displayed in Figure 17 where local
mortgage agencies were created to support lending in the regions. With
liquidity pressure being diverted from capital cities, the risk of lending-
induced price bubbles in the capital city will diminish.

35% T T 35%

30% + T 30%

25% T T 25%

I Population
20% + T 20%
1 159 | ~© Mortgage

15% +
° lending

10% T T 10%

5% + +5%
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Source: Federal States Statistics Services, Merrill Lynch based
on Bank of Russia, Finpolconsult computations.

No sound system development without domestic capital mar-
kets

Despite the fact that emerging market mortgage portfolios in many cases
are still small, developing the domestic capital markets has played a piv-
otal role for funding and risk management in housing finance. The first
candidate for funding is typically deposits. Yet, due to fast demand
growth, the lack of financial distribution channels and frequent fragility of
banks resulting in high risk premiums of unsecured borrowing, deposit
funding in emerging markets hits liquidity constraints sooner than in most
developed markets. Banks are also wary of holding illiquid assets given
their funding side liquidity risks, a stance that good bank regulation should
encourage.
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Figure

housing finance system penetration: Chile 1990 -

2005

Housing Finance Development Impact

Direct policy responses to the lack of long-term funding such as fax-
funded public lending circuits and subsidies have proven to be sometimes
a cure and sometimes a cause for illiquidity, depending on the approach
and in particular quality of implementa-
fion. In the Brazilian case, a deeply subsi-
dized and politicized housing credit sys-

18: Long-term savings mobilization and

fem must be debited with at least one

5 lost decade for housing finance devel-
opment in the 1990s. Tax credit is sfill
given for short-term deposits, discourag-
ing long-term instruments. In Malaysia, in
conftrast, a public-private liquidity facility
carrying moderate subsidy content has
substantially supported market develop-
ment. The long list of failed public mort-

» » & v @ ® o @ gage lenders shows that in particular di-

Long TemSinings (4l GF) rect government lending is often not a

Source:

Ruprah & Marcano (2007) good idea.

Reliance on foreign currency lending and/or foreign short-term portfolio
investment in banks on the other hand has proven to be as potentially de-
stabilizing in the historic emerging market crises in particular 1990s with
mortgage sector crises in Thailand and Mexico, followed by Argentina in
2001.

Facing these risks, successful emerging markets have adopted diversified
capital market strategies consisting of building a domestic institutional in-
vestor base, domestic bond market instruments, including mortgage-
backed securities and covered bonds, and of attracting foreign direct
investments as well as long-term portfolio investment. Chile is the example
of excellence here with its pension reforms of the 1980s that jump-started
what is the oldest mortgage bond system in emerging markets (see Figure
18). Chile and Denmark excel globally in featuring almost entirely capital
market-funded housing finance systems, which minimize the risk of bank-
ing crisis.
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The case of Mexico shows a
gradual diversification strategy
that has led to more diverse fund-
ing sources for the housing fi-
nance system.

An important role has been
played by the system of SOFOL fi-
nance companies funded
through the corporate bond mar-
ket. Their bond issuance activity
had developed dynamically, from
a few 100 million USD in 1999 to 10
billion USD in 2003. Investor confi-
dence in the system remained
high during the U.S. subprime crisis
and the Mexican MBS market re-
mained open so far.

The initial guarantees on such
bonds provided by a public
agency, Sociedad Hipotecaria
Federal, were |ater being phased
out. Some of the SOFOLs have

responded by engaging in a joint issuer entity, Hipotecaria Total, an
of covered bonds modeled after the Danish mortgage bond system.

Table 2: Development stages of emerging housing finance
market: Mexico since the 1980s

1980s 1990s 2000s
Funding Wage taxes Wage taxes Wage taxes
structure | peposits Deposits (declining)
External  debt | Foreign  direct | Deposifs
financing of | investment  in | Foreign direct
commercial commercial investment in
banks banks commercial
Corporate banks and  fi-
bonds nance compa-
nies
RMBS
Corporate bonds
Covered bonds
(forthcoming)
Lending/ |[Wage tax fund | Wage tax fund | Wage tax fund
guarantee | lending lending lending (restruc-
structure | pirect  public | Commercial | fured)
lending bank lending | Commercial
Commercial (diminished by | bank lending
bank lending | Tequila crisis) Finance  com-
Finance com- | pany lending
panylending | public  guaran-
Public guaran- | tees (focused)
tees

issuer

Meanwhile direct investment had replaced the short-term lending pro-
grams of foreign investors in Mexican banks of the early 1990s. Some of the
banks have bought SOFOLs in order to participate in the growing lower-

middle income market.

Wage tax funded lending through the public fund Infonavit has been re-
structured to top up private mortgage loans. Infonavit and its sister organi-
zation Fovisste play an important role in backing up the private mortgage

market.
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Figure 19: Share of loans funded by bonds and
swaps and share of fixed-rate lending: emerging
markets 2005
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Colombia, Chile, Korea, Thailand, Malaysia, Russia, i . i
Poland, Hungary, Czech repubilic, India, China, Turkey. from using very low short-ferm  inferest

rates to price houses, and low-income

households receive products with protection against interest rate risk. Yet,
as Figure 19 shows intferest rate risk protection available through bond
(and swap) markets is often not used in an optimal manner, and in many
cases it remains simply unavailable.

Lessons for emerging housing finance system development

The most successful early emerging markets in ferms of economic and
social impact — Chile, Mexico, Colombia, Thailaond, Malaysia, and Korea -
have pursued broadly similar development strategies with the following
elements:

Macroeconomic stability and fiscal discipline reducing the crowd-
ing out for corporate bond and bank deposits markefs;

An aftack on credit risk through an improved legal and regulatory
framework for mortgages and banking sector modernization;

Access of lenders to capital markets, esp. via bond issuance and li-
quidity facilities, more recently also via securitization, and control of
mismatches;

Development of the contractual savings system generating the de-
mand for long-term local currency assets, such as mortgage bonds
or long-term deposits;

Liberal, or where planned accommodating, land market and urban
planning policies;
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e Public support securing sufficient scale of the low-cost developer in-
dustry, especially via access to finance; and

e Public support for downmarket access to retail lending while elimi-
natfing untargeted sector subsidies or directions.

Chile, Mexico, Thailand and Malaysia also managed to significantly ex-
pand the least cost formal housing frontier and in addifion to atftacking
the housing deficit developed internationally competitive developer in-
dustries. Brazil finally is currently catching up with this peer group as real
intferest rates are declining, lending is restarting and a low-cost developer
industry is becoming active. Russia may be cited as a case, in which the
regionalisation of mortgage finance succeeded, adding another im-
portant social policy dimension that is still missing especially in Latin Ameri-
ca. South Africa finally, starting from the best developed sector infrastruc-
ture, is struggling with bridging the gap to the lower-income market.

Even the successful performers, including those that successfully devel-
oped capital markets, still show a number of strategy gaps. Most impor-
tant is a lack of focus on long-term stability:

e Current strategies too much focus on retail lending and ignore the
corporate housing finance sector, i.e. rental housing and - with the
exception of Chile and South Africa - leasing. There are limits to
homeownership related to income or house price risk, despite the
successes. These limits can also not be overcome by pushing the
least cost formal house price much further down. Rising vacancies
and defaults in Malaysia and Mexico suggest that marketability of
standardized units is limited and there is risk of substantial misalloca-
fion through sulbsidies.

e Also, fast growth is still oo often bought by distributing risky housing
finance system setup, especially through adjustable-rate or forex
mortgages without interest caps and high loan-to-value ratio loans
accommodating price bubbles. This is a particularly redundant ap-
proach in markets that successfully have developed mortgage-re-
lated securities. The situation can be corrected with regulatory
measures favouring fixed-rate products and other safe lending stan-
dards.

Current strategies are also still weak on diversifying the institutional frame-
work, which would help to further increase economic and social impact.
With the named exceptions the financing and risk management con-
straints of developers as central agents of the housing supply chain is sfill
too often ignored. The universe of long-term mortgage and property in-
vestors, from contractual savings via REITs to non-profit rental investors,
needs expansion in mMost countries.
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Despite the shorfcomings, recently and future emerging markets are left
with valuable experiences from the cited experiences for benchmarking
their own strategies. Many of them are currently experiencing excessive
house price growth, beyond the expected inifial inflation effect when in-
froducing new housing finance. The overheating cases can mostly be
fraced to severe distortions in land supply and in the developer industry
that prohibit the price signal to be transmitted into production. Also con-
fributing are a short-term funding and product mix carrying interest rate
and liquidity risks, and declining underwriting standards. The options of
housing finance policies to correct those issues are limited to the second
set of issues; a broader and consistent sector development strategy is
needed that in addition removes land and housing supply constraints in
order to set the stage for sustainable development.

Literature

BANCO BILBAO VIZCAYA ARGENTARIO. 2003. “Informe Immobiliario Mexico”. In:
Situacion Immobiliaria. Servicio de Estudios. April. Madrid.

BATCHVAROV, A, HANI, C., LIANG, J AND J.MARTIN. 2007. “Merrill Lynch Guide to
Emerging Mortgage and Consumer Credit Markets, Volume 1: Asia and
Australia.” Merrill Lynch. London.

BATCHVAROV, A., DAVIES, W., DAVLETOVA, A., RUSCONI, F. MARTIN, J. AND S.WINKLER.
2007. “Merrill Lynch Guide to Emerging Mortgage and Consumer Credit
Markets, Volume 2: Central & Eastern Europe, Middle East and North Af-
rica.” Merrill Lynch. London.

BATCHVAROV, A. AND M.GUILLEN. 2006. “"Merrill Lynch Guide to Emerging Mort-
gage and Consumer Credit Markets, Volume 3: Latin America.” Merrill
Lynch. London.

CARUANA, J. 2002. "Banking Provisions and Asset Price Bubbles”. In: “Asset
Price Bubbles - the Implications for Monetary, Regulatory, and Interna-
tional Policies”, edited by W.Hunter, G. Kaufman and M.Pomerleano. The
MIT Press. Cambridge, MA.

Chiquier, L. and M.Lea (eds). 2008. Housing Finance Policy in Emerging
Markets. World Bank Group. Washington, DC.

CLAVIJO, S., JANNA, M. AND S. MUNOz. 2005. “The Housing Market in Colombia:
Socioeconomic and Financial Determinants.” Inter-American Develop-
ment Bank Research Department , Working Paper # 522.

DAPHNIS, F. 2007. *Opportunities and Limits of Housing Micro Finance”. Study
commissioned by the World Bank Housing Finance Business Practice
Group. Washington, DC.

19



Housing Finance Development Impact

DAVIES, J. SANSTROM, S. A. SHORROCKS AND E. WOLFF. 2006. “World Distribution of
Household Wealth”. Study presented by the World Institute for Develop-
ment Economics, United Nations University. New York/London.

DE SoTO, H. 1989. “The Other Path”. Perseus Books (paperback, 2002).

DUBEL, A. 2007. "Regulation: Connecting with the Financial Sector”. In: J.D.
von Pischke (Ed.): ,Housing Finance in Emerging Markets™. Kreditanstalt fur
Wiederaufbau. Frankfurt am Main. Publication forthcoming.

DUBEL, A, W. J. BRzeskl, AND E. HAMILTON. 2006. "Rental Choice and Housing
Policy Realignment in Transition: Post-Privatization Challenges in the Eu-
rope and Central Asia Region". World Bank Policy Research Paper, WPS
3884. Washington, D.C.

DUBEL, A. 2000. "Separating Homeownership Subsidies from Finance: Tradi-
fional Mortgage Market Policies, Recent Reform Experiences and Lessons
for Subsidy Reform.” Land and Real Estate Initiative Research Papers,
Background Series # 14. The World Bank. Washington, D.C.

FREIRE, M., HASSLER, O. ET.AL.. 2006. "Review of Argentina’s Housing Sector -
Options for Affordable Housing Policy”. World Bank Policy Research Work-
ing Paper. November. Washington, D.C.

GUTIERREZ, A. 2006. “Mortgage Securitization in Colombia: Key Aspects and
Development.” Presentation given at the 2nd World Bank Group Confer-
ence. 15 - 17 March. Washington, DC.

GWINNER, G. 2006. “Impact of Financial Regulations on Mortgage Markets”.
Presentation at the World Bank Conference on Housing Finance in Emerg-
ing Markets, March 15-17, Washington, D.C.

HASSLER, O. 2006. "Going Up Market to Serve Low-income Groups”. Presen-
tation at the World Bank Conference on Housing Finance in Emerging
Markets, March 15-17, Washington, D.C.

HERRERA, S. AND G.E. PERRY. 2003. “Tropical Bubbles: Asset Prices in Latin
America, 1980-2001”. In: Hunter, W., Kaufman, G. and M. Pomerleano:
"Asset Price Bubbles — The Implications for Monetary, Regulatory and In-
ternational Policies”. MIT Press. Cambridge/MA.

HOEK-SMIT, M. AND D. DIAMOND. 2003. “Subsidizing Housing Finance.” In:
Housing Finance International. June. London.

Kazaks, M. 2006. “The Baltic Residential Real Estate Market — Development
Prospects”. Hansabanka. Riga.

KOKULARUPAN, N. 2006. "The Evolving Role of Secondary Market Institutions
and Securitisation: Experience of Cagamas Berhad” Presentation given at
the 2nd World Bank Group Conference. 15 - 17 March. Washington, DC.

20



Housing Finance Development Impact

LAEVEN, L. AND G. MAJNONI. 2003. “Does Judicial Efficiency Lower the Costs
of Credit?”. World Bank Policy Research Working Paper, WPS 3159. Wash-
ingfton, DC.

LEA, M. 2005. "Attracting Private Capital to Low-Income Housing Finance”,
Paper presented to Harvard Joint Center for Housing Studies International
Housing Conference. Bellagio/Italy.

MAYO, S. AND S. ANGEL. 1993. "Housing - Enabling Markets to Work". The
World Bank. Washington, D.C.

PAREKH, D. 2006. "Housing Finance and the Economy: Trends and Issues —
the Indian Experience.” Presentation given at the 2nd World Bank Group
Conference. 15 - 17 March. Washington, DC.

PEACHEY, S. AND A. ROE. 2006. *Access to Finance — What Does it Mean and
How Do Savings Banks Foster Access?” A Study for the World Savings
Banks Institute. Brussels.

PoRrTEOUS, D. 2007. “Assessing the Potential of Financial Markets: Connect-
ing Low-income Borrowers”. In: J.D. von Pischke (Ed.): ,Housing Finance in
Emerging Markets®. Kreditanstalt fur Wiederaufoau. Frankfurt am Main.
Publication forthcoming.

RENAUD, B., ZHANG, M. AND S.KOEBERLE. 1998. ,The Thai Real Estate Boom -
Causes, Consequences and Needed Reforms™ Seminar on Thailand’s Dy-
namic Economic recovery and Competitiveness, NESDB, 21-21 May,
Bangkok.

RENAUD, B., PRETORIUS, F AND B. PASADILLA. 1997. ,Markets at Work: Dynamics of
the Residential Real Estate Market in Hong Kong®. Hong Kong University
Press. Hong Kong.

RUPRAH, |. AND L. MARCANO. 2007. “A Meta-Impact Evaluation of Social
Housing Programs: the Chilean Case”. Inter-American Development Bank.
Office of Evaluation and Oversight, OVE. Working Paper: OVE/WP-02/07.
August. Washington, D.C.

RusT, K. 2007. “Analysis of South Africa’s Housing Sector Performance”.
Presentation given at the Wharton School, University of Pennsylvania. June
15. Philadelpnhia.

TSATSARONIS, K. 2005. "What Drives House Price Dynamics — Cross-country
Evidence”. Presentation given at the EC Workshop on Housing and Mort-
gage Markets and the EU Economy. 21 November. Brussels.

UNITED NATIONS HUMAN SETTLEMENTS PROGRAMME (UN-HABITAT). 2003. “Rental
Housing—An Essential Option for the Urban Poor in Developing Countries.”
Nairobi.

21



Housing Finance Development Impact

UNITED NATIONS POPULATION DIvISION. 2005. *World Urbanization Prospects: The
2005 Revision Population Database.” hitp://esa.un.org/unup/. New York.

22



