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Project Memorandum - India
386-HG=-002(B)

I. SUMMARY:

A. Introduction

This Project Memorandum is submitted in support of an amendment to
the Privzte Housing Finance for Low Income Families Project (386-HG-002)
in India. HG-002 was approved in principal for up to $60 million 1in
June, 1984, at which time $20 million was authorized for the first
tranche. If approved, this amendment will authorize a second tranche of
$25 million in HG loans to the Yousing Development Finance Corporation
(HDFC) and $120,000 in grants to support policy studies and training
related to foreclosure practices, mortgage insurance mechanisms and
secondary mortgage market development.

The Project Memorandum supplements the original HG0O2 Project Paper
(June, 1984), summarizes the final evaluation of the earlier project with
HDFC (386-HG-001), reviews progress to date on HG-002, and describes the
program proposed for funding with the second tranche. )

B. Issues to ba Addressed Prior to Second Phase Authorization

In approving the first tranche of HG-002, the Asia Project Advisory
Committee (APAC) stipulated that certain issues be addressed prior to
authorization of a second tranche (See State 184345/01, Annex 1). The
issues which were to be addressed during an evaluation of HGOO1 are
discussed below and in more detail in Annex 4. The evaluation as called
for by the APAC was conducted by consultants from the Urban Institute in
March 1985. In general, the resolution of the APAC issues discussed
below adheres to the recommendations advanced by the consultants engaged
to evaluate HDFC performance under HG-001.

(1) The APAC concluded that HDFC's corporate loan program be
reduced or eliminated, and directed that the evaluation team to consider
and offer recommendations on the extent of reduction which should
accompany authorization of the second tranche. As elaborated in the
HGOO1 Evaluation the consultant team found the corporate loan program to
be an appropriate use of HG funds. It provides a financially viable
vehicle for serving a larger number of lower income households. This is
true for three reasons: 1. corporate loans result in more units per rupee
loaned than individual loans; 2.corporate loans, which have shorter terms
and higher interest rates, enable HDFC to keep its progressive interest
rate structure for individual loans lower than would otherwise be
possible; and 3. the corporate program provides HDFC increased access <o
Tower income households who, because of the nominal rent paid for worker
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housing, are able to save fuids for a downpayment for a loan for their
own home in the community of their choice. The consultant team found
that corporate housing provided large benefits to workers and evidenced
no exploitive practices. They felt that the type of housing benefits
provided by corpcrations; as part of their overall compensation plan is
appropriately left to labor union - management negotiations.
Additionally the corporate loan program provides HDFC with a valuable
tool for mobilizing resources from India's corporate sector by expanded
contacts with corporations seeking housing loans and by negotiating
deposit 1inked loans. Given the substantial socio and economic benefits
~of HDFC's corporate loan program the evaluation team did not recommend
further reduction in HG support for the program. This view is
incorporated in the design of this tranche.

(2) The APAC recommended that if increased HG funding were
provided, it be tied te proportionately increased generation of local
funds by the HDFC or other borrowers. As background to this issue, the
evaluators concluded that “culmulatively, the team views HDFC's local
resource mobilization efforts as enormously successful. The firm has
diversified the number and type of investors and depositors, and it has
continually sought to exploit ‘'niches' in the market that are often
created or associated with an interest rate ceiling system. The firm
seems particularly well-placed to develop the deposit market by reliance
on brokers for individual deposits and the new technologies that are
emerging in the gathering of deposits". While the analysis infra shows
that proportionality has been more than maintained, and while the
evaluation report notes that the IFC has projected, e.g., an increase of
150 percent in deposits over the next three years, it is not recommended
that any proportionality covenant be imposed on HDFC because such a
requirement could inhibit HDFC's rate of growth by reducing the
Corporation's flexibility in responding to conceivable economic
circumstances.

(3) The APAC raised various issues with respect to the Resident
Advisor proposed for India, but deferred to the Mission for decisions on
them in accordance with the terms of the Asia Bureau Experiment.

(4) The APAC mandated that the evaluation should include an
engineering analysis of HDFC-financed units to verify reasonable
compliance with basic engineering concepts in the construction of units
financed under the HG program. Based upon findings by the team that
HDFC's current construction inspection procedures are adequate, that its
overall exposure is limited by highly couservative underwriting
practices, and that actual inspections revealed no deficiencies, the
evalution team concluded that "there is no reason for AID to undertake
inspections of HDFC-financed units". The program described below
conforms to this recommendation.
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(5) The APAC mandated a full scale evaluation of HGOO1 to be
conducted in January 1985, The scope of work was drafted by RHUDO and
USAID and then reviewed and cleared by AID/W. The evaluation field work
was conducted in March 1985 and the findings are summarized in Annex 4.

(6) The APAC instructed a covenant be inserted in the Project
Agreement that HDFC agree to study its internal policies and practices
and explore ways to provide increased home ownership by women. This
decision was satisfied by Sections 5.01F and 5.09 of the AID/HDFC
Agreement dated August 30, 1984 and HDFC submittal of November 12, 1984,

(7) The APAC directed the evaluation to address the policy impact
of the program. The evaluation team stated "The realization of HDFC's
financial record, as well as the development in India of a regulatory
environment in which spontaneous development of a market-oriented housing
finance system can occur, is in large part attributable to the firm's
regulatory entrepreneurism.” A host of regulatory changes/modifications
and financial allocations effecting the housing finance sector on both
the national and state levels have been the result of HOFC staff and
Board efforts. HDFC has developed into a credible proponent for change
ard AID's initial support of the institution was a nontrival factor in
HDFC's achieving this stature. In terms of future policy impact in
housing finance sector development the evaluation team used the analogy
of HDFC as the icebreaker. HDFC imitators have been and are being formed
because of the environment being created by HDFC's success and continuing
ability to constructively engage in a regulatory dialectic for system
development. HGOO1 was a successful institutional development project,
vinile with HGOO2 AID's focus shifts to systems development. The
evaluation team's conclusion is that the appropriate vehicle for this
endeavor is HDFC. This paper acknowledges concurrence of this approach.

(8) Finally APAC decided that an examination of the need for
increased funding levels for HG support in India be addressed at a
program review rather *han the APAC.

c. Program Approach

The approach proposed here is to employ HDFC as the focus of an
expansion of USAID to develop a viable private housing finance sector in
India. A number of other options, including support for housing
cooperatives and HDFC imitators have been considered and are considered
less desirable at this time because, on balance, both the program and
policy impacts of the alternatives are thought to be less than will
result from continued support for HDFC. There are two principle reasons
for this conclusion. Most importantly, HOFC has indicated its
willingness to replicate itself through the contribution of equity and
technical assistance to two other housing finance corporations. Hence,
HG support for HDFC will, to some extent, be passed through to its
progeny while saving the RHUDO from direct involvement in technical
assistance. Secondly, HDFC has policy influence with the GOI that cannot
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currently be matched by any other potential private sector client. Its
demonstrable ability to obtain policy changes supported by AID make it a
valuable ally in our efforts to encourage the development of a
market-driven financial system. From the standpoint of imnediate
benefits to low income households, continuing support for HDFC also
appears to be warranted. Additional HG resources will be leveraged by
expanding domestic debt to a level which will permit both deeper and
broader market penetration through the opening of new branches and
increased volumes at existing branches. Should subsequent events change
the assessment of the relative desirability of non-HDFC borrowers, AID's
strateqy will change accordingly.

The strategy with respect to technical assistance is directed
towards financial deepening, with the ultimate aim of establishing a
secondary market for residential mortgage paper originated by private
lerders. Initial steps will include policy papers and training related
to the strengthening of foreclosure procedures, the initiation of
mortgage insurance, and the marketing of mortgage paper.

D. The Program

The $25 million loan guaranty and related technical assistance
advocated here is the second tranche of a three phase program designed to
be spread over a five year period which began in 1984, This tranche is
intended to support the stable growth of HDFC through the provision of
additional long-term capital. The project would comprise two elements:

1. A Housing Cuaranty Loan of $25 million to HDFC in FV 85; and

2. Technical assistance supported by $120,000 in grant funds to
include three related studies: (a) an evaluation of current foreclosure
laws and practices to determine changes needed to permit mortgage lenders
to liquidate the security for their loans while protecting the righis of
borrowers; (b) a consideration of the legal and economic viability of
mortgage insurance; and (c) a study of the commerciai feasibility of a
secondary mortgage market or more modest mechanisms to permit primary
mortgage lenders to dispose of high quality paper. In support of the
studies described above, some grant funds will be used for HDFC staff
training in the U.S. on these and related subjects. Additional grant
funds would be used to improve HDFC's computerized management systems.

E. Recommendation

On the basis of the analysis developed below, it is recommended
that $25 million be authorized as the second tranche of the program of
Private Housing Finance for Low-Income Families in India. It is further
recoimended that $120,000 in grant funds be authorized in support of the
policy and management objectives of the second tranche.
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I1. RECENT DEVELOPMENTS IN THE HOUSING FINANCE SECTOR IN INDIA

A. An Overview

The recent change of government in India appears likely, in the
long run, to be accompanied by salutary changes in the general commercial
environment in India. Although this justifies some measura of optimism
with respect to mortgage lending because it should lead tc higher rates
of household income growth and to a generally more open economy, some
caution is warranted. First, the new Prime Minister has indicated his
intended policies only in their broadest configuration. The
all-important details have yet to be discussed, much less implemented.
Secondly, current uncertainties about the substance of the new
government's policies and about the 1ikelihood of their being effectively
implemented have resulted in a slowing of mortgage lending as both
potential borrowers and developers wait for a clearer definition of the
oppoertunities. '

Perhaps the most interesting revelations to date of the future
directions of housing policy are provided by the recently published
“Approach" to the Seventh Five Year Plan. The Approach starts from the
general principles that increasing the rate of GDP growth is not enough
to insure the distribution of economic benefits through productive
employment and that therefore employment generation must be a specific
object of policy. From this, it follows that “the expansion of
labor-intensive construction activities for providing housing, urban
amenities, roads and social infrastructure" should be among the
particular objectives of the Seventh Pian.

Investment in housing is also defended in the Approach as needed to
"improve greatly the physical well-being of the people and the
environment in which they 1ive". In rather strong language, the report
notes that "housing has emerged as one of the most important felt needs
of the country, perhaps next only to food. If further deterioration in
housing shortage is to be prevented and shelter is to be provided to the
net addition to the population, the number of additional houses required
would be at least (7 nillion during the Seventh Plan period and 13.8
million four years thereafter. This is a collossal figure and nothing
sho;% o: a major national program of housing development can hope to
tackle it®.

To promote a policy of decentralized development, the Approach
advocates the development of infrastructure in smaller communities. Such
development, it is argued, will attract industrial development and be
followed by housing construction. More ad.enturously, the Approach
argues that the govermment should acquire land in concentric circles
around developing smaller jurisdictions, install infrastructure, and then
resell the land at market values, using the profits to support additinnal
investment and services.
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The Approach focuses on infrastructure and housing finance rather
than direct construction of shelter. It suggests that “the most crucial
need in housing development is a quantum multiplicaion of institutions
for housing finance and construction. The strengthening of the existing
institutions 1ike HUDCO and HOFC and the crecation of new instftutions
1ike Housing Cooperatives and Building Societies would be necessary.
There would have to be enlarged financial provision for all those
institutions by enabling them to raise deposits from the market as well
as to borrow from it through governement guaranteed housing bonds, etc.
It 1s essential that an individual or an organization should be able to
put in a limited saving with a building society, a cooperative housing
society or some other institution, obtein the house and continue to save
and make payment for the next few (say, 15 or 20) years".

The generai and sometimes ambigucus wording of the Approach leave
much uncertainty about the role of the public and private sectors in
housing finance and development. In view of the almost complete failure
of the Urban Land Ceiiing Act and other attempts by the government to
intervene in the Indian l1and market, the land acquisition and
infrastructure development scheme advocated in this document could be
expected to restrict housing supply and increase prices. On the other
hand, if the “"quantum multiplication of institutions for housing finance
and construction" results in greater opportunity for private sector
development, as opposed to the replication of public subsidy programs,
then the possibility for progress is great. On the whole, however, the
approach has an interventionist flavor which, if taken seriously, could
retard the development of viable housing finance and development
industries. For this reason, much of the technical assistance
coritemplated in connection with this tranche of HG-002 is directed at
specific measures to expand the private sector and to demonstrate its
effectiveness in satisfying housing demand.

B. Development of the Private Sector

HDFC's success in demonstrating that a considerable market exists
for maiket rate financing of homec pur~hase in India has spawned
imitators. In particular, developers have been tempted to establish HDFC
look-alikes in order to provide take-out loans for their projects.
Similarly, leasing companies have seen mortgage finance operations as a
potential means of expansion through deposit-taking. In the past year, a
dozen such operations have started up. Although two have suspended
operations, this level of interest means that even modest regulatory
cooperation on the part of the government will sustain competition for
HDFC in a market which appears to be much bigger than the current supply.

However, that cooperation may not be immediately forthcoming. A
number of important concessions in tax and banking regulations which
HDFC's reputation earned for it, although ostensihly general in
application, have not been exterded to any of the new lenders. Instead,
the government has “unofficially" decided to delay the extension of
concessions until new lenders prove themselves "reputable". This will
apparently require a period of prudent and socially useful operations.



As is common elsewhere, current requlation of financial
institutions in India distinguishes detween banks and non-banking
financial instituticns (NBFI's). The Reserve 8ank of india (RBI),
India's central dann and the primary regulator of financial institutions
generally requires that the cebt, including deposits, of an NBF! not
exceed ten times its equity. The RBI granted an exception to the
debt-equity ratio limit for NBFl's which specialize in housing firance.
Thus, for such institutions, there is currently no limit, e.g., on the
amount of deposits which can de collected. [n the scrupulously regulated
financial markets of India, such unrestricted access td capital is of
great potential value. For HOFC, this freedom and the ¢ )ncommitant
dangers of over-gearing are limited by agreement with the IFC, which
contributed a portion of HDFC's initial equity, to a 15:1 ratio. New
entrants to the field would not necessarily be subject to IFC
encumbrances and, partially as a consequence of the halo effect of HDFC's
solid reputation, might be able to attract substantial deposits with only
token equity investments.

Another major concession granted to HDFC has been to extend to its
depositors the same partial exemption (up to Rs. 7,000 per taxpayer per
annum) from taxation on interest earnings that are granted investors in
other preferred sectors. The effect of this is to permit HDFC to charge
lower interest rates than would otherwise be the case.

In addition to these accommodations, HDFC has gradually received a
host of minor regulatory concessions which add up to significant
deregulation of its operations. This does not mean the sector has been
deregulated, however, since the bulk of the changes apply only to HDFC at
this time.

There are two crucial implications of the fact that only HDFC has
so far been given the privileges associated with classification as a
"housing finance institution" within the NBFI genre. Most fundamentally,
of course, HDFC currently has no serious competition. Although this does
not appear to have affected their performance to date, it is not a
healthy market condition. More positively, it creates a significant
opportunity for HDFC to exploit their credibility with the government and
their expertise by creating parallel institutions in markets HDFC does
not now serve.

An obvious alternative strateqy for HDFC would be to attempt to
preserve its exclusivity in the marketplace while expanding as rapidly as
possible. But the short-term commercial advantages of this approach
would likely be off-set by the temptation of the govenment to regulate or
nationalize a monopoly financial institution. So HDFC has, with a fair
amount of urging by the government, opted for contributions of equity and
technical assistance to two new lenders which, initially at Teast, will
focus on markets which are peripheral to HOFC's own emphasis. These
projects are described below.
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into their regular lending practices and which are more attractive to
lower-income borrowers. In order to effectuate the move to routine
practice rather than special activities which cater to lower income needs
the Project Agreement shall include a covenant which calls for HDFC to
plan and begin implementation of a significantly large trial program for
a "step up" mortgage facility and/or other mortgage instrument in order
to increase the leverage of lower income households.

HDFC will administer and implement the HG program and will be the
borrower. Detailed arrangements for the host country guaranty and
assignment of foreign exchange risk will be specified in the
implementaticn agreement.

The technical assistance components of the project are related to
objectives (4) and (5) above. A total of $120,000 in grant funds will be
made available for studies and training related to housing finance system
development and management.

Given the GOI's request for information from HDFC and HDFC's own
interest regarding foreclosure issues, mortgage insurance and secondary
mortgage facilities, HDFC is 1ikely to be the leader in efforts to have
these concepts put into operation., HOFC's top management is a cadre of
the most knowledgeable people in India concerning housing finance. They
have worked to expand their knowledge of other countries and likewise try
to provide their staff with films, literature and when possible field
experience related to housing finance systems in other parts of the
world. International experts have been more than favorably impressed
with HOFC's grasp of the subject and the contextual opportunities and
constraints.

US experts working with HDFC management and staff, both in India
and the U.S. on analyses and recommendations for financial deepening and
systems development which can be presented in policy dialogues will be
the major thrust of the project's technical assistance activities. The
proposal is to concentrate on three studies:

(1) an evaluation of current foreclosure laws and practices to
determine changes needed to permit mortgage lenders to liquidate the
security for their loans while protecting the rights of borrowers;

(2) a consideration of the legal and economic viability of mortgage
insurance; and

(3) a study of the commercial feasibility of a2 secondary mortgage
market or more modest mechanisms to permit primary mortgage lenders to
dispose of high quality paper.
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In support of these studies and to expand general HDFC staff
capabilities a portion of the grant funds will be devoted to specialized
training. This will take the form of: purchase of short courses, used
by US institutions for training Saving and Loan staff, for adaptation by
HDFC to the India context; specialized study tours of US housing finance
institutions; in country training activities. Additionally some funds
will be devoted to improving HDOFC's computerized management systems in
order to enhance income targetting capabilities and increased loan volume.
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IV. UPDATED EVALUATION AND ANALYSIS OF HDFC

A. Overview Analysis

The rationale for continued funding for HDFC assumes, of course,
that the Corporation has a demonstrated ability to use new resources
effectively in the provision of housing for Tow-income households. To do
this, HDFC must continue to increase its loan volume and develop new
facilities while maintaining its profitability. In addition, the use of
HG funds must be justified by continuing service to lower income
households and the development of unsubsidized local sources of funds.

Table 1 shows that HDFC continued its rapid growth by nearly any
standard. Gross loan approvals increased by more than a third and loan
disbursements by more than a half between FY 82-83 and 83-84. The number
of units financed increased by over 40 percent. Measures of
profitability also continued their salutary trends. Net after-tax
profits increased by one-third and HDFC increased its dividend from 10
percent to 12 percent,

An indirect indication of the continuing success of HDFC in
reaching lower income households is shown by the fact that the average
loan per unit has remained virtually constant in nominal terms for the
past three years. More directly, the evalaution team found, based upon
earlier studies including AID surveys, that nearly one-third of HDFC
beneficiaries during the fiscal years 1982-84 were lower-income
households.

TABLE 1
HDFC PERFORMANCE HIGHL IGHTS

OPERATIONAL HIGHLIGHTS

13683-84 136¢-83 1381=-dZ 198U=-81 19/39-80

Gross Loan Approvals

(Rs. Millions) 1,031.3 761.2 466.1 332.7 232.2
Loan Disbursements

(Rs. Millions) 748.9 478.4 297.9 209.9 90.6
Number of Units

(In terms of Approvals) 27,495 19,472 12,401 9,641 7,411
Average Loan per Unit (Rs) 39,000 39,000 38,000 35,000 31,000
Average Age of Borrowers (Years) 37 37 38 36 36

Cumulative Investment
in housing sector made

possible (Rs. Millions) 6,657.2 4,195.8 2,450.6 1,394.3 631.6
FINANCIAL HIGHLIGHTS - (Rs millions)
Profit After Tax 38.7 28.9 18.2 11.5 6.2
Shareholders' Funds (Net Worth) 169.1 142.4 123.5 111.8 106.2
HG Long Term Borrowings 796.4 399.8 168.3 132.7 10.6
Deposits 1,198.2 670.7 398.7 178.1 38.8
Housing Loans Outstanding 1,611.7 985.3 563.9 298.,2 101.4
Net Worth per Share (Rs) 169.11 142.40 123.51 112.80 106.25
Earnings per Share (Rs) 38.71 28.87 18.18 11.49 6.24
Dividend 12% 102 | 7.5% 5% -
No. of Shareholders 14,213 14,046 13,901 13,527 12,077

Source: HDFC Annual Report
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Loan approvals during FY 84-85 will increase to roughly Rs 1,440
million, broken down as follows:

Equivalent

Loans Rupees Millions U$ Millions
“Individual 1,090 92,37
Co-op Scocieties/LOC's 120 10.17
Corporate 200 16.95
Construction 3 _2.54
1,840 122,03

Loan disbursemsnts over the same period will total Rs. 1.1 to 1.15
billion. During the first half of FY 85-86 (July through December, 1985)
an additional Rs 650-750 mi11ion will be required for additional
di sbursements.

HDFC's resource mobilization efforts have grown proportionately
with its lending activities. HDFC's CD scheme had deposits of Rs 1.19
billion in FY 83-84, compared with Rs 670 million in the previous year;
this represents an increase of Rs 520 million (79 percent) over FY
82-83. Current projections are for an additional Rs 300 million to be
received in FY 84-85.

HDFC's newer and much smaller "loan-linked deposit scheme® took in
Rs 4.7 million in FY 82-83. These deposits increased 74 percent to Rs
8.2 million in FY 83-84, and are projected to increase further in FY
84-85.

Long-term finance has come from insurance companies, commercial
banks, the sale of bonds and from the HG program. From Rs 100 million in
FY 83-84, HDFC commercial borrowings are expected to triple to Rs 300
million this year. Proceeds from the sale of bonds will add an
additional Rs 100 million to a 1ike amount raised in FY 83-84,

Loans from insurance companies remained constant at Rs 130 million
(Rs 100 million from the Life Insurance Corporation of India and Rs 30
million from the General Insurance Corporation of India) during FY 82-83
and FY 83-84. A slight increase to Rs 150 million (from the Army Group
Insurance Corporation) is expected for FY 84-85.

HG borrowings have fluctuated from $20 million in FY 82-83 to $10
million in FY 83-84. An additional $20 million is projected during FY
84-85 from the first phase of HG-002. The $25 million proposed for
authorization here is expected to be drawn down in FY 85-86.
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In sum, the total projected increment to resources during FY 34-85
is Rs 850 million. Borrowed resources will increase by about Rs 550
million. Figure A shows the history of HDFC borrowings including
projections for a somewhat reduced increment during FY 85-86.

This quantitative exposition, although providing general testimony
to HDFC's continuing development, chould be interpreted in the light of
recent commercial events which may affect its future directions. For
example, HDFC's current profitability is based in part upon its
exceedingly low late payments rate (.36 percent). Although HDFC's loan
agreements provide for a penalty of 1.5 percent per month plus collection
costs for late payments, given the difficulties of foreclosing described
above, a change in the payment ethics of HDFC's ¢1ients could have
important negative implications for the balance sheet.

Secondly, it is becoming increasingly difficult for HDFC to obtain
long-term loans from the government-dominated financial markets. While
the new government may prove willing and able to reduce its stranglehold
on capital allocation to some extent, such changes in either procedures
or policies are not currently foreseeable.

Thirdly, HDFC's borrowings from commercial banks, which will
comprise more than a third of its increment to resources during FY 84-85,
are shrouded in restrictions which affect both profitability and HDFC's
ability to reach low-income households. 0On the profitability side, ,
HDFC's spread on the loans it makes to individuals from the proceeds of
loans it receives from commercial banks cannot exceed one percent.

Public and private sector lenders in other developing countries typically
seek average spreads on the order of 3-4 percent. While other HDFC
lendable resources are not similarly restricted, the market sets a limit
on the extent to which HDFC can compensate for these low yields.

To some degree, HDFC has been able to offset low margins on
individual loans financed from commercial bank borrowings with higher
profits from e.g., corporate loans. However, HDFC's corporate housing
lending is beginning to suffer from competicion from public lenders such
as the LIC, which has not lent to HDFC in recent years while increasing
loans to corporations for housing schemes. Companies have always been
able to borrow from the LIC (and from HUDCO) for employee housing schemes
at interest rates below those of HDFC, but the cumbersome and
time-consuming loan procedures of these public enterprises made HDFC
comparatively attractive. Now, however, LIC has adopted HDFC procedures
and forms and both LIC and HUDCO have increased their efficiency with the
effect that their lower (subsidized) interest rates are pulling corporate-
customers away from HDFC.

HDFC is responding to these pressures in a variety of ways. Most
directly, it is seeking a change in tax laws to permit corporations
borrowing for employee housing schemes to deduct financing costs as a
business expense. Secondly, HDFC is looking for new business. One such
possibility is to begin making loans to state housing agencies which have
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previously borrowed primarily from HUDCO. Although some members of
HDFC'¢ board are reluctant to take on such clients because of the
political entanglements 1ikely to accrue to such lending, modest steps in
this direction are being considered.

HDFC is putting increased emphasis on attracting individual
savers. This represents a shift in its resource mobilization strategy
from term loans and corporate depositors to household savers. Initial
reliance on GOI institutions for long-term resources had met with
difficulties in obtaining required approvals and delays in fund transfers
following approvals. This encouraged HDFC to reduce its initial reliance
on loans from GOI institutions for long-term resources. Now HDFC
realizes that corporate depositors, although they deposit in bulk, are
apt to withdraw funds, also in bulk, when more lucrative investment
opportunities arise. HDFC, therefore, has decided that having a
substantial base of resources from individual depositors is essential for
long-term stability and growth,

To achieve this objective, HDFC has entered into brokerage
arrangements with agents who receive a commission on deposits taken.
These HDFC agents receive a fee of 1/2% per term year of the amount of
deposits secured (i.e., for a 6 month deposit, the agent receives 1/4% of
the deposit; for a 2 year deposit, 1%). There are currently some 1500
agents. HDFC hopes to increase the number of agents to 7-8,000 within 2
years by increasing the commissions to 1/2% per deposit year plus an
additional flat 1/2% of the deposit. HDFC particularly seeks agents in
big organizations with a large number of salaried employees, in chartered
accountant firms which are apt to have clients who are looking for
investments, and in small towns.

HDFC also proposes to increase individual deposits through expanded
advertising. HDFC's budget for advertising will be about Rs 1.3 million
this year, compared with Rs 700,000 last year. This increase is in part
due to the fact that HDFC has finally received blanket permission to
advertise. Earlier, HDFC had secured permission to advertise for
deposits only if ads were approved individually by the Ministry of Law,
Justice and Company Affairs. Recently, they have been exempted from this
requirement.

In Tine with the strategy to increase access to individual accounts
HDFC has opened three new branch offices this year, for a total of 13 in
11 states, and is planning the opening of its 14th branch next year.
Instead of emphasis on branching into new states and untested markets,
HDFC in the future will be more 1ikely to open branches in areas of high
demand which are currently being served by travelling HDFC staff from
existing offices. This approach of following the market will increase
the initial cost effectiveness of branching.
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In the long run, this deposit mobilization strategy will help to
decrease HDFC's reliance on borrowing from government sources. In the
short run, however, increased HG lending will be essential to maintaining
a high growth rate. Summary operational data are displayed in Table 2.
Among other things, this information shows the efficiency of the
corporate loan program where average loans per unit and unit cost are
less than half of the corresponding values for individual loans. In
addition, the much shorter terms of corporate loans means a faster
roll-over of funds.

Table 2
INDIA
HOUSING DEVELOPMENT FINANCE CORPORATION LTD.

Operational Data
(as at June 30, 1384)

I. AVERAGE LOAN PROFILE

Individuals Corporate Borrowers

A. Average loan per unit Rs 43,000 Rs 20,000

B. Average cost per unit Rs 106,000 Rs 41,000

c. Average loan/cost ratio 413 493

D Average cost/income ratio 4.47:1 -

E.  Average rate of interest 13.56% 14,68%

F Average term of loan 13.08 years 5.68 years
G. Average age of borrower 37 years -

Source: IFC

Basic income statement and balance sheet information is shown in
the Tables in Annex 3. No serious problems are indicated there.
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B. Phase I Project Progress

Implementation of the first tranche of HG0O2 is progressing
satisfactorily. The Project Agreement was signed in August 1984 and HDFC
anticipates entering the US market in July-August 1985 by which time GOI
and AID approvals required for the $20 million loan transaction are
expected. By December 1984 HDFC had eligible disbursements of $10
million which fit the criteria set for the first tranche of the project:
at least 15% for special initiatives, less than 44% for corporate
projects and the remaining for household borrowers with below urban
median incomes. As at.April the reported disbursements exceeded $15
million (using April 30 exchange rate).

As noted above HDFC has opended three new branch offices this
fiscal year which exceeds the PP target of one new branch every 18
months. HDFC's Tow income action plan has been updated for the current
year as required. Except for training, other output indicators for
project progress are based on anticipated annual increases. Valid
measurement will have to come from end of the year (June 30) records of
activity albeit review of quarterly activities indicate that HDFC's
growth is more or less as projected.

With respect to training HDFC has adapted a customer relations
course developed by the U.S. Institute for Financial Education and held
workshops for over three-quarters of their staff of Just under 400, HDFC
1s also conducting computer awareness seminars and is preparing a three
part audio visual presentation on the Indian Financial System, how HDFC
fits into the system and HDFC's internal practices. The FY 84-85 trial
Management Trainee Program was successful and will be continued and
expanded to include a Graduate Trainee Program for functional
specialists. AID has sronsored four persons at short term training
sessions at MIT and one at Berkeley on various policy design and
operational issues related to housing and housing finance. HDFC in turn
has trained three persons from the Unit Trust of India, the major sponsor
of the Eastern Regional Finance Corporation, in the operational aspects
of a housing finance institution.

C. Financial Projections

Table 3 provides projections of HDFC activity through FY 87-88. As
indicated HDFC's program to increase deposit resources will result in a
net annual increase in deposits equal to term loans and bond resources by
FY86-87. HDFC's volume of loan activity is expected to continue to
increase at an annual rate of approximately 30% while the projected
administrative expense per loan is expected to decrease slightly.
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TABLE 3
HOUSING DEVELOPMENT FINANCE CORPORATION LTD.
FINANCIAL PROJECTIONS FY 84-85 THROUGH FY 87-88
(FY = JULY 1 - JUNE 30)

84-85 85-86 86-87 137-88

Loan Approvals (Rs millions) 1140 1900 2500 3250
Loan Disbursements (Rs millions) 1100 1510 2000 2640
Net Increase in deposits

(Rs Millions) 400 600 800 1000
Term Loans/Bonds (Rs Millions) 600 700 800 1000
Increase in net worth (Rs millions) 30 50 110 140
General Administrative Fxpense 1.4 1.4% 1.25% 1.20%

(% of average housing loan)
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V. DEBT SERVICE CAPABILITY

India's long standing policy of selective and cautious use of
borrowing has prevented the emergence of severe debt servicing problems.
In this regard, Indian policy makers are acutely aware of the debt
servicing crises experienced by other developing countries in recent
years and from all evidence are determined to avoid this type of
problem. India demonstrated its conservative approach to international
borrowing by deciding to refrain from drawing down the last SDR 1.1
billion tranche under the Extended Fund Facility arrangement for SDR 5.0
bil]:gn agreed to in 1981 with the IMF and terminating the arrangement in
May 1984.

The major change in India's financing of external debt in the
medfum term will be the continued rise in commercial borrowing and the
decline of concessional assistance. India's credit rating, which 1s good
and will 1ikely remain strong, should provide it with the required access
to international capital markets for commercial borrowerings. The
Goverrment of India {GOI) is aware of the higher debt servicing
associated with larger borrowing in commercial markets and therefore will
contain the debt service ratio within manageable limits by keeping close
watch and control over future commercial borrowings.

Housing Guaranty borrowing under current market conditions is
advantageous vis-a-vis alternative non-concessional sources of funds.
The recent Housing Guaranty loan to HDFC was made on a floating rate
basis at an effective interest rate of 9.3% (30 basis points over 90 day
Treasury rate). In contrast Indian borrowing in the international
capital markets has been at an effective rate of 10.62% (62 basis points
over London Inter-Bank Offered rate).
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TABLE 1-A-C

India's Debt Service Ratio (DSR):
eceipts ayments,

Debt service Receipts on Payment
Ratio (%) Current a/c (principal +

------------ ($mill.) interest)

(3)x100 ($mill.)

(1) (2) (3)

a) Actuals
1973-74 16.9 3,862 662
1974-75 14.3 5,147 737
1975-76 12.3 6,121 754
1976-77 14.2 7,726 1,093
1977-78 12,6 9,098 1,148
1978-79 10.8 10,27 1,143
1979-80 8.2 12,920 1,059
1980-81 7.1 15,254 1,078
1981-82 7.5 14,439 1,078
1982-83 10.1 12,828 1,299
b) Estimates

1983-84 12.9 13,405 1,732
1984-85 15.8 14,613 2,244
1985-86 17.4 16,736 2,845
1986-87 21.1 19,206 3,975
1987-88 21.8 22,145 4,774
1988-89 21.3 25,790 5,439
1989-90 20.6 29,797 6,096

Table I A-C shows India's debt service T}tio from 1973-74 to
1983-84 and estimates from 1983-84 to 1989-90!/. The estimates show a
rapidly rising debt service ratio through 1986-87 and then a stabilizing
of the ratio through the end of the decade. The short term situation
will be readily manageable; the medium term, difficult but nevertheless
manageable. The GOI's economic survey for 1984-85 acknowledges that the
Sixth Plan (1980-85) experience of comfortable Balance of Payment
situation was aided by some special factors such as reduction in both the
volume and value of crude imports, inflow from net invisibles, and
capital flows into non-resident external accounts. The survey also shows
that these factors may not operate to the same extent in the Seventh Plan
period (1985-90). According to the survey “All this adds up to a
somewhat uncertain and uncomfortabie outlook for the balance of payments
over the medium term. A major effort has to be mounted in the Seventh
Plan to further accelerate the rate of growth of exports, and to reduce
imports of bulk commodities."
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The government, as part of the SDR 5.0 dillion )oan, worked out
with the Fund an adjustment strateqy that it noped would :1low the
economy to integrate higher oil prices without sacrificing economic
growth. The crux of the strategy was first to open up the highly
protected Indian market to more import of intermediate and capital goods
as well as foreign investment and technology. It was hoped that the
influx of foreign equipment and know-hoe would, over the medium term,
make Indian industry more efficient and energize the stagnant export
sector. At the same time, the Government launched an investment program
of $6-7 billion over five years aimed at greatly expanding domestic o0il
production. (In 1979-80 when oil prices were hiked, more than
three-quarters of India's export earnings were being used to pay its oil
import bill.)

So far the second part of the strategy has been far more successful
than the first. Domestic production of crude oil has almost tripled and
net oil imports have declined to only 37% of net non-o0il export earnings
in 1984-85. In fact, the improvement in the oil import account has been
sufficient to contain the current account deficit to $2,926 million in
1983-84 or about 1.7% of GDP and $2,760 million in 1984-85 or about 1.4%
of GDP. On the capital account, the balance of payments was bolstered by
a continuing flow of remittances and a significant increase in deposits
from Indians residing abroad which more than doublad in 1983-84 to reach
the $1 billion level. As a consequence of the uncertain conditions in
Gulf countries, these deposits dropped to $60C million 1984-85,

The following table shows the decline in India's trade deficit over
the past several years in millions of dollars.

Year Imports Exports Deficit
(includes net (excludes
01l imports) 0il)
1980-81 16,204 8,504 7,700
1981-82 15,301 8,519 6,782
1982-83 14,290 8,290 6,000
1983-84 (Est.) 14,040 8,355 5,685
1984-85 (Est.) 14,501 8,724 5,777

To a certain extent the appreciation of the US dollar relative to
the Indian rupee has limited growth of export earnings in dollar terms.
More fundamentally, however, it is a reflection of the high cost and
relatively low quality of many Indian manufactured exports. An
additional factor has been the international recession, which reduced
demand for many primary products and increased competition in areas where
Indian exporters of manufactured goods had hoped to build a market
presence.
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An increasingly important source of external funds is commercial
borrowings and supplier credits. Though these are for shorter terms and
considerably costlier than normal sources, the drying up of concessional
aid makes some additional recourse to commercial borrowings inevitable.
Total commitments of commercial loans including supplier credits
increased from $1,102 million in 1980-81 to $2,104 million in 1982-83.
Commi tments are expected to amount to about $1,052 million in 1983-84,
The bulge in commitments during 1982-83 occurred because of large
borrowings to finance capital equipment for the Qi1 and Natural Gas
Commission, the Rihand Thermal Power Project, and Air India.
Disbursements of commercial loans were substantially less than
commitments: they amounted to about $285 million in 1980-81, $585
million in 1982-83, and $789 million in 1983-84. In view of the resource
constraints and the requirement of the private sector, the commitments
are estimated to increase to Dols. 1.7 billion in 1984-85 and somewhat
higher in 1985-86. Major Indian companies likely to seek such borrowings
include: Reliance Textile Industry (Dols. 202 million); Lohia Machines
Ltd. (Dols. 30 million); Zari Agro (Dols. 136 million); and Standard
Motors (Dols. 10 million). In addition, public sector Air India and 0il
and Natural Gas Commission are expected to borrow a sizeable amount.
However, the GOI approach in this regard will be cautious because of the
GOI policy to keep the debt service ratio within manageable limits.

As a result of increased pressures on the balance of payments
because of the 1979 oil price increase, India obtained a 3-year SDR
5 billion loan from IMF in November 1981. Of this amount, India drew SDR
600 million in 1981-82, SDR 1,800 miliion in 1982-83, and SDR 1,500
million in 1983-84, for a total of SDR 3,900 million. Prompted by the
decline in India's trade deficit over the past several years, India did
not borrow the balance of SDR 1.1 billion and terminated the agreement in
May 1984. There were good policy reasons for adopting this course.
Chief among them was the fact that given the improvement in the current
account, the final SDR 1.1 billion tranche of the IMF would buy little,
if any, additional policy latitude for the GOI over the next year or two,
but would increase the debt service burden in the late 1980's.

Gross foreign exchange reserves, excluding gold holdings, are
expected to increase from $4,955 million in 1982-83 to $5,847 million in
1983-84 and $6,200 million in 1984-85, sufficient to cover about 5 months
of imports. However, India officially values its gold holdings at only
SDR 35,000 per ounce. If this were increased to the current market

price, total reserves would covaer 8 months of imports.

In sum, the preceeding analysis shows that the second phase of the
Housing Guaranty loan would be advantageous to India's debt service
situation. The interest charge will be less than for funds it would
otherwise borrow from commercial sources in the coming year. The
underlying premise in making such a guarantee is that India will continue
to show discipline in borrowing from international capital markets and
coincidentally continue to maintain its excellent credit rating. Insofar
as the past is an indicator of future performance, there is no evidence
to indicate India will behave differently.
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ANNEX 2
' THE HOUSING GUARANTY PROGRAM
STATUTORY CHECKLIST

INDIA
386-HG~002

ANSWER YES OR NO PUT
PP PAGE REFERENCES
AND/OR EXPLANATIONS
WHERE APPROPRIATE

General Criteria Under HG Statutory Authority.

Section 221(a)

W1tl tne proposed project further one or more
ofthe following pelicy goals?

(1) 1is intended to increass the avaiiabiiity of

domestic financing by demonstrating to
Tocal entrepreneurs and institutions that
providing low-cost housing is financially
viable;

(2) 1s intended to assist in marshalling
resources for low-cost housing;

(3) supports a pilot project for low-cost
shelter, or is intanded to have a maximum
demonstration impact on local institutions
and national; and/or;

(4) is intended to have a long run goal to
develop domestic constructian capabilities
- and stimulate local cradit institutions to
make available domestic .capital and other
management and technological resources
required for low-cast shelter pregrams and
policies?

Section 222(a)

Will tne i1ssuanca of this guaranty cause the
total face amount of guaranties issued and
outstanding at this time to be in excess of
$1, 954,600

Yes

Yes

Yes

Yes

No



Will the guaranty be-issued prior to Septamber
30, 198%} '

Section 222(b)
Will the proposed guaranty result in activities
which emphasize:

(1) projects providing improved home sitas to
poor families on which to build shelter and
related services; or

(2) projects comprised of expandable cors
shelter units on serviced sites; or

(3) slum upgrading projects designed to
conserve and improve existing shelter; or

(4) shultar projects Tor low-inccme people
designed Tor demonstration or institution
building,; or

(¥4}

(5) community facilities and services in.
support of projects authorized under this
section to improve the shelter occupied by

the poor?

Section 222(c)

17 Tne project requires the use or conservation
of energy, was consideration given to the use of
solar energy technologies, where ‘economically or
technically feasible?

Section 223(a)

Will the A.I.D. guaranty fee be in an amount
authorized by A.I.D. in accordance -with jts
delegatad powers?

Section 223(f)

Is the maximum rate of interes:t allowable to the
eligible U.S. Investor as prescribed by the
Administrator not more than one percent (1%)
above the current rate of interest applicable to
housing mortgages insured by the Department of
Housing and Urban Development?

ANNEX 2-2

ANSWER YES OR NO PUT
PP PAGEZ REFZRENCES
AND/OR EXPLANATIONS
WHERE APPROPRIATE

TES

Yo

No

Yes

Yes

Yes -

N/A

Yes

N/A

’)j\



ANNEX 2.3

ANSWER YES OR NO PUT
PP PAGZ REFZRENCZS
AND/QR EXPLANATIONS
WHERE APPROPRIATE

Section 223(h)

Wi1ll tThe Guaranty Agreement provide that no
payment may be made under any guaranty-issued
for any loss arising out of fraud or
misrepresentation for which the party saeking
payment is responsiblae?

Section 223(Jj)

(1)

(2)

(3)

(4)

(5)

Will the proposad Housing Guaranty be
coordinated with and compliementary to -other
davelopment assistance in the host country?

Will the proposed Housing Guaranty
demonstrats the feasibility of particular
kinds of housing and other institutional
arrangements?

Is the project designed and planned by
A.I.D. so that at least 30 percent of the
Tace value of the proposed guaranty will be
for housing suitable for families below the
median {ncome or below the median urban
income for housing in urban areas, in the
host country? '

Will the issuance of this guaranty cause
the face value of guaranties issued with
respect to the host country to exceed $25
million in any fiscal year?

Will the issuance of this guaranty cause
the average face value of all housing
guaranties issued in this fiscal year to
excead $15 million?

Section 238(¢)

Will the guaranty agreement provide that it will
cover only lenders who are "eligible investors”
within the meaning of this section of the
statute at the time the guaranty is issued?

Yes

Yes

Yes

Yes

No

No

Yas
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ANSWER YES OR NQ PUT
PP PAGEZ REFEZRENCES
AND/QR EXPLANATIONS
WHERE APPROPRIATE

Criteria Under General Forasign Assistance Act
Authority.

Section 6§20/620A

1'

Does the host country meet the general Yes
criteria for country eligibility under the

Foreign Assistance Act as set forth in the

country elibility checklist prepared at the

beginning of each year?

Is there any reason to believe that No
circumstances have changed in the host

country so that it would now be ineligible

under the country statutory checkliss?

~o



ANNEX 3

HOUSING DEVELOPMENT FINANCIAL CORPORATION LTD.

1. Income Statements and Selected Ratios
ear cnded June

6 Months
1979-80 1980-81 1981-82 1982-83 1983-84 1984-85
(Audited)
Income Statements
(Rs miilions)
Interest on Housing Loans 5.7 21.5 53.6 104.2 176.2 122.2
Fees and Other Charges 4.2 7.2 9.5 15.6 20.4 12.5
Income from Investments 5.2 6.1 21.4 24.8 58.1 34.9
Total Income 15.1 333 84.5 T8 254.7 169.0
Interest Expense and
Other Charges 1.8 11.2 47.9 87.1 174.4 119.2
Operating Income 13.3 23.8 36.0 57.5 80.3 50.4
Operating Expenses 4.0 6.7 9.5 14.2 21.1 14.4
Profit before Tax 9.3 16.9 271 3.3 59.2 36.0
Tax Provision 3.1 5.4 8.9 14.4 20.5 . 10.5
Protit after Tax 6.2 11.5 18.2 28.9 38.7 25.5
Legal Reserve 3.7 6.7 10.8 17.8 24.6 15.1
Dividend - 5.0 7.5 10.0 12.0 -
Previous Year's
Profit (Loss) B/F (0.1) 2.4 2.2 2.0 2.1 -
C/F to Balance Sheet 2.4 Z.2 z.T Z.T - 0.4
Ratios (% p.a)
ProTit artter iax/Average
Net Worth 6.1 10.5 15.4 21.7 24.9
Interest and Fees Earned/
Average Housing Loans 17.4 14.4 14.6 15.5 15.2
Interest Expense and
Other Charges/Average
Total Debt 6.8 6.2 10.9 10.6 11.4
Operating Income/Average
Total Assets 10.3 8.1 6.6 6.0 4.8
Interest Coverage Ratio 6.2 2.5 1.6 1.5 1.3
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INDIA
HOUSING DEYELOPMENT FINANCE CORPORATION LTD.

2. Projected Income Statements
(Rupees MiTT10ons)

1984-85 1985-86 1986-87
Gross Income
Interest on Housing Loans 305.7 460.5 658.7
Fees/Other Charges 33.5 45,2 58.4
Income from Investments 54.1 61.5 69.5
Other - - _0.7
Total Income 393.3 567.2 187.3
Financial Expense
Interest on Deposits 153.8 208.8 285.8
Interest on Term Loans 138.7 219.1 310.4
Total Financial Expense 292.5 427.9 596.2
Operating Inéome .100.8 139.3 191.1
Operating Expenses _29.3 44,9 _58.3
Profit Before Tax 7.5 94.4 132.8
Tax Provision _25.0 _33.0 _46.5
Profit After Tax _46.5 61.4 _86.3




ANNEX 3-3
INDIA
HOUSING DEVELOPMENT FINANCIAL CORPORATION LTD.

3. Balance Sheets

Tas of June 30)
(Rupees millions) 6 Months
1979-80 1980-81 1981-82 1982-83 1983-84 1984-85
{Audited)
ASSETS
Net Current Assets 28 104 85 183 410 286
Investments 19 13 29 .31 122 95
Housing Loans 101 298 594 985 1,611 1,944
Fixed and Other Assets _8 _S 13 14 20 27
Total Assets 156 424 851 1,213 2,183 2,352
LIABILITIES
Deposits 39 178 399 . 6N 1,198 1,249
Borrowings _1 133 168 400 736 908
Total Debt 50 311 567 1,01 1,994 2,157
Paid-in Capital 100 100 100 100 100 100
Reserves and Surplus _6 13 _2 a2 69 95
Net Worth 106 13 124 142 169 __195
Total Liabilities and
Net Worth 156 424 691 1,213 2,163 2,382
Debt/Equity Ratio 0.5 2.8 4.6 7.5 11.8 11.1

Wy
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l. EXECUTIVE SUMMARY AND CONCLUSION

Background

This section provides a broad overview of the Housing Development
Finaunce Corporation (HDFC), its operatioms, and the approach of tha
evaluation team; as such iz establishes a framework for the evaluation
findings presented in the balance of this summary. Following a brief
sketch of the origins and objectives of HFDC, we look at the types of
loans it makes and its sources of funds to date. A final brief note
describes the approach followed by the team.

The Housing Development Finance Corporatiom. KEDFC began operations
in May 1978, wich che principal equity contribuctors being the Industrial
Credit and Iavestnment Corpofation of India, the Inceraational Finance
Corporation, and the Aga Khan Group. Initial paid up capital was, $10
million. The founding of HDFC was significant in thac it is che first
private finance development insticucion dedicated to housing.

The primary objective of the Corporation is to provide long term
finance to middle and lower income households, associatioans of
individuals, and corporate bodies for the construction, purchase, and
ownershiplof residentlal unics. HDFC’s purpose is to increase the
housing sctock in the country generally. Another EDFC objective 13 to
mobilize long~term resources in the'form of deposits and term debt and
to transform short-term resources into long~term housing investment. A
longer-term objecFivé is to lead and support the development of a
national housing finance system, and relatedly to foster the growth of

the capital market in general.
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In June 1984 (che end of the HGOOl disbursement period) HDFC had
nine branches scattered around che country in addition to its
headquarters in Bombay. However, loans have been concentrated in the
West and South regions of the country; and funds mobilizacion has been
concentrated at corporate headquarters.

Types of Loans. HDFC engages in four types of mortgage lending.
These include loans to individuals for acquiring a home, loans to
corporationc for workers’ housing or for cu~lending to workers for home
acquisicion (called che line of credit program), and loans cto groups of"
homeowners who have formed an assoclation for acquiring an apartment
building.

An idea of che relative importance of these different types of
loans i3 available from che following tabulation, which shows loans zade
in HDFC’s fiscal year 1984 (che fi;:.al year of HGOOl disbursements) and

cumulacive cotalse.

Percentage Distribution of Loans by Type(a]

Loans Made in FY 1984 Cumulative Loans Made
Loan Type Onits Amount Lenrt Onits Amount Lent

Individual 72 82 69 78
Group - — 2 2
Line of Credit 3 4 4 4
Corporate 25 14 25 16
Total (percent) 100 100 100 100
Tozal Uniczs/$ 26, 407 $100 m11l. 79,760 $285 mill.

d. Excludes a small number of development period loans.
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HDFC’s ability to raise additional domestic capital, accelerate the
institution’s development on a broad geographic basis, and to encourage
HDFC to make more long=-term loans which would directly benefit lower
incoma households. An additiomal purpose, associated with the corporate
lending, was to support GOL policy for decentralizacion of industry away
from the largest cities. One of the goals established was chat
approximately one-third of che loan beneficiaries be households with
incomes below the median income figure.1

The rationale and approach underlying the loan are well expressed.
in the Strategy Statement of the Project Paper:

AID’s strategy 1is to assisc che HDFC, as a private
sector institution, to expand its coperations at a more
rapid rate so that it can make a significant beginning
in the provision of long=-term housing finance to all
income levels. By helping to expand HFDC’s operatioms,
the HG will not only contribute to increased earnings of
the HFDC but should have a catalytic effect on HDFC’s
abilicy to actract additional investors, lenders and
depositors because of the expanded operations. (pp. ll=-
12)

The $30 million HGOOl loan was released in twe tranches of $20
million and $10 million, respectively, in 1983 and 1984.2 Alchough HDFC
did not utilize the HG auchority to burrow the guarantied funds uncil
January 1983, the Loan Agreement permitted HDFC to apply the funds
obtained to loans disbursed after July l, 198l. The final liquidacion

of HGOOl funds was in June 1984; hence, the time pericd over which the

l. TFor more on the project objectives, see Annex A.

2. Because of the time lag in transforming the guarantied loan as
borrowed in New York into rupees supplied to HDFC by the borrowing
Indlan bank, $10 million appears in the HDFC financial report for FY
1982-1983 and the balance in 1983-1984. . More information on key dates
is provided in Annex B.
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BEGOOl funds were used by HDFC to finance loans corresponds almost
exactly to the three HDFC fiscal years 1981/1982 to 1983/1984.

A final aspect of the loan vh;ch is importaunt to note at the outset
is che evolution of the focus on lower income households over the period
of the loan and particularly between the two loan tranches. The general
target remained the same, in the sense that about ome-third of HDFC’s
beneficiaries were to be lower income households. The change came in
the mechanism for reaching thems In the original Project Paper it was
envisioned that the primary, even sole, vehicle for assiscing lower
income households would be the corporate program for workers. Eere the
beneficiaries would ke lower income houvseholds, even if they could not
themselves afford ﬁhe units chey were occupying. As events developed,
HDFC found chat a considerable percentage (about 17 percent) of the
housenolds who were receiving loans in the individual loan program were
also lower income households, as defined by the median income definition
in che Project Paper. Thus, there was an increase in the number of
vehicles used to serve the poor.

As part of the conditions for the second tranche of the HGOOl loan,
AID required HFDC to develop an explicit statement om serving lower
income households and an action plan to begim executing it. This
Tequirement should be thought of realistically as positive pressure on
HDFC to go beyond what it had been able to achieve with less effort ip
this direccion.

Lastly, note that in addition to the funds provided under the
Housing Guarancy loam, AID also provided a $100,000 grant f£or technical

assistance during the same period.
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Evaluation Team Approache. The team, composed of two consultants
and one person detailed from the U.S. Department of Housing and Urban
Development, spent approximately six days in Washington and Bangkok
(RHUDO/Aai;) reviewing documents, discussing the HGOOl project with AID
staff and consultants previously directly involved with it, and
discussing Indian housing finance and capital markets wich World Bank-
staff. The team then spent two wecks visiting HFDC offices in India,
both the headquarters in Bombay and three of nine (as of June 1984)
branch offices = Pune, Madras, and Bangalore. The team was assisted
while in India by an AID engineer who carried out a series of
inspections of the quality of dwellings financed by HFDC.

The balance of this summary addresses the series of issues ouclined
in the terms of reference and concludes with an-overall assessment of
the success of che Housing Guaranty Program with ééDC over the 1981-

1984 period and an outline of the balance of the report.

BRescurce Mobilization

HDFC has clegrly accomplished the gouals set for it with respect to
mobilizing résources, minimizing the problems associated with the
development of a viable financial instictution, and affecting public
policy to encourage the development of a cost—effeccive housing finance
system.

As for its quantitative accomplishments, at the end of FY 1984,
HEDFC was more than 150 percent larger than had bgen projected by the
inicial IFC Proposed lavestment Paper. It was 6 percent larger than the
forecast made in the inicial Housing Guaranty Project Paper; it had

increased its reliance on finmancing through term borrowings to 40

)
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percent of total borrowings, whereas the initial Project Paper forecast
that cerm borrowings would increase from 34 to 45 percent. (By the end
of calendar year 1984 the share of term borrowings had risem to 42
percent.) In the three year period takem to disburse the EGOOL loamn, it
had faised 25 percent more resources in local markets than had been
targetted as a desirable achievement level in two years by the initial
Project Design Logical Framework..

On the other hand, it does not seem likely that the firm will
achieve the longer term goal of directly raising $400 million of
domestic resources within five years of the HG loan §isbursemenc. For
example, the most recent (December 1984) IFC balance sheet projections
sugzest that HDFC will fall approximately 13 percent short of the five
year target. One must question, however, whether this goal, which
imﬁlies an annual growth rate of 40 percent per year for an extended
time period, 1is in the best interests of the firm. While it i3 slear
that che firm can and has grown very rapidly, it is also clear that
growth spurts in domestic resource mobilization, such as the 94 percent
realized between FY 1983 and FY 1984, should be followed by periods in
which such gains are consolidated. This consolidati&n of gains seems
particularly important because of the sources and chelconcext within
which HDFC can raise as well as leverage other domestic resources.

There are three basic types of rassources directly available to
HEDFC: (1) deposits, made by corporations and individuals; (2) cerm
borrowings, made exclusively by large financial intermediaries, such as
commercial banks and insurance companies; and (3) bond issuances that

permit HDFC to tap the capital markets directly. Imn additiom, perhaps
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equally important as its direct mobilization, HDFC can mobilize domestic
resources indirectly in two other ways: £firsc, by taking an equity
position along with providing cthnical advice in other financial
institutions that provide housing finances services to low income
households; and, secound, by helping to implement public policy changes
that make the regulatory environment more conducive to the development
of HDFC imitators. This section concentrates on the "rradirional"
sources, while the next two explore these other avenues.

Deposits. At the end of the 1984 calendar year, 58 percent of the
firm’s cotgl debt derived from dep9sic schemes. The overvwhelming share
(about 85 percent) of these deposits come from corporatious, of whom
about 20 percent (mostly écvernment owned corporations) make the
deposits as part of a broader financial package in which HDFC then
agrees to make individual housing loams available co':he Eorporation's
employees. Depending upon the overall composition of the £inancial
arrangement, l.e. depending on the maturicy and size of cthe deposit,
HDFC has varied the ratio of housing loans to corporate deposits between
three and two to ome.

HEDFC follows a similar "broader financial package" approach in its
effores cwo mobilize'household deposits. A mortgage loan linked savings
scheme has been tried and a plan bagsed upon the German Bausparkassen
program 1s in che planning stages. Both schemes, as well as the firm’s
outreach efforts to non-urban areas, are based on the notion that the
advantages to depositors of placing their funds in HDFC are noc
strictly limited -to the return on the deposits. Access to credit for

households,1 and the maturity scruccure of the deposit schemes and
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relative safety of return for corporations, are important comsiderations
in the portfolio decisians that govern the growcth of HDFC deposits.

In the context of the Indian financial system, which relies heavily
upon ceatrally-imposed interest rate ceilings, such non=-price
competition is not surprising. HDFC actempts to f£ind "niches" in the
market in which the whole array of services it provides, not just the
explicic recturn on the deposit, offers the depositor the highest overall
implicit return. Thus, the growch of EDFC’s deposits relles heavily
upon an aggressive outreach program in which che non-price aspects of
HDFC savings zre explained to potential customers.

The growth of deposits is essential to the firm so that fund
souzces will be highly diversified. And credibility, market presence,
and stabilicy of the institution are the major ingredienﬁs in
determining tpe demand for EDFC deposits. Because of the intangibilicy
of these factors and their self-fulfilling nature, it is difficulc to
forecast deposit growth. Nevertheless, it 1is possible to argue that
EDFC’s record has been impressive in establishing itself and explaining
the value of its services. Some evidence of this is provided by che IFC
projection of a 150 percent increase in the firm’s deposit base over the
next three yearse.

Term Borrowings. HDFC’s domestic term borrowings come from: (1)
the Reserve Bank of India which provides an allocacion level for funds
from commercial banks; (2) chree diffeéenc insurance companies; and (3)

a loan from the Industrial Credit and Investment Corporation of India.

l. HDFC does not make previous deposits a conditlon for granting
loans, but depositors doubtless feel more secure about their fucura loan
possibilicies.
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Ics intermational borrawings have been the HG loan and an IFC line of
credite Over the time period of disbursement of the EGOOl loan,
domestic borrowings increased by $27.4 million. In addizion, in the
past year the commercial banks have allocated up to $20 milliom of such
loans for HDFC, the Army Group Iasurance Company has loaned EDFC $15
million, and other armed services insurance funds have made smaller
allocations.

The relatively long macurity of these loans and the lower level of
staff effort needed to generate them makes them attractive to HDFC.
Perhaps the cencral operational implication for HDFC o£ their use is
their "lumpiness™. For example, in FY 1984 the Reserve Bank of India,
because of concerns about commercial bank profitabilicy, allocated no
commercial baunk funds to housing after having allocated $10 milliom in
each of the two previous years. If the funds were a significant share
of HDFC’s liabilities, such variabilicy in funds could create obvious
problems for a firm with a financial struccture like HFDC’s. On the
other hand, as noted above, there have been encouraging developments
towards greater diversificacion of funding sources.

Bond Issues. In the last fiscal year IFDC successfully issued its
maiden public bond offering of $10 million. The success of the issuance
has potentially important implications for the firm’s growth and
profitability; and it seems very likely that HGOOl contribuced
significantly to chis successful venture. In an interest rate celling-
constrained financial system, timing is a very important factor in the
success of a public debt offering. If market conditions are stringent,

it is more difficult to get.a full subscription,._because .the.effective



3472-1 1-11

implicit market interest rata is much higher than the nominal bond

rate. However, if less than full subscripction for a maiden offering is
obtained, it might well suggest that che market lacks confidence in the
offering insctitution. Having the capacity to wait for a propitious
moment. for debt issuance may well have long-term consequences for
corporate growthe. It appears chact che BG loan provided such capacitye.
HDFC received permission from the Miniscry of Finance for a bond
issuance without government guarantees in 1982, but waited uncil 1984 to
make the offering. In the event, it was oversubscribed.

In the past year HDFC has issued $4.5 milliom in private placement
bonds and has done some of the analytical groundwork necessary to
determine whether bearer bonds might be an effective instrument to tap
capital markecs. If GOI éere to approve the use of such an instrument
ic mighf be used to channel some of :h; alleged large amounts of black
money inco.che formal financial seccor. Such cﬁanneling, 1f 1z occurs
on anﬁ significant scale, should also help resource allocation
generally.

Other Forms of Local Resource Mobilizacion. HDFC is in che design
stages of two particularly innovatcive ways to mobiliée local
resources. They are brought up at this poinc simply to indicate that
the long term direct mobilizaction goal of $400 million over five yerrs
stated in the BGQOOL Project Paper may have been too narrowly counstrued.

Simply put, both proposals involve HDFC along with ochers taking a
small equity position in housing finance inscitucions in locations
currently under-served, i.e., rural Gujarat and the eastern area of the

country. There is almost no question that equity parcticipation by
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international agencies in these projects = which is in firm prospect —
would not have been forthcoming without HDFC’s participation and promise
of technical assistance to these firms.

Cumulatively, the team views HDFC’s local resource mobilizatiom
efforts as enormously successful. The firm has diversified the number
and type of invescors and deposictors, and it has con:inual;y sought to
exploit "niches" in the market that are often created or associated with
an interest rate ceiling systeme The f£irm seems particularly well
placed to develop the deposit market by reliance on brokers for
individual deposits and the new technologies that are cnorzins‘in'th.

gathering of deposits.

Financial Management

The chief types of problems confronting a firm like HDFC are
developing market acceptance and avoiding unnecessary risk exposure.
The record on funds mobilization has been reviewed. Here che focus is
on the four types of risk to which HDFC is exposed: default risk by
households, interest rate risk, corporate loan risk, and commitment. or
sanction delivery risk.

Defaunlct Risk. In the Indian legal system foreclosure laws are such
that a technical default on mortgage payment may take years to
resolve. As a consequence the expected costs of default are very
large. HEDFC has clearly avoided this problem. It has done so through:
requiring large downpayments by households; requiring guarantees from
other individuals on abouc 30 percent of the individual loans; providing
technical advice to borrowers on adjustments in construction and/or

portfolio plans that will permic them to fulfill their aspirations more-.

Wl
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efficiently; and by convincing state govermnments that HDFC loans should
be eligible for payment through salary deductionms.

The record speaks for itself. On over 76,000 loans they have had
1o individual loan defaults and their loans in arrears ratio is .3
percent, lower than those of building sociecies in the U.K. and
considerably lower than U.S. rates. The record om preveating default is
perhaps the chief reason why the IFC is willing to take an equity
positiocn in a rural housing finance scheme in Gujarac State.

Incerest Rate Risk. The firm has carefully sctructured its assets
and liabilities so that there is very litctle interest rate risk
exposure. Not only is there very little imbalance between the
maturities of its assets and liabilities, but loan terms also include a
fall-back clause that permits HDFC tc increase interest rates if it so
chooses. This provision is tantamount to giving the firm a cafastrophie
insurance policy. A shift in the interest rate structure that had such
onerous implicactions for the U.S. thrift imsticucions caamnot impose
similar costs on EDFC. While HDFC does perform some maturity
intermediation and has made it clear that it will not raise rates unless
it has to, it nevertheless has protection againstc large shifets in
financial circumstances.

Corporate Risk Exposurs. Because HDFC makes loans to corporations
and to blocks of employees of particular corporations, the firm is
exﬁosed to the same type of risk as would be a commercial bank that lent
to corporate borrowers. The team reviewed HDFC’s decision-making

process for such loans and found that each firm’s balance sheet and
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prospects are closely reviewed as part of the loan decision. The teanm
sees these practices as effective.

Sanction Risk Exposure. By agreeing to make credit available if a
household can get the other necessary rasources together, HDFC also
affects the construction of houslag of those who ulcimately do not make
use of the commitmenc. Because a household knows that a certain amount
of funds will be available 1f it liquidaces'ocher assets, borrows froﬁ
parents, buys land, ecc., it may be willing.to undertake these actious
even 1f in the end it does not use HDFC fuunds. HDFC staff estimate that
about 7 percent of their loan sanctions are not disbursed, and that
about half of these cancelled sanctions occur because the household got
money elsewhere.

HDFC has minimized its.risk exposure in this area in three ways:
(1) reducing the ratio of sanctions to disbursements from 2.56 to 129
over five years; (2) leaving its commitment open-ended as to the
interest rate it will charge; and, (3) diversifying its depositcrs and
investors so that rationing decisions by another financial inscitution
or goverument regulator have less effect om 1its abilicty to deliver on
its agreement.

In sum, HDFC has clearly moved aggressively into housing finance
intermediation. Equally clear 1s the cautiousness of the inscicucion.
Under present operating practices it is subject to very iittle risk
exposurs. Furthermore, its debt to equity ratio is much lower than
those thought prudent for U.S. financial institutions that have been

much more risk exposed.
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Policy Impacts
The realizacion of HDFC’s financial record, as well as the

development in India of a regulacory environment in which spontaneous
developmeat of a markec-oriented housing finance system can cccur, is in
large part attributable to the f£irm’s regulacory entrepreneurism. As
the first institution of this sort in India, L.e., neither a bank nor a
non-financial firm, HDPC has had to seek modifications to a number of
regulations that constrained its operations. For example, initially
HDFC could not advertise for deposits; its deposits had to be of at
least six month maturity; the tax treatment of the deposits was more
operous thaa that on commercial bank deposics; trust funds could not
make such deposits, and after they were permitted to do so their tax
treatment was still onerous; provident fund savings could be used for
housing payments but not HDFC mortgage payments; mortgage payments could
not be deducted from the salcriaes of many workers by employers; and, the
firm’s eligibility to receive fund allocazions from other large
financial intermediaries, e.g., commercial banks, had yet to be
determined.

A good deal of principal staff time (on the order of 15 percent)
has gone into the development and markecing or pruposals and
recommendacions for regulatory changes. All the above mencioned
Tegulaclons have been chauged or modified as a direct result of HDFC
staff and Board efforts. Furthermore, while this kind of staff
expenditure does not seem inordinate, it has been very effeccive. For
example, in one of the Chairman's_previous capacities he was aware of a

modification made to the Indian Trust Act of 1882 that enabled the -

o —
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Indian Unit Trust to avoid a bout of disintermediation. He used this
experience to propose HDFC as the second private sector exceptilon to
this act, making it eligible for trustee status for charitable trustse.
Achieving this stacus has not only permitted charitable trusts to iavest
in HDFC, it as well gives the firm the equivalent of a AAA credit
rating.

HDFC’s regulatory emtrepreneurism also plays a large role in the
£irm”s allocations of commercial bank funds. In 1978 a Reserve Bank of
India commission (cthe Shah Commission) rescommended that the commercial
banking system could play amn important role in the development of the
housing finance systeme As a result of this study the RBI agreed that
commercial banks should allocate $100 million to housing f£inances. The
following year RBI allocated another $150 million. Ulcimately HDFC was
able to obtain over $40 million of these funds through persistent
lobbying.

In sum, the regulatory change and shift in financial allocational
emphasis has helped to establish ground rules to emable the private
sector to become increasingly interested in housing finance services.
Two f£irms have recently been listed om the Bombay stock exchange to
engage in such activicies. One of these is a diversified financial
services firm with over 150 branch offices. Thus, HFDC can expect
increasing competition for the funds allocated by large financial
intermediaries. In the future it will not just compete with public
sector firms for housing credit allocations. BHowever, given the GOI’s

Tecent pronouncements on the need to expand such allocations, it seems
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likely that the supply of funds should expand, at least in the immediace

fucture, at least as rapidly as the incréase in competing demands.

Low Income Targeting of HDFC Loans

The Eousing Guarancy loan had the explicit objective of increasing
HDFC’s emphasis on loans that provide housing for lower income
households. An objective set by 2ID at the outser of HGOOl was chac
one-third of HDFC’s beneficiaries should be lower income nouseholds.
Before the second ctranche of the loan guaranty could be used, AID
raquired HDFC to develop a low income policy statement and an
izplementation plan enumerating specific measures the f£irm was taking or
intended to take to reach more lower income people.

The Record. During the period that BGOOl funds were being used,
HDFC’s fiscal years 1982-1984, apprcximately 30 percent of all the
beneficiaries of HDFC loans were lover income households, following che
definicion agreed to by AID and HDFC of 1200 rupees per moanth (about
$120). This income level was intended to reflect the income
discribution of the urban portion of the Indian population. This 30
percent total 1s made up of both individual borrowers and beneficiaries
of HDFC’s Corporate Loan Program.

Among loans repayable by individual borrowers, including line of
credit and group loans, HDFC data shows that 17 percent of borrowers had
incomes below 1200 Rs./mo. at the time the loan was sanctioned. This
is confirmed by a file search undertaken by AID which concluded thac 18
percent of the loans sanctioned between December 1982 and December 1983

were to households below 1200 2s./mo.
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HDFC management reports estimate that 79 percant of the workers
intended to occupy housing built with an HDFC loan repayable by the
corporation had incomes below 1200 Rs./mo. The team”s visits to seven
corporate housing projects confirmed that the types of workers for whom
the housing was planned are indeed living there.

The team”™s finding is that HDFC”s record represents effective
achievement of the goal that approximately ome-third of households
benefitting from HDFC loans have incomes below 1200 Rs./mo.

Low Income Policy and Plan. HDFC”s approach to attempting to reach
a broad range of income levels, including a substantial numbar of those
below median income, has been to try through its loan processing
practices to overcome barriers to qualifying lower income applicants for
loans. This is dome to the extent feasible within the standard
structure and underwriting rules established for the individual loan
program. Otherwise HDFC has moved slowly and cautiously in a number of
areas where it was believed that innovations might reach additiomal
lower income borrowers without compromising the firm”s financial
integrity. For example, HDFC has experimented with some variants om its
standard loan terms, but has beer. reluctant to do this on a broad
scale. There has been rather more emphasis placed on special projects
of a highly individual nature,

Srandard Practices. HDFC”s standard loan terms include an indirect
cross-subsidization of lower income borrowers through its schedule of
interest rates for loans at different amounts. Borrowers of less than
Rs. 20,000 usually have incomes below 1200 Rs./mo. and are charged 12.5

percent, slightly below HDFC”s marginal borrowing rate of about 13.3
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percent., HDFC outreach to potential borrowers includes comsiderable
emphasis on groups likely to include lower inccme people == factory
workers, low paid public employees such as schoolteachers and postal
workers, and residents of smaller towns within the regiom covered by
each HDFC branch office. There has b;en a growing emphasis on customer
relations in HDFC staff training, which may be particularly important
for lower income people who have difficulty getting through the fairly
complex and rigorous loan application process.

Finally, the underwriting of HDFC loans emphasizes working through
the special problems of applicants who do not on first review appear to
be able to afford the loan. HDFC technical staff advise applicancs on
reducing the size and design of the house. In many cases, after a
review of the family”s total fimancial situation and potential income
growth, loans that require more than 25 percent of income for repayment
(HDFC”s standard rule) are permitted.

The team”s conclusion is that HDFC views lower imncome borrowers as
an important part of its market and that this is reflected in both the
marketing and processing of its individual loan progranm.

On the corporate side, HDFC appears largely to process the loan as
applied for, letting the corporation determine the income ranges of
workezs who will live ia corporate housing. There have, howaver, been
some cases in which HDFC has successfully suggested that the corporation
reach additional people by building more units at lower cost per unit,

New Approaches. HDFC has made a very few loans with 20 year terms,
making an exception to its standard maximum 15 year tarm in the

individual loan program. The. firm is reluctant to expand this practice,
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not only because of the risk of interest rate mismatch between long tarm
assets and short term liabilities, but also because of a concern that
some of its current sources of funds could disappear all together
through unpredictable changes in Government of India tax and credit
allocation policies. HDFC has also experimentad with a form of
graduated payment mortgage (the Step-up Repayment Plan) but has been
reluctant to expand this effort because of the increased default risk
and ‘the administrative costs of varying standard collection practices.
Finally, HDFC has been gearing up for over three years to introduce a
Home Saviangs Plan, modeled after the West German Bauspafkassed program,
in which aa individual will contract to deposit a certain amount with
HDFC over a two to seven year period, receiviag a below market interest
rate, and then will be permitted to borrow an additional amount at a
below market rate. This innovation has been delayed bedause of
limitations on staff time and is now planned to begin inm May 1985.
HDFC”s goal is for a gradual build-up of Home Savings Plan account. The
firm acknowledges that the pool of funds established under this program
may oot be adequate to permit draw-down of loans and may, therefore,
require a subsidy frou other HDFC resources.

tpecial Pxojects. The low income implementation plan prepared for
AID emphasized a group of special projects designed to reach low income
target groups. Since them other, similar projects have been identified
by HDFC and AID as special low iacome initiatives. Indeed, the terms of
the HGOO2 loan require that at least 15 percent of loan funds be used
for such projects. Of the projects identified during the HGQOL period,

two have come to fruition. These have provided loans to rural
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population groups, in one case to upgrade traditiomal housing made of
impermanent materials and in another to replace such housing with
permanent structures. Two other projects in the originmal low income
plan are still in the planning stages and HDFC”s ultimate role is
doubtful,

The team concludes that HDFC has made a good faith effort to
imp lement the low income policy and plaz agreed to with AID as a
condition for releasing the second tranche of HGOOL. The policy aund
plan have increased HDFC”s emphasis on reaching lower income people,
However, it is the team”s view that an excessive amcunt of HDFC staff
energy has been spent on special projects and, as will be discus;ed
further below, recommends that this area be deemphasized in fivor of new
approaches that will have a more systemic eiffect on HDFC”s mainstream

loan prograams.

The Corporate Loan Program

HDFC”s corporate housing program provides large benefits to the
workers who occupy company-owned units on a rental basis. They
typically live in housing substantially better than they could otherwise
afford on the basis of a heavy subsidy from their emp loyer. Reat
charges are low -- ranging from mo remt to 5 or 10 percent of salary.
In a standard case reatal payments cover ounly 15 percent of the 620
Tupee average mouthly cost of the housing umit to the corporation, and
the subsidy represents a 50 percent incremeat im the emp loyee”s basic
salary. The subsidy is viewed by both the ccmpany and its workers as

part of the compensation package.

L'Q
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HDFC financing makes it possible for companies to provide housing
for their workers by making loans that are easily available, unlike
loans from governmental imstitutions, and available at more favorable
rates than the principal non-governmental alternative source of funds,
inter-corporate borrowing.

The structural quality and amenities of corporate-provided housing
are basically the same as for units purchased by individual borrowers at
income levels Qt or below 1200 Rs./mo.; and the number of occupants for
the size of the unit is usually lower. Units visited by the team were
structurally sound and well maintained.

While the occupants of rental worker housing must vacate their
units when they leave the company”s employment or re:ire, this does not
appear to cause hardship. Most wopkers stay wi:h a company until
retirement aﬁd a somewhat common pattera is for a worker to begin buying
his retirement house severzl years in advance, using a combination of
withdrawal of provident funds, other saving;, and, sometimes,
homeownership loans from the company. The low cost of cempany rental
housing may, in fact, contribute to the high savings rates that make
homeownership possible for these workers.

In addition to providing low remt housing as part of workers”
compensation, a number of companies build worker housing because their
plant is located in an area remota from a population center with a
skilled labor force. Housing must be provided for skilled workers
because there is no acceptable local housing or no housing close enough
to the factory. The availability of an HDFC loan makes possible, or at

least advances the schedule, of industrial expansion in such areas. It
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thus supports the Government of India”s program of dispersing industry
avay from major metropolitan =2rsas.

Worker rental housing built with HDFC financing usually is part of
a larger system of company provided housing assistance. There are at
least three ways in which HDFC finances homeownership for industrial
workers, and a company that owns worker rental housing usually is also
iovolved in at least one of them. (1) An HDFC corporate loan, i.e., a
loan the corporation is direztly responsible for repaying, sometimes is
used by the company to build housing that is sold to workers on an
installment basis, with or without an interest subsidy, rather than
rental housing. (2) HDFC has a program that provides a liné of credit
to the couwpany, which screens individual homebuyers from among its
employees and guarau:ee; repayment to HDFC. (3) Many companies”
employees take loans from HDFC on an individual basis, and, where
permitted by law, the company agrees to deduct their monthlf.paymen: to
HDFC from their salary. As noted above, HDFC sometimes links corporate
deposits to commitments to make a certain volume of loans to the
company”s employees.

There are circumstances in which homeownership, even with a
subsidy, is not possible. Where the plant is located in a remote area,
the workers may not be willing to buy housing units, even if they can
afford them, as they intend to return to their place of origin at
retirement. In addition, the company may want to keep a stock of
company-owned housing because it needs it for essential staff near the
plant site. Such essential staff include, for example, skilled workmen

who service machinery.
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Where workers are willing to buy and altermative housing is
available for future workers, some companies have been willing to
provide a homeownership subsidy, rather thaan low rent housing, as part
of the compensation package. Forms of subsidy include transfer of
company-owned land and in-kind contributions to construction, as well as
interest subsidies. The trade-off between subsidized homeownership and
low rent company-owned housing is a matter of company policy and,
sometimes, negotiation with the unioas.

The corporate loan program is a momey-maker for HDFC, carrying
higher interest rates and shorter terms than individual loans. It thus
indirectly helps HDFC reach lower income borrowers through the
individual loan program without compromising the firm”s financial
integrity.

Prospects for growth in HDFC”s corporate loan program appear
good. The Government of India“s Seventh Plan continues to eaphasize
incentives for plant location in officially-desiznated backward areas
and, ia a country with 2 severe housing shortage, workers are likely to
continue to press for housing as part of their compensation.

If HG funds could not be used for HDFC corporate loans, this would
not affect the volume of such loans. Rather, the effect would be to
limit HDFC™s overall growth rate, since HG funds would be drawn down
more slowly. This might put some additional pressure om HDFC to reach
lower income borrowers through its individual program. However, given
the reasonmable efforts HDFC is making to target its individual loan
program to lower income borrowers, the team does not believe this

consideration should be given much weight.
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In suym, the team concludes that the corporate loan program is an
appropriate use of HG funds. It provides substantial benefits to lower
income workers by realizing companies” willingness to provide housing as
compensation for workers, thaereby adding to the housing stock in a
country with a vast shortage of decent housing. And it supports the
ability of HDFC to reach other low income households through cross
subsidies.. Moreover, in a highly unionized eavironment like India, the
exploitative aspects of "company towns'" are unlikely to exist; and the
team saw no avidence of this at the projects visited. Finally, the
availability of financing for company-owned housing has not acted as a

barrier to homeownership opportuniﬁies for Indian workers.

Technical Assistance

The $100,000 in technical assistance funds provided during the
HGOOl period was used for what can be broadly defined as training
activities. About two-thirds of these'%unds sypported a management
audit and general staff training exercise. The training concentrated on
;ignificant deficiencies in personnel matters and intra-firm communica-
tions documeanted in the audit report. It is the team”s opinion that thke
audit was thoroughly done and the results affectively communicated to
HDFC. Ia addition, the training conducted as a direct comsequence of
the audit was a very high priority to the firm. The audit and training
taken together had significant impacts on HDFC. It provided the overall
framework for the improvement of non-financial management procedures and
persounel practices including recruitment, training, and compensa tion,

It also achieved immediate gains in the form of improved working
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telationships within the firm, even down to the staff-manager level, as
well as between central and branch offices.

The balance of the technical assistance funds supported executiva
training of two major types, both of which involved sending senior staff
to conferences, seminars and similar events: meetings focused om lowe
income housing and urban development issues, and meetings on financial
management and entrepreneurism. The gains here are much more difficult
to measure, but the experience seems to have genuinely broadened the
perspective of those involved, especially in regard to low income
housing alternatives and ways of assisting lower income households.
This in turn has made those participating more receptive to working om

initiatives Iiavolviag lsw lacome households.

Housing Quality

Questions have been raised about the quality of the housing
financed by HFDC, not because of any indication of problems existing but
rather as part of a general concern about sound business practices.
From HFDC”s perspective, loans on poorly comstructed buildings could
increase the likelihood of mortgage defaults and mar its reputation,
From AID”s perspective, association with deficient units -- through its
lending to HFDC =~ could be a sourca of embarrassmeant. To study this
issue the team reviewed the procedures followed by HFDC in appraising
and inspecting units on which it might make loans and an AID engineer
inspected a sample of properties for which AID funds had been emp loyed

for the mortgage to determine if gross deficiencies were present,
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The team”s findings are:

(a) the procedures followed by HDFC regarding inspections of units
during coustruction and appraisal are prudent aand adequate;

(b) HDFC”s exposure to loss is extremely limited due its highly
conservative underwriting practices, which are designed to protect it
from the necessity of foreclosure proceedings;

(c) inspections of 7 corporats projects and 21 units. involving
individual loans selected by the team from three branch offices
uncovered no instances of deficiencies; comstruction quality as rated by
the AID engineer ranged from satisfactory to excellent.

Based on these findings, the team concludes thaﬁ there is no reason

for AID to undertake inspections of HDFC-financed units.

Overall Conclusion and Recomaendations

HDFC is a financially sound institution whose ability to sustaia
itself as such in the future is without question if current policies are
followed. Moreover, the team believes that the Housing Guaranty loan ==
both in its timing and magnitude -- importactly affectaed the ability of
HDFC to achieve its present position. There is no question that HDFC is
playing a key role in the development of a private housing finance
system in India and it may have modest longer term effects om the
efficiency of the financial sector in general by demonstrating the
utility of private institutions and in accomplishing regulatory changes
which will pave the way for the establishments of other firms. Im this
sense, the broad purposes of the Housing Guaranty loan have bean

achieved.



34721 1-28

In addiction to the general objectives, the HG had several specific
goals regarding HDFC development. These quantitative goals, which were
in che logical framework of the 1981 Project Paper, are listed in Table
l.l, along with the actual HDFC experience. At the time the inicial
Project Paper‘was wricten, it was anticipated that the HG funds would be
dispersed over a two year period. Hence, two year goals and longer-
range five year goals were developed. The actual disbursement period
turned out to be three years. So, some interpolacion is needed in

comparing the goals with accomplishments.

The team’s opinion is that HDFC substantially aqhieved the goals
set for it. To appreciate the reasons for this judgment some comment on

several of the goals is necessary.

o Regarding increased resource availability, HDFC was below the
two year target at the end of two years but its growch
accelerated in 1983- 1984. Moreover, it is important to note
that HDFC has substantially exceeded the projections in this
area which the International Finance Corporaction made for it
and 13 essentially in line with its own projections made in
1981.

o In terms of expanded operations, the gumber of branches opened
fell short of the goal (2 vs. 6 over three years). On the
other hand, HDFC has opened three branches since che end of
the loan period. More loans have been processed than stated
as the goal (on an annual basis).

o As to loans to corporatioms, the number of loans is almost
exactly on target, if one uses the amnual rate implied by tche
five year goal (133 loans actually made vs. a goal of 135).
The number of units financed is below the goal by several
thousand unics. However, the goal was set on the basis of che
HG funds being devoted to corporate loans, when in fact a
large portion of HG funds have supported individual loans.

o HDFC has essencially met its target with respect to the share
of beneficiaries (home owners plus workers living in corporate
housing) who have incomes below the median household income
figure employed in the project.

v
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TABLE 1.1

PROJECT PAPER GOALS AND HDFC ACCOMPLISHMENTS

.accivicy goal actual
S year 2 year 3 yos (1981-1984)

increased resource
availabilicy (mill.) $400 §110 $140

expanded operacions

= new branches 2 par year 2 total
=~ loan applications
processed (total) 78,000 32,000 56,506

increased corporate

loans

= number of loans 225 75 133
= number of units 22,000 13,500 ‘11,839
low income approximately one-third

beneficiaries of loan recipients or

beneficiaries 302

‘Note: the number of loan applications inecluded under the second
activicy are for individual loans only.
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The ability of HDFC to pursue .the development of a financially-
sound housing finance system in India depends on the continued success
of regulatory entrepreneurism. There are still a number of important
legislative and regulatory requirements that tend to increase the cost
and reduce the availability of funds for housing finance, particularly
for low income borrowers. HDFC staff are continuing to hold.discussions
wicth GOI officials to effect these changes.

In this light, the second HG loan can be viewed as a sustaining
housing investment similar to the first loan. BHowever, it 13 even more
an investment in establishing a rationalized housing-finance system than
the iaicial loan. If HDPC is successful in achieving the regulatery
change it seeks, it will have established a set of ground rules for a
new type of institution that is not only financilally sound but also able
to provide assistance to lower income households. As HDFC = and the
housing finance system -— mactures, several adjustments to its
activities, including those undertaken with HG funds, could be made
which the team believes could place it on a better footing for the
fucture.

These recummendations fall into three groups: (1) local resource
mobilization; (2) low income policy; and, (3) the corporate loan
programe.

(L) Besides the direct effect of helping to provide adequate
housing for lower income households, the primary accomplishment of HDFC
has been the demonstration that funds can be effectively mobilized for
this purpose by reliance on private sector imitiatives. These

iniciatives are, however, constrained by Indian credit markec policies

(|
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that limit explicit competition for funds. The firm has shown a good
deal of creativeness in exploiting opportunities that are either created
by or associated with existing credit markec constraints. This activicy
should be encouraged because it 1s only through the development of a
broad-based investor constituency that the firm®s financial independence
can be assured. Furthermore, it i1s chrough this type of competitive
endeavor that the benefits of a formal financial system are made mbre
apparent to an economy that channels less than 20 percent of its
financial transactions through financial intermediaries.

Accordingly, the team recommends that HDFC strongly pursue its
policy of expanding its base of individual deposits. Additcionally we
admonish AID to consider not simply the bemeficiaries of HDFC loans in
computing a measure of HDFC’s assistance to the lower income sector.

The long run gains to low income depositors ~~ flowing from establishing
a relationship with a formal financial institution =—— represents an
important public policy improvement.

(2) Through its efficlency HDFC has reduced housing finance
costs. However, these gains cannot be expected to offset the higher
housing costs for many lower income households associated with other
housing and credit market regulatory scructures. While cross-
subsidization of HDFC loan recipients beyond the limited scaling of
interest rates already in place would help individual households, it
would also have the perverse effect of relieving pressures to remove
existing regulatory impediments.

With 1ts small staff, HDFC’s chief function is to provide efficient

real estacte finance services, -and there.is.a very .short supply .of such
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services in che Indian economy. Accordingly, in implementing ics low
income policy the firm should focus more on systemic financial aspects
of ﬁousing racher than the present, staff intensive emphasis on special
housing projects chat either may not be replicable or else do not, in
fact, differ significancly from HDFC’s standard corporate or line of
credit programs.

In particular, the team recommends that acttention be given to two
pressing areas: increasing affordabilicy through loan term
modification; and expanding the supply of markec rate mortgage credit.
In the first area, we recommend the consideration be given to schemes
thac reduce mortgage payments without substantially increasing the
firm’s risk exposure. For example, a greater willingness to experiment
with graduated payment schemes or with schemes that lengthen loan terms
without a major increase in interest rate risk exposure would be in
order. In addicion, resources should be allocated to an analysis of how
foreclosure laws might be amended so that the expected costs of defaulc
might be reduced. Such a reduction could help to lower the very high
downpayment requirements currencly in effect.

As for the supply of mortgage credit, HDFC can best leverage its
resources and techunical skills by providing these services to other
financial institutions on either an equity participation or services
contract basis, rather than pursuing projects of a non-financial
nature.

(3) The corporate loan program provides substantial Eenefics to
lower-income households. It is both directly pr-fitable for HDFC and

linked in important ways to funds mobilizatiom. Inm the team’s. view,
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morcgages has been adequate to keep its risk of foreclosure for
construction—qualicy related reasoms to a minimum; and che impact on

HDFC operations of the technical assistance resources provided to it by

AID as part of the Housing Guaranty package.



