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Financing Housing in South Africa:
An Overview of Issues,
Options and Prospects

by Isaac ~ Megbolugbe and Eric S. Belsky

The housing finance system in South Af·
rica meets the mortgage credit needs of
about one-quarter of the population well
and three-quarters of the population
poorly. The challenge for the South Afri
can government is to facilitate and enable
the existing market to better meet the
needs of the majority. The government
proposes to meet that challenge by taking
a series ofsteps_ The government plans to
move aggressively to restore the order or
law and enforce mortgage contracts in
areas where that order has broken down.
It plans to provide protection for private
lenders originating mortgages in these
areas until law and order are restored.
The government also intends to provide a
savings-linked housing subsidy to low
and middle-income households and to cre
ate a government-sponsored but share
holder-owned National Housing Finance
Corporation to create a secondary market
and wholesale funds facility for the hous
ing finance system. The state is planning
to enforce a code of mortgage lending

conduct for banks and a warranty scheme
and code ofconduct for builders. A service
corporation will be created to help con
sumers select homes within their budget
and help resolve rent and mortgage loan
boycotts.

This paper makes the case that bousinJ: is
important to the national economy and
that the housing fmance system is cen
tral to accomplishing national housing
goals. Aconceptual framework developed
for a United Nations project for Fannie
Mae is applied to the South African sys
tem. All finance systems must meet simi
lar challenges to solve the central problem
of housing finance systems: how to fund
housing loans. intermediate the funds
between savers and borrowers, and man
age the risks associated with mortgage
lending through intermediaries.

The South African housing finance sys
tem is placed in comparative perspective
to reveal its existing strengths and weak
nesses. The government's proposed polio
cies and actions to reform and improve

the system are evaluated in the light of
these strengths and weaknesses and ex
perience from other countries. The analy
sis suggests that the South African
government has developed an effective
plan to deal with the most pressing of
housing finance issues. However, it also
reveals that some issues are not yet fully
addressed. These include howto bestman
age agency, liquidity and system risk.
The plan is given high marks for choosing
actions that will capitalize on the ben
efits of the existing system, managing
credit and political risk, expanding fund
ing for housing, and creating effective de
mand among the three.quarters of the
population that is now poorly served.

The paper concludes by noting that hous.
ing finance systems are always evolving.
Seen from this perspective, the historic
and monumental steps that South Africa
is taking are the first of many that will
follow. As the process unfolds, the gov
ernment will have to create viable exit
strategies to withdraw (rom roles that it
will not need to play as the system gets
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more established. Both the public: and
private sectors are urged to guard against
certain hazards. focus on several key is
sues, and stay flexible and responsive to
change.

1Nl1l0DUcnON

The future wealth and prosperity of South
Africa will depend, in farge part. on

meeting its housing needs. Decent housing
in viable communities situated within
commuting range of economic opportunilies
is central to achieving economic efficiency and
reafizing the full potential of the nation's human
resources. Promoting housing is notonly good
social policy. bUt sound economic policy as
welL Housing can be a powerful engine for
economic development. Producing. main
taining, improving. and furnishing homes cre
ates large numbers of well-paying jobs and
uses materials with a high degree of domestic
content. For those who purchase a home, it
becomes an important form of savings, a
hedge against inflation, and a store of wealth
that can be tapped for education and small
business investment

Today. South Africa is endowed with con
siderable resources that it can mobilize ro
achieve its housing goals. The South African
govemment should be applauded for making
housing one of the centerpieces of its develop
ment plans. Effons already undelWay in the
country to meet new and ambitious housing
goals testify to a new emerging commitment
to housing. The formation of and the work
being done by the National Housing Forum
and its constituents demonstrate that the
nation certainly has the talent to make
significant strides towards meeting its housing
needs.

Significant impediments. however, also stand in

the WftIofmeetingSouth Africa's housingneeds.
The polarization of the national income
distribution and the current poorCOndition of the
housing stock in which a large share of South

Africans live are pel1'laPs the two most apparent
and signifICant difficulties.Ahost of~ments
has given rise to these problems. The most
obIIious of these are past policies and attitudes
that enforced severe discriminalion in labor
markets and restricted access to social and
educational opportunities for non-whites.

The South African Department 01 Housing and
the National Housing Forum have done an
excellent job in cataloging the constraints to
and opportunities for resolving the country's
housing problems. l Impediments include
problems with the governmental delivery sys
tem tor housing aid, important gaps in policy
needed to encourage greater private invest
ment, deficiencies in the retail mortgage credit
delivery system especially in meeting lower
income noeeds. land planning and tenure
problems. and the limited capacity of the hous
ing prOduction sector.Among the opportUnities
are the participatory policy development
process now unfolding, well-developed infra
stnJeture (inclUding a sophisticated financial
sector), the opportunity to better target public
and private sector resources, the interest of
the international community in helping auL and
an improving economic outlook.The challenge
is to mobilize South Africa's impressive infra
structure, institutions. capital, human re
sources and material resources to overcome
obstacles to achieving its goals.

This paper focuses on one key constraint and
one key opportunity, both of which derive from
a single source: the housing finance system
in South Alrica.The system has been charac
terized as at once sophisticated and lacking.
Indeed, there is ample evidence that both
views are correct and communicate important
information. That the South African finance
system is internalionally recognized as s0

phisticated suggests that it is a resource that
should be built upon and enabled. not dis
mantled or abandoned. That it has Iailed on
its own and in pannersbip with the goyemment
to meet South Africa's hou3ing needs suggests
thar actions must be taken to enhance it

H()U~lNG FINANCE INTERNATIONAL

Housing finance is important because it is the
lifeblood of housing delivery sy51ems world
wide. Suppliers require capital to finance
housing production and related infrastructure.
Consumers and investolS, lor their part. re
quire credit to finance home purchases and
improvements. Few can afford to c:ome up with
the cash needed oto produce multiple homes
for sale. purchase a home or rental property.

Although a top-performing housing finance
system is an asset, it is not a panacea. All the
impediments and constraints listed above
mu,t be addressed il the hope of meeting
South Africa's housing needs is to become a
reality. Economic growth that benefits a
broader segment 01 the South African pop
Ulation will pertlaps be most imponant. But
even that goal will be selVed by taking the
proper steps to mobilize the housing finance
and production system.

The next section of this paper attempts to cast
South Africa's housingproblems in the broader
lightof the range of possible housing problems
encountered around the world.The discussion
will selVe to illustrate that all countries at all
times are challenged with working out solu
tions to a common set 01 problems. Though
theextent towhich each counlry hasbeen able
to minimize specific problems varies, the
ingredientS that must go imo ahclusing finance
system are universal. South Africa's housing
ftnance system is then placed in comparative
perspective. Prospects and proposals for im
proving the syStem al'Q then discussed, and
the appropriate roles for government inter
vention are described and rationaliZed.

The goal of this paper is to provide a frame
work for thinking about South Africa's housing
finance sysrem.The framework has the benefit
of drawing anention to the full range of issues
that must be considered. It has the additional
benefit of organizing the issues so thaI lessons
from other countries can be more readily
drawn upon to inform the formulation and
implementation of South African policy.
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'DIE UNIVERSAL NATURE OF THE
HOUSING FINANCE PROBLEM

Housing is an expensive durable good. Few
~ therefore alford to pay for decent ttousing
up front out oftheirown savings. Instead, they
have to borrow from the pooled savings of
others.

At the most generalleveJ of abstraction, the
housing finance problem is how to fund
housing loans. intermediate the funds between
savers and borrtlwers. and manage the risks
associated with mortgage lending through
intermediaries.: More specifICally, all nations
must address the problems discussed below.

Fonding

Housing finance systems require an adequate
and reliable supply of capital. InsuffICient or
cyclical constraints on capital drive up the cost
of funds and partly regulate the timing and
numberofborrowers who can be served. Four
pools of funds can be tapped to finance
mortgage lending: private equity, private debt,
deposits and govemment or govemment
directed credit. Savings can come from do
mestic or international sources.

Lou Origioatioa aad Servicing

Housing loans must be originated and ser·
viced.The imponance of these functions can·
not be over stressed. The specific nature of
the poRcies and operations governing origin
ations determines the costs of producing a
loan. who shall receive them and at what price.
The nature of the policies and operations.gov
erning servicing governs th~ cost of keeping
track of loans and dealing with delinquencies
and defaults. Asystem must develop to ongin
ale and service housing loans. A number ot
alternative systems can evolve to perlorm
these functions. The origination and servic·
ing functions can be assumed by the
intennediary that raises the loanable funds or
by specialiZed finns under contract to those

who hold the mortgage note. A host of
arrangements among publicand private sedor
parties is possible.

Managing Credit Risk

Housing finance systems must develop
methods for managing and pricing the risk that
borrtlwers will become delinquent or default
on their loans. Credit risk can be managed by
restricting borrowers to those who have de
monstrated capacity and willingness to repay
debts. It can alSO be managed by collateral·
izing the loan either with the home itself or
some other asset. Managing risk through col
lateral requires clear litle and a legal system
which supportS cost-effective repossession of
property from defaulted properties. If these
conditions are in place, credit risk can be
further managed by demandinga large down
payment from borrowers to cushion the lender
against the probability of default even if house
values dedine or borrowers lose the capacity
to service their debt. A final and importantele
ment in managing risk is diversifying it across
many areas and borrower types. This reduces
the dtsflCe that economic or structural pro
blems that affectparticulartypes of borrowers
or areas will result in calaStrophic losses to a
single fUnding source. Risk can also be re
duced in the case of variable rate loans by
car;lPing interest rate adjustments. Credit risk
can be managed in other ways as well, in
cluding indamnifying borrowers against tem
porary losses of ;flCome and savers against
default of financial infermediaries.

Managing Liquidity Risk

Housing finance systems also must come up
with ways 10 manage lhe risk that money
loaned for home purchases and improvements
will be needed before it is due. Managing this
risk is particularly important to intermediaries
that are funded with savings that can be called
by savers at any time Of after short terms. One
way 10 make housing finance more liquid is 10

standardize lhe charactenstics of mortgage
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loans and then use them 10 back securities
that are more easily traded for cash.

Housing finance systems need fO address un
certainty with respect to scheduled real orno·
minal cash flows. &peeted inflation. actual jn.

fIation, real interesl tales, and exchanges rates
are all uncertain and drive interest rate risk
(the risk of being stuck with interest rates on
assets that are below current market rates)
and prepayment risk (the risk of being cut out
01 expected interestpayments on principal and
of being stuek with cash when interest I'ltteS

are at !he bottom of the cycle). Gash flow risk
can be managed by improving estimates of
the average weighted life of a mortgage with
certain tenn and interestcharacteristics.This
helps estimate the likelihood of ptep8yment
and the value of a loan with a given set of
ctlaracteristics. It can also be managed by in
cluding prepayment penalties in loan con·
tracts. Interest rate risk can also be managed
by more dosely matetling asset maturities to
liability maturities. It can be managed by hed
ging. using financiaJ instruments that can re
liably be expected to move in an offsetting
direction if interest rates etlange.

Housing finance systems must be able to ef·
fectivelV manage the risk that an intermediary
win act in awalf that harms the other. Agency
risk can derive from several sources. It can
stem from fraud of ernployees, a divergence
between the interests of management and that
of savers or investors. or the default of an
intennediary. This risk can be wholly left to in
dividual panies to manage thtoUgh indvidually
negotiated contracts and precautions against
dealing with shady firms. Ffisk also can be
managed in partnership with govemment.
Governmentscan pass and enforce consumer
protection laws. and supelVise financiel
intermediaries to identify and resolve risks
before they get out of hand. SpecifIC man-
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ifeslations of agency risk include the risk of
nonperformance of a third party guarantor of
timely mortgage payments and of loan orig
inators selling uncreditwOl1hy loans to secon
dary market purchasers.

MaDaging System Risk

Oue to the integration of financial inter
mediaries and markets, housing finance sys
terns mustprotect againstU1e risk that afailure
in one or more institutions will spread through
out the system. One way to protect against
this risk is to diversify it by dealing with many
partners. Government can also act as a
guarantor of last resort or enforce regulalions
aimed at constraining the amount of credit.
agency. and cash flow risk that financial
intermediaries are permitted to take on.

Man2ging Politlc:al Risk

Governments can lake actions that adversely
affect credit, cash flow, agency and system
risk. Managing this risk dep~nds on the
stability of political institutions. policies, regu
lations and domestic tranquility. Coping with
political risk can be a slippery slope because
the more a government inteNenes to control
lttis risk, the more opportunities il creates in
the market's eyes to back peddle on these
inteNentions.

Deciding Whedler to Subsidize Housing

Governments can elect to provide subsKflaS
as pal1of the housing finance system. Govem
ments often intervene to subsidize housing
either to redress inequalities generated out
side the housing finance system or to provide
incentives and stability to the finance system.
Governmentscan subsidize hOUSing in avari
e~ of ways ranging from: (1) funding mortgage
insurance programs thai are nOI actuarially
sound; (2) prOViding tax incentives on the
demand or supply side: (3) providing direct
subsidies (cash grants or interest rate write
downs) on the demand or supply side: and

(4) providing depositorother insurance to pro
tect financial intermediaries or borrowers
against bearing the ~runt of credit and other
risks.These subsidies can be deliveredby the
public sector or through the private sedor.

Meedog Housing Finance Needs

Housing finance systems clearty perform a
multitUde 01 taskS, each with its own needs
and goals. Trade-offs must often be made in
satisfying ttlese needs. For instance, lowering
interest rate risks by indexing mortgage loans
to ntal interest rates can increase crealt risk
by increasing the probability that borrowers
will be unable 10 meet their mongage
obligations When interest rates ri:5e. Measures
to manage system risk, such as deposit insur
ance, can boost agency risk, such as deposi
tories taking undue risks. Func:fmg tf1rough de
positories can solve the capital supply prablem
but increase liquidity risk. Of course, done
properly all the risks introduced by laking one
action can be fully or partially offset by taking
others.

All 01 the above ingred"'leOlS are necessary to
create top-performing housing finance sys
lems. Ac anyone point in lime, all are likely to
present problems, though some WIll be IIlOf'9
problemalic than others. In South Africa. for
instance, SUbsidizing consumers, managing
credit risk, tapping savings to fund more
mortgages. redirecting and expanding the
servicing and delivery system to meet ttle
needs 01 underserved markets, better man
aging credit risk, and taming political risl< are
all significant needs. Tapping savings. re
directing delivery systems and subsidizing
consumers are perhaps the most urgent.

MEASURING SUCCESS AT SOLVING
11IE HOVSING FINANCE PROBLEM

Every nation is laced with soMng the housing
finance problem as effICiently and cost eltae
lively as possible while ensuring the stability
01 the financial system and extending credit

1.l("\1 1<::INr.\ ~INANCE INTERNAtIONAL

ro as many mortgage bol1tlwers as possible.
Success in meeting the housing finance pro
blemcan be measured in manydetailed ways.
A few summ8lY measures of performance,
however, best crJrM!!f asense of howto define
success in meeting the problem:

• Narrowing the spread between the
interest rates on savings and housing
loans with comparable maturities. The
difference equals the expected costs of
covering risk plus the operating costs and
profits of intermec:faaries.Tllis is an elegant
measure of efficiency and cost effec
tiveness of the system because operating
costs measure the efficiency of loan
origination and servicing, risk premiums
reftect the success in managing risks. and
profitmargins measure the extent towhich
the supply of loanable funds is sufficient
to cover demand.AIttlough this is a useful
summary measure, a better approach is
to adjust the spread for macroeconomic
forces that inftuenceemditand prepayment
risk over lime. Making ttlis adjustment
acknowledges the fact that economic
fotees outside the control of !he housing
finance s~em can cause volaltlity in the
spread. For example, when lhase in the
market expect a severe recession, both
credit and prepayment risk may be rated
higher and show up as higher l1\Of1gage
interest rates.

• InsUlating the hoUsehold sector from
macroeconomIc shocks. Housing fi
nance systems must nol only be efficient
but stabls. There are several ways of
defining staburty. but in the final analysis a
system is nOl stable unl8$$ it has mech
anisms designed to insulate savers and
det:lt0lS from 'ailing confidence in thesafety
and soundness of the system, rapid ron
ups in interest rates, and severe declines
in houseprices. More stable systemshave
mec:hanisms in place to guarantee dep0
sits (to maintain consumer crJnfidence in
the safely of the system), provide lixed-
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rate financing (to anow borrowers to protect
themselves against rapidly rising interest
rates). provide and encoorage use of hed
ging strategies (to insulate financial inter
meaaarie3 from interHt rate risk). supply
mortgage insurance or setmortgage rates
to cover insurance costs (as a cushion
against falling house prices), and limit bor
rowers'liability to collateral securing aloan
(to ensure that a collapse in house prices
does not result in loss of other household
assets). Stable systems are also buttres
sed by stable inflation and strong legal
systems that ensure properties can be
promptly attached and disposed in the
event of foreclosure.

• Creating prodUcts that allow as many
credit-worthy borrowers as possible to
qualify for a loan. A credit-worthy bor·
rower is one who can reasonably be ex
pected to repay a loan. Many aspects of
creditworthiness are out ot the control of
the housing finance system. Forexample,
the system has little or no control over the
employment histOl)', savings. income and
credit histories of borrowers Ql the value
of housing as collateral. Nevertheless,
housing finance systems that are able to
serve the largest possible share of
creditwonhy potential borrowers, given
these constraints, demonstrate greater
success in meeting credit needs. The top
performers are systems that are able to
maintain safetyand soundnesswhile atthe
same time lowering downpayments.
lowering the cash on hand needed to close
aloan, and increasing maximum allowable
housing and non-hoUSing def:lt. Produd de
velopment and testing aimed at profirably
converting borrowers at the margin of
qualification into qualifieet borrowers
expands the reach of housing finance
systems.

• Maximizing the share of creditworthy
borrowers who obtain loans. It is not
suffICient simply to create products that en-

able as many borrowers as possible to
qualify for a horne loan; the system must
have a retail system that is marketing and
making loansavailable to as manyof these
borrowers as possible.

. Although most economists would agree
that the housing finance system is a poor
vehicle lor redistributing wealth. some
countries, including the United States.
choose to subsidize housing lor low
income people. Ifgovernment subsidies to
owners and renters are viewed as part of
the housing finance system. then aeritical
additional measures of success can be
added:

• MaximiZing the share of households
who ant able to pun:hase or rent III af·
fordable and decent bome at the least
cast and risk to the system. Many
schemes for SUbsidizing housing have
been tested. At a minimum, the goals usu·
ally inclUde leveraging public funds as
effectively as possible and with the least
risk to the government Others goats, IS •
pec;iaIly social equity through redistribution
of wealth, are often also pursuecl.1lle suc
cess of Ihese efforts can therefore be
measured by progress towards meeUng
the nation's total housing needs for afford
able, safe, and decent housing.

SOUI'll AfRICA'S
ROUSING FINANCE PROBLEMS

IN COMPARATIVE PERSPECTIVE

South Africa faces significant housing chal
lenges.Though the magnitudeand specificde
terminants of the chaUenges are its own. it
shares many of them with other countries.
South Atrica, for inslanCe. has many homeless
people. A large share of the housing srock is
strueturaUy inadequate. Significant fractions of
the population are devoting excessive shares
of their income to housing. Markets and
borrowers are underserved by housing and
mortgage market institutions. But the same

HOUSING FINANCE INTeRNATIONAL

can be said fot a hOSl or industrial and less
developed countries as well. The United
Slates, which is considered one of the best
housed nations in the world, has all of these
problems to some degree. South Africa also
has problems with secure and enforceable ten
ure and land title in some areas. These prob
lems are often found in Lalin American, Asian
andAfrican nationswhere intonnal sectors and
squatter setUements have evolVed in the face
of rapid urf:)aniution and policies thatcreated
a polarized income distribution. Bul these
problems can even be found in the most de
veloped of industrial nations. The squatters in
Amsterdam and the coJonias in the south
westem United States come to mind.

Housing finance systtms playa central. but
in no way exclusive, role in meeting these
housing needs. They mobilize the capital
needed to finance housing construction and
consumption. and deliver it to housing
suppliers and consumers. They also serve to
channel subsidies to suppliers and con
sumers.

The current housing finance sysrem in Sculh
Africa is a paradox. It serves upper-income
groups. which are mostly white. well; but
middle- and especially 19w..inCXIme groups.
which are mostly nonwhite. poorly. Banks
mobilize Iow-cost savings funds and modem
banking technologyto fuUy and cost effectively
meet the demand of the 220/. of households
with monthly incomes above R35OO. Banks
have never directed much mortgage capital
to !tie other 78% of households. What little
experience banks have had servicing the
mass market have mostly been bad. Poor
underwriting, bond boycotts and inflexible
I11OI1gage products have combined to create
significant losses on loans to lower income
households.

As a result. nontraditional retail lenders have
developed to attempt to meet the needs at the
majorityof households.Historically, the South
African government has directly or indirectly
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capitalized most non-bank housing lenders
through the Deve/opment BankofSouth Africa
of the South Africa Housing Trust. Non
tracfltionallenders are not registered under the
Banks Act and therefore are not permitted to
take deposits. though some are starting to
access funds in their own right The nontra
ditional capital base is minuscule in com·
parison with banking capital and depends on
the largesse ofpublic and private donors.The
tsdv1icaIcapaciryotthese nontrad"ltionaIlenders
varies. but on average is mudllower than il the
tormaI sector. Cost ofcapital and risk are much
higher in the informalsector,leadng to high cosr
ofcapital to exactly that class of bon'cwersmost
il-equipped toaffotd it.Lacking savings, income,
steady employment and access to capital on
ccmpetiM 1enTlS, low- and moderate-income
households are disenfranchised from the
housing finance system.

funding

The capital supply within South Africa, at over
R715 billion, is c1earfy adequate to the task of
fully fUMing housing finance needs. However.
the system heavily depends on deposits for
funding. Banks supply fully 86% of mOftgage
aeQlt. but <:ontrol only one-third of domestic
capital. Institutional investors Oife insurance
companies and pension funds) supplyonly 8%
of mortgage credit. bllt control two-thirds of
domestic capital. Domestic and foceign gov
emments combined fund only a small per
cenrage of mortgages.

Dependence on depositories has bolh costs
and benefits.The principal benefit is that it taps
savings lram the household and corporate
sectors. The principal cost is the need to de
pend on adjustable rate mortgages. Oeposits
are shan-term liabiliries. Mosr countries. rhat
depend on deposits to fund mortgages.
therefore, also tend to offer only Short-term
and adjustable rate mortgage loans. South
Africa is not an exception. Banks match assets
to Iiabinties by ensuring that inter9$t rates on
their mortgages move with market rates. Ad·

justable rate loans leave borrowersvulnerable
to price shocks. The more marginal the bor·
rower, the more a bank must charge to cover
its credit risks. Thus. reliance on depo$itories
has hindered the capacity of the South African
system to price mortgages low enough for
middle- and Iow-income households to afford
and has added to credit risk.

South Africa also has failed to fully develop its
deposit base. Banks have focused on upper
income whites and core urban areas. Incen
tives for people with lower incomes to save
have been lacking. Alarge potential SOUIQ of
funds for capital investment in housing has
lhus gone untapped.

Lo2R Origination and Servicing

Lenders in South Africa typically combine aU
moI1gage credit functions: they fund. originate,
hold and service mortgages.This integration
of functions is common around the wand. In
some countries, such as the United States.
however, these functions are increasingly
being performed by specialized institutions.

Banks operate effective retail networks in
urDan core areas but lack capacity in black
townships and rural areas. Nontraditional
lenders operate weak retail nelWonts. A:s a
result, only 12% to 15% of the mOl1gages on
the books of South African banks are on pr0

perties in the black townships. Nontraditional
lenders speciarlZe in undelSelVed markets but
ultimately fund the purchase of not more than
12.000-15.000 homes per year. Themostac
liVe nontraditional lenders have focused on
lending for light home improvements such as
for additions and improved security.They fund
about 7.500 loans with an average size or
about A4000 and a two-year term.

Nontraditional lenders are willing to stretch
underwriting standards to'accommodate the
needs of low and moderate-income borrowers.
but banks are seldom willing to deviate from
ltteir standards. Banks rarely make loans with
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greater than a 90% loan-ta-value ratio or
greater than 25% debt-to-income ratios. As
noted above, flXed-rate and installment loans
are also rare. and tenns tend to be short.
Administrative costs associated w'1th lending
to low- and middle-income households are
quite high. several ObselVetS have estimated
that lenders must charge 7"/0 in interest rate
yield on mortgage loans to cover these
expenses.

The weaknesses of the current system far
outweigh its strengths. Strengths include a
system that handily meets the needs of the
upper quarter of the income distribution of
households, competitive retail markets that
meet the demand of that upper quarter, and
economies of scale in origination. servicing
and diversifICation 01 risk. The primary weak
ness of the system is its utter failure to meet
the needs of roughly three-quarters of the
population. Other weaknesses include un
diversified and high risks taken on by non
traditional lenders and excessive administra
tive costs in meeting lower-income markets.
Nontraditional lenders have the benefit 01 a
deeper understanding of the lower-income
mar1<ets and experience innovadng products
to meet demand at ac:ceptable levels of credit
risk. Banks are handicapped by lack of
experience. and until recently, interest in
lending to these areas.

The South African housing finance system
does a good job managing credit risk for the
upperquarter of households but has done an
abysmal job for the lower three-quarters.
Credit risk is managed for the upper quartet
through conselV8tive underwriting and the
efficient enforcement of mortgage contracts
mat entitle lenders to repossess homes on
defaulted borrowers. Willingness and capacity
of borrowers to pay of! their loans are
controlled through cautious caps on loan-ta
value and debt-la-income ratios. credit history
checks and proper valuation of the property
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securing the loan. Although adjustable-rate
mol1gages introduce an added risk compared
to fixed·rate loans. the risk is priced and
controlled for by other underwriting hurdles.

Credit risks associated with the other three·
quarters of the population have been weakly
managed. Lenders have done a poor job un
derwriting loans. Property valua~ons have
proven unreliable and sometimes fraudulent
Oevetopers have failed to perform on their
COIUrac1s. Borrowers haveorganiZed bond and
rent boytot1s to protest government policies.
Government has failed to maintain law and
orderand enfcrce contracts.As a result, Iendefs
have been unable to take possession of the
properties securing loans. Financial inter.
mediaries in South Africa have also been
reluctant to experiment with pushing the
envelope of traditional undelWriting standards
to meet undeserved borrowers' needs. Al
though less dramatic, this unwillingness to
experiment haScontributed to suboptimal credit
risk management By this we mean that the
system has erred on the side of disqualifying
creditworthy borrowers rather than on the side
of qualifying uncreditworthy borrowers.

To use an analogy from statistics. the housing
finance system has reduced type 2 error (the
risk that an applicant is accepted when he or
she is notcreditworthy) at the expense of type
1 error (the risk that an applicant is rejected
when he orshe is creditworthy). Othernations
have done a better job at stretching under.
writing standards. Sometimes this experimen
tation has been motivated by government
pressure, sometimes by market opportunities
and sometimes by govemment itself. South
Africa could tl)' mortgage instruments and
underwriting standards that have been
successful in broadening access to mortgage
credit in other countries.

Managing IJquidily Risk

The South African system has lew protections
against liquidity risk. The best protection

against illiquidity is to develop standardization
in ITIOI1gage products, underwriting and credit
enhancements. Standardization makes it
easier to sell off assets in a pinch because
the market can rapidly price the loans. The
process works even betterwhen !hestandard
ized loans are pooled and used to backbonds.
This enables the risk to be diversified. and the
mortgage assets to be converted into com·
mercial paper. In general, astrong secondary
market, whether public or private, is needed
to lower liquidity risk.

Liquidity has not yet been a problem in South
Africa, but problems could develop. Loss of
faith in an institution could cause depositors
to withdraw funds and force lenders 10 rapidly
liquidate their mortgage portfolios. Difficulties
in shedding assets quicklyat fair marketprices
would then I'9sult in default

Managing Cash .Flow Risk

RecaH that there are two primaly forms of cash
flow risk: interest rate and prepayment. The
housing finance system in South Africa
manages interest rate risk by usingadjustable
rate mortgages.These mortgages reset to cur
rent interest rates, thereby cushioning lenders
from a mismatch between their assets and
liabilities. Borrowers are therefore forced to
assume the risk of a sharp upturn in rates.
This is an effective tool for lenders. but adds
to credit risk. There are many other methods
to manage interest rate risk mat do not add 10
credit risk, such as hedging using counter
moving financial instruments.These methods.
though, are typically not as effective.

Prepayment penalties are not allowed in South
Africa. The risk of prepayment must therefore
be priced and folded into the required mort
gage yield. South Africa is notaJoneinbanning
prepayment penalties. Prepayment penalties
are banned in seYeral states in the the United
Slates. for example. Butother countries, such
as Canada, permit prepayment penalties and
restrictions. These penalties and restrictions
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lower the probability of prepayment but can
elevate the probability of default (credit risk).
OtherCQunlria have evolved other methods
to manage prepayment risk. In the United
States. for instance. cash flows on pools of
mortgages are often split up into dinerent
securities to more efficiently allocate
prepayment risk.

Maiaaging AgeDc:y lisk

Managing agency risk has notbeen as much
a problem in South Africa as in many 0Iher
countries. Tl1e consolidation of the functions
of funding, originating and servicing in asingle
agency limits the number of counterparlies
involVed. and. with it. the probabUity of agency
risk. The housing finance system in South
Africa. however, has not been immune to
agency risk. The two most signiflC80t risks
have derived from the behaviorof appraisers
and developers. Both have engaged in activo
ities that contributed mightily to the credit risk
of lenders operating in the underselVed mar
kets. Distoltedcollateral estimatesand shoddy
workmanship have left lenders with over
valued assets.

Managing System ad Polilicalllisk

The South African financial system is fairly well
protected against system risk. Although de
posits are not ins&nd by the. South African
government. the system is supported by the
Sou1tI Africa Reserve Bank as the lender of
last resort In addition, South Africa hasan in·
formal "too.big-to-fair policy which ettectively
means that large mortgage lenders (Which
make 86% of the loans) are covered.

Political risk CtJlTenUy is high in South Africa.
Local governmentcontrol in many areas is un
certain. The direction of national policy is
taking shape but is still up in the air. Confid
ence in the stability of the regulatorYand pOlit·
ical envilQOm80t inSouth Africa will be essen
tial to creating a workable housing finance
system.
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Deciding on Sllbsidies

Until recently, the government of SCulh Africa
has opted not to subsidize housing on a large
scale. Some funds have flowed from the go
vernment to low-incomehousing projects. But
funds have been limited. The government is
clearly on the verge of reversing its traditional
hands off role in redistributing wealth.

Overall Performance

The South African system has to be given low
marks on overall performance. l1te potential
is there but has not been realized for a large
segment of the pop~'ation. Contracts cannot
be enforced in many areas. Large segments
ofthe population cannot alford and lackaccess
to mortgage credit. Lenderswho ventured into
underserved markets have growing inven
tories of properties in possession and of
unforeclosed but defaulted loans. Savings of
three-quaners of the households have not
been fully mobilized. Long-term fixed-rate
financing has been unavailable.

Although South Africa benefits from a com
paratively sophisticat~ private housing finance
system that meets the demands of white
borrowers well, that system has done a poor
job of serving aU South Africans and has been
weaklysupplemented bynontradhionaIlenders.
Lower income South Africans haVe had few
opportunities to gainaccess tomortgagecredit
asa resultof apartheid policies, alad<of l'l'\8It(et
or pubfic incentives and inducements to lend
to Iow-income households.

Seen from this perspective. the South African
housing finance system has done a poor job
and could do a much better job:

• mobilizing and encouraging household
savings to fund home loans;

• tapping into institutional investors
(insurance companies, pension funds, etc.)
to supply capital:

• creating products that allow the maximum
number of borrowers to be classified as
creditworthy;

• developing a retail network that selVes all
South Africans; and maximizing the share .
of creditworthy borrowers who get loans.

MEETING HOUSING PINANCE NEEDS
IN SOIITH AFRICA

The South African government, in partnership
with the private sector, stands ready to taclde
many of the most pressing housing finance
needs of the nation.Those involved have rap
idly reached consensus on many central is
sues and have already produced fail1y derailed
blueprints for mobilizing the housing finance
sector.Work began on~y alewyears agowhen
the National Housing Forum was established
in 1992. 8y late 1994, the National Housing
Forum and the Department of Housing were
able to developadetailed white paperdming
a coordinated approach to addressing the
housing crisis in South Africa.The govemment
also was able to reach a memorandum of
understanding with key mortgage lenders in
the country. Task force teams formed in late
1994had already completed wOl'k on the more
detailed blueprints by April 1995.These blue
prints served as the topic of discUSSion that
same month at a workshop attended by
technical experts from around the world. The
government is now poised to fully implement
its ambitious plans.

Facilicaling Private Delivery
or Mortgage Credit

The plan calls for govemment to tacilitate and
enable private markets.The goal is to limit the
government's roles in the system. Interven
tions are being selected that have the !east
chance of disrupting functioning rnarkelS while
at the same time have the greatest chance of
restoring failed markets. In choosing this path,
the government rejected a direct inteNen
liooist aclproach. Instead. the govemment has
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opted to relyen the private marleet and current
institutions as much as possible to overcome
problems with the current system. Even in
evaluating alternative SUbsidies. the govern
ment has shown a strong sensitivity to mini
mizing market distortions.

The choice of an enabling role makes great
sense in South Africa. Unlike some countries
that have opted for direct intElNention, South
Africa has a well-eapitarlZed set of financial
intennediaries that can contribute to meeting
housing goals if the proper incentivesand risk
safeguardsare put in place. Creating apublic
sector retail lending capacity would be ill
adVised because it would elq)Ose the govern
ment to the full brunt ofcredit risk. cost agreat
deal to set up, duplicate efforts and get·the
private market off the hook from stepping up
to the plate with its own resources and talents.

Manycountries have followed the path ofusing
the government as an enabler of private
markelS. tn facr, most of the wealthiest de
veloped nations have private housing finance
systems that are strongly buttressed bV
govemment institutions and programs.

History, however, has taught that the partici
pation of govemment in a supportive rote
intRXlucesasignificantmeasure ofagenc:.y risk
because govemment must form partnerships
with bOrrOwers, originators, servicelS and in
vestors. Counterparty risk muhipl"leS and must
be effectively managed.

Key Elements of die Plan

The government's plan is aimed at mobilizing
savings. directly sUbsidi~ing households.
developing aretail system that setVesail South
Africans, restoring order to low-income mar
kets, nurturing nontraditional lenders. reducing
credit risks. making private lending to Iow
income borrowers profitable and providing a
wholesale loan capacity.

SQecifically, the government intends to:
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• SUbsidize households with monthly in
comes below R3500 accon:fmg to a pr0

gressive scale.

• link receipt of sUbsidies 10 a predeter
mined amount of savings that can be
accumulated overacertain amountof time
and must be used as a downpaymenl if
!he subsidy is used to purchase a home.

• Restore law and order in areas where it
has broken down and enforce mortgage
contracts in those areas.

• Capitalize, in a 50.1/49.9% pannership
with private investors. a shareholder.
owned National Housing Finance Corpor
ation (NHFC) that as its first order of busi
ness will provide a wholesale loan facility
for subsidized loans and cultivate a retail
networic through technical and nonfinancial
support for nonrraditionallenders.

• Capitali~e a Mortgage Indemnity Scheme
(MIS) lhat will purchase loans from lenders
in areas where the property securing !he
loan cannot be attached and disposed of
upon foreclosure in a timely manner.

• Deal with the problem of Properties in
Possession (PIP) by working with occu
pants to surrender title to properties and
providing an adjudication process through
which lenderscan be reimbursed all arhatf
the costs associated with PiPs if they are
located in MIS areas, and the problem
does not stem from lender gross neg
ligence.

• Create aservice company (SERVCON) to
help borrowers select accommodations
that lit their lNdgets (rightsi%ing) and aid
in the solution of illegal ocCUQation of PIPs.

• Create and enforce a Q)de of conduct for
mortgage lending that will require banks
to apply credit criteria for granting loans to
individuals. and area criteria used to

determine sec:urityvalue, in anoncllscrlmin
atoryway.

One of the centerpieces of Ihe strategy is the
creation of the NHFC. Its primary respon·
sibilities will be to help develop nonlradillonal
lenders and to develop a wholesale capacity
by providing credit enhancements to loan
pools in the form of carefully thought-out
underwriting standards and pool guarantees.
Retail institutions will walk with the NHFC to
agree upon mutually acceptable underwdting
standards. FlXed·rate and installment pmducl:s
will be developed, along with possibly other
new product types.

The NHFC will charge lenders a fee to under
write loan pools that it guarantees.To guaran
tee the loans, the NHFC wiR chargeapremium
that is sufficient to cover cre<frt risk and return
a profit to NHFC. The premium will not fully
coveraD credit losses. Instead, lenderswill JllI
lainsometop-Ioss exposure. Lenders will also
be able to purchase guarantees on loans that
they intend to hold. or sell their loans to inves
tors in the form of mortgage-backed sewrities
guaranteed by the NHFC.

The NHFC be will able to issue its own peper.
raising capital in the corporate debenture
market, to purchase loans on its own behalf.
The creation of this authority will entail either
registration under or exemption from the
Banks Act. Although the initial focus of the
NHFC will be on subsidzed loans, it ispossible
that il will someday evolve to assume a
broader role in the housing finance system by
securitizing and standardizing unsubidized
loans as well.

Final decisions have nol yet been made on
the exaCC mix of measures that will be used
by NHFC to develop a retail network. For
instanee.1he issue ofwhetherornottheNHFC
should make equity investments in non
traditional lenders is still under debate.
Mechanisms for funding innovations and
experiments in rerail mortgage lending have

HOUSING FINANCE INTERNATIONAL

also not been worked out.

MIS and SERVCON will be owned by the
govemment, wholly in the case of the MIS and
in pannership with banks in Ihe case of
SERVCON. NHFC will represent the govem
ment's interest in SERVCON.At the very least,
NHFC will provide managemenl services to
MIS. Its role in MIS will be finalized after
negotiations with potential shareholders are
final~ed.

The Plan ia the Context ofUniversal
HOllSiDg f"mance Problems

Taken together. these proposals should go a
long way to adclressing the problems with lhe
<JJlrenl system. However, some newproblems
may be created, some old ones exacerbated.
and some left unaddressed.

Funding. The proposals to develop a whole
sale lending facility and to fund a savings
6nked subsidy plan are belh excellent methods
to improve the cost and supply of mortgage
capital. ~ting the institutional saVings rate
among low-income households by tying
subsidies to such savings will expand the
nation's~sil base. bur only forashort lime.
Once the funds are withdrawn to purchase a
home. they are lost again trom the system.
The NHFC, how8118r, could signifICantly and
permanently expand the supply of funds for
mortgage credit. If successful, it will help facili
tate the creation of a secondary market for
mortgage loans. This would substantially re
duce the dependence of the South African
housing finance system on depositories as the
end-investors in mortgages. The NHFC could
help tap the two-thirds of the nation's capital
stocks held by life insurance companies and
pension funds ror mortgage purposes.

The imponance of focusing on the needs of
institutional investors in the design of me
NHFC cannot be stressed enough.These are
the investorswho borrow long and so can rend
long. The larger role that these il1ll'estors play.
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the easier it will be to fund fixed-rate loans.
Also. the heartier their appetite for mortgage
backed securities (MBS), the 10werwiH be the
cost ofmortgage capital. In the United States.
pension funds are the major source of capital
and also are large investors in MBS. Con'
siderable effort has gone into assuring that
MBS meets the exacting standards of lhese
most cautious 0' capital sources.

In cle5igning the NHFC and its products, as
muchattention as possible should be given to
evaluating the demands of the broadest
possible range of potential investors in MBS.
Experience with the secondary market in the
U.s.has revealed that different investors have
different demands of financial instruments.
Someseek preservetion ofprincipalat all costs

(no credit risk). Some value pre<lictability of
cash flow abOve all else (no cash flow risk).
&:lme seek long-term instruments and some
short. With innovation in the structure of MBS
and derivatives, all theSe needs can be met.
TIle goal of course is to maximize demand for
the supply of mortgage loans so as to drive
down the cost of mortgage funds.

Loan origination andseMcing. GOYefnment
proposals aim to expand the reach of bank
retail outlets to encompass underserved
markets. Banks have traditionally shunrwd
these markets for several reasons. First too
rew households had enough resources to
afford a home to make it worth developing a
retail capacity to service the paper-thin
demand.This problem is powerfully addressed
by !he proposed infusion of nearly R3 billion a
year on housing subsidies to enable these
households to afford formal housing.

Second, credit risk$ in these markets have
been unacceptable.This problem is being ad·
dressed in a number of ways. The creation of
the MIS insures lenders against future losses
when they stem from a breakdown of law and
Ofder. Plans to more aggressively adjudicate
PIPS WiD lower losses of past defaults in MIS
areas. Other meaSlJres established to help

control credit risk include plans to enforce a
10% minimum downpayment. creation of a
risk-sharing NHFCguarantee. the intl'Oduction
of a f.ixed-installment loan and planned
experimentation to demonstrate the bank
ability of loans to loW-income borrowers.

Third, lenders operated under the apartheid
system and developed an institutional resis
tance to serving nonwhite markets.This prob
lem is addressed by the propcsed code 01
conduct and the establishment of conditions
that should make lending to these markets a
clearly profitable business.

ApparenUy, only scant consideration has so
far been given to reducing administrativecosts
associated with loan origination and servicing.
In the United States. servicing rarely costs
more than a half a percent in mortgage yield,
and origination fees typically are only 2% or
30/0 of the loan amount. This compares with
7% in mortgage yield for the two functions in
the South African subsidiled market. As the
governmentdevelops its plans further. it might
consider investigating how olher countries
have trimmed these costs. These include
automation of key functions. standatd"lZation
of loan documents, and separation of ori
gination and servicing functions to encourage
economies of scale and speciarlZation.

In general, the prospects for specialization in
origination, servicing and fund raising appear
to have been understudied.Although such ar
rangements can introduce greateragency risk.
they can create costs savings if properly
managed.

Credit risk. The government intends to take
aggressive steps to better control credit risks.
Marketshavecollapsed largely becausecredit
risk has not been contrQIlable. Breakdown of
law and order produces an unworkable
environment for prilJate lending. The govem
ment is right on target with its strategies to
restore law and order. improve the legal
sysrem that creates and enfon:es property
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rights and that enforces mortgage contracts.
and indemnify lenders wtlo can get caught in
areas where govemment has failed.

Building on a base or law and order and of
protection for lenders if the system breaks
down is just the start. Several other
government proposals shOUld succeed in
bringing credit risk to heel.These include the
proposal to educate borTOWers, the rights~ing

services to be provided by SERVCON, the
minimum 10"kdownpayment requirement. me
added cushion provided by the government
SUbsidy, the proof of ability to save, fixed
installment loans, the NHFC guaranty and
the crealion of more uniform underwriting
slandards.

The success of the govemmentplan depends
not only on banks individually getting com
fOf1able with pricing and controlling credit risk
but of secondary market investors getting
comfortable with !henotion that bcoad dasses
of mortgage products have comparable risk
profiles regardless of who originated them.
The NHFC ~ill have to build up that comfort
level by exeningapowerful unifying influence
on underwriting standards, origination prac
tices and servicing standards.

One potential contributor that has not been
well addtessed by govemment proposals is
improper valuation of property. Yet accurate
property valuation is as important to the
functioning of markets as enforceable con
tracts. Without accurate valuations of pro
perties it is impossible to assess the credit risk
associated with making a loan. If the property
is overvalued at loan origination, it starts out
underwater. Some observel"$ believe the poor
record of bank lending in unclerserved areas
is due to overvalued appraisals. Given the im
portance ofvaluation. it appears that1he Sou1tl
African government and privat81enders should
devote more effort to evaluating current ap
praisal and appraiser standards. early indi
cations are that the NHFC intendS to do just
that. Staff worl(ing on its creation already have
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begun discussions to eliminate subjectiVism
in valuing properties in traditionally under
served areas.

Controlrlng and pricing credit risk isan ongoing
job. Fannie Mae. which is considered perhaps
Ihe most sophisticated housing finance faciflty
in the world, constantly strives for ways to
improve its credit risk management practices
.and experimentwith newproducts lhatdeepen
the mortgage marker. The government pro
posal to encourage innovation and experi
mentation in mortgage lending will help to
control and price new risks before they are
assumed on a large scale.

Liquidity risk. The proposals being con
sidered do not explicitly target liquidity risk as
a concem but nevenheless should have a
positive effect on managing this form of risk.
Standardization of loan products and under
writing should be outcomes of NHFC's role in
the system.As discussed above. this tacirltates
liquidity by making a heterogeneous product
more homogeneous.

The South African government has not faced
rlquidity problems in its housing finance system
but should be wary of the possibility that li
quidity problems could later emerge. About
40% of the assets on South African bank
balance sheets are residential mortgages.The
important role that the NHFC could play in
guardingagainst liquidity riskshould therefore
not be understated.

cash flow risk. The Sooth African housing
finance system will open itself to greater cash
flow risk if fixed-rate loans with longer terms
are introduced. To fund these loans without
excessive risk requires either investolS who
borrow long or a Iofm of bond funding that ef
ficientlyallocates prepayment and interest risks
across investors with different risk tcIerances.

The United States is one of only a few coun
tries with extensive experience in this type of
fending. When and if long-term fixed-rate mort-

gage loans are introduced on a broad scale.
th~ U.S. experience could prove valuable in
managing the cash 1Iow risks inherent in this
kind of lending.

Ageney risk. Proposals to expand the role of
the national govemment could increase its
exposure to agency risk because lendersmay
sell the NHFC loans with pooreretedit quality
than the ones they retain in ~ortfolio, and
mortgage correspondents may also sell them
poor loans. The government intends to
manage that risk in part by keeping lenders
on the line for aportion of any losses incurred.
Funher, lenders will be expected to cover the
top part of losses. Such a risk-sharing ap
proach is sensible but is only one of several
ways to guard against counter party risk. It
does not. for example. address counter pany
risk in mortgage correspondent relations With
banks or the NHFC. Motlgagecorrespondents
originate loans for a fee but do not actually
fund mortgages.Therefore, risks cannot realis
tically be shared wilh them. Quality conttol
monitoring systems are also impotlant in
identifying bad agency risks associated With
particular mortgage correspondents before
they get out of hand.

The govemmenz has fOCUsed on controlling
agency risk associated with builders and
developers. They win be held to higher stan
dards and Uleir worlcmanship wananted. The
government has noz focused on agency risk
stemming from dealing with appraisers be
cause mosr apptaisals are done by bank staff
rather than outsourced and also because
appraisers are fairly well self-regulared
through professional celtilication ~andards.

In general. the Sooth African govemment will
probably have to give more thought to the
overall regUlation. monitoring and supervision
of private parties. Experience inmostccuntries.
has shown that regulations are required to
effectively manage agency risk. Regulations
must becarefully crafted. however. so that they
do not imposeunnecessarycosts on agencies
and private parties.
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System risk. Planned interventions in the
housing finance system do notdirecdy address
issues of system risle. Nevertheless. actions
taken to bettercontrol credit risk. including the
creation of the MIS and of a code 0' conduct
for mortgage lenders. should lessen already
relatively low system risk. As noted earlier,
South Africa has a central bank that serves
as alender-of-last-resart forprivate banks. and
large mongage lenders in South Africa are
considered '100 big to fail:"'erefore, the staze
already has mechanilms in place to deal with
system risk.

Political risk. TIle South African government
recognizes the importance of minimizing
political risk. Ithas already taken several steps
to minimize these risks in designing its pro
posals. First. it targets control over law and
order, enforcement0' property rights and en·
forcement of mortgage contracts in its overall
strategy. second. ~ has worked extensively
wilh industry trade groups to weaken the
chance that these groups will later lobby to
dismantle parts of the plan. Third. it aims to
make changes that will benefit broad seg
ments of society so that back pedaling will be
more difficult.

SUbsidies. The government's proposal for
subsidizing housing sends a clear message
to all involved1hat it is serious about meeting
the housing needs or all South Africans. TIle
design of the subsidy meers accepted icleas
about the mo&t effICient way to use govern
ment to redistribute wealth for targeted
purposes. Most policy analysts believe !hat
directsubsidies to housingconsumers are the
most effectivebecause they are !he least likely

. to cflStort markets. lXIldng !he subsidy to sav
ings brings additional benefits as described
above.

One danger of the subsidy scheme is thai it
could lead to speculation in land marketS or
create sUpply constraints. Both would lead to
escalating h0t.S8 prices and drive up the cost
of needed subsidies. These concerns have
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been noted, but precautionary measures 10
deal wilh these polential problems do not ap
pear 10 have been developed.

CONCLUSION

The Soum African government stands ready
to begin me process of reforming, facilitaring
and enabling its hobbled housing finance
system. All housing finance systems are
constantly changing and evolVing.The actions
about to be taken by the Souttl African go
vemment,ltIough historic and monumental. are
best seen in mis light of evolutionary change.

The challenge ahead is significant. Mobili~ng
South Africa's financial. human and material
resources to meet its housing needs thl'Ol.lgh
judicious use of govemment intervention will
not be easy. Although the South African g0
vernment has clearly prepared an excellent
road map to take the housing finance system
where it needs to go. the bUmps along the road
<2Mot aU be anticipated in adVance. Many of
ltIem can, however. and appropriate steps 10

avoid them should be taken.

Rather than review all the benefits of !he pr0

posed approach to facilitating the housing
finance system, we conclude this paper with
some observations aboutsome of the possible
bumps along the roa" that the government
may want to pay more attention to. Some of
these are bumps that other nations have hit
as they travelled the road to improving their
own housing finance systems. Some are ones
thatwill bemoreor less unique to SouthAfrica.

First, the government must carefUlly manage
its own and the public's expectations about
how fast housing goats can be metThe South
African government is proposing changes that
will have profound impacts on the housing
finance system and its capacities to meet the
housing needs of all South Africans. But these
changes will not happen overnight or without
some setbacks. Some rapid progress can be
expected, but closing the gap between the

systems for providing credit to higher income
whites and lower income nonwhites wiD take
time. Even if long-ingrained attitudes change
overnight, the Understanding it takes to close
the gap will take some time to fully develop.
Change must therefore be pAced. pIann&d and
orderly.

Transforming those nontradillonallenders who
can evolve inlo banks, for instance. will take
time. It will also rake time to build up the retail
capacity 01 formal lenders in undtrserved
areas; banks will have to invest in infra
structure, technical capacity and changing at
titUdes. The NHFC will have to create new in
vestor markets for mortgages and MBS by
marketing its prodUctS. creating aretail supplV
networkand developing its own internal infra
structure. A regulatory framework w~1 have to
be created and enforced over time to manage
agency risk, and 10 provide the proper sticks
and carrots 10 ensure private Metor partici
pation in underserved areas and the sec:on·
dary market.

second, the govemment will need to stand
ready to managechange. One way for it to do
so is to build in an exprtcit experimental com
ponent into the NHFC.The NHFC win need to
experiment with underwriting, best ap
proaches to building a retail capacity among
private lenders. and methods for standardizing
loan documents, underwriting, servicing and
methocfs for mitigating credit losses. experi
ments can help evaluate options. They can
help establish a baseline against which the
effectiveness 01 cIlanges can be evaluated.
They can infonn the choice of mid-course
corrections.

Third, the govemment will have to craft a
regulatory framework to manage agency and
system risks. and develop systems for
supervising regulated entities and monitoring
regulatorycompliance. One of thesurest ways
that besl intentions can go awry is by creating
regulations that are too onerous or that are
too lax. History is replete with examples ofpro-
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grams thai were good in theory but flawed in
execution. Too onerous regulations can stine
privatesector initlallVe.Too lax regulationscan
leave room for fraud and abuse on a grand
scale. AcompleX set of chicks and balances
among agencies involved in the housing fi
nance system is essential. This includes
checks and balances for the NHFC itself.

Fourth, the government should plan now its
exit strategies fol' interventions that are
required in the shortlem'l but notthe long tenn.
The MIS is one such program, and the fund to
transfozm nontraditional lenders another. Once
created. such institutions tend to havea life of
their own. It is particularly important that man
agement and other incentives be provided for
completing work in these and other areas as
soon as possible so that they can be phased
out quicklyand orderly. Worle has already be
gun to plan these exit strategies.

F"1fth, the government may want to give more
thought to the overall deepening of the
financial system. History has shown that the
more highly evolved the financial system. the
better integrated financial rnarlcets, and the
larger the capital base, the better is the
housing finance system. Perhaps not enough
thought has gone into deVeloping Slrategies
thatcreate thisdeepening. Itcan Include mea
sures to protect against system risk (such as
deposit insurance). measures to raise funds
for public prejects on capital markets rather
than out of tax revenues, and tax incentives
to encourage savings.

Sixth. til. govemment should conbnLte, as it
has, to think through more carefully about how
best to manage homeownership demand and
ensure an adequate supply of rental housing.
Experience has shown that a supply of rental
housing is needed to dampen vofatitity in
housepricesalld8f\COUl'llge labot market m0

bility. The transactions costs associated with
buying and selling homes are great Horns
ownership can therefore create disincentives
to mow. Moreover, not everyone can afford
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to own a home even with a large up-front
subsidy. Owners must also be capable of
making repairs and improving their homes.
Poorer households often lack the income or
savings to do so.

If the South African government addresses
these issueswith thesamewisdom that it has
addressed many others, we can expect that
ttle actions taken by the South African govem
mentwill soon be held upas examples or how
to do it right.

NOTIS • contribution to H»lat II. It is available on
request from the Ollice or Housing Research

I DepartmentQfHousing, WhitePapet:ANew at Fannie Mae. .
Housing PolicyandStrategy forSouth AfriclJ,
December 1994.

2The definitionoflhe housing finance problem
and ooncepuslmodelwhich follows are taken
from a working paper written by 00ugIas B.
Diamond. Jr. and Miettael J. Lea for Fannie
Mae's Office of Housing Research.The paper
is entitled Sustainable financing to, housing:
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