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PREFACE

In the past two years the United States Agency of International Development
(USAID) established a program aimed at researching and developing options for
renovating condominiums in Hungary, since this issue is one of the most important
problems facing cities in the next few decades. There are approximately 1 million
condominium units, making up about 1/4 of the total housing stock. Within this group,
special attention must be paid to the large housing stock of housing estates built in the
1970s, which are now aging at the same time and the old buildings of downtown areas,
each of which requires large investments.

Many of the condominium units were sold through privatization and the new
condominium associations have to make up for the backlog of needed repairs, which is
serious compared to that of the buildings originally built as condominiums. The owners
also have to undertake a significant part of this job and the other sectors - banks,
municipalities, construction companies - can also play a significant role in making up for
the backlog. The systems helping the financing of condominium renovations have
developed a lot during the past few years: new banking products and municipal
financing systems have appeared.

The aim of this manual - together with the other volume in the series - is to report
on the conclusions of these new systems and to provide incentives for further
development.
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INTRODUCTION—MARKET OPPORTUNITIES OFFERED BY THE CONDOMINIUMS

The banking sector has not been interested in financing the condominium
housing stock so far. There are very few banks in this market because there is a
general view that the condominiums are complicated organizations encumbered with
conflicts, the financing of which involves a high risk and requires a large staff. These
views, however, are based on incorrect information. There are several important
arguments suggesting that lending to condominiums will provide bigger market
opportunities in the future:

¢ In both old and new buildings there is a need for regular repairs and the
exchange of the larger systems. Iin the coming decades, however, intensive
work can be expected, especially in the privatized buildings, as there is a
huge backlog of renovations, which will become urgent at the same time. In
the near future, and it is of basic importance for the new owners to keep the
buildings in a condition at least to insure smooth operation.

e With the passing of the condominium law - in December 1997 - the legal
framework was created for the condominiums to assert their interests more
effectively as quasi-legal entities both against a third party and the other
owners. At the same time, it has become possible for a condominium to take
out a loan as one single entity, not as a group of individual owners.

e Condominiums do not only mean privatized buildings, which are usually in a
more difficult financial situation but buildings originally constructed as
condominiums as well. The proportion of these is between 35 to 40 percent
approximately. In these buildings the composition of the residents is usually
more homogenous and the operation of the condominium has a longer
history.

e The demand for condominium renovation and the related loans will increase
as the "market" interest can be expected to decrease in the next few years
and those buildings can also be included in the lending that are not entitled
for government subsidy. At the same time, the decreasing interest rates are
good publicity as well, as it makes bank loans more accessible in general.
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e Besides, the expected rise in the GDP will increase the income of households
as well, so the instaliments of renovation loans will become affordable for an
increasingly wider circle of borrowers.

Financial institutions should also be aware that besides the loans provided for
condominiums, keeping the accounts of the condominiums can also be business for
them. If a bank has a long-term relationship with a condominium, this means that it
offers a solution for all the financial needs of the condominium including a loan to it.
(The regulations concerning one of the condominium loan products with a government
subsidy, on the basis of 106/1988 M.T., say that a condominium can receive the
subsidy only if has a suitable renovation fund at a bank.) This means for the bank that
besides being the lender, probably it will be the account-keeper of the condominium.

Overview of the Need for Renovation

Virtually every condominium built more than 10 years ago needs some physical
upgrade, and this need is especially acute in the case of panel buildings that are usually
more than 20 years old and buildings that are more than hundred years old in the inner

areas of cities. The types of systems which, especially require urgent replacement or
major repair, include:

— Flat roofs, whose life span is normally only 10-15 years.

— Base water, heating and gas lines, which may corrode in the dampness of the
basement area in which they are located.

— Lifts whose constant use creates a need for vigilant maintenance and periodic
repair.

— Deteriorating facades, in certain cases of older buildings.

— The corridors of these buildings in a condition dangerous to life.

A 1998 survey of 800 condominiums' (“the condominium survey”) showed that
most common representatives foresee the need for substantial renovation work in their

buildings. Based on this survey, the realistically expected® renovation needs for
condominiums throughout Hungary during the next five years alone are between 180

Survey sponsored by USAID questioned common representatives representing 800 condominium
associations in September 1998 in Budapest, Nyiregyhaza and Gyor; and the representatives represented 800
condominiums altogether.

2 Among researchers one can often hear statements on the several billion HUF renovation needs but only a
small portion of it is realized. The question in the survey we mentioned was the following: "What kind of

renovation projects do you think are necessary to perform in the next 5 years?” This kind of question ensures
that the amount received is near the actual amount.
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and 200 billion HUF. A disproportionate part of this need is focused in the older
buildings located in downtown areas, while newer panel estates have less costly needs
(on a per unit basis). For more details on the survey results, see Appendix B.

Typical Costs for Systems Repair/Replacement

Cost per a 60 unit building

Roof water insulation 1.3 million HUF
Replace main sewage lines ‘ 0.3 million HUF
Medium-scale repair of the lift 1 million HUF
Painting the staircase 0.5 million HUF
Replacement of the front door 0.2 million HUF

The conclusion must be that even a medium size condominium which undertakes
a renovation will spend between 1 million and 4 million HUF, and such projects will likely
be done in a sequence, initiating a new work project every five years or so.

Energy conservation

There is also need for improvements aimed at conservation of heat in many
places. One obvious impetus for such spending is that every building in the district
heating system will have individual meters by the year 2003 the latest. This service is
required under the 1998 law the goal of which is to move toward greater conscioushess
of energy conservation. Newly installed meters will reward those buildings, which
actually consume less heat than average, and penalize those, whose thermo-physical
parameters are worse. Since heating charges are such a major percentage of the total
housing costs in most flats, this presents a huge incentive to invest in insulation, window
improvements, and individual unit meters where feasible. (Creating the opportunity for
individual billing of heating for the unit is approximately 50,000 HUF per unit, while a
minimum level of heat insulation requires further 50-100,000 HUF investment.)

Legal, Financial, and Organizational Context for Condominium Lending

There are special legal, financial, and organizational issues affecting any lender
considering condominium lending. In fact, the market environment for lending to
condominiums can be judged to be improving, due to recent changes in public policy
and the advancing level of knowledge among condominiums.

Legal Context

A major modification of the national law governing condominiums was enacted in
December, 1997, giving condominiums a more legitimate status as quasi-legal entities
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capable of entering into contracts, make commitments on their own behalf, acquire
rights and enter into lawsuits. This change moves toward recognition that the
condominium members can make decisions that bind the association to certain
obligations. With this recognition, financial institutions can enter into one lending
contract with an entire condominium association to finance a project affecting what is
really commonly owned property (such as base utility lines or a roof), rather than
making numerous individual loans. A further legal change clarifies the decision making
process for condominiums, establishing that a majority vote is sufficient to approve most
renovation projects. (The exception is a project of such major scope that it is obviously
adding to the size of the building.) With a majority vote, an association can increase its
monthly charges to cover loan repayment, and can obligate spending of renovation
reserves. Certain decisions, such as an amendment to the condominium’s foundation
deed, still do require unanimous consent of the owners, and this may make certain

arrangements for collateral subject to a unanimous vote. (For more details see
Appendix A).

An additional aspect of the new law is the creation of an additional mechanism to
enforce the condominium’s own collection of charges from its members. The problem of
payment arrears within a condominium can be a major impediment to undertaking a
renovation project. The new law gives condominiums the right to file a lien on any flat
six months in arrears. While this does not automatically result in payment, it does

strengthen the association’s position and is one component in a strategy to press for
payment through the courts.

Financial Environment

Condominiums must position themselves to be in financially sound condition if
they are to consider taking out a loan for renovation. Not ali condominiums currently
have this capacity, as they may be weakened by large arrears or may even lack reliable
record keeping enabling a bank to clearly judge their situation. However, there is a
significant universe of condominiums that are run efficiently, whose members regularly
pay their monthly charges, and that are capable of looking ahead to see the inevitable
need for renovations to sustain their building. This group will be an emerging market

segment of condominiums with the capacity to borrow to finance improvements in these
buildings.

Two major indicators of financial health among condominiums are the availability
of renovation reserve funds and the level of arrears in payments to the condominium.
On these criteria, there is large variation among different condominiums.

Renovation Reserve Funds

About 70 percent of associations have already established renovation reserve
funds. Among those without such funds, a disproportionate number are small buildings
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(under 10 units) or buildings built prior to 1950, which are in poor condition. The latter
group is particularly concentrated in downtown Budapest. Generally housing estates are
more likely to have built a renovation reserve. Some other condominiums may only
begin to seriously accumulate such a reserve once a renovation project is imminent. In
any case, it is not unusual that a one-year renovation planning and bidding process will
coincide with the collection of newly imposed or increased renovation charges. Over the
same year long period, enables the condominium to put up its own share to cover
perhaps 30 percent to 50 percent of the renovation cost.

Besides the benefit of savings for renovation, a renovation account is also a
criterion for access to the state subsidized loan program. The program eligibility
requirements call for a condominium to maintain a renovation account for five years
prior to using a state loan subsidy, unless the renovation account was set up within 90
days of the condominium’s foundation date. There are an estimated 20 percent of all
condominiums, which have met this requirement and currently are eligible for the state
subsidy, and this number will increase as time passes and more accounts have been
opened.

Some condominiums operate with surplus revenue over and above that needed
to cover operating costs and renovation reserve accumulation. About 18 percent of all
condominiums operate at a surplus, according to the survey, and this is evenly
distributed among different sizes and ages of buildings. However, only about a quarter
of these buildings actually enact budget plans which provide for this surplus, while the
others ran a surplus as an unplanned windfall. This indicates the need for more
widespread consciousness of the value of budgeting for an operating surplus.

Arrears

Arrears on payment of common fees present an issue for some condominiums.
The large majority (80 percent) of condominiums does not have a large arrears balance,
defined as equaling 10 percent or more of the annual budget. 30 percent of
condominiums have arrears between 0 to 10 percent of their budget, and one-half have
no arrears balances at all and their budgeted collections are fully met. Thus, it is a fairly
small 20 percent minority of condominiums, which may have to defer critical spending
due to revenue shortfalls. [Further, as billing practices among condominiums improve,
one can expect to see declines in delinquent balances.] Condominiums pay utility bills
to local heating, water, and other utility companies, and the survey indicates that 92
percent of all condominiums are in reasonably good standing on these payments
defined as having no arrears outstanding or a balance equal to six months or less of
billings.
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Indicators of the financial condition of condominiums:

— 92 percent of the condominiums do not have a debt towards the utility
companies or have only a small debt, not older than 6 months.

— In about 20 percent of the buildings there is a debt exceeding 10 percent of
the annual budget, owing to the failure of owners to make their payment.

— 70 percent of the buildings have a renovation fund on a separate bank
account. .

Organizational Requirements

The simple majority approval of the owners is enough for the implementation of a
renovation program according to the new condominium law. The majority can approve
of the larger items of expenditure, the necessary rise of monthly payments and offering
the liquid assets as collateral. In this way in the case of most renovations a simple
majority vote of the general assembly is required.’

Unfortunately, carrying out a renovation is not so simple, as even if there is a
majority decision on the renovation, it may happen that not everyone wishes to
contribute to it. (Although on the basis of the condominium law, the majority decision is
binding for all the owners and in this way they can be forced to contribute towards the
costs through a court procedure. The legal action can take a long time and renovation
cannot wait so long in most of the cases.)

The reluctance of the owners to take out a loan can be explained by several
psychological factors. The most often heard objections the banks should address in
their policy towards informing the customers are the following:

What the owners think What the banks should emphasize in the
of bank loans face of the widespread views
There is no need for loans; renovation can take It should be emphasized that postponing certain
place when enough cash has been accumulated.  jobs can make it necessary in the future to have

larger renovations that cannot be foreseen and
require the collection of a larger amount of cash
suddenly.

Bank loans mean a high interest rate. Interest rates are decreasing in general and the
interest rates on loans with a government subsidy
are very low, 2 to 7 percemt, at present as well.

%It the renovation is so extensive as to qualify as an extension of the building, or if a new building is
constructed, then a 100 percent vote may be required. (See Appendix A: undertaking costs exceeding the
scope of normal management.)
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What the owners think What the banks should emphasize in the
of bank loans face of the widespread views

Banks are bureaucratic institutions, which require  Banks do not risk their own money but the money

too much administration. of the depositors, moreover, legal practice does
not defend the interests of the lenders, therefore,
independently of the legal requirements, and they
are forced to defend the loans they issue with all
the means available.

Banks issue loans with the registration of individual [t should emphasized that the registration of a

liens, which may result in their acquiring the flat. mortgage does not automatically mean an auction.
Besides, not only individual morigages are
possible.

it is a well-known fact among banks that a significant part of the population has
objections to taking out bank loans. In the case of individual loans - housing loans,
consumer loans and other loans, there are some that choose to borrow anyway. In the
case of condominium loans, however, common decisions must take place, which are
strongly influenced by the owners who are afraid to take out a loan. Unfortunately, there
will not be a significant market for lending until banks start to do something about
making the products better known to the public. According to our surveys, not more than
10 to 20 percent of the common representatives know the loans with a government
subsidy - and trying to overcome fears from the banks going back to long decades.

Nevertheless, when creating the new banking products, a special attention must
be paid to working out solutions which the condominiums can easily understand and
which require relatively little paperwork. At the same time, a well-prepared staff is
needed, because condominium lending is such a new area that even the senior staff
has little knowledge and experience about it but there is an especially acute lack of
clerks.

STRUCTURING A SUCCESSFUL CONDOMINIUM LOAN

Though basic lending principles should be applied when considering a
condominium loan, there are some additional considerations relevant specifically to
condominium lending.

The Condominium Association as Borrower

Condominiums are aggregations of individual residential flats, which operate
numerous common systems such as roofs, lifts, utility supply lines, hallways, and
basements. As such, a group approach to the renovation of these common systems
must be taken, such as is illustrated by the use of common reserves to pay for repairs in
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these areas. Similarly, an association loan may be the most appropriate means of
financing for such renovations, and the new Condominium Law gives condominium
associations the legal authority to enter into loan contracts at the association level.
Though there are special underwriting considerations for a unified loan, it has some
major advantages relating to administrative cost and risk sharing.

Regarding administrative cost, in a 40-unit condominium building where a
traditional individual approach would require the processing of 40 individual loans and
executing of 40 individual liens, a single loan to a condominium association can proceed
more efficiently. This is especially helpful where the size of loan per unit is very small
(perhaps 50,000 HUF), as is normally the case. Rather than obtaining applications from
40 individuals, the lender focuses on assessing the financial and organizational strength
of the whole association, through one application. Though this may require gathering a
bit of information about each owner, it avoids the need for credit checks on all 40
individuals. The timesaving also accrues to the individual owners, who can forgo filling
out numerous forms and meeting with the loan officer.

The risk of non-payment is reduced on a joint loan because the association is
responsible for repayment, backed by its large number of owners. While certain
individual families may experience financial setbacks from unemployment or other
mishaps, which would endanger their repayment of an individual loan, the condominium
community as a group will have a more stable experience, as most owners' stability can
temper a few families' setbacks. The condominium group provides a cushion and the
association can pay its monthly loan payment (which is paid directly in a lump sum each

month just like other bills) despite individual fluctuations in income among individual
families.

Our experience clearly shows a loan is accepted much more easily if it is a
common loan and not an individual one. We should see that a common project would
never be so important that the owners would enter into separate banking procedures
because of it. They tend to vote for a separate loan if they do not have to deal a lot with
it but they are likely to lose their interest if they have to go to the bank personally and
get an income certificate from their employers (offer their property as collateral).

Underwriting

Basic principles used to minimize lending risk for a condominium association
loan are limitations on maximum loan size, requirements for use of a large share of
cash from the condominium own reserves, and evaluation of the ongoing income and
expense levels in the condominium budget.



I=. Hungary Bank Financing for Condominium Renovation:
M An Emerging Market—Handbook for Lenders (Hungarian and English) 9

Maximum Loan Amounts

Banks can establish a loan maximum, which is related to both the value of
collateral and the cost of the renovation project. Collateral may consist of a variety of
assets (see below), and the loan amount typically may equal only 40 to 50 percent of
their value under current Hungarian banking policies. As the housing lending markets
mature in Hungary, this loan-to-value ratio should increase closer to the 60 to 70
percent ratios that prevail in Western banking markets. In addition, the maximum loan
will reflect a substantial share of the cost being covered through the condominium's own
cash; often 30 percent of the total cost will be put up by the condominium. This
requirement guarantees that the project has the strong support and commitment of the
owners, since they are investing substantial sums of their own money.

Evaluation of the Condominium budget

The condominium enacts an annual budget which reflects the monthly charges
collected from owners, the common expenses of the association for utilities,
maintenance, and management, and the amounts to be added to the renovation fund
that year. This document is a primary tool for a lender to evaluate an application for an
association loan, since that common budget will be the ongoing source of repayment. In
effect, the monthly common fees assessed by the condominium must be adequate to
cover both the traditional costs of operation and the added expense of loan payments. A
bank underwriting standard may also require that there be an additional cushion of
undesignated funds, a "revenue remainder”, which provides for an extra margin of error
to cover unforeseen expenditures or losses while ensuring that condominium mortgage
payments are assuredly paid. The exact magnitude of the required revenue remainder
is a matter of judgment about how large a cushion is necessary. For example, one bank
has set its requirement that a condominium’s net income (that is, income minus
expenses of regular operation and renovation reserve) should be double the amount of
the mortgage payment. Because payments on a typical loan probably will be 10 percent
or less of the total budget, the revenue remainder cushion is a fairly small amount of 5
percent or less. It is important that the bank alert potential condominium borrowers to
this requirement, so that the owners can take these amounts into account in planning
and budgeting for a loan, as the budgets are not prepared in this way at present.

The bank can also take into consideration if the building has comprehensive
insurance. Through this, the payment of installments is ensured in case of an
emergency when the building has to use its reserves to pay for the repairs of the
damage. Relatively few condominiums have a comprehensive insurance but it is
becoming increasingly common. Therefore it cannot be made a basic requirement but it
would be possible to have underwriting with more favorable conditions for buildings with
insurance.
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Collateral

Generally banks may apply their traditional collateral requirements for real estate
loans in the case of a condominium renovation loan. There may be several alternative
options for collateral to secure a renovation loan, including real property liens,
assignment of leases, and cash and securities.

Real Property Collateral

Looking at real property, the traditional method in the case of individual loans has
been to place a lien on individual flats. In the case of common loans the solution would
be to place a lien on all flats in the condominium but this requires unanimous support of
the owners. Besides, a common loan with individual mortgages is the worst combination
for the bank because if the loan was terminated, all the owners would have to be sued,
no matter whether they have paid the installments incorporated in the common costs so
far or not. As a more feasible solution, a smaller number of owners could accept liens
on their flats, because in most cases the amount of the loan is small enough that only
one or two flats provide sufficient collateral value. This route enables the condominium
to go forward with a bank loan despite the opposition of a few reluctant owners, if no
lien is required on those flats, and an increase in common fees necessary to cover the
mortgage payments can be enacted by a simple majority vote. (Of course, we shouid

know that such solutions are rarely possible because the owners, obviously, do not like
to take over each other’s burdens.)

The easiest and probably most frequent solution seems to be for some of the
owners to pay their share in cash and for the others to take out a loan with a mortgage
collateral. This case can be dealt with in two ways, on the one hand, as an individual
loan and on the other, as a common loan. In the case of common loans a few of the
owners take out a loan on behalf of the condominium but they take a responsibility only
for themselves. Still, this is a simpler case for the borrower than an individual loan
because individual contracts and individual underwriting is not required, which may

result in the refusing the application on the grounds that the borrower is not
creditworthy.

In some cases there is commonly owned property, such as a caretaker’s flat or
commercial shop area, which could effectively provide collateral. The value of one such
unit, especially a commercial unit in good condition, would provide enough value for
most loans. Such a flat would need to be a separate unit, and the decision to place a
lien on it would require a unanimous vote of the condominium owners. Such a decision
can be politically easier to accomplish than liens on the owners’ apartments, however,

since owners feel more comfortable with a lien on common property than on their own
flat.
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Other assets as collateral

Another attractive collateral for an association-level loan is the assignment of a
commercial lease. If the condominium has a lease with an established business in good
standing on its payments, then this has significant value when considering three to five
years of lease payments. This is particularly the case because this cash flow is so much
more liquid than real property. Such an assignment requires a majority vote of the
condominium owners, a relatively easy level to reach. About 23 percent of
condominiums in our survey reported they do own units which are now leased,

indicating there is a viably large segment of buildings with access to this type of
collateral.

The easiest collateral, from the bank’s point of view, are liquid assets such as
bank accounts or securities. The condominium needs to freeze its access to such
accounts if they are put up as collateral, though it would continue to eam the interest.
For an association with sufficient excess cash, this is an attractive option when linked
with a subsidized loan, since the deposit rates earned on these accounts will exceed the
interest paid on the loan. In addition, cash and securities can be pledged in combination
with other assets or lease assignments in order to make up a package of collateral to
support a larger loan.

Comparing these different cases, the easiest loans to secure will be cases where
the condominium already has liquid assets, which can pledge, followed by those. with
rental leases on commercial flats with assignable contracts. It is politically somewhat
more difficult to secure agreement for a lien on common property owned by the
condominium, because this requires unanimous agreement. However, most difficult of
all would be any case requiring agreement by all owners to a lien on their individual
flats, a hurdle which is too high for all but the most unified and sophisticated
associations to attain. In a large building there nearly always will be some owners
unwilling to accept mortgage arrangement, while ready to pay the contribution to the
higher common fee. To solve this problem, the condominium could offer owners an
option to pay their share in cash while other owners agree to a lien on their flats.

Use of State Subsidies with Condominium Bank Loans

Several types of subsidies are available in conjunction with renovation loans to
condominiums or their members. They vary in their qualification rules, and have been
used to varying extents. All three programs bring about a substantial reduction in
effective interest rates to the borrower, and thus have opened up some market in the
face of still-high market interest rates.
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Repayment subsidy for condominium loans

Government decree 106/1988 provides for a system of state subsidies to reduce
the interest and principal repayment on loans taken for renovation of condominiums’
and housing cooperatives’ common areas, as a means of spurring renovation activity in
this arena. The program has the effect of reducing the effective interest rate on bank
loans to a range of 2 to 6 percent, depending on the maturity chosen. However, there is
a significant requirement limiting eligibility for this subsidy to certain buildings, which
have established renovation funds. The condominium must either have established the
renovation fund within 90 days of its foundation or it must have set up the fund more

than five years before the loan is made, and in either case there must be continuous
regular contributions made.

There is no official count of the number of condominiums, which meet these
criteria, but the survey would imply that approximately 20 percent of the condominiums
are eligible for the subsidy, especially among privatized housing estates buildings. What
is clear is that the number eligible will rise over time as additional associations meet the
five-year threshold for fund duration. Notably, the subsidy applies to either individual
loans or common loans taken by the association as a whole.

The effects of this program on loan demand can be tremendous, as information
about this program spreads among more associations. Substantial numbers of
condominiums were only starting in 1998 to become aware of the program.
Understanding is gradually spreading as to how attractive the effective interest rate
becomes, or that a loan application can be successfully organized.

Energy Conservation Loan (“German” loan)

Starting with a 1996 decree, interest subsidy also became available on
condominium loans targeted to energy conservation improvements to buildings. Using a
subsidy from the German government, two-thirds of the interest on the loans used to
finance certain renovation projects of buildings constructed through industrialized
technologies will be paid®; for other buildings the subsidy is only a 3 to 4 percent
reduction of interest. The key requirement is that eligible buildings must be upgraded to
meet current thermal technology standards, which is a relatively high level of insulation.
For most buildings this is an extremely costly proposition involving insulation of exterior
walls, though certain buildings constructed after 1980 already meet the standard and
could profit from this loan construction to undertake additional conservation measures.

By Spring, 1999 about 35 to 40 percent of the total 3 billion forints made
available in Hungary has been committed under contract - 50 percent of which is one

¢ According to the special contracts made with the disbursing banks, market interest rate is defined as the base
interest rate of the National Bank + 2.5 percent.
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single contract with a municipality. After some years of experience this program appears
to have had limited effect in the condominium market because of two major factors:

— The technical requirements for the construction projects are very high so the
needed investment in many cases exceeds several hundred thousand forints
per flat.

— Condominiums or cooperatives can rarely get this type of loan, as the banks
usually require an individual mortgage as collateral. This shows that in the
case of larger buildings, such as the buildings constructed through
industrialized technologies, individual mortgages are not the solution.

Housing savings banks (HSBs)

The contract savings programs offered by the HSBs also involve high state
subsidies — 30 percent of the yearly pre-savings up to 36,000 feet per year. The
contract is about a fixed amount (contractual amount), maximum 50 percent of which
can be taken out as a 6 percent interest rate loan after a savings period of 4 to 8 years
determined at the time the contract is made. The installment and the maturity are
already known at that time.” The loan is not provided automatically in this case either
and the HSBs are also obliged to require suitable collateral according to the provisions
concerning all financial institutions. Considering the long period of preliminary savings,
however, the collateral required is much lower than the 100-200 required in the present
practice of commercial bank financing. Over the last two and a half years housing
savings banks made approximately 400 to 450,000 contracts with individuals and
cooperatives or condominiums. A large proportion of condominiums has housing
savings contracts, not only including the best-off buildings but also the average and
‘poor’ ones. This activity shows the interest, financial capacity and willingness of
condominiums to save and to work with financial institutions. It also illustrates that if a
financial program is simple and manageable by a 2/3 vote, as required here, then many
condominiums will make use of the opportunity and will tend to overcome their
reluctance for bank debt.

An Example Bank loan to a Condominium Association:

e This 150-year-old building needed immediate repairs to replace deteriorated
gas and water lines, re-build chimney linings, and repair hallway structural
supports in this 24-unit condominium. The property manager obtained
estimates from contractors in early 1998, which indicated a cost of 2.5 million
HUF. Since the municipally owned flats comprise 30 percent of the building,

s (After two years of savings the housing savings banks can give a so-called bridging loan with a variable

market interest rate, but the underwriting and collateral requirements are much stricter than those of the 6
percent interest rate loan.)
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that portion of the renovation cost would be a municipal responsibility and
leaves 1.75 million HUF to be funded by the regular owners. This could be
paid for using 500,000 HUF from existing renovation reserves, and a bank

loan under the joint loan construction. The funding plan proposed to the
General Assembly was:

— Municipal contribution 750,000
— The owners' reserve in the renovation fund 500,000
— Bank loan to association 1,250,000

e The Owners held three meetings during Spring 1998 to learn about the
renovation recommended in a building engineering evaluation and what
financing options were available. The common representative recommended
a bank loan be used with liens on individual units as collateral. By a majority
vote, the group approved the plan, although 14 owners decided they would
pay their share of the project in cash rather than accept a lien on their flat.
This reduced the amount to be borrowed while increasing the cash available.

e The application to the bank in late 1998 consisted of basic (non-financial)
information about each owner participating in the loan, plus association
budget data on recent years' condominium finances and the projected budget
for the upcoming year. The projection showed that total income from common
fees would exceed the basic expenses by enough to amortize the loan and

have a cushion left over. The bank approved the loan request during Winter
1999 and the work began in the Spring.

Role of Municipal Assistance Programs

A number of municipalities across Hungary - for example Budapest and its
districts, Tatabanya, Debrecen, Miskolc, Székesfehérvar - have set aside funds from
their local budgets to provide interest-free loans or grants to support condominium
renovation. In Budapest, 19 of the 23 Districts have such a program, with annual
allocations of between 10 and 210 million HUF in each. These programs in 1998 funded
1.3 billion HUF in support for renovation of over 1500 units in Budapest.

Criteria for either grants or loans typically require that the condominium
contribute 30 to 60 percent of total project cost from its own reserves, and that the
building be current in payment of utilities and public debts. For loan programs collateral
requirements vary widely, ranging from a straightforward contract agreement to repay
the loan and pledging all the accounts of the condominium for the municipality to
execution of a lien on each individual flat. (The latter, however, has taken place only in
the case of one district.) It is important to emphasize that in the case of grants, payment
discipline is very good and the municipalities practically have not registered longer
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delays. (This is true although the municipalities do not examine the condominiums they
lend to seriously and do not look at their ability to repay the loan either.)

The size of these programs is small in comparison with the overall renovation
needs of condominiums, but these programs have served as a catalyst for a certain
number of condominiums consider their renovation needs and organize applications for
funding. The line of thinking involved in the municipal loan process may help carry the
condominiums forward toward bank borrowing, if municipal funds have run dry or if the
city program targeting comes to exclude certain buildings from eligibility.

In the longer run, as municipal funds become tight and bank loans more plentiful,
some municipalities may decide to target their assistance to certain segments of the
condominium market or limit the amount per building of their loans and grants to modest
levels. Possible municipal targeting criteria may include a focus on low-income
households, buildings located in certain geographic target areas in the city, or buildings
with particularly large repair needs. In this scenario, banks and municipalities serving
different parts of the market would meet the demand for condominium renovation loans.

Bank loans and municipal assistance can also complement each other if utilized
at the same time in the same building. In this configuration, a condominium, which
cannot afford to undertake its full renovation program using a bank loan, could augment
that loan with some municipal aid. This reduces the exposure for the bank’s funds,
enables condominiums to complete a more extensive renovation program, and creates

a more affordable monthly cost to the owners thus enabling a wider segment of
buildings to qualify.

Many municipalities also have instituted information and training support for
condominiums, recognizing that condominium owner and common representatives need
access to information on technical, financial, and legal issues if they are to operate their
buildings effectively. These programs, by building the knowledge and capacity of key
leaders within the condominiums, will strengthen the financial planning and balance
sheets of many condominiums. This in turn will bolster the market for condominium
loans from banks, as the renovation planning, consensus building, and cash reserves
needed for renovation projects show improvement. In addition, banks could directly use

these municipal information programs as a conduit to disseminate information about
banks’ own loan programs.

Future Ideas

Trying to find enough and proper collateral for condominiums to issue loans will
always be a major impediment to lending. As condominium lending becomes more
accepted, the acceptable forms of collateral may expand to include a broader and more
sophisticated range of assets, however. These may present banks with just as much
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security as liens on traditional property assets, once procedures are worked out to
utilize them efficiently. Forward-looking banks may want to consider the following ideas:

Simple Pledge of Accounts

The future cash flow of a condominium borrower can be pledged as collateral,
without freezing current accounts equivalent to the loan principal. The idea is that in
case of default, the bank could directly access the condominium account to pay the
monthly mortgage payment. The entire account could be attached if problems continue
and foreclosure is later pursued. Such collateral would be most sensible in cases of a
relatively small size loan. It is equivalent to the banking practice of advancing current
account loans to individuals based on their credit history, but extended to the
condominium realm. For a larger loan, this collateral probably would be combined with
some additional property or account pledge.

The similarity of the current account loan is very remarkable in the case of
condominiums as well. If we take the loan product offered by our large leading bank as
a basis, we can calculate with a loan amount 3 to 4 times as much as the regularly
transferred income, which is issued at present also without a collateral of mortgage and
tied up deposits or cash deposited. Based on the similarity in the case of a building with

60 units supposing 200 to 250,000 HUF monthly incomes, a 600,000 to 1,000,000 HUF
loan can be issued.

Municipality guarantee

Municipalities already operate loan programs where they provide capital directly,
but this fails to utilize the banking system or leverage the municipal funds to the
maximum extent. A more economical use of local government funds would be to
encourage bank loan through guarantees® of bank loans. Municipalities would have no
greater risk than they take when issuing loans directly. In such as case, the
condominium would provide some repayment security to the municipality, which would
not be an individual mortgage, perhaps a pledge of their cash flow.

Local government guarantees make sense if municipalities could facilitate a
greater volume of building renovations by encouraging bank loans than by direct
municipal help. It means that the same municipal fund should be “multiplied.”

» Practically the municipality would not tie up funds equal to 100 percent of the
loan with the guarantee, but rather a funds equal to some proportion of total
guarantees. Alternatively, the municipality’'s signature may be sufficient to

® In reality the focal governments have been undertaking guarantee for years undertaking programmes of large

volume through the water public utility associations. The associations arrange the canalisation and water
supply of some parts of the settlement.
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back the guarantee, probably likely if the municipality is financially strong and
holds its own accounts with the bank in question.

e In some cases the municipality can put lien on its property - such as
commercial places - to secure a guarantee.

Modernization of heating in Debrecen

Individual metering and regulation of district heating for the individual units are an
important task for the near future. The municipalities - usually through the district
heating companies owned by them - can do a lot to facilitate the process. The Debrecen
district heating company has undertaken this task. Installing the cost distributors and
regulating valves means a 30-50,000 HUF cost by units. This has been financed partly
from the payment of the owners — 2,000 HUF by radiators - and partly from municipality
subsidy and concessions from the base rate. The most interesting about the project is
the loan, which the contractor provides for one year and is received by the district
heating company but transferred to the owners and after the work has been completed
the owners will repay the loan to the district heating company within one year. What
actually takes place is a kind of surety as the individual owners repay the loans, no
mortgages are registered and the guarantee for the district heating company is the
pledging of the accounts included in the contract.



APPENDICES

A. Excerpts from Relevant Laws

Act CLVII/1997 onh Condominiums

Article 3. (1) The community of the owners of the condominium (hereinafter:
community) may, under their joint name, acquire rights and make commitments
during the maintenance, reconstruction of the building and in relation to matters
related to joint ownership. A lawsuit may be filed against the community and it
may also file a lawsuit, it exercises the owners’ rights related to joint ownership
and bears the burden of joint ownership. Any provisions of the condominium or
the owners, which are in contrast with that, shall be void towards third parties.

(3) Co-owners shall be responsible for the completion of an obligation which
applies to the entire community in accordance with their ownership ratio, or a
different ratio specified in the deed of foundation or the organizational and
operational code, and in accordance with the rules of simple (serial)
guarantorship.

Article 11. (2) Unless this Act provides otherwise, the modification of the deed of
foundation shall require the consent of all co-owners and the change must be
reported to the Land Registry Office.

Article 18 The costs of maintenance and rehabilitation and expenditures
surpassing the range of ordinary management of the jointly owned part of the
building, building-equipment, premises and domicile shall be shared by the co-
owners in proportion to their ownership ratio, unless the deed of foundation or the
regulations on organization and operation stipulate otherwise.

Article 23. (1) On expenditures which surpass the normal management of the
jointly owned parts of the building all the co-owners shall decide unanimously.

Article 24. (1) On the basis of the authorization given by the membership
meeting or by the regulations on organization and operation the joint
representative (chairman of the steering committee) can mortgage- as security-
the separately owned part of the co-owner in case such co-owner is in arrears
with the payment of minimum six-month contribution to joint costs.

Article 39. (5) expenditures surpassing the volume of normal management:
expenditures not included in the scope of maintenance, rehabilitation . and
modernization as required for the maintenance of the building’s status, and are
typically linked to the extension of the building or the erection of new building.



The 106/1988 M.T. (Council of Ministers) Decree

11. § (1) The government provides subsidies for the repayment of loans - issued
by the financial institution managing the funds - renovation and modernization of
common areas of housing cooperative and condominium buildings if the
requirements of the law regarding the contributions to a renovation fund on a
bank account are fulfiled. The amount of the subsidy is half of the monthly
instaliment but cannot exceed the interests due.

(2) The subsidy according to section (1) cannot be provided if

a) the condominium association or the housing maintenance cooperative has not
fulfilled the legal requirements for the payment of a renovation fund;

b) the condominium or the housing maintenance cooperative failed to start
making the required contributions to a renovation fund within 90 days after the
foundation of the condominium or if it took place later, after the building was
occupied or was taken possession of.

(3) If the deadline according to section (2) is missed, the subsidy can be provided
only if the requirements for the contributions to a renovation fund have been
fulfilled for 5 years continuously.

The 10/1977 PM. (Ministry of Finance) Decree

1. § (1) If there are more than six individually-owned units in a condominium, the
owners or the co-owners are eligible for a loan for the renovation of common
areas and individual apartments with the preferential terms set forth in a separate
piece of legislation only if they make contributions to a fund set up to pay the

costs of renovation projects of the common areas and if the monthly contribution
is not less than

a) 4 HUF/m?in buildings without an elevator, within 15 years after the building
was occupied or renovated and 6 HUF/m? in buildings with an elevator;

b) from the 16th year after the building was occupied or renovated until a
renovation or another renovation takes place 6 HUF/m® in buildings without an
elevator and 8 HUF/m? in buildings with an elevator.

2. § The local branch of OTP performs the account keeping functions concerning
the renovation fund.

3. § (1) The owners must pay the monthly contribution towards the renovation
determined by the assembly by the 15th day of each month to the management
account of the condominium at the bank - personally or through the common
representative depending on the resolution of the assembly. The bank transfers



the renovation contributions to the renovation account of the condominium on the
basis of a standing or individual commission of the condominium by the last day
of each quarter of the year.

6. § (2) Where the decree mentions OTP or the bank, the bank appointed to
manage the accounts of the condominium is to be understood.

B. The Results of the Condominium Survey

In September 1998 a survey of 800 condominiums was carried out - with the help
of the USAID - in which we asked common representatives through questionnaires. The
sample was taken mostly from Budapest with supplementary samples from Gy6r and
Nyiregyhdza. The bulk of the sample consisted of privatized buildings but buildings
originally constructed as condominiums were also included in the survey, while there
were no housing cooperative units in the sample. As most of the sample is from
Budapest, buildings in the inner city and with a large number of units were represented
beyond their normal share.

The survey does not look at households but the whole building, parily because
according to our experience the estimates concerning the incomes and the practice of
the condominiums are unreliable, especially the estimates made by the common
representatives and partly because indirect data - external and internal arrears - better
characterize the real limitations on the actions the building can take.

The main conclusions of the survey are the following:

— The estimated size of renovation necessary in the next few years according to
the estimates made by the common representatives is approximately 150
billion HUF on the national level.

— The really old buildings have the largest need for renovation. The per unit
renovation requirements are the smallest in the case of housing estate
buildings.

— Approximately 8 percent of the buildings have public utility debts older than 6
months.

— In approximately half of the buildings there are no arrears in the common
costs and they are a really big problem - more than 10 percent of the annual
budget - only in 20 percent of the buildings. Both concerning the public utility
bills and the common costs the buildings in housing estates are in the worst
situation.

— 70 percent of the buildings have a renovation fund. (And 18-20 percent of

them have a regular income surplus beyond the common costs and the
renovation contribution.)

A



The technical condition of condominiums and the backlog of renovation

It is very difficult to estimate the most necessary renovations and their cost
requirements. In the survey we asked the common representatives what jobs they think
will be important in the next 5 years and how much they think these will cost. An
analysis of the estimates by the different kind of jobs showed that they are not far from
the real values in the market, therefore we can project the urgent backlog in the short
term to the national level. The value of it is estimated to be roughly 180-200 billion
HUF.” The requirements estimated by the common representatives are much nearer to

reality, as usually only the really urgent jobs were included among them, not everything
needed to make the building perfect.

The survey clearly shows that the costs requirements of housing estate buildings
are much lower than those of the condominiums in the inner city or in the garden
suburbs - the per unit cost requirements of the latter are nearly the same. (This is so
partly because most of the housing estate units are younger than the average and are
constructed through cheaper techniques; besides, these buildings have a lot of units so
the per unit cost is, of course, smalier.) The renovation requirements of buildings
originally constructed as condominiums are about half as much, presumably because
there is more regular maintenance. There is an obvious relationship between the age of

the building and the renovation requirements, which means that the older a building is,
the more expensive the renovation will be.

Renovation of the roof seems to be the most urgent for most of the buildings - in
40 percent of the buildings surveyed - followed by the renovation of the staircase.

(Installing emergency lighting and a ventilation system are the problems least often
mentioned by the common representatives.)

The financial situation of the condominiums

92 percent of the buildings do not have arrears in the public utility bills older than
6 months. This figure was somewhat higher than the average in housing estates (15
percent) and among privatized buildings. There were significantly high figures of public
utility debts - around 30 percent - in the largest buildings with more than two hundred
units. In one of the provincial towns in the survey, Nyiregyhaza, the proportion of
buildings with public utility arrears is about 15 percent, while this figure is practically
zero in Gy6r (In Budapest the rate is the same as the average 8 percent.) The situation

of the smaller and older condominiums concerning utility debts is much better than the
average.

Concerning internal arrears we can say that in approximately half of the buildings
- these are mainly buildings with a small number of units - there were no arrears in the

" Other estimates have also been published, which show that the renovations required on the national level
would cost 1,500 to 3,000 billion HUF. These, however, include the renovation requirements of the individual

units besides those of the common rooms - and they also included cooperative buildings, municipality owned
rental units and single-family homes as well.
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common costs. In the other half of them, there were different categories. The level of
arrears per unit is much higher in Budapest than in the provinces. It is also significant in
Nyiregyhdza and is low in Gy6r. The level of internal arrears is high in the reaily old
buildings - built before 1920 - and in the housing estates built in the 70s and 80s. In the
housing estates not only the level of arrears is hlgher but also the proportion of those
who have arrears as well, which means that in 75 percent of the buildings there is at
least one household in arrears. In privatized buildings the level of arrears per unit is
higher t