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1 INTRODUCTION

This report provides a summary of the proposed Hungary HG-001 and its
expected accomplishments over the five year Life of the Project ("LOP") It presents an
overview of the economuic, financial, market and social conditions in Hungary within
whach the housing finance sector functions, the principal constramnts which impede
the transformation of the housing finance sector to a more market-oniented system,
and the pohcy, mnstitutional, legal, financing and operational reforms which should
be instituted to overcome these constraints The Project includes both program and
policy components whose implementation will facihtate the rationahzation of the
Hungarian housing finance system

This report also proposes a prehminary Project implementation plan and the
expected accomphshments of the Project More defimitive Annual Work Plans to be
prepared with the Mmstry of Finance will provide detailed objectives and
mmplementation strategies for each year of the Project

It 1s anticipated that the Hungary HG-001 will make available up to US$ ___
mullion in Housmg Guaranty Resources to the Mmistry of Finance ("MOF") which wall
be utihzed to mmplement policy reforms and programs designed to mmprove the
efficiency and effectiveness of the Hunganan housing finance system HG resources
will be used to support policy reforms, mcluding the reduction in mortgage subsidies
(facilitated by the introduction of a new mortgage mstrument), the reduction and
better management of credit nisk, and the development of access to long-term
mvestor resources

Program lending will mclude funding for loans for the construction of or
purchase of housmng units, for housmg rehabilitation and modermization, for
construction financmg, or for housing related infrastructure The Program will be
supported by technical assistance (1) to the government to design and implement
effective financing structures for the housing sector and to evaluate approaches to
targeting and reducing subsidies and (2) to financial mstitutions to assist m the
mmplementation of the new mortgage mstrument and i the development of more
effective loan underwnting and servicing systems and procedures to control and
manage risk

2 PROGRAM OBJECTIVES

The principal objective of Hungary HG-001 1s to support a substantial ongoing
US effort to assist the Government of Hungary ("GOH") m identifying and
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mmplementing reforms 1n housing finance pohcies and programs which will lay the
foundation for a stronger, more efficient, and more market-based housing finance
system The restructuring of the housing finance system will also include the greater
mtegration of housmg fmance mto the capital markets so that a broad range of
financial institutions and mstitubional investors can participate m the provision of
housing credit, thus deepenming the Hunganan financial system Benefits to the
household sector include an increase m the affordabihty of housing, greater ease of
mobility over a hifetime, and 1increased competition among providers of new housing

The policy objectives of the Project are to support GOH efforts to reduce and
rationahize housing finance subsidies, to remove or mitigate legal and regulatory
mmpediments to the development of a more responsive and competiive housing
finance system, and to integrate housing finance mto the financial and capital
markets To achieve these goals, the program sets out a phased, interrelated process
of reforms 1n each aspect of the housmng finance sector, including loan repayment
structure, subsidy provision, credit risk management, hqudity risk management,
competition 1n onigination and servicig, and expansion of the funding base

3 SECTORAL CONTEXT AND CONSTRAINTS
31 Sectoral Context
3 11 The Economic and Financial Environment in 1993

Hungary 1s one of the most developed economes in Central and Eastern
Europe (CEE), with an estimated per capita GDP of $3,300 in 1992 The stable
pohtical environment and the success of economic reforms to date have created a
healthy basis for increased domestic and foreign capital mvestment and the
development of a competitive and efficient private financial sector

Economuc reform has a longer history in Hungary than mn other CEE countries
Beginming with the New Economic Mechanism i 1968, a number of substantial
reform measures have been mtroduced over the last 25 years which have resulted in
significant progress towards the transition to a market system In 1992, the pnivate
sector accounted for 44 percent of GDP, compared with 31 percent in 1988 and the
private sector contribution to GDP 1s expected to imncrease to about 50 percent 1n
1993

HG Program Description
September 15 1993
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The economic transformation process 1n Hungary has not been without some
dislocations Over the last three years, the Hunganan economy has suffered from a
dechne 1n total output, nsing unemployment, high mflation, and a large budget
deficit The economuc difficulties in Hungary have been intensified by the collapse of
the East European markets From 1990 to 1992 real GDP dechned by an estimated
17 percent Recent trends indicate a moderate resumption of economc growth After
declines of 11 9 percent in 1991 and 5 percent in 1992, the real GDP 1s expected to
grow by O to 3 percent in 1993

The recession and the restructuring of state-owned enterprises have led to ugh
unemployment Unemployment grew by 63 percent in 1992 and at year end reached
12 3 percent of the total labor force However, the trend during the year showed a
slowdown m the rate of increase mn unemployment During the first seven months
of 1992, the number unemployed rose at a 4 1 percent monthly rate For the rest of
1992, the monthly rate of increase in unemployment was 2 5 percent and for the first
month of 1993, 1 percent

As 1n other Eastern European countrnies, mflation has remained persistently
high throughout the recent recession and has had a severe negative impact on the
Hungarnan economy Inflation, as measured by the consumer price mndex, rose from
17 percent 1n 1989 to 28 9 percent in 1990 and peaked at 35 percent in 1991 The
rise 1n the consumer price level was slower i 1992, but was still a high 23 percent
Inflation durmg the first quarter of 1993 remained m the 20 to 25 percent range due
to the mntroduction of the value added tax, excise mncreases, the hberahzation of
admunmistered utihity prices and increases 1 market prices The rate of mflation 1s
expected to decelerate over the balance of 1993 The National Bank of Hungary, the
Magyar Nemzeti Bank, (MNB) projects a 12 to 15 percent rise in consumer prices and
a 9 to 11 percent nise 1 producer prices for the year Some private econormmusts are
not as optimustic about the outlook for mflation and have forecasted an 1ncrease 1n
consumer prices of 20 percent or more for 1993

The budget deficit in 1992 reached HUF 197 1 billion, 2 8 tuimes the projected
HUF 69 8 bilhon deficit The poor performance of the Hunganan economy mn 1992,
a large number of bankruptcies, and tax avoidance by new private compames are
cited by the MNB as the principal factors which contributed to the large and
unanticipated increase in the deficit Progress has been made towards reducing GOH
subsidies and rationahzing the tax system Subsidies to business activities and
consumers were reduced to 5 percent of GDP m 1992 from 28 percent of GDP 1n
1986 and the former system of selective taxes has been largely replaced by a system

HG Program Description
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of value-added and personal and corporate income taxes The effects of these fiscal
reforms should begin to be felt m 1993

Fimancing the current budget deficit has had a significant impact on the
Hunganan financial markets According to prehiminary data, domestic government
debt totalled HUF 2 2 trillion as of the end of 1992 Of thus total approximately 74
percent was held by the MNB, with most of the balance held by financial mstitutions
The GOH’s mcreasing activity as a borrower 1s expected to have a positive impact on
the overall development of the Hungarnan money and capital markets as a system of
prunary government securities dealers and an active secondary market evolve
However, a large volume of nisk free, relatively high yielding GOH securities may
"crowd out" private investment

As a result of mflation and the large budget deficit, nominal interest rates n
Hungary have been high, although at times inflation has exceeded market interest
rates, resulting in negative real returns Durmmg 1992, domestic interest rates on
bank loans and deposits fell and that trend has continued during the first quarter of
1993 Interest rates on short term bank loans fell from an average of 35 5 percent in
December, 1991 to an average of 28 8 percent at the end of 1992 and the average
interest rates charged on longer term bank loans dropped from 34 3 percent to 25 4
percent over the year Short term bank deposits showed a similar decline, with the
average rate paid on 1 to 30 day deposits falling from 25 1 percent to 12 9 percent
and the rates on 31 day to one year and over one year deposits dechning by 13 7
percent and 13 5 percent respectively

Interest rates dechned further during the first four months of 1993 During the
first week of May, 1993, the MNB lowered the base rate from 20 percent to 19 percent
and mterest rates on deposits at the major Hunganan banks declined to 11 to 13
percent for 30 day deposits, 13 to 16 percent on six month deposits and 15 to 17
percent on one year deposits The mterest rates charged on bank loans have not
been reduced to as great an extent As of early May, 1993, the mterest rates charged
on bank credits ranged from 22 to 32 percent

The dechine 1n deposit interest rates m 1992, despite continued high inflation
has been attributed to large increases in net household savings The gross savings
of households mcreased by 32 percent n 1992 and household savings held at
Hunganan financial mstitutions grew by 35 3 percent Moreover, the outstanding
debt of households, mncluding mterest debited at the end of the year, mcreased by
only 3 7 percent over the year As a result of the large increase in household savings
and the slow growth m outstanding debt, the net savings position of households

HG Program Description
September 15 1993
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mcreased by 42 7 percent in 1992 This 1s generally mterpreted as reflecting the
adjustment of households to establish personal financial resources 1n order to deal
with the uncertainties of a market economy

Interest rates on term deposits at Hungarian banks are expected to range from
15 to 20 percent in 1993 while rates charged on loans are expected to range from 25
to 30 percent The sigmficant net mterest margin between the cost of funds for
Hunganan banks and the y1eld on thewr earning assets has been a subject of concern
and cnticism The wide mterest spread can be attributed to several factors
mefficient operations and high admmnmistrative costs (compounded by a lack of
competition), the need for a higher spread on earning assets to offset the expense of
provisioning for non-performing assets and the presence of requurements for holding
high reserves 1n low-yielding government debt

3 1 2 The Hunganan Financial Sector

Since the early 1980s, Hungary has recognized that reform of the financial
sector 1s essential to accomplishment of the country’s overall economic stabihization
and restructuring program Fimancial sector reform has focused on mmtiatives to
mcrease the use and effectiveness of indirect monetary pohcy tools to implement
monetary policy and to improve the mobilization of financial resources to facilitate
economuic growth  Over the last five years, the Hunganan government has
mmplemented a number of financial sector reforms to achieve these objectives The
two principal reforms have been

A The creation of the first two-tier banking system 1n the CEE 1n 1987 1n
which the commercial banking activities of the National Bank of Hungary
("MNB") were separated from its central banking function and the
establishment of privately owned joint stock company banks was authorized,
and,

B The enactment of the National Bank, Banking, Accounting and
Bankruptcy Acts in 1991 which estabhshed a comprehensive legislative
framework for banking and financial mtermediation

Other sigmficant reforms mclude the authorization of the 1ssuance and trading
of shares and the re-opening of the Budapest Stock Exchange, the removal of interest
rate controls, the authorization of market financial mstruments, the ehmmation of
many restrictions on bank activities, products and services and the passage of the
Insurance Act authonzing the estabhishment of private nsurance compamnies As a

HG Program Description
September 15 1993
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result of these reforms, Hungary has a more well-developed system of financial
mstitutions than 1s found m most other CEE countrnies, mcluding domestic and
foreign commercial banks, securnties brokerage and mnvestment banking firms,
savings cooperatives, and msurance companies

As of the end of 1992, the Hunganan financial sector consisted of 29
commercial banks and 5 specialized financial mstitutions, excluding mstitutions 1n
hqudation or recewvership, 258 savings cooperatives, 13 mnsurance compames, and
25 secunties brokerage firms Despite the comparatively large number of financial
services firms i operation in Hungary, there 1s a high degree of concentration in the
sector The four largest Hunganan banks hold two-thirds of all domestic bank assets
and the two largest insurance compames account for 62 percent of the net mmcome
ofthe msuranceindustry Cross-shareholdings among financial sector firms mcrease
concentration n the financial sector even further

Despite the progress which has been made towards the development of an
efficient and competitive financial sector n Hungary, a number of areas remain
which will require further reform and rationalization The GOH continues to hold
large ownership positions m the largest domestic financial firms As of the end of
1991, the state directly or indirectly, through state-owned enterprises and joint stock
compamnes, owned 68 percent of the share capital of all domestic commercial banks
and specialized financial mstitutions  Approximately 17 percent of total share capital
was owned by private mvestors and 15 percent by foreign mvestors As part of its
overall privatization program, the GOH will phase out its ownership of financial
mstitutions The Banking Act of 1991 establhished a timetable for bank privatization
which will restrict state ownership of financial imnstitutions to 25 percent of share
caprtal by January 1, 1997 In the insurance mdustry, the state owns 35 percent of
the shares of Hungana Insurance Co, Ltd , the largest mnsurance company in the
country, and 20 percent of the second largest msurance company

Hunganan banks have suffered from poor financial performance because of the
burden of non-performung loans i their portfohos, many of which are credits to
moribund state-owned enterprises which were inhented when the commercial banks
were established mn 1987 The imposition of stringent regulatory requirements in
1992 forced banks to estabhsh large provisions for non-performing assets which
drastically reduced thewr profitabihity for the year Profitability, asset quality and
capital adequacy will remain concerns until the Hungarnan economy improves

Another shortcommng of the Hunganan financial system 1s the lack of truly
long-term funds In fact, bond i1ssuance with a term of over three years are

HG Program Description
September 15 1993
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considered to be "long-term" and no 1ssuance has been for more than seven years
This 1s partly because of the great uncertamty about future inflation, but also reflects
the lack of investors for whom short-term liquidity 1s not a paramount concern Such
mvestors are begmmng to emerge, especially in the msurance business and the
private pension funds which will replace government pensions as more firrns are
privatized  These mstitutional mnvestors will seek longer-term, hugh quality
mvestments which will earn higher yields than those offered on government bonds
The development of this mnstitutional mvestor market should result m a stable flow
of funds 1into the capital markets and create the potential for the mobilization of
longer term financial resources for housing finance

3 13 The Housing Sector in General

Hungary 1s a country of homeowners, with less than 20% of the housmg umts
1n the rental sector Even m Budapest, the only large city m Hungary, fewer than
half the units are rental Moreover, the rental sector remains nearly all government-
owned, because of extreme legal protections for sitting tenants Thus, access by new
households to housing and by existing households to geographic mobility or to
raising or lowermg housmg quality depends on the effectiveness of the market in
owner-occupied housing Because government production of rental housing has
come to standstill and production for sale has also sharply declined smce 1990, a
revival of housing production also hinges on effective demand for owner-occupied
housing

Construction of new homes has fallen sharply since 1989, accelerating from
a downward trend since 1980 In 1992, 25,800 homes were completed, as opposed
to 51,500 1n 1989 The situation reflects the recent dechines mn real incomes, rising
uncertainty of income and employment, and the nse n interest rates (even net of
subsidy), as well as a steady dechine m the real value of housing subsidies
Fortunately, the actual housing consumption situation 1s not that of severe physical
shortage, as 1t 1s 1n most other Eastern European countrnies Market processes need
to be substantially improved, however, mncluding the development of private
residential development firms

Primary responsibiity for GOH housing policy and programs at the national
level 1s shared by the Mimstry of Social Welfare and the Minustry of Finance, with
participation 1n some cases by the Mimistries of the Intenor, the Environment, and
Industry and Trade The government has taken a number of steps to reform the
housing finance sector, mcluding reducing subsidies on new loans, raising mterest
rates on older, deeply subsidized loans, and acting to strengthen the banking sector

HG Program Description
September 15 1993
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and the financial sector in general However, action on the part of Parhament on a
number of key measures has been slow to come, particularly with respect to fostering
a private rental market

Some steps have also been taken by local governments, which now possess the
remamng government-owned rental units The expectation 1s that most of the
remaimnng government-owned buwldmmgs will be privatized, because of the political
pressure from the current tenants and because there has not been the political
ability to raise rents to at least cover the full costs of maintenance This will leave
Hungary with nearly no rental market and also raise 1ssues with respect to the
capacity of many new owners to afford the renovation of older, poorly mamtained
unts

3 1 4 Housing Affordability

Low nomnal household mcomes and dechning real wages in Hungary,
combmed with mortgage mterest rates of 25 to 32 percent severely limit housing
affordability for the majonity of Hunganan households, even with large government
subsidies The average monthly wage m Hungary as of February, 1993, was HUF
19,000, or approximately US$ 218 at current exchange rates Even once all sources
of mcome m a household are accounted for, median monthly urban household
income (from a survey conducted as part of a USAID techmcal assistance project) was
only about HUF 23,000 1in 1992, or approximately US$ 291 Unfortunately, for a
number of reasons, house prices are relatively high, for example, residential space
in Budapest costs about US$ 50 to 60 per square foot or more Even a 600 square
foot flat in Budapest at 2 6 million forints costs about six to seven times the annual
household mncome, this ratio 1s lower, but still very high, outside of Budapest See
Annex C for more details

To help deal with this situation, the Hungarian government has long provided
a special one-time grant to farmhes making therr first purchase This grant, set at
HUF 400,000 mn 1989 for a fammly with two children, has declhined n real value by
nearly 50 percent since then In addition, the government has heavily subsidized the
cost of a limited amount of mortgage borrowing Until 1989, the borrowing rate was
sumply fixed at 3 percent Since 1989, the contract rate on the loan has followed the
market rates of interest (as high as 32 percent 1n 1992), but the repayments have
been heavily subsidized (up to 80 percent) in the early years of the loan Despite this
and a generous underwnting allowance of a maximum 33 percent (subsidized
repayment) for the payment-to-mncome ratio, most home purchasers must come up
with personal resources for half or more of the cost of the house

HG Program Description
Septernber 15 1993
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3 1 5 Housing Finance Institutions

OTP domunates the housmg finance market m Hungary OTP origmates over
90 percent of all housing loans in the country The only other housing lenders are the
257 savings cooperatives, which have very lmuted housmng finance actity
concentrated primanly 1in the markets outside Budapest There are few prospects for
entry mnto the housing finance market either among the commercial banks created
from the Hunganan National Bank ("MNB") in 1987, the mternational jomt venture
banks or the Hunganan banks which have been established since the iberalization
of the banking laws Other private financial institutions traditionally mvolved i
housing finance, hke msurance compames and pension funds, are still m therr
mfancy and are unhkely to play any role in the housing finance market for some time
to come The reality of the Hungaran housing finance market today and for the next
few years 1s that the OTP 1s the Hunganan housing finance market and that efforts
to liberalize and rationalize this sector must focus mitially on OTP (See Annex I on
the housmg finance activities of OTP )

3 1 6 Housing Finance Policy

In the housing finance sector, perhaps more than other sectors of the financial
market, the GOH has had to balance the need for market reforrm with social
concerns, particularly within the context of the recent economuc slowdown, an
mcreasing budget deficit, nising unemployment, dechining real wages and high
mflation and mterest rates The GOH has taken steps to move housing finance to a
more rational system based on market forces Interest rates on new housing loans
have been allowed to move to market levels and the subsidies on earher loans were
cut As a result of these efforts (as well as because of the sharp dechine in new
construction), the burden of housing subsidies for mortgage borrowing in the state
budget has dechined from over 5 0 percent of total GOH expenditures 1n 1991 to a
projected 4 1 percent in 1993, of which 70 percent are to cover the costs of the pre-
1989 mortgage loans

While the GOH 1s seeking to improve the general economic situation, 1t 1s also
addressing the longer-term problems of the housing finance system A commnuttee
with representation of all of the mimstries imnvolved m housing and housing finance
and the MNB has been organized to formmulate a set of housing pohcy imtiatives As
of late Apnil, the committee was close to agreement on a senes of policy imtatives
which include the following particularly related to housmg finance

HG Programn Description
September 15, 1993
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Policies Under Consideration by the GOH

Subsidies

Because of current social conditions in Hungary, the commuttee has
determrmned that mortgage subsidies cannot be eliminated at this time,
but that they should be ended within a few years and meanwhile should
be more targeted towards encouraging housing construction Moreover,
n order to achueve a greater impact from the subsidy expenditures, the
effect of inflation on current mortgage repayments would be primarily
moderated through the partial deferment of the mnflation-related portion
of the repayment, instead of through the current large subsidies

Affordabihty would be still be enhanced by a step-down interest rate
subsidy, despite thus, the new system 1s expected to reduce state budget
requirements on each new mortgage by 50 percent over the next five
years, and mncremental subsidies 1n aggregate by more because the
ehgibility of most existing houses for loan subsidies would be ended

(See Annex D)

Taxation

(1) Tax reforms enacted mm 1992 partially elimmated the previous
exemption for housing construction from the 25 percent value added tax
(VAT) These additional taxes will increase housmg costs, but all
revenue generated by the VAT on construction should be used for
housing related purposes, m particular to mcrease the social polcy
housing allowance, 1 e the one-time lump sum grant or advance given
to people to buy new homes or build their own homes and which 1s
related to the number of children

(2) The commuittee asked that proposals be prepared to grant a credit or
exemption from personal mcome taxes to home buyers to support the
purchase or construction of housing

Reduction of Mortgage Credit Risk

(1} The commuttee asked that the current foreclosure procedures be
revised so that mortgage lenders can take possession of the property
and convey 1t to a purchaser free and clear of the claim of the defaulted
borrower for alternative housmg The objective of this pohcy mitiative

HG Program Description
September 15 1993
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1s to shift all or part of the nsk ansing from weaknesses m the
foreclosure law from the mortgage lender to the GOH until more
appropnate laws are enacted

(2) Establish a credit enhancement facility to provide some protection
to mortgage lending mstitutions The mortgage guarantee program as
currently conceived by the commuttee would allocate 80 percent of any
loss on the sale of mortgaged property the GOH, with the lender
retaining 20 percent

(3) Authorize the establishment of a central credit information bureau
which, within constitutional limmts, can provide credit mnformation on
prospective borrowers to banks

Housing Finance Institutional Development
(1) Encourage the participation of other financial institutions mn the
housing finance market by removing the current legal and structural

disincentives

(2) Investigate the possibiity of estabhishing specialized mortgage
lending mstitutions financed by mortgage bond 1ssuances

If pursued wvigorously, these proposed reforms would provide the basis for
major mmprovements m the housing finance sector To a great extent, this HG
program s desygned to support and encourage the GOH n carrying through toward
these ohjectives

A number of donor efforts have been mmtiated previously to assist the GOH 1n
1ts reform of the housing finance system USAID’s techmcal assistance program for
the housing or housmg finance sector has focused on the following objectives

Developing a practical mortgage program capable of preserving
affordability in a lmgh inflation environment without subsidy

Identifying other constramts on the efficient operation of housing
finance and the potential for the expansion of competition 1n the sector

Assisting local government i carryimg out their responsibihties relating
to the housing stock under their control and management, mcluding

HG Program Description
September 15 1993
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privatization of ownership or management and mstallation of housing
allowance prograins

Other U S government assistance has focused on financial sector reform,
mcluding privatization of the banking sector

3.2 Sectoral Constraints

Despite GOH mmtatives to hberalize the housing finance market, sigmficant
mmpedimments to the development of a market based housing finance sector in
Hungary remain Major constraints on the development of a viable housing finance
system mnclude continuing high inflation coupled with unemployment and dechmng
real wages, problems which can only be resolved by the transformation of the
Hungarian economy However, there are sectoral constraints which can be addressed
by the Hungary HG-001 These sectoral constraints mclude

1 Dependency on government subswudies to make housmg finance
affordable Despite the reforms of 1989, the current system of housing
finance subsidy 1s unnecessanly costly (see Annex D) The proposed
near-term restructurng of housmng finance subsidies would
substantially improve the situation by cutting per unit subsidies by up
to half in present value and elmmmating eligibihity for existing units
However, the system would still retain a significant down payment grant
to first-ime buyers and an interest rate "buy-down" (only on new
construction) phased out over 15 years, as well as a downpayment grant
to first-time buyers Housing finance subsidies must be reduced further,
targeted to those households most mn need and simplified

2 The unenforceabuity of the mortgage against the property being financed
The mability of the lender to enforce a residential mortgage through
foreclosure and sale presents a risk no totally private lender will be
willing to accept, at least in the current social, economuc, and political
circumstances mm Hungary For example, over 3 5 percent of the OTP
mortgage portfolio 1s delinquent over one year, yet there 1s httle that
OTP can do to collect on these loans The problem of mortgage
enforceabihity 1s compounded by the provisions of the Civil Code relating
to the prionty of claims against debtors under which the mortgage
lender 1s not given a first nght to the proceeds realized from the sale of

the property

HG Program Description
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3 The lack of mortgage loan underwnting and servicing procedures
appropnate to a market economuc system. In addition to the problem of
unenforceability of mortgages through effective foreclosure and eviction
procedures, credit risk mcludes nisks associated with accurate
underwriting of the borrower and the home and effective servicing and
management of the loan Current underwnting and servicing
procedures along with the current status of mmdustnes supporting
housing finance such as appraisal and credit mmformation need to be
mmproved upon to address market rnisks Dechning real wages and
increasmg unemployment plus changes i the way OTP can respond to
delinquent borrowers make housing lending even riskier To manage
this changing environment, stronger underwnting and servicing
procedures are needed so that lenders can better oniginate and manage
loans to mimimize nisk i a market system

4 Lack of ntermediate and long term fundwing sources for houswng finance
OTP funds 1ts housing lending activities with short term deposits Thas
1s an mapproprate source of capital to fund long term mvestment since
"borrowing short and lending long" exposes the lender to undue hquudity
nisk, as well as 1nterest rate nisk 1f this 1s not carefully managed

5 The lack of appropriate financal mcentwes to make houswng finance
attractwe to the emerging financual sector Housing finance, and retail
banking i general, 1s not perceived as profitable lImes of banking
business by most Hungarnian banks There are no financial incentives
1n the current system to encourage banks to enter the housing finance
market and, 1n fact, there are the significant dismcentives noted above

3.3 Addressing the Constraints

The phased provision of HG-001 resources, includmg techmcal assistance, 1s
designed to encourage and facilitate the step-by-step transformation of the housing
finance system towards greater effictency and effectiveness, lower subsidy, and
greater competition Specifically, the Program would

1 Encourage the reduction and reallocation of credit nisk (see
Annex G) so as to facihitate the entry by competing originators
and servicers,

HG Program Description
September 15, 1993



Hungary HG-001
Housing Finance Restructuring Program.
Program Description Paper Page 14

2 Encourage the adoption of mortgage designs that permmt the
reduction and eventual elimnation of mortgage repayment
subsidies (see Annexes E and F),

3 Encourage the creation of a secondary funding mechanism, that
would permut the substitution of institutional funding for deposit
based funding (see Annex H)

It 1s important to recognize that the constraints on the system are not subject
to quick fixes or immediate reform For example, long-term funding sources cannot
be tapped until credit risk 1s reduced and better managed and managing the credit
nsk requires knowing more about the operation of the new mortgage design The
HG-001 program 1s designed so that each phase builds on the specific activities 1n
the preceding phases

4 PROGRAM DESCRIPTION
4.1 Program Components

The HG-001 will consist of techmical assistance and capital assistance
designed to mmprove the housing finance system m Hungary The program 1s
structured around three principal components

4 11 Policy Component

The purpose of HG-001 1s to support the adoption of pohcy and legal reforms
that address the impedimments to a more competitive and efficient housing finance
system The policy component will focus on achieving agreed upon housing finance
policy objectives, mcluding the reduction and targeting of mortgage subsidies over
time, the implementation of reforms to lessen the credit risks of mortgage lending,
the creation of a mortgage msurance system and the imtiation of other programs to
facilitate the entry of additional lenders mto the Hunganan mortgage market
Specific actions towards achieving these objectives will be requured 1n the process of
approving disbursements

4 1 2 Program Component

The program component will focus on funding loans for the construction,
purchase and substantial improvement and modermzation of houses and for the

HG Program Description
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provision of mfrastructure related to housing development The houses mnvolved 1n
each case would have to meet certain requirements and hmitations

4 1 3 Technical Assistance Component

AID will provide additional resources in the form of grant assistance for
advisory services to support the program Such advisory services include, but are
not hmted to (1) assistance to participating mstitutions 1n adopting new mortgage
lending instruments, (2) help for participating mstitutions in strengthening their
underwniting and servicing capabilities, (3) assistance to the GOH to develop a
systematic plan to reduce and target housing finance subsidies, (4) consultation with
the GOH on actions needed to resolve problems 1 the perfection and realization of
security mterests in real property, (5) advice on the design and mmplementation of a
mortgage msurance and other credit enhancement programs, and (6) investigation
and development of options for faciitating access to long-terin capital resources A
detailed outline of the techmcal assistance program 1s attached as Annex B

4 2 Eligible Expenditures
Ehgible Expenditures of HG loan resources would mclude the following

(@ On-lending to participating mstitutions to fund "self-help" mortgages to
Hungarian households for building or completing houses or flats

(b) On-lending to participating mstitutions to fund mortgages to Hunganan
households for the purchase of newly built or existing houses or flats

(c) On-lending to participating institutions to fund loans for the substantial
improvement, repair or modermzation of existing houses or flats

(d On-lending to participating institutions to fund loans to local
governments for the provision of mfrastructure related to housing and
loans to households for utihity connections (See Annex J on the
financing of infrastructure )

(e On-lending to participating mstitutions to fund loans to provide serviced
land whach will be sold only for the construction of multi-famly housing
projects or single-farmly houses ehgible for lending under the Program
Gudehnes

HG Program Description
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@

(h)

On-lending to participating mstitutions to fund loans to prnivate
companies, partnerships, and jomt ventures, mcluding public/private
jomt ventures, for the construction of and permanent financing for small
scale housing projects 1n which the houses or flats to be sold meet the
Program Gwudehines

Fees and charges approved by AID in connection with the HG-001 loan
agreement, mcludig paymng and transfer agency fees and charges and
such other reasonable costs of goods and services for the program as
may be mutually agreed upon

Other uses which AID may approve which will promote the policy
objectives of the project

43 Program Lending Guidelines

The terms and conditions under which HG resources may be utihized to achieve
the policy objectives of the project will be subject to agreement between AID and the
MOF The terms and conditions under which HG financial resources will be onlent
to participating mstitutions for Ehgible Expenditures mclude

(@

(b)

(c)

(d)

The participating mstitutions should utihze the deferred payment
mortgage (DPM) financing structure or an acceptable alternative for long
term mortgages to increase the affordability of housmng to the greatest
extent possible

In order to qualfy as an Ehgible Expenditure, except as AID may
otherwise agree, all loans for the construction or purchase of houses
shall finance umts with an mnterior floor area of not more than 120
square meters for family houses and 90 square meters for apartments
(flats)

No loan may be made for the substantial improvement, repair or
modermization of a multifamuly structure unless at least 80 percent of
the housing units 1n the housing project or multifarmly structure meet
the maximum 1nterior square footage hmitation established 1n sub-
section 4 3 (b)

HG financial resources onlent to participating institutions will bear an
interest rate linked to an appropriate market interest rate

HG Program Description
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(e) Loans made with HG resources to private developers for housing
construction or substantial improvement, repair or modernization of
existing housmg must convert to an equivalent amount of long term
mortgages

b} Due to the economic conditions in Hungary at the present time, 1t will
be difficult to reach very far down the mcome scale m the early stages
of the project However, HG resources will be targeted to finance
moderately priced housmg

® Participating mstitutions will employ sound credit underwnting and
servicing pohicies and procedures for housing loans funded with HG
resources In general, the amount of a loan together with all other debt
on a home should not exceed 70 percent of the value of the home and
the ratio of the borrower’s monthly payment to the borrower's monthly
mcome should not exceed 33 percent

4 4 Phasing of the Program

This program will be structured to systematically remove the major constraints
on the efficient and competitive operation of the housing finance sector Thus, the
HG-001 funding will be disbursed 1n several tranches, each of whach will be based
on specific policy actions In all tranches HG-001 resources will be provided to fund
the Ehgible Expenditures histed in section 4 2 above

4 4 1 Conditions Precedent for Disbursement of Guarantied Loan Funds
for the First Tranche of the Program

Prior to AID’s guaranty of the first disbursement, the GOH, acting through the
MOF, will be expected to meet certain conditions precedent These conditions
precedent mclude, but are not hmmted to, the following

(A  On-lending terms and arrangements between the MOF and participating
mstitutions acceptable to AID

(b) Ewvidence that the MOF has provided adequate staff to properly manage
the program

(c) Formally adopted selection cnitena and program requirements for
ehgible projects to be financed under the program

HG Program Description
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(d)

(e)
4]

®

(h)

The financial structure and flow of funds to be used between the MNB
and participating mstitutions

Adoption of a housing pohcy statement acceptable to AID,

Approval of a housing loan subsidy structure that reduces the per umt
amount of the subsidies, targets the remaimmng subsidies and that
encourages the use of a deferred-payment mortgage design,

Estabhishment of a Housmg Fimance Task Force (HFTF) to recommend
modifications m statutes, regulations and legal procedures to perfect
security mterests mn real property and expedite recoveries in cases of
dehnquency or default and to identify other barmers to entry mto
housing finance by additional financial mstitutions,

Preparation of a detailed program of technical assistance necessary to
mmplement the program

See Annex A for specific bench marks for assessing whether these conditions have

been met

4 4 2 Conditions Precedent for Disbursement of Guarantied Loan Funds

for the Subsequent Tranches of the Program

The conditions precedent to disbursement of funds for subsequent tranches
of the program will be determuned based on the overall progress of the program,
quantitative outputs for the preceding tranches and a review of findings from studies
and evaluations of the program It 1s anticipated that prior to AID’s authonzation of
disbursements for the second tranche of the program, the GOH will have
accomphshed or made substantial progress toward achievement of the following

@

(b)

Preparation of legislative and regulatory reforms to improve the
procedures for the perfection and realization of security interests 1n real
property, to reduce the risk to mortgage lenders of the unenforceability
of the mortgage and to implement other mutually agreed upon
recommendations for reform,

Adoption of a plan to systematically reduce GOH mortgage subsidies, to
make more efficient use of the budget resources used to support
housing finance, to sunphfy and streamhne the current complex and

HG Program Description
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admumstratively burdensome subsidy system and to target remaiming
subsidies to low and moderate mncome households,

(c) Establishment of a mortgage msurance program to provide reasonable
protection against losses mcurred by lenders on ehgible loans

(d) Imtiation of a study of options to increase the use of long and
mtermediate term financial mstruments for fund housing

The conditions precedent for disbursement of HG resources for any further
tranches of the program may mclude the adoption of proposals to encourage the
mvestment of long and mtermediate term financial resources m the housing sector
and to otherwise encourage competition 1 the housing finance sector

5 EXPECTED PROGRAM ACCOMPLISHMENTS
The HG-001 1s expected to result in the following accomphshments
(a) Adoption by the GOH of the proposed housing policy agreement

(b) Implementation of the DPM or other mortgage instruments designed to
mamtam housing affordabihity in an unstable economic environment

(c) Introduction of legislative amendments to improve the procedures for
perfection of and realization on security interests in real property and
otherwise reduce the risk to mortgage lenders of the unenforceabihity of
the mortgage

(d} Implementation of sound credit underwnting and servicing, nisk
management, accounting and mternal control policies and procedures
for mortgage lending

(e) Establishment of appropniate credit enhancement structures and
systems to protect mortgage lenders from unacceptable nsk This plan
should mvolve nsk sharing among the borrower, the lender and the
credit enhancement facility

4§ Adoption of a plan to systematically reduce GOH mortgage subsidies, to

make more efficient use of budget resources used to support housing

HG Program Description
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6

7

7.1

@

finance, to smphfy and streamhne the current complex and
administratively burdensome subsidy system and to target remaimng
subsidies to low and moderate ncome households

Implementation of a techmecal assistance program that effectively
facihtates the achievement of mutually agreed upon policy and program
objectives

EXPECTED PROGRAM OUTPUTS

The program 1s expected to finance the following levels of tangible outputs over
the life of the program, which may be modified by mutual agreement between AID
and the MOF

(@

(b)

(c)

(d)

At least 50 percent of the HUF equivalent of total guarantied loan funds
disbursed shall be used to fund long term mortgage loans financed by
participating institutions These loans may include mortgage loans for
the purchase of newly constructed housing units mn projects financed
under the program

Loans to participating mstitutions to finance the substantal
mmprovement, repair or modernization of existing houses or flats in an
amount not to exceed 25 percent of the HUF equivalent of total
guarantied loan funds disbursed

Loans to PIs to finance loans to local governments for the provision of
mfrastructure related to housing m an amount not to exceed 20 percent
of the HUF equivalent of total guarantied loan funds disbursed

At least one participating mstitution m addition to the OTP

INSTITUTIONAL ARRANGEMENTS FOR PROGRAM MANAGEMENT

The Ministry of Finance (MOF)

The Mimmstry of Finance will be the borrower under the Hungary HG-001 and

will have the leadership role in developing the legislative, regulatory to policy reforms
required under the HG program The MOF also will have the responsibility for

HG Program Description
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program mplementation and accountabihity for HG resources and will assign
sufficient staff within the MOF to perform such duties and tasks as may be requured
to manage the program The MOF will ensure that adequate technical assistance 1s
provided to participating mstitutions to orgamizations or entiies which will be
mmplementing the project

7.2 The National Bank of Hungary (MNB)

The MNB will serve as the agent of the MOF 1mn onlending HG financial
resources to participating mstitutions and will perform the admimstrative and
reporting functions on behalf of the MOF The specific functions and responsibilities
of the MNB and the relationship between the MNB, the MOF, the OTP and AID will
be subject to agreement between AID, the GOH and MNB

7 3 Participating Institutions (PI)

Participating institutions include the National Savings Bank (OTP), commercial
banks, banks with foreign participation, speciahzed financial mstitutions, savings
and credit cooperatives, and other mstitutions which meet the cntena for
participation 1 the program and are approved by the MOF and the MNB In order
to be ehgible to participate in the program, an institution must be approved by the
MOF and the MNB and must demonstrate the financial and managenal capacity to
on-lend under the HG financing cnitenia or fulfill the requirements for other HG
financed activihes At a munmimum, mstitutions approved as Pls must meet the
following criteria

1 Be a financial institution hcensed to pursue financial mstitutional
actiities or bank representation activities within the terrnitory of the
Republic of Hungary,

2 Submussion of an mdependent certified audit performed under
Internationally Accepted Auditing Standards and meeting International
Accounting Standards for the most recent fiscal year,

3 Be 1n comphance with all applicable laws and regulations relating to the
class of financial institution,

4 Demonstrate the ability to meet the financial, managerial, and
operational requurements of the program, and

HG Program Description
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5 Demonstrate sound fiscal performance and management, mcluding
mamtenance of records on current and delinquent accounts and
evidence of efforts to collect on seriously delinquent accounts

8 FINANCING STRUCTURE
8.1 Fwnancing Structure

The financing structure will provide for placement of funds with the MNB and
distribution of the funds by the MNB to participating banks The terms between the
MOF and the MNB and between the MNB and PIs are not yet agreed upon The
details of the final financing structure and flow of funds will be subject to agreement
between AID and the GOH (See Annex K for an extended discussion of options )

8.2 Allocation of Resources

A time-phased allocation of resources will be developed during the final
negotiations of the program

8.3 Options for Onlending

1 The loans to participating mstitutions may be either semor or
subordmated credits Subordmnated credits shall meet all statutory and
regulatory critenia for inclusion as "additional items of capital” as that
term 18 defined m the Banking Act If the onlending to participating
mstitutions 1s subordinated, a subordmation agreement shall be
executed between the participating mstitution and the MOF

2 For participating mmstitutions where the primary Eligible Expenditure 1s
deferred payment mortgages, the repayment terms of the onlending
shall match those of the underlying DPM portfolio

3 The onlending mterest rate should be linked to a suitable market
Interest rate

HG Program Description
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ANNEX A

EVIDENCE OF SATISFACTION OF CONDITIONS PRECEDENT TO THE FIRST
DISBURSEMENT

Ewvidence of satisfaction of the conditions precedent set forth m Section 4 4 1 will
mclude the following

(a) Ewvidence of acceptance by the GOH of a housing policy statement
consistent with the objectives of the program will be (1) a wntten housing
pohcy statement approved by the Intergovernmental Commuittee, (2)
presentation of the pohicy to the GOH, (3) acceptance of the policy by the GOH,
and (4) publication of the statement in the Hunganan Gazette

(b) Ewidence of the acceptance by the GOH of a housing loan subsidy
structure which reduces the amount of mterest rate subsidies, improves
targeting of subsidies and encourages the use of a deferred-payment or other
appropnate mortgage design will be (1) a wntten plan prepared by the MOF
to reduce and target interest rate subsidies and mmplement appropriate
mortgage mstruments, (2) submssion of the plan to the Intergovernmental
Commuttee, (3) approval of the plan by the Intergovernmental Commuttee, (4)
presentation of the pohcy to the GOH, (5) acceptance of the pohicy by the GOH,
and (6) publication of the plan mn the Hunganan Gazette

(c) Ewvidence of establishment of a Housmg Finance Working Commuttee to
recommend modifications 1n statutes, regulations and legal procedures to
perfect security interests 1 real property and expedite recovenes 1n cases of
delinquency or default and to identify other barmners to entry mto housing
finance by additional financial mstitutions will be (1' a wntten statement
authonzing the formation and setting out the goals and objectives of the
commuttee, (2) a wnitten work-plan for accomphshment of the commuttee’s
objectives

(d) Ewidence of the final deterrmnation of the financing structure and flow
of funds to be used between the MOF and participating mmstitutions will be
(1) a written statement by the MOF setting forth the terms and conditions for
onlending to participating institutions, (2) submssion of the written terms and
conditions to the MNB and the State Banking Supervision (SBS) for review and
approval, and (3) approval of the terms and conditions by the MNB and the
SBS

(e) Ewvidence of preparation of a Program Implementation Plan as described
1in Section 3 1 will be (1) wrnitten work-plans, budgets, projections of resource
needs and estimates of Ehgible Expenditures, (2) wrntten polhicies and
procedures for management of the program, including project selection and

other program criteria, and (3} a wntten techmcal assistance plan setting out
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the types of advisory services needed to immplement the program and a
schedule for prowvision of such advisory services



ANNEX B

TECHNICAL ASSISTANCE PROGRAM

Techmnical assistance 1s required to assist the Government of Hungary to meet
the Housmg Guaranty’s objectives of creating a market based system that 1s
competitive and reduces rehance on subsidies The proposed technical assistance
1s mtended to be staged over the term of the Housing Guaranty Program The areas
of assistance proposed below are orgamzed around the key program and policy
components of the Housing Guaranty

The highest priorities for technical assistance are the establishment of a credit
enhancement mstitution, mmplementation of a market mortgage mstrument, and
assistance 1n a more effective subsidy program The technical assistance proposed

under each of the categories 1s 1n order of priority Whenever appropriate, traiming
1s assumed to be part of program unplementation

Credit Enhancement

. Design and implementation of housing finance lending (mortgage and
construction) practices that effectively manages credit nisk and covers

- loan ongmation and underwnting process

- loan servicing, control, default management, and accounting
processes

- quality control and audit process

- management mnformation systems and automated program
control

credit risk pricing
Counterpart/Recipient

OTP, Participating Institutions, and Mortgage Insurer for mortgages and
construction of self-help units

OTP and Participating Institutions for construction involving public and
private developers

. Design and implementation of a mortgage mnsurance program utihzing
the products of the first bullet that includes
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- risk sharing strategies
- public/private partnerships

Counterpart/Recipient Mortgage Insurer, Mimistry of Finance

. Legal analysis m foreclosure and eviction process and registration
process

Counterpart/Recipient Ministries of Finance, Justice, Social Welfare,
and Interior, OTP and Participating Institutions

. Tramning and mnproved methodology mn the market appraisal process

Counterpart/Recipient Federation of Real Estate Brokers, Minmistry of
Interior

. Legal and regulatory analysis in improvements to title registration
Counterpart/Recipient Ministries of Finance, Justice and Interior
. Condominmum maimntenance and improvement strategies

Counterpart/Recipient Condominium Associations and Management
Companies

. Assistance 1n estabhshment of credit rating services

Counterpart/Recipient Ministries of Finance and Justice, OTP and
Participating Institutions

Liquidity

. Options analysis and program development based on analyses of capital
markets, accounting practices and capital rules requirements

Counterpart/Recipient. Ministry of Finance
. Legal and regulatory analysis and design

Counterpart/Recipient Ministries of Finance and Justice



Annex B
Techrucal Assistance Program Page 3

Subsi1dy Policy Assistance
. Options analysis and system review
. Analysis of impacts on housing production and assumption

Counterpart/Recipient  Ministries of Finance, Social Welfare, and
Industry and Trade

Mortgage Product Implementation

. Systems implementation

. Borrower and lender education

Counterpart/Recipient OTP and Participating Institutions
Infrastructure Lending

. Program design and implementation analysis and review

Counterpart/Recipient OTP, Participating Institutions, Municipalities
and Ministry of Finance



ANNEX C

HOUSING AFFORDABILITY

INTRODUCTION

As 1n other Eastern European countnes before 1989, housmng was a social
good that was given at a low price but n hmted quantities according to various
qualifications, some explicit and others unstated This created the feeling that there
was an artificial shortage of housing, because of the severe restrictions on mobility
and on mcremental purchases With the advent of the market economy, these
restrictions should have been ehminated That 1s gradually happemng with respect
to mobility But at the same time, 1t has come more clearly into focus that the full
market costs of housing are very high relative to incomes in Hungary The result of
this, and given a further decline in real mcomes smce 1990, has been a sharp
dechne m new residential construction, and a downward adjustment of the real
prices of houses

WAGES AND HOUSEHOLD INCOMES

Incomes are relatively low in Hungary by the standards of Western Europe, but
relatively high compared with the rest of Eastern and Central Europe According to
the Central Statistical Office, m December 1992, average gross wages for factory
workers ranged from HUF 20,000 to HUF 30,000 per month, depending on sector,
or US$ 3,000 to US$ 4,500 per year at the average exchange rate of 79 HUF/ US$
for 1992 Average gross wages for office workers ranged from HUF 35,000 to HUF
60,000, depending on sector, or US$ 5,300 to US$ 9,100 per year Net take-home
wages, though, are what are commonly referred to and they are only about three-
quarters of gross wages

Smce most households, other than pensioners, have more than one wage
earner, typical gross household mcomes should range from HUF 40,000 to HUF
50,000 and hagher for households with two white-collar workers The corresponding
range of net mcomes as of December 1992 would be between HUF 30,000 and HUF
37,500 per month This generahzation 1s consistent with data from a major survey
of urban Hunganan households completed 1in the mddle of 1992 ' In the survey,
the top sixty percent, which presumably excludes most households with an
unemployed or retired member, smgle person households, and those with more
margmal employment, reported a median net mncome of HUF 33,000 (or US$ 5,000
per year) The top twenty percent of households, presumably in white-collar
posttions, reported a median net household mcome of HUF 52 700 per month (or US$
8,000 per year) Both of these figures would be 10 percent or more higher by the end

! Data gathered for the World Bank/Habitat Housing Indicator Program with AID funding
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of 1992 Of course all of these self-reported figures probably are underestimates of
actual incomes, especially in these societies with high taxes and strong reasons
traditionally to be secretive

Thas top income quintile forms the core of the move-up market in housing 1n
many countries However, 1n Hungary, most people traditionally have purchased or
built only one house 1n a hfetime Thus, the larger part of the market has been first-
time owners Moreover, simce private rental housing 1s still a very imited sector and
entrance to existing government rental housimng 1s very difficult, households usually
attempt to make the transition to ownership at an early age For all of these reasons,
the largest part of the housing market has consisted of households with relatively
modest mcomes This s reflected in the incomes reported for households purchasing
houses 1 1991 with the assistance of an OTP loan For those buying an existing
house, the average net income was only HUF 21,000 per month or US $3,400 per
year > However, economuc hard times for many households, especially younger ones
facing a high risk of unemployment, together with prospenty for a mmornty of higher-
income households, seems to be creating a relatively larger trade-up market By
1992, a smular small sample of OTP files found an average net monthly mncome of
HUF 40,000

The median net income of all urban households was estimated to be about
HUF 23,000 per month (about US$ 3,500 per year) in the muddle of 1992 This
amount 1s quite low, partially because 1t includes the large number of households
with one or more pensioners{ 30 percent m 1992) Pension levels have lagged well
behind inflation, running only HUF 7 to 10,000 per month 1in most cases mn 1992

Thus, the large majonty of households with two workers employed will have
a net mncome that exceeds this overall median However, as noted above, a significant
part of the housing market consists of young households with relatively low wages
Based on the available evidence, this has meant that a significant number of recent
borrowers from OTP have had incomes at or below the overall median

CONSTRUCTION COSTS AND HOUSE PRICES

Housmmg construction in Hungary 1s expensive relative to mncomes The large
construction compames report that the construction costs alone for a typical new flat
m Budapest were about HUF 25,000 per square meter 1n 1991, and HUF 20,000
outside of Budapest Land, mterest, marketing and management fees would add to
this significantly Average resale prices have been esttmated at HUF 39,500 per
square meter n 1991 mm Budapest and HUF 42,600 per square meter in 1992, but

2 Based on a small (61) partially non-random sample of OTP loans originated in 1991
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only HUF 28,200 outside of Budapest ®* Thus a typical 70 square meter flat sold for
almost HUF 3 O mulhon (US $ 37,500) in Budapest in 1992 and about HUF 2 0
mullion (US$ 25,000) elsewhere

In reahty, most new houses are not flats, particularly since the subsidies to
state construction compames have been reduced In 1992, eighty-one percent of new
housing umts constructed were one-famuly homes, including townhouses The
average size of all new homes was 93 square meters Moreover, most new
construction 1s 1n the more remote parts of the cities, with lower locational premmums
than the average resale home Thus the total cost could be lower than for resale
homes The total price m Budapest presumably would be about HUF 35 to 4 0
mullion, but only HUF 2 4 mullion elsewhere

HOUSE PRICES RELATIVE TO INCOME

The above data can be utilized in several ways to portray affordability of
housing in Hungary Whatever approach 1s used, however, the imphcation 1s the
same house prices are unusually high compared with mcomes

As noted above, a modest 70 square meter flat costs about HUF 3 0 nullion i
1992 1n Budapest For a young family trying to move out of an in-laws’ flat and with
a household net income of HUF 30,000 per month, the price-to-annual mcome ratio
1s 8 3 For a move-up buyer with a farmly net ncome of approximately HUF 50,000
and buymng a 100 square meter townhouse, the ratio would still be 7 1 The house
prices would be lower outside of Budapest, but mcomes would also be lower
Moreover, unemployment 1s close to 15 percent outside of Budapest, but only 5
percent in Budapest

The results are confirmed 1n the data gathered on 2600 households for the
Housing Indicators Program In that sample, the ratio of self-reported house value
to self-reported income was 6 4 on average This 1s 1n contrast to a typical ratio 1n
the US of 2 5 to 3 0 and 4 0 :n Germany

THE ROLE OF MORTGAGE FINANCE

How do households afford a house costing seven or eight times their annual
mcome? Even i a housing finance system such as in the U S, a household cannot
borrow an amount more than 20 to 2 5 times their income towards a home
purchase In Hungary, the deep repayment subsidies, combined with a generous

% Based on reports in real estate periodicals
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celhing of 33 percent payment-to-income underwriting guideline, can, m cases of low
mcomes, boost the loan-to-income ratios to lugher than 25 However, the deep
subsidy on repayments extends to only the first HUF 400,000 1n loan in most cases,
leaving the borrower with only a 30 percent subsidy on further borrowing With the
mnterest rate at 28 percent, the payment burden of additional borrowmg quickly
exhausts the remaining underwriting potential

The result 1s reflected mn the very low loan-to-value ratios that OTP reports
For all loans for construction of new houses made between 1989 and 1992, the ratio
of total loans to the estimated value averaged only 27 percent A typical loan package
1 1992 was about HUF 600,000 for new construction and less for resales

In addition to these subsidized loans, first-time homebuyers are ehgible for the
one-time social policy allowance discussed m Annex D For most famhes, this
means another HUF 200,000 Further grants and subsidized loans are available
from employers and local governments, but they do not usually add up to more than
10 percent of the house price

The net result 1s that about one-half or more of the total cost has to come from
the purchaser’s own resources These resources take one of two forms If the
household has already been an owner, they had significant equuty built-up 1n therr
previous house If they are a first-time buyer, they cannot have saved the equivalent
of 3 to 4 times their annual income by the time they are trying to buy a home Since
there are very hmited rental options, this age of first purchase 1s usually before the
mud-30’s, when child-raismg 1s 1n full process To do so, first-tume buyers apparently
rely instead on a major contribution from parents or other family members, including
grandparents who may be selhng their own umt

There are several imphcations of this analysis, mcluding that 1) housing
affordability 1s very low m Hungary, 2) households cope largely by relying on their
own or relatives’ resources, and 3) most borrowers have very low loan-to-value ratios
(and thus would be low nisk if foreclosure was effeciive) Moreover, the social
pressure for government assistance with the home purchase 1s very great

MAINTAINING AFFORDABILITY WITH THE DPM

As long as Hungary continues to experience mterest rates over 20 percent, the
borrowing capacity of home buyers will be neghgible without significant subsidies or
a change 1 the repayment pattern for housing loans

As noted above, most home purchasers utilize their own resources for half or
more of the cost of the house However, they do rely on a combination of subsidized
loans and lump-sum subsidies to bridge the remaining gap of 30 to 40 percent of the

o\
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house price As discussed m Annex D, a significant part of the subsidies are 1n the
form of a lump-sum grant, with additional mortgage repayment subsidies that have
a present value about the same as the lump-sum grant

Under HG-001 as proposed, the GOH would reduce the repayment subsidies
sharply i the first phase and then eliminate them in future phases The key to
domng so in the mgh-inflation, high interest rate environment 1s the mtroduction by
OTP of a deferred payment mortgage (DPM) arrangement, as described in Annex E
At current levels of interest rates and mflation, a shift to a DPM can slightly enhance
the present modest levels of affordabihity without any repayment or interest rate
subsidy However, the GOH 1s contemplating retaiming some mterest rate subsidy
(see Annex D) 1n order to significantly improve affordability in conjunction with the
DPM

AFFORDABLE HOUSE SIZES

As noted above, the average size of a new housing umit completed in 1992 was
93 square meters, up from 85 square meters m 1988 The rise in size 1s primarily
due to the dechne from 36 percent of the units being flats 1n 1988 to only 19 percent
m 1992 This trend will continue 1n the future, because the construction market 1s
shifting towards more trade-up purchases and the data are for completions of
houses, many of which were started a year or more before

Among the homes completed 1n 1991 (for which detailed data 1s available), the
average size of a new detached single-family house was 116 square meters, while row
houses averaged 91 square meters and flats averaged 65 square meters The last
figure probably reflects the continuing momentum of the state-owned construction
compames starting small, pre-fabricated flats in 1989-90, of the type they have
traditionally produced The size of new flats may increase as the market shifts
toward construction for trade-up buyers However, at the moment, the production
of new flats 1s practically at a standstill, because of lack of financing for multi-fanuly
construction

These data imply that the celling si1zes proposed for ehgibilhity for funding under
the HG-001 are somewhat above the average sizes 1n recent years, but are below the
s1zes 1 the upper portions of the market The hmit of 120 square meters for single
farmly homes 1s nearly the same as the average size of a detached single-famly home
completed 1in 1991, but one-third larger than the average row house (also considered
to be a single-farmly home ) Similarly, the ceilling for flats of 90 square meters 1s 38
percent hugher than for the average flat



ANNEX D

CURRENT AND PROPOSED HOUSING SUBSIDY PROGRAMS

INTRODUCTION

Since World War II, housing has been broadly and deeply subsidized in
Hungary, through grants, below-market interest rates, below-market rents, and
below-market selling prices The result has been a housing market that 1s profoundly
distorted by non-price production and allocation decisions Moreover, public policy
continues to be onented towards deep subsidies for most housing sectors Since the
changes of 1989, though, pressures for moving towards a market-oriented housing
sector have been growmg The private sector of the economy has been given a legal
and finanaal structure in which to grow and the state sector has been steadily
privatized The central government has given up 1its all-encompassing revenue base
and relied on an exphceit tax system to raise revenues In the process, 1t has had to
cut back severely on 1ts expenditures, mcluding those for housing

Production of new public rental housing has ended and more and more of the
existing public rental stock 1s being privatized There have been rent increases,
although they have lagged the general inflation rate A hmted housing allowance-
type subsidy has been mtroduced The enormous subsidies associated with low,
fixed-rate housing finance m an mflationary environment were limted for new
borrowers and trimmed ex-post for earlier borrowers

Unfortunately, the process of shufting towards unsubsidized, market-oriented
housing finance has been slowed by the presence and prospect of high and uncertain
inflation The resulting high nomnal 1interest rates have been ameliorated through
a large government buy-down of the monthly payment on ordinary vanable rate
mortgages Although this subsidy mechamsm can bring the imtial payment down
to affordable levels, 1t still leaves the borrower subject to uncertainty with respect to
future payments and the government subject to a heavy and uncertain subsidy

CURRENT SUBSIDIES
General Outline

The current system of subsidies on mortgage loans began in 1989 Pror to
that ttime, home buyers were ehgible for a sigmficant but litmted amount of loan at
a fixed interest rate of 3 percent Rising rates of inflation (and thus interest rates)
had rapidly increased the fiscal burden of this system as well as forced an attempt
to restrict the rates of interest paid on the retail deposits which backed these loans
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The replacement system was a significant step towards more market-based
approach Loans are available only at a vanable rate based (roughly) on market costs
of funds These rates (ranging from 23 to 32 percent smce 1989) are then subsidized
according to a system of considerations that also reflect farmly size and whether the
house 1s new These subsidies are then phased out in stages over a 15 year peniod

In addition to these loan subsidies, there 1s a one-time, up-front grant which
1s targeted according to the number of children in the famuly (a major social concern
m Hungary) Moreover, 1t 1s available only if the transaction mvolves a new home
(This grant was available starting m 1971, but had been restricted to new multifamuly
flats until 1983 )

Fmally, there 1s a system of relatively small loans or grants available at a
nomunal mterest rate from employers and local government, also usually related to
first-time buyer status and famuly size

Even combinmng these grants and subsidized loans, such outside financing
generally cumulates to only about 50 percent or less of the cost of the house In fact,
since most of the subsidies do not increase beyond some relatively small amount of
housing expenditure, they are typically viewed as a package of lump-sum assistance
Moreover, the various grant and loan muts have remained unchanged since 1989,
while consumer prices have more than doubled Thus the distortionary effects of
these subsidies on real sector allocations of production or financial markets were
relatively small in 1989 and have declined further since then

Types of Subsidies
1) Socual Policy Allowance Subsudy This one-time, up-front grant 1s based

on the number of children It 1s available to famihes with children, and
only when purchasing new umts The subsidy 1s determined as follows

Number of  Subsidy Increment Total Grant
Children (HUF) (HUF)
1 50,000 50,000
2 150,000 200,000
3 400,000 600,000
4 100,000 700,000

Each additional child beyond three children entitles the famly to an
additional HUF 100,000 These subsidies may mnclude both children
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2)

already born, as well as those that the farmly expects to have some time
mn the future (up to a total of two) The latter subsidy 1s called the
Advance Social Policy Allowance It 1s the responsibility of the lender to
momnitor the complhance with thus expected number of children and to
require that the subsidy be repaid with interest should the family not
meet 1ts household size goal Also, extra grants of HUF 30,000 per
dependent are provided to households earming less than a certain
minmal mcome

Repayment Subswidy There are two types of subsidies for reducing
mortgage payments those available on new houses to famihes with
children, and general subsidies The former are called the "deep"
subsidies and are restricted to an amount of no more than HUF
400,000 The deep subsidy consists of a proportionate reduction in
monthly repayments as follows, with the step-down occurring every five
years

FAMILIES WITH REPAYMENT

REDUCTIONS

one child 40%, 20%, 15%,
0%

two children 70%, 35%, 15%,
0%

three children 80%, 40%, 15%,
0%

The general subsidy reduces the payments on other lending beyond any
available deep subsidy loans by 30 percent for the first five years, and
15 percent for the next ten years It is available on existing homes, and
1s not dependent on the number of children

It 1s important to note that the current type of subsidy to housing loans
1s not an interest rate subsidy It takes the form of a payment by the
government to OTP for a portion of the full repayment amount
mcluding principal, with the himutation that the subsidy not exceed the
full interest due The distinction 1s recogmzed by the public, many
borrowers take a term of 10 years, despite the higher payment for them,
because 1t also increases the total subsidy from the government
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3)

4)

5)

6)

7)

Employer and Local Government Loan Subsudies There are additional
loans granted by the borrower’s employer (enterprise loans) and local
municipal governments, usually through the lender (OTP) These
usually have the older type of repayment subsidies, with very favorable
terms (fixed and low interest rates, sometimes 0%)

Exempton from Value-added Tax In the last few years, a value-added
tax (VAT) has been apphed at increasmg rates and with wider coverage

As of last year the rate went to 25 percent, but housing construction
remained exempt This foregone revenue from this exemption was
estimated to be HUF 14 bilhon mn 1992, roughly the same as the
repayment subsidies As of January 1 of this year, the exemption of
new construction was himited to 60 percent of the tax otherwise due,
with a cap of HUF 400,000 on the amount of tax subject to rebate This
mmphes that maxymum exemption from the VAT 1s reached when
construction costs are HUF 2 67 milhon (60 percent of 25 percent of
HUF 2 67 mulhon HUF 1s 400,000)

Rehabduation Loan Subsudies  There 1s a separate program of
repayment subsides on loans to households for renovation and
modermization The subsidy rate 1s 50 percent of the payment over the
term of the loan, which 1s 15 years, with the limut that 1t not exceed the
mterest due Most of these loans are relatively small, but there are very
many of them

Infrastructure Subsidies There are also sigmficant subsidies to
mfrastructure development These are discussed 1n Annex J

Construction Interest Subsudy An ancillary subsidy 1s provided to
development enterpnises that covers 75 percent of the interest on
construction finance for the first year of development While the mnterest
1s to reduce housing costs and assist private developers, apparently the
effect currently 1s to support the mefficiencies of large state-owned
firms, since they are the only ones with the collateral to gain access to
loans to begin with

Impact of Current Subsidies

A major concern with subsidies for housing, particularly through reduced
mterest rates, 1s that the incentives to consume housing or to borrow funds for
housing are distorted significantly However, 1n the case of home ownership subsidies
1 Hungary, the major effect 1s to reduce the total cost of home purchase without
affecting the marginal cost of consurming a larger house Moreover, there 1s no real
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choice of tenure either, simnce the availability of rental housing 1s effectively
determuned by government production

The social pohicy allowance, the deep subsidy and the employer and local
government subsidies are all fixed n ways that are mdependent of the amount of
housing purchased They primanly act as a lump sum downpayment designed to
help young famihes enter the housing market However, the first two subsidies are
hnked to the purchase or construchon of a new house, which may serve
macroeconomic goals, but demes the assistance to the households who most need
it Another distortive effect 1s that households are able to borrow much more than
they would otherwise 1n the current environment of high interest rates However, the
total loan amount 1s still substantially less than 1t would be 1n an economy with no
inflabon and no loan subsidies Nearly all of these subsidy hmits have remamed
constant since 1989 and thus have been more than cut in half in real terms through
the end of 1992

Two subsidies actually may affect the relative price of purchasing additional
housing These are the general repayment subsidy, starting at 30 percent, and the
exemption of construction from the VAT The repayment subsidy can be sigmficant,
but at current rates of interest, the size of the shallow subsidy loan that a household
can qualify for rarely exceeds HUF 300,000, thus having little effect on housing
consumption or debt usage

The exemption from the VAT was scheduled to end at the end of 1992, but the
impact on house prices would have been too severe, so a comprormse was reached
that continues the exemption on 60 percent of the VAT, up to a maxumum of HUF
400,000 Many houses cost more to build than the HUF 2 67 milhion that quahfies
for the exemption and, m those cases, even this subsidy does not affect the marginal
cost of housing

In addition to the impact on the allocation of capital and on the financial
system, the housing loans subsidies have three other important unpacts In 1991,
the repayment subsidies on all types of housing loans (excluding the old, fixed-rate
loans) were HUF 10 8 billion, or 1 3 percent of the total GOH budget The subsidy
burden was raised sharply by the nse 1n mortgage rates to 32 percent, but of course,
1t was much less than if the old fixed rate approach were still in effect ! Whale this
burden on the budget of the housing loan subsidies is not highly significant, 1t 1s
important and a cause for concern because 1t 1s largely wasteful There are other
ways of preserving the affordabihty of mortgages m the face of high inflation And
none of these subsidies are targeted by household income, but rather by the number

! Elsewhere in the budget was a provision of HUF 40 7 billion to cover the losses incurred on the
portfolio of fixed-rate loans from the earlier period

o
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of children The net effect may be to encourage having more children, but 1t does not
directly improve the access to reasonable housing by those most in need

Another major 1mpact of the current array of home purchase subsidies 1s on
the participation of banks 1n home lending The current arrangement 1s that nearly
all subsidies are admmstered by the lender, including the Social Pohicy Allowance
(SPA) (the Advance SPA 1s treated as a loan from the lender on which the government
pays the interest until the promised children arrive), the repayment subsidy, and the
employer and local government loans (repayment to be admimstered by the lender)
This subsidy admmstration 1s viewed as burdensome for OTP, but it 1s also
recogmzed to serve as a deterrent for any potential competitors

A last impact of the current subsidy structure 1s to encourage the construction
of new housing, since the deep repayment subsidy and the social pohicy allowance
are tied to the purchase of a new home ?

PROPOSED MODIFICATIONS

The GOH has been debating internally a number of changes to the subsidy
system mntended both to reduce the total cost and to mamtan or increase the impact
on new construction In particular, they are approaching agreement to replace the
major portion of the mortgage repayment subsidy with a shaft towards rehance on a
deferred-payment mortgage (DPM) Previous studies sponsored by USAID and the
World Bank, as well as internal GOH studies, have shown how loan affordability and
soundness can be preserved 1n the face of mgh and vanable interest rates through
a DPM system, without any repayment or interest subsidy at all However, there are
concerns about the social and political impacts of removing all assistance mn this
regard during this period of severe econommc difficulbes Thus, the GOH 1s
considering the preservation of a phased-out buy-down of the repayment rate on a
DPM 1n those cases that currently qualify for the deep repayment subsidy, 1€, for a
limited amount of loan on the purchase or construction of an new house Additional
loans on such houses and most loans on existing houses would receive no subsidy

There has also been much discussion of raising the amounts of the social
pohicy allowance, the value of which has been eroded by mflation Currently, the
intent 1s to do so out of funds raised by gradually ehminating the exemption from the
25 percent VAT for new residential construction As noted, thus exemption was
reduced to 60 percent as of January 1993, but the current judgement 1s that httle

2 For a portion of the cases (13 percent in 1992) the link between the subsidy and the purchase
of a new house is through a special provision that allow the sale of an existing home to qualify if it
is being vacated to buy a new home and the sale is handled by the same entity as the sale of the
new home
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additional revenue will be raised before 1994 or 1995 Thus, mncreases 1n the social
policy allowance have been deferred until then

POLICY GOALS OF THE HG-001 PROGRAM

The reduction and targeting of mortgage subsidies are a major policy goal of
the HG-001 program Steps m this direction are mcluded as Conditions Precedent
for the first two tranches of the program Technical assistance m subsidy policy
analysis and targeting will also be provided

The first concrete step 1n this direction would be the elimination of the current
system of subsidy for loan repayments At a time that mortgage interest rates are 28
percent, the absence of subsidy will mean that households and lenders would have
no alternative but to consider using a DPM structure Similarly, the GOH cannot
substantially reduce or ehmmate the repayment subsidy without providing an
alternative Thus, facihitating the introduction of the DPM and the reduction in loan
subsidies are closely tied together

As noted above, the amount of mortgage loan affordable under a DPM will
usually exceed that under the current system, without any subsidy (unless the
payment rate 1s set much higher than 10 percent) Thus, the use of the DPM was
proposed as a means of ending all loan subsidies The GOH has indicated that such
a step would not be acceptable under current conditions The major option being
discussed 1s a buy-down of the payment rate by 4 percent for the first five years, 3
percent over the next five years, and 1 percent for another five years Such a subsidy
would increase the maxamum affordable loan amount by about 30 percent over that
of an unsubsidized DPM But it would perpetuate the largest problem of all previous
loan subsidies, large and uncertain future habihity of the government It also
contamns the same danger of the current system for significant increases in payment
burdens at the ends of each subsidy tranche

Despite these drawbacks, the continuation of loan subsidies 1n this manner
still represents a sigmficant improvement over the current situation The net present
value per housmg umt of such a subsidy 1s about 40-60 percent less than the
current subsidy (dependmg on size of loan) and the difference 1s even greater in the
near term, when the budget deficit 1s Iikely to remain at cnisis levels Moreover, the
proposal bemng discussed would end repayment subsidies entirely for exasting houses,
so that the immediate impact on the deficit over the current system would be even
greater Finally, the payment shocks associated with the step-downs 1 this proposal
are less than 1n the current system The proposal would be improved 1n all of these
dimensions though, if the buy-downs were reduced, to say 3-2-1 or 2-1, or if the
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subsidy were used to reduce the deferred iterest rather than the borrower’s
payment *

Since the use of the DPM 1s the key step for the further reduction in loan
subsidies, 1t 1s considered to be acceptable to retain some interest rate subsidy
component temporarily to ease the transition Thus adoption of such buy-downs
would be permitted under the Conditions Precedent for the first borrowing under HG-
001, as long as 1) the net reduchon 1n the level of loan subsidies over those
generated by the current system 1s substantial, e g, at least 50 percent, and 2) the
policy statement of the GOH endorses the further reduction 1n such subsidies, both
through reduction m the degree of buy-down and through targeting the subsidy by
mcome or other measure of need

It should be noted that the net impact on the GOH budget deficit from the
reduction 1 subsidies and the adoption of the DPM by OTP will depend partly on
GOH tax policy and OTP dividend pohcy If the accrued (but not recerved cash) profit
1s taxed, as we expect, and OTP pays dmdends to the GOH on 1t as if it had been
recerved (whach 1t could because of its ngh hquudity position) then the full benefit of
the subsidy reduction flows through to the deficit If policy 1s changed mn either
regard, the inpact on the deficit will be blunted

The Conditions Precedent for the second tranche, however, would mnvolve a
more specific commitment to progressively ehimmnate mterest rate subsidies, as well
as rationalizing other subsidies for home purchase One approach to this would be
the planned year-by-year reduction in the buy-down amount or in the amount of loan
ehgible for the buy-down A related condition 1s that the current system for
admimistering nearly all home purchase subsidies, channeling them through the
lender, be modified to reduce the burden on the lender so as to draw additional
mstitutions mto home lending The mntent 1s to assure that subsidies on loan
repayments on new loans be eliminated and that the remamming elements of home
purchase subsidy be targeted and admimstratively sunphfied by the end of the HG-
001 program

% In this regard it is important to note that the impact on housing affordability or new
construction of reducing the initial buy-down to 2 percent is relatively small, while the budget
savings in future years and the gain in control over future budgets are quite significant The
problem with all such buy-downs is that a big effect on the market today could engender large costs
in the future because the repayment of the loan will be jeopardized by rapid phase-out of the
subsidy



ANNEX E

THE DEFERRED PAYMENT MORTGAGE
AS AN ALTERNATIVE MORTGAGE INSTRUMENT

INTRODUCTION

Hungary has been struggling with the problem of inflation for the past five
years As m other formerly centrally-planned economues, the removal of most
price controls, the reduction of government subsidies, an mcrease 1n the budget
deficit and the imposition of VAT and other taxes have resulted i a rapid rise
the prices of goods and services The annual rate of inflation in Hungary, based
on the consumer price mdex, escalated from 8 6 percent in 1987 to 35 percent in
1991 The mflation rate has moderated somewhat in 1992 and during the first
four months of 1993 However, the projected mflation rate for 1993 1s still high
Government projections are for an annual rate of mflation of 14 to 17 percent,
while some private economusts are predicting inflation of 18 to 23 percent

The recent range and downward trend of inflation have permutted the
Hungarnan econormc system to function without the need to fully index wages,
mterest rates, or the tax systern This lack of indexation has facilitated the major
changes m real wages, real prices, and real returns needed to realign economic
forces during the transformation to a market economy, but has also resulted in
temporary distortions mn the economic and financial system Of particular
importance to the housing sector 1s the negative impact on housing affordabihity
caused by the combmation of high nominal mterest rates and dechning real
wages Simnce the government of Hungary (GOH) allowed mortgage mterest rates to
nse to market levels, the abihity of the average Hunganan household to make
repayments on long-term debt to finance housing has been severely inmited The
result has been a sharp decline mn mortgage financing

The government has reheved some of the burden of high and vanable
normunal mterest rates by providing large up-front grants, as well as repayment
subsidies However, the magnitude of housing subsidies has placed a severe
strain on GOH budgetary resources (See Annex D for a discussion of housing
subsidies )} The GOH, with the assistance of AID and other donor agencies, 18
seeking financially feasible and economically rational methods to reduce the
amount of repayment subsidies provided to Hungarian homebuyers, maintan
housing affordability during a pennod when mortgage imterest rates are expected to
remain about 25 percent, and encourage a stable flow of private capital into the
housing sector

After analysis of several different financing structures, the GOH, with the
assistance of AID consultants, has deterrmined that the instrument best suited to
the Hungarian situation 1s a mortgage whuch defers a portion of the payments
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until the later years of a loan The particular mortgage mstrument which 1s being
considered for adoption 1s called the deferred payment mortgage (DPM) A version
of thus deferred payment mortgage has been mn use m Austraha for a number of
years i sumilar circumstances There are a number of 1ssues which must be
resolved before the DPM can be mtroduced by Hunganan mortgage lenders
However, the basic premuses on which the DPM structure are based are consistent
with sound econonuc and financial pohicies and principles

This annex explans in detail the economic and financial rationale for the
DPM Annex F explores a vanety of financial and regulatory concerns, as well as a
number of options for combining a subsidy with the DPM

WHAT IS A DPM?

In general terms, a deferred payment mortgage 1s a standard mortgage, with
either a fixed or vanable rate of interest, for which a portion of the payment 1s
deferred, 1 €, added to the outstanding principal and amortized over the life of the
loan It 1s m concept and in practice sumlar to lending the borrower that portion
of the payment

The portion to be deferred could be expressed 1in several ways The
approach discussed mn Hungary 1s to fix an mterest rate that determmnes the
actual cash payment and to also specify as the "contract” rate a vanable rate of
the type already in use in Hungary The difference between the payment due at
the payment rate, say 10 percent, and the payment due at the full contract rate,
currently 28 percent, 1s deferred each month and added mnto the principal on
which the next month’s contract payment 1s calculated (the actual repayment
amount could be changed less frequently)

WHY DEFER INTEREST?

It could appear to be a doubtful banking practice to lend a borrower a portion
of their monthly payment This portionis essentally a part of the interest due on the
loan Thus, the basic question 1s, why defer payment of this interest?

The answer goes back to the double role that the interest rate plays in modern
econormes While mn general, interest rates reflect the value that people place on
having money now rather than later, 1n periods of low or no mflation or deflation, the
rate reflects primarily the basic desire of most people to consume now rather than
later and the fact that deferral of consumption 1s valuable because 1t permits
mvestment m productive processes (e g , factones, research, education)
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In an inflationary economy, the mterest rate must also bear the burden of
compensating the provider of capital for the loss in purchasing power of a given unmt
of the currency mvolved Thus econormusts speak of the market mterest rate as
compnsed of a "real" mterest rate ( reflecing the productvity of capital) plus an
mflation-related premium

When an mvestment yields 1ts return withun a relatively short period of time,
a user of capital (e g , a borrower of a loan) can repay the full amount of the loan,
plus the real interest and the inflation-premmum, within a short perniod of time
However, some mvestments, such as housmg, yield therr returns over very long
periods Because of this, and because the house retains most of its value over that
long period, houses are financed with a long-term loan In the U S, the term of the
loan 1s often 30 years In this case, and with a constant monthly payment, even after
10 years, for example, 90 percent of the oniginal loan remains outstanding

However, when 1nflation 1s high, rates go up to protect the lender (or ultimate
provider of capital) If this mflation premium is requured to be paid in cash currently,
the lender 1s essentially accelerating the repayment of the loan After 10 years, 90
percent of the stated principal of the loan may be outstanding, but in purchasing
power, this amount may be a small fraction of the origmal loan amount For
example, 1if the inflation rate 1s 10 percent, the purchasmg power (the "real" value) of
the outstanding principal 1s only about one-third of the imtial amount

Alternatively, if the lender was really willing to receive only 10 percent of the
real purchasing power of the funds back m ten years (1in addition to the "real" mterest
amounts), then the lender should be willing to forego immediate cash repayment of
the inflation premrmum, and mstead let it accrue as additional "loan " In other words,
the lender would be willing to see the scheduled principal amount for each period be
higher over time by the amount of the inflaton premum, since this would keep the
lender (and the borrower) in the same real purchasing power situation as m the no-
inflation case

ACCOMMODATING THE FINANCIAL SYSTEM

In economes where inflation has long been high, the entire financial system
1s built upon such a premmse Everyone accepts that they, whether borrower or
lender, need protection from inflatlon and agreements are made to adjust all the
numbers mvolved for inflation Thus, deposits accrue the amount of mflation, phas
the real return, and loan balances nise by mnflation, and borrowers pay currently only
the real scheduled repayment, plus the real mnterest rate Smmlarly, accountants
adjust therr calculations for the impact of nflation

~3
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However, across-the-board indexation can be dangerous As noted above, 1n
economues strugghng to keep inflabion within a "reasonable” level, the "real” level of
wages and prices adjust more easily when specific action has to be taken to
compensate for the effect of inflation

In such economues, the financial markets do not automatically adjust loan or
deposit balances for mflation, but a nse in market interest rates roughly achieves the
same goal Yet the tax and accounting rules may not recogmze this process, and
more 1nportantly, there may be reasons why the real nisk and return situation 1s
different from the low-mflation environment

An mmportant example of the problem 1s the behavior of depositors when
receving interest payments enlarged by receipt of the inflation premumum The
depositors may choose to withdraw and spend a portion of this prermum, although
they would not have chosen to do so out of theiwr mitial deposit 1n a situation of no
mflation In other words, they may not recogmze that they are eroding the real
purchasing power of therr savings by withdrawing some of the mflation premum
Thus, financial institutions cannot assume that depositors will act with respect to the
"real" deposit levels the same way as they would m a period of no inflation

A second example of the problem 1s that the credit nsk associated with a loan
of a given "real" amount may be greater than in a no-inflation world or an "indexed"
world precisely because there 1s more scope for the borrower’s income or the house’s
value to lag behind inflation Major sectoral shufts are hkely in economues i which
economuc policy makers are attempting to bring the level of inflation back down to
acceptable hmits (e g , under 5 percent)

Other than for these two real nsks associated with economes with moderately
high nflation, there are no special problems, economically-speaking, with offering
long-term borrowers the option of essentially adding all or a portion of the mnflation
premmum back mto the nominal loan amount due These substantive risks are
addressed below, after discussion of some other types of problems associated with
a financial environment that 1s not fully indexed

FINANCIAL INTERMEDIATION IN AN UN-INDEXED ECONOMY

Other problems arise in an un-indexed but inflationary economy because the
tax accounting and regulatory environment do not exphcitly recognize the appearance
of inflaton premiums and other mnpacts In the U S, some of these adjustments
were made after the period of high mflation in the late 1970s, including indexing the
tax brackets and using LIFO inventory accounting Other adjustments, such as not
taxing the inflation prermum 1n returns on debt or equuty, have yet to be adopted
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Although there 1s broad understanding of the effect of inflation prermums on market
mterest rates and apparent (but not real) returns on assets, the inflation problem has
subsided sufficiently to make the large costs of fully indexing the economy not worth
the benefits

Hungary continues to expernience a level of inflation (over 20 percent) in which
all nomnal money amounts tend to at least double every four years Especially 1in
the area of tax accounting, taxes are bemg paid on "profits" that essentially reflect
only a reimbursement for loss of purchasing power

In such a context, all financial institutions should recognize that growth in
habihhes, assets, capital, or profits at less than the rate of imnflation signifies a real
shrinkage of their position Such a shrinkage certainly can and does happen, just
as these values can dechne 1n cash terms 1n a period of no mflation

On the other hand, if an institution does not expect any real shrinkage in these
key areas, then 1t can plan on nominal mcreases at least as large as mnflation It
should also recogmze that real holdings of various types of assets are shrinking
unless the mflabon premuum received from these assets 1s plowed back into
expanding the nominal holdings of the asset

For example, the "real" holdings of long-term mortgages will rapidly decline 1f
the inflation premmum 1s not mvested 1 addibional mortgages (after having paid taxes
onit) Similarly, if the mmflation premium 1s received currently from the borrower, the
effective term of the loan may be shortening dramatically This can be seen 1n terms
of the share of a given portfoho of loans out of total assets, in terms of the real
purchasing power of the remaiming principal, or 1n terms of the ratios of loan amount
to collateral value (LTV) or payment-to-mncome (PTI) streams

Alternatively, the lender can capitalize the inflation premuum portion of the
return back mto the nomnal loan, thereby preserving the same "real" levels of cash
flow expected under a situation of no mflatton This 1s what happens when a
financial system 1s fully indexed

There are several advantages to not ndexing long-term loans when the rest of
the financial system 1s not ndexed First, as mflation nises, the credit risk associated
with long-term lending can rapidly dechne Borrower mcomes will tend to nise (but
not always mn match with inflation if the system 1s not mndexed) as well as does the
value of the collateral, at least relative to a no-inflatton world Credit nsk on account
of collateral shortage or payment burden 1s reduced at each future period and
ordmanily (1 e, assuming there 1s abihity to enforce repayment) credit risk should
become neghgible after only a few years
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Second, current cash flows mncrease, permutting re-deployment of assets to
different purposes without having to convert assets to cash through sales or other
hquudations

Third, the tax authorities will want the same amount of taxes, mcluding taxes
on the inflablon premium, whether the lender defers the payment or not This can
also cause cash flow problems

Fourth, as the portfoho of loans rises, the lender will need to add to the capital
base of the institution This also requures a greater degree of hquudity than if the
lender has the option of rapidly shrinking its "real" portfolio by reducing loan
originations

Fifth, the accelerated repayment on existing loans (1 € , the current receipt of
the inflation premium) permuts the 1ssuance of a greater amount of new loans To the
extent that accounting or market factors make the loan origmation process a
relatively more profitable activity, the lender would prefer to 1ssue more shorter-term
loans rather than fewer longer-term loans

These are all good reasons why lenders would prefer to simply collect the
mflation premium currently In addition, there 1s the correlation noted above
between mflation and real economic mstabihty, which can significantly increase the
uncertainties with respect to real deposit levels, real collateral values, and real
repayment capacities

INTRODUCING A DPM TO HUNGARY

On the other side of the ledger 1s the borrower, who must pay the mflation
premuum out of current mcome and ends up having effectively repaid the long-term
loan over a much shorter period Essentially, the borrower can only afford to do so
up to a certain pomt, beyond which the borrower will have to reduce the size of the
loan and/or the value of the house being purchased or not borrow at all At current
interest rates m Hungary of 28 percent, the last would probably be the most common
option

Instead, however, the GOH 1s easing the blow of the high mflation premum by
itself paying a major portion of it (see Annex D on these subsidies ) It 1s a goal of HG-
001 to reduce these large subsidies and the most direct method of doing so, without
mcreasing the repayment burden on the borrower, 1s to have the lender defer all or
a portion of the inflation premmum

Jle
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One approach to this 1s to defer the full amount of the inflation premuum This
1s accomphished by indexing the loan amount for mflation and thus the loan 1s called
a Price-Level Adjusted Mortgage (PLAM) Another approach 1s to add to (subtract
from) the full inflation premuum the amount that the average repayment capacities
of borrowers lag behind (exceed) the inflation rate This 1s called the Dual-Index
Mortgage (DIM) and provides extra protection to the borrower (but mcreases the nsks
of the lender)

Both of these mortgages requre the use of statistical indexes of price and wage
changes A simpler and less risky approach 1s to set a repayment rate on mortgages
that 1s greater than the real mterest rate and 1s towards the upper end of what
borrowers can handle m terms of currently repaymng a portion of the mflation
prermum  But the portion of the nflation premium that exceeds that amount 1s then
deferred The DPM s such a loan

By varymg the level of the repayment mterest rate (here called the payment
rate), the lender can fine-tune the degree to which he 1s accepting the burdens and
risks noted above associated with deferring payment of the inflation premium
Moreover, if the contract interest rate on the loan 1s vanable, and market rates fall
to less than the payment rate, the loan automatically converts to a standard loan,
with no additional burdens or risks Thas 1s particularly desirable in the Hungaran
context, where there are reasonable prospects of much lower rates of inflation 1n the
future

RISKS OF THE DPM

While the DPM may permut a compromuse between a PLAM and a standard
mortgage, and while 1t restructures the loan more towards bemg a true long-term
loan of the type that exasted In Hungary before the recent lugher inflation rates, there
has to be a significant increase 1 nisks associated with moving from the current
system of collecting a full inflation premium (with government assistance) to defernng
a major portion of the mflation premimum (to be repaid eventually without any
government assistance) In other words, truly lending long-term 1s niskier 1n every
dimension than lending short-term

Therefore, a major policy component of HG-001 1s the reduction and improved
management of these rnisks, which are mostly related to greater credit losses and
hqudity difficulties In both cases, the key factor potentially amehorating these rnisks
1s the current low level of loan amounts relative to the market value of the collateral
These low LTV ratios (usually under 50 percent) provide a significant buffer agamnst
swings m the mflation-adjusted value of the home and a strong basis for forcing the
voluntary sale of the home 1n case of repayment difficulties As noted elsewhere, this
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buffer 1s not readily accessible under current Hungarian laws and court procedures,
but HG-001 1s designed to develop both access to this buffer and to mstitutionalize
that access mn the form of a mortgage mnsurance program that improves the abihity of
lender to hmut and hiqundate their losses or to eventually create a mortgage-backed
security that could be sold to generate hquudity

9@



ANNEX F

THE DEFERRED PAYMENT MORTGAGE
STRUCTURE, ANALYSIS AND ISSUES

INTRODUCTION

During the last three years, Hungary has been strugghng with the problems
of nflation and a large budget deficit The fiscal and economc conditions 1n the
country have resulted i increases m nominal mterest rates from under 20 percent
m 1988 to over 35 percent by the end of 1991 The smmultaneous hiberalization of
controls over mortgage mterest rates mtensified the negative impact of the recent rnise
i market interest rates on the housing finance and residential construction markets
Although market mterest rates have declined over the last five quarters, mortgage
mterest rates still are over 25 percent

The government of Hungary (GOH) has attempted to mitigate some of the
burden of high nomunal mnterest rates by providing large, long term repayment
subsidies to mortgage borrowers However, given the need to reduce the budget
deficit, the budgetary resources which will be available for housing 1n the future will
not be adequate to sustain even a modest level of housing activity under the existing
housing subsidy system Therefore, the GOH has been evaluating methods to reduce
the amount of housmg finance subsidies provided to Hunganan home buyers and,
at the same time, maintain housing affordability, stmulate residential construction
and encourage a stable flow of private capital mto the housmg sector

Among other mtiatives, the GOH intends to implement alternative mortgage
mstruments designed to enable the GOH to reduce the amount of housing subsidies
without impairing housing affordabiity The GOH, with the assistance of AID
consultants, has determuned that the mstrument best swted to the Hunganan
situation 1s a deferred payment mortgage (DPM) which defers a portion of the interest
due on a mortgage until the later years of the loan term Adoption of the DPM for
GOH subsidized mortgages will allow a reduction in the amount of repayment
subsidies provided and still have housing finance affordable to a significant portion
of the population at mortgage interest rates of 25 to 30 percent

Since DPM loans will be offered by financial mnstitutions, a critical consideration
1 designing an approprate mortgage mstrument 1s the impact on the profitability
and financial soundness of these mortgage lending mstitutions, principally the
National Savings and Commercial Bank (OTP) The GOH does not want to propose,
nor would financial mstitutions accept, financing structures which are not
reasonable and sound on a business basis There are a number of 1ssues which
must be resolved before the DPM can be mtroduced by Hungarnan mortgage lenders
However, the basic premuses on which the DPM structure are based are consistent
with sound econormc and financial pohcies and principles
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THE STRUCTURE OF A DPM

In general terms, a deferred payment mortgage 1s a standard mortgage, with
erther a fixed or vanable rate of interest, for which a portion of the payment 1s
deferred, 1e, a portion of the interest i1s capitalized, added to the outstanding
principal and amortized over the remaimng hfe of the loan In concept, the
capitalization of mterest on a DPM 1s simular to extending the borrower a hne of credit
for a senes of additional advances for the portion of the payment which represents
capitalized mterest See Annex E for the economic and financial rationale for the
DPM

The DPM differs from other deferred payment loan structures, like the dual-
index mortgage (DIM), 1n that neither the contract rate at which the interest due 1s
computed nor the rate on which the actual amount of the periodic payment 1s based
1s hinked to a price or wage index The interest rate (the Contract Rate) on the DPM
proposed for Hungary will be set at the current market rate, based on the mortgage
lender’s normal loan pricing polhicies and procedures The borrower’s actual payments
will be based on a lower mterest rate which will make the loan affordable (the
Payment Rate) In the first quarter of 1993, the market mortgage rate ranged from
28 percent at the OTP and the savings cooperatives to as high as 32 percent at other
banks The mortgage mterest rate at the time the DPM will be mntroduced 1s projected
at 26 percent Simce the payment rate will be less than the contract rate, the actual
payment made at the payment rate will not cover the interest due at the contract rate
and the difference will be capitalized and amortized

Obwviously, the payment rate used for the DPM will have a sigmficant impact
on both the borrower and the mortgage lender The method for estabhshing this rate
has not yet been determuined The payment rate could be based on some market rate
index such as a weighted average cost of funds for bank deposits, the rate paid by
the Hungarian National Bank (MNB) on mterest bearing bank reserves, or the rate
paid on GOH Treasury secunities Alternatively, the rate could be established by the
GOH or individual mortgage lenders under some general affordability grudehnes The
payment rate could be fixed or adjustable over the Iife of the loan

The GOH has determuned that in order to maintam affordability, some form of
mortgage subsidy will be requured, at least until inflahon and mterest rates are
brought down The proposed mortgage mterest subsidy will pay a portion of the total
interest cost of the loan for a specified number of years The interest rate subsidy 1s
a factor which must be taken into consideration i designing the structure of a DPM
loan because the subsidy structure affects both the origmal loan principal amount
affordable at a given income level and the amount of the borrower’s payments over
the term of the loan
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There are numerous ways i which the mortgage interest subsidy could be
structured The borrower’s required payment could be computed at the payment
rate, with the GOH interest rate subsidy payments gomng to reduce, or "buy out" some
of the capitalized interest Alternatively the DPM payment rate could be the rate at
which the total payment, including the GOH subsidy, 1s computed In this case, the
GOH 1nterest rate subsidy payments would be deducted from the total payment due
to arrive at the net payment which the borrower will be required to make In effect,
the GOH mterest rate subsidy "buys down" the borrower's interest rate

The controlling factor in determining both the payment rate on a DPM loan and
the method by which the interest rate subsidy will be apphed will be the affordability
of the DPM loan to a target ncome group A number of different DPM financing
options have been evaluated as part of this analysis The schedules presented in
Exhibit 1 of this Annex illustrate the impact on affordabihity of four alternative DPM
financing structures which could be considered for adoption in Hungary

FINANCIAL IMPLICATIONS OF THE DPM

The DPM financing structure has sigmificant financial imphcations for the
GOH, the borrower and the mortgage lender For the borrower, the lower mmtial
payments on a DPM structure allow him/her to qualfy for a loan under standard
loan underwniting criteria which would be beyond his/her means with a standard
vaniable rate mortgage at the full market interest rate If the borrower were required
to make the full payment at market mortgage mterest rates, most prospective home
buyers would not qualfy for any significant loan without a large GOH subsidy Even
under the existing subsidy system, which provides large repayment subsidies, the
average loan to value ratio on mortgage loans made by the OTP mn 1992 was about
25 percent The balance of the purchase price came from GOH social pohcy
subsidies, employer grants and the borrowers’ own funds

Impact on GOH Mortgage Subsidies

The DPM results 1n significant financial benefits to the GOH because 1t allows
the GOH to reduce the amount of payment subsidy required for each loan As
discussed 1n Annex D, the current "deep" repayment subsidy on the first HUF
400,000 of a loan pays 40, 70 or 80 percent of the first five years’ payments and
lower percentages of the payments for the following ten years The "shallow"
repayment subsidy for the balance of a loan over HUF 400,000 and non-qualifying
loans pays 30 percent of the payment for the first five years of a loan and 15 percent
for the next ten years A HUF 1 mulhion loan at a 26 percent mnterest rate under the
current subsidy system for a family with two children would require total subsidies
of almost HUF 1 1 mulhon over the fifteen year subsidy pennod The present value of

FAY
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these subsidies, discounted at an assumed GOH cost of funds of 18 percent, would
be HUF 481,865, or almost 44 percent of the loan amount Subsidies at thas level are
not sustainable even at the low mortgage volumes experienced in 1992

The greater affordability of a DPM loan will perrmt the GOH to ehminate the
deep subsidy entirely and replace the shallow subsidy with a new subsidy structure
which will pay a portion of the mortgage interest rather than a percent of the
mortgage payment The specific subsidy structure which will be implemented 1s still
under discussion by the GOH, but the options which appear to have the greatest
support provide for the payment of a certain percent interest on the outstanding loan
balance on a stepped-down schedule over ten to fifteen years The subsidy structure
which has recerved the greatest consideration by the Hunganans 1s one in which the
DPM payment rate 1s 10 percent and the interest rate subsidy 1s 4%, 3%, and 1% for
successive five year intervals These and other DPM structuring options will result
1n per loan cost savings to the GOH Therefore, 1if the volume of mortgage lending
remamns at 1992 levels, the total subsidy cost to the GOH will be reduced If the
volume of mortgage lending mcreases, total mterest rate subsidies may not dechine
or may even mcrease, but the financial resources available for housmg finance
subsidies will be used more efficiently

Although the DPM financing structure will perrmt the GOH to reduce mortgage
payment subsidies immediately and still have mortgage finance affordable to a
reasonable percentage of Hunganan households, an escalating loan balance will
increase the nominal amount of the subsidy payment which the GOH must make 1n
the future The burden on future budgets will increase, at least during the five year
periods until the next reduction of the subsidy rate

Impact of Interest Capitalization

The nterest capitalization which 1s required in the DPM financing structure
has several implications for the home buyer With or without a GOH subsidy, the
borrower’s monthly payments will increase sigmficantly over the hfe of the loan A
loan structure which requres increasing payments 1s best suited for a young
household with most of its earning potential in the future A DPM structure poses
greater nisk to a more mature borrower who perhaps has reached his/her peak
earning capacity and may even face unemployment or reduced mcome 1n the future

If the borrower's mcome does not keep pace with the payment mcreases,
he/she may find i1t increasingly difficult to meet his/her payment obhgations,
although under a DPM with a payment rate of 10 percent or more, the payment
burden 1n real terms should not increase unless the rate of growth in the borrower’s
mcome lags behind mflation by 3 percent or more The "payment shock” of these
escalating payments also 1s of concern to the lender because the credit risk of a DPM



Annex F
The Deferred Payment Mortgage
Structure Analysis and Issues Page 5

loan may be greater than the credit nisk on the current vaniable rate mortgage The
DPM will requure more careful underwriting at ongination to reduce the rnisk exposure
of both the borrower and the lender

An increasimg loan balance could hmmt the growth of the borrower’s equuty in
the house and even erode the owner’s equuty if the value of the home does not nise
at a rate at least equal to the rate at which the outstanding balance of the loan
mcreases At the low loan-to-value ratios currently in effect m Hungary, the potential
erosion of the owner's equuty and, hence, the lender’s security, 1s of less serious
concern than i other countrnies were loan-to-value ratios are much higher

The hagh level of capitalized interest of a DPM financing structure also raises
questions of proper accounting and regulatory treatment for the mortgage lender
which will be discussed later in thus Annex One 1ssue which can be addressed 1n
part by proper pricing of the payment rate 1s the potential cash shortfall between the
cash received at the payment rate and the cash expenses incurred i origmating and
servicing the loan portfoho For most of the hfe of the loan, the DPM structure
generates accounting earnings for the mortgage lender which greatly exceed the cash
payments received Any hquudity strain which results from this cash flow mismatch
could be intensified if the mortgage lender 1s required to maintain hquid reserves
against the capitalized mterest portion of the DPM Discussions with MNB officials
during the project team’'s recent wvisit to Hungary indicate that the 14 percent
mandatory reserve would not be appled to the DPM loan balances However, the
outstanding DPM loan balance may be subject to the 2 percent hquudity reserve,
which applies to total assets rather than deposits

A well designed DPM financing structure will generate sufficient cash flow from
DPM payments to cover cash expenses, such as personnel and servicing costs, to pay
the income tax due on both the mterest payment actually received and the "mnterest
earned, but not collected” and to fund any cash reserves which may be required
Otherwise, the bank would have to use other cash resources to pay the cash
expenses mcurred m ongmating and servicmg DPM loans The possibiity of a
significant level of DPM lending activity stramning a bank’s hquudity could hmmt the
participation of mstitutions in the DPM loan program

ANALYSIS OF DPM FINANCING
Key Parameters and Constraints
Since the objectives of adopting a DPM financing structure are to reduce GOH

payment subsidies, maintain or increase housing affordability to Hunganan
households, and offer a sound and profitable business opportumty to mortgage
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lenders, these three factors should be the determuning constraints for the structure
of any DPM financing The key vanables in a DPM financing are the market interest
rate, the payment rate, the GOH subsidy rate, the structure of the subsidy, the
monthly payment to mcome ratio and the loan-to-value ratio A detailed analysis of
alternative DPM loan structures was undertaken to determune their impact on GOH
subsidies, affordability and the financial return to lenders A HUF 1 mmlhon loan was
evaluated under different assumptions within the constraint of maintaimng mortgage
affordability under DPM financing at least equal to the affordability under the current
costly GOH subsidy system

Target Income Groups

The first step was to determine the target income groups which would be most
likely to be m the home purchase and financing market Based on a survey of
household income conducted m mmd-1992, the median monthly household income
of households m the ages relevant for the housing market was approximately HUF
27,000 n 1992, or $342 00 based on 1992 exchange rates

Assuming that the household 1ncomes will have risen by 25 percent over the
estimated 18 months from the date of the 1992 income survey until the time the DPM
1s mtroduced m early 1994, the median monthly household mcome 1s projected at
approxamately HUF 33,750 Moreover, under the current mortgage subsidy
structure, assuming a 26 percent mortgage rate, an imtial deep subsidy of 70% of the
payment on the first HUF 400,000 of the loan and a shallow subsidy of 30% of the
payment on the balance of the loan, the mmmimum mcome required to qualify for a
HUF 1 milhon loan at a 33 percent payment to mcome ratio 1s HUF 35,663
Therefore, 1n the analyses of alternative DPM financing structures presented in
Exhibit 2 of this Annex, a HUF 34,000 monthly income to qualify constraint has been
mmposed and the other vanables adjusted to meet that constraint It has also been
assumed that the maxamum first year average monthly payment to imtial monthly
mcome ratio will be 33 percent Table 1 presents a summary of the affordabihty of
three alternative DPM financing structures to borrowers earning HUF 34,000 at the
time the loan 1s ongmated As the table indicates, under all alternative DPM loan
structures presented, a household earning HUF 34,000 can afford to finance the
purchase of a home costing HUF 4,000,000 (approximately $47,620) at loan-to-value
ratios above the average loan-to-value ratio on mortgage loans extended by the OTP
m 1992

Interest Rates

The market rate on future DPM financing will be determuned by external
factors Since market interest rates have been falling 1n 1993, 1t has been assumed
that by the time the DPM 1s mtroduced, the market mortgage rate will be 26 percent

K
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For purposes of this analysis, it has been assumned that the projected 1993 mortgage
interest rate of 26 percent 1s constant throughout the twenty year life of the DPM,
whach 1s a pessimustic assumption about future inflation rates in Hungary This rate
does not include the additional servicing fee of 1 percent which the OTP currently
assesses on 1ts loans Appropnate servicing fees for a loan with an escalating
outstanding balance should be considered separately

Previous financial analyses of the DPM loan have utilized a 10 percent DPM
payment rate, an mterest rate which 1s below the weighted average cost of funds at
Hunganan financial mstitutions and, in some cases, 1s below the effective mnterest
cost to the borrower under the existing subsidy system As the affordability
schedules provided in Exhibit 1 of this Annex show, 1t 1s not necessary to set the
DPM rate at this low a level to mamntain affordability to households 1n the target
mcome group, particularly if the total payment on the DPM 1s computed at the 10
percent payment rate and the payment actually made by the borrower 1s the
difference between the payment to amortize the loan balance at 10
percent and the GOH mterest rate subsidy Furthermore, using a payment rate
whuch 1s lower than the cost of funds for mortgage lenders results mm cash flow
deficits on a DPM portfolo, at least for the early years of the loan Serous
consideration should be given to use of a higher mterest rate as the payment rate

Loan Amortization and Subsidy Computation

The OTP, which accounts for over 90 percent of all mortgage finance n
Hungary, currently does not employ a standard amortization methodology for the
mortgages 1t holds It 1s assumed that the DPM loan will be amortized in accordance
with the amortization systems generally used in the US Technical assistance will
be provided to the OTP and other lenders to facihitate the conversion of their loan
servicing systems to permmt mortgage amortization in accordance with standard
western loan servicing practices Therefore, the analysis of DPM financing structures
has employed standard loan amortization, not the system currently in effect at the
OTP

Under the vanable rate mortgage currently offered by the OTP, the mterest
rate, the borrower’s payment and the GOH subsidy are adjusted annually More
frequent adjustments would involve substantial admmistrative cost In addition,
since the Hungarian mail system 1s quite mefficient, it 1s difficult to provide notices
to borrowers of the change mn terms of their loans mn a timely manner The DPM
analysis assumes that borrower payments will be adjusted sermannually, rather than
annually Ultamately 1t would be desirable to adjust payments quarterly or even
monthly if the admmstrative cost does not outweigh the benefits More frequent
adjustment of mortgage payments will reduce the "payment shock" of escalating
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payments under the DPM structure and also will minimmze the amount of interest
which 1s capitalized

GOH mortgage subsidies currently are paid annually, in arrears In the DPM
analysis, 1t has been assumed that subsidy payments will be made monthly and
adjusted semuannually In other words, the subsidy for a six month period will be
computed based on the subsidy rate and the beginning loan balance for the period
The total subsidy for six months 1s paid 1n six equal mstallments

Subsidy Structures Evaluated

To the extent possible, the DPM financing structure should mumimze the
amount of mterest capitalization, especially in the early years of a loan, while
mamtaming affordability to a significant percentage of Hungarian households
Reducing interest capitahization 1n the early years reduces the total subsidy required,
the borrower’s total interest expense, and the credit risk to the mortgage lender The
mmplhications of a number of different DPM loan structures for the GOH, the borrower
and the mortgage lender were evaluated for a HUF 1 mmllion loan Different DPM
variables were tested under two basic subsidy structures

The first subsidy structure 1s essentially a "buy-down" of the contract interest
rate Under this structure, the DPM Payment 1s computed at the DPM Payment Rate,
the mterest paid by the GOH at the Interest Subsidy Rate 1s deducted from that
payment, with the balance paid by the borrower This 1s the financing structure
which the GOH has had under consideration DPM structure 1 employs a 10 percent
DPM Payment rate and a 4%/3%/1% interest rate subsidy stepped-down at five year
mtervals The phase out of the "buy-down" subsidies results m increases 1n the
borrower’s payments over and above that required to amortize the escalating DPM
loan balance Therefore, the "payment shock" of mmgher payments may be intensified,
placing greater strain on the borrower's financial capacity to make his payments and
increasimg the credit nisk to the lender

The second subsidy structure evaluated 1s an mterest "buy-out” structure
Under this structure, the borrower's payment 1s computed at a constant borrower
payment rate and the GOH pays an addibional amount of interest at the interest
subsidy rate to reduce the amount of interest capitalization on the mortgage The
interest "buy-out" subsidy structure does not directly affect the borrower’s payment,
sice the borrower’s payment to amortize the escalating DPM loan balance 1s always
calculated at the Borrower Payment Rate However, the phase-out of GOH subsidies
will mcrease the amount of interest capitalization and, therefore, indirectly result in
a further increase m the borrower’s payments The "buy-out" subsidy structure will
also mean a gradual reduction in the amount of interest collected by the lender,
resulting 1n dechming cash flows during the rmddle years of the loan term
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Two options under the "buy out" subsidy structure are presented DPM
structure 2 has the same 10 percent payment rate and a 4%/3%/1% stepped-down
interest rate subsidy as DPM structure 2, but the borrower pays the full payment at
the payment rate and the subsidy goes toward reducmg the amount of interest being
deferred The borrower’s payment 1s the payment requured to amortize the
outstanding balance over the remaimng life of the loan at an mterest rate of 10
percent

Because concern has been expressed about the fiscal impact of interest rate
subsidies paid for a full fifteen years, several DPM structures were analyzed
employmg subsidies for shorter periods of time, with a higher subsidy durmng the
mitial years of the loan DPM structure 3 employs a 10 percent borrower payment
rate and a 5%/4%/2% interest rate subsidy stepped-down over ten years, rather than
the 15 years used 1n the other two financing structures

Each alternative also was evaluated m terms of its mmpact on the financial
posttion of a mortgage lender The profitability under various loan loss provisiomng
assumptions, the impact on the lender’s balance sheet and capital adequacy and the
sufficiency of the cash flow generated by the loans to cover the lender's cash
expenses were considered

Results of the Analysis

Based on these analyses, 1t appears that there may be several options which
would be effective in reducing GOH subsidies, maintaimning borrower affordability at
loan-to-value ratios equal to or greater than the OTP experienced mn 1992 and
providing a reasonable profit without undue nisk to the DPM lender Summaries of
some of the critical vanables for the GOH and the borrower under the alternative
DPM financing structures presented are given 1n the tables on the following pages

As the summary data show, all of the DPM financing structures resulted in
reductions 1 both the total amount of GOH subsidies required and the present value
of those subsidies discounted at an assumed 18 percent GOH cost of funds The
results of the analysis also demonstrate the effectiveness of the DPM loan structure
1 maintamnmg or enhancing mortgage affordability Under all three alternatives, the
mummum mcome to qualify for the HUF 1 mullion loan was lower than that required
for the existing subsidized VRM mortgage

The reduction 1n the amount of subsidy provided does result in a sigmficantly
igher effective mnterest cost to the borrower and larger payments to amortize the
loan Based on a constant contract rate of 26 percent over the hfe of the loan, the
nominal effective interest rate to the borrower over the life of the loan was between
23 81 and 24 28 percent, compared with the 16 54 percent nomnal effective interest
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rate under the current subsidy system DPM financing also results in much greater
increases 1n the borrower’'s payments, mn nominal terms Underwnting these DPM
loans prudently will be difficult, since the evaluation of the financial capacity of the
borrower to meet his/her payment obligations must be based on the assumptions
that the borrower's mncome will increase 1n the future at a rate which will maintain
a reasonable payment to income ratio at a stable contract interest rates and/or that
market interest rates will dechne far enough and quckly enough to reduce the
amount of interest capitalization

Both mnterest rate "buy out" DPM structures (DPM structures 2 and 3) generate
sufficient cash flow to offer mortgage lenders a reasonably attractive investment
opportumty DPM structure 1, however, results mn a negative cash flow during the
early years of the loan which would make this financing option less attractive to
prospective participating financial mstitutions

DPM Structure 1 A 10 Percent DPM Payment Rate and a 4%/3%/1% Interest
Rate "Buy-Down” Subsidy Stepped-Down Over Fwe Year Intervals

DPM structure 1 1s the most affordable of the three structuring alternatives
A borrower earning HUF 34,000 could afford a loan of over HUF 1 75 mulhon which
would finance the purchase of a home costing HUF 4 million at a 44 4 percent loan
to valueratio However, this structure has several matenal weaknesses First, 1t 1s
the most costly to both the GOH and the borrower The total subsidy over the fifteen
year subsidy perod 1s HUF



Table 1

SUMMARY OF AFFORDABILITY OF
ALTERNATIVE DPM LOAN STRUCTURES
TO TARGET INCOME GROUP

Assumptions
Target Inthial Monthly iIncome (in HUF) 34,000
Target Purchase Price of House (in HUF) 4,000,000
Minmum Loan-to-Value Ratio 25
Maximum Iintial Payment to Income Ratio 33

DPM DPM

Structure 1 Structures 2 & 3
10% DPM Rate & 10% Borrower

4% Initial Subsidy

Payment Rate

Maximum Loan Available to a

Borrower Earning HUF 34,000 1,776,000 1,162,668

at a 33% Payment to Income Ratio

Maximum House Price at

Loan-to-Value Ratios of
25% 7,104,000 4,650,673
30% 5,920,000 3,875,561
35% 5,074,286 3,321,909
40% 4,440,000 2,906,671
50% 3,552,000 2,325,336
60% 2,960,000 1,937,780

Loan-to-Value Ratio

at Target House Price 44 40% 2907%
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SUMMARY OF BORROWER PAYMENTS ON A HUF 1 MILLION LOAN

Table 2

UNDER CURRENT VRM REPAYMENT SUBSIDY SYSTEM
AND ALTERNATIVE DPM LOAN STRUCTURES

Page 12

Current Subsidy Deep Subsidy on HUF 400 000 of 70%/35%/15%
System Shallow Subsidy of 30%/15% on Balance
DPM Structure 1 DPM Payment Rate of 10% Subsidy Rate of 4%/3%/1% 15 Years
DPM Structure 2 Borrower Payment Rate of 10% Subsidy Rate of 4%/3%/1% 15 Years
DPM Structure 3 Borrower Payment Rate of 10% Subsidy Rate of 5%/4%/2% 10 Years
Current DPM DPM DPM
Subsidy Structure Structure Structure
Year System 1 2 3
0 (1,000,000) (1,000,000) (1,000,000) (1,000,000)
1 141,224 79,194 119,484 119,176
2 141,224 94,046 135,166 133,471
3 141,224 111,787 152,914 149,487
4 141,224 133,012 173,006 167,435
5 141,224 158,444 195,752 188,525
6 201,374 209,977 222,085 215,485
7 201,374 249,642 253,876 246,331
8 201,374 297,126 290,262 282,368
9 201,374 354,069 331,921 326,158
10 201,374 422,491 379,642 376,832
11 222,296 581,915 436,622 437,796
12 222,296 689,415 509,938 516,485
13 222,296 817,607 595,886 609,683
14 222,296 970,842 696,809 720,260
15 222,296 1,154,596 785,216 851,791
16 261,525 1,429,709 968,599 1,008,850
17 261,525 1,697,194 1,149,815 1,197,597
18 261,525 2,022,550 1,370,237 1,427,179
19 261,525 2,429,832 1,646,162 1,714,571
20 261,525 2,851,586 1,931,892 2,012,175
Total
Payments 4,132,095 16,755,034 12,345,284 12,701,655
Effective
Interest 16 54% 24 28% 23 85% 2381%
Rate
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Table 3

SUMMARY OF CURRENT VRM REPAYMENT SUBSIDY SYSTEM
AND ALTERNATIVE DPM LOAN STRUCTURES

Current Subsidy Deep Subsidy on HUF 400 000 of 70%/35%/15%

System Shallow Subsidy of 30%/15% on Balance

DPM Structure 1 DPM Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Years

DPM Structure 2 Borrower Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Years

DPM Structure 3 Borrower Payment Rate of 10% Subsidy Rate of 5%/4%/2% over 10 Years
Current OPM DPM DPM
Subsidy Structure Structure Structure

Varnable System 1 2 3

TNTEREST RATES

Contract Interest Rate 26 00% 26 00% 26 00% 26 009(1

Initial Effective Borrower Interest Rate 13 13% 471% 10 00% 10 00%

Effective Borrower Interest Rate

Over Life of the Loan 16 54% 24 28% 23 85% 23 819

AFFORDABILITY

Mtnimum Income Required at 33% First

Year Total Payment/income Ratio 35,663 19 998 30173 30 095

Minimum Income Required at 40% Third

Year Total Payment/income Ratio 29 422 23 289 31,857 31 143

PROJECTED PAYMENT INCREASE

Total Payments in Year 1 141 224 79194 119 484 119176

Total Payments in Year 6 201 374 209 977 222 085 215485

Total Payments in Year 11 222 296 581 915 436 622 437 796

Total Payments in Year 16 261 525 1429 709 968 599 1 008 850

SUBSIDIES

Subsidy in Year 1 120 302 41 522 41,100 51243

Total Subsidies 1098 410 924 730 728 094 522 180

Present Value of Subsidies

| @ 18% GOH Caost of Capttal 481 865 303 507 256 298 242 363

€1 abvg
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Table 4

SUMMARY OF FINANCIAL IMPACT ON LENDER OF
A HUF 1 MILLION DPM LOAN UNDER ALTERNATIVE DPM LOAN STRUCTURES

DPM Structure 1 DPM Payment Rate of 10% Subsidy Rate of 4%/3%/1%

DPM Structure 2 Borrower Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Yea

DPM Structure 3 Borrower Payment Rate of 10% Subsidy Rate of 5%/4%/2% over 10 Yea

Year Year Year Year Year

Varable 1 2 3 4 S

DPM Structure 1 120718 142 084 167 250 196 896 231828

DPM Structure 2 160 584 180 867 203 625 229 142 257 720

DPM Structure 3 170 419 189 882 211 456 235 346 233 285

INTEREST INCOME CAPITALIZED

OPM Structure 1 157 496 179 652 204 033 230523 258 837

DPM Structure 2 112,508 122 670 133024 143 310 1563 162

DPM Structure 3 101 400 109 223 116 961 124 360 163 254

NET AFTER TAX PROFIT WITH A

PROVISION OF 50% OF

CAPITALIZED INTEREST

DPM Structure 1 9,974 20020 32,283 47 047 64 773

DPM Structure 2 29419 37733 47 229 48,031 70,266

DPM Structure 3 _ 34 216 41 824 50 374 59 843 56 716

DIVIDENDS PAYABLE @ 50%

OF NET CASH INCOME

DPM Structure 1 0 0 0 4 021 12285

DPM Structure 2 16,483 20 042 24 272 29306 35308

DPM Structure 3 21,658 25 450 29 860 34 999 26 010

CAPITAL TO ASSETS RATIO

DPM Structure 1 770 8 23%: 9 23%: 10 69%; 12 52%

DPM Structure 2 835 8 96% 9 76%] 10 74% 11 85%|

DPM Structure 3 8 40% 9 00% 9 75%! 10 63% 11 46%

INCREASE/DECREASE IN CASH

DPM Structure 1 (8 974) (6 089) (1907) 4,021 12285

DPM Structure 2 16,483 20 042 24 272 29 306 35 308

DPM Structure 3 21658 25 450 29,860 34,999 26,010
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924,730 and the present value of the subsidy stream assumiming an 18 percent GOH
cost of funds 1s HUF 303,507, about 63 percent of the discounted cost of the current
subsidy for a loan of the same size

The effective interest cost to the borrower would be 24 28 percent and nominal
payments over the life of the loan would total almost HUF 16 8 mulion Of the three
DPM options considered, this DPM loan structure results in the largest year-to-year
percentage mncreases 1 mortgage payments The annual payments required mcrease
by 18 6 to 19 2 percent during the five year mtervals when the interest rate subsidy
1s constant and by 32 5, 37 7 and 23 8 percent respectively 1n years 6, 11 and 16,
when the mterest rate subsidy 1s reduced The annual percentage increase in
mortgage payments for the other two DPM options average about 14 percent during
the years in which the subsidy 1s paid and 19 percent during the later years of the
loan when the subsidy has been phased out

Of the three options evaluated, only DPM structure 1 generated negative cash
flows for the lender The cash payments actually recerved by the mortgage lender in
the early years of the loan, including both the borrower’s payment and the GOH
subsidy, are not sufficient to cover the lender’s expected marginal cash expenses
The actual cash shortfall will be greater when prenmuses, personnel and general and
admimstrative expenses are allocated to this portion of the bank’s assets/activities

If the decision 1s made to use the "buy-down" mterest subsidy structure, a
higher interest rate should be used For example, if a 12 percent DPM payment rate
were used, a household earning HUF 34,000 could borrow approximately HUF 1 5
mulhion to finance the purchase of a HUF 4 mullion home at a 37 5% loan-to-value
raio The use of a 12 percent DPM payment rate would reduce both the GOH
subsidy requured and the effective cost to the borrower However, even if a 12 percent
DPM payment rate were used, the "buy-down" subsidy structure would result in
somewhat higher costs to the GOH and the borrower than both of the "buy-out”
options evaluated

DPM Structure 2 A 10 Percent Borrower Payment Rate and a 4%/3%/ 1%
Interest Rate "Buy-Out” Subsidy Stepped-Down Over Fwe Year Intervals

DPM structure 2 also uses a 10 percent payment rate and a 4%/3%/1%
mterest rate subsidy stepped-down in five year intervals The difference between this
financing structure and DPM structure 1 1s the way in which the borrower’s payment
1s computed and the interest rate subsidy apphed In this case, the borrower’s
payment 1s the payment to amortize the outstanding balance of the loan over the
remaimning term at a 10 percent interest rate The GOH mterest rate subsidy 1s paid
1n addition to the borrower s payment to reduce the amount of interest capitalization
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This mnterest "buy-out” structure enables a household earming HUF 34,000 to
borrow up to HUF 1,162,668 A loan of this size could finance the purchase of a
house costing HUF 4 mulhon at a 29 1 percent loan-to-value ratio If the borrower
financed 40 percent of the cost of the house, he/she could afford a house selling for
approxamately HUF 2 9 mulhon

This DPM financing structure results 1n significant cost savings to the GOH
The total subsidy cost over the fifteen year subsidy period would be HUF 728,094 and
the present value of the subsidy stream discounted at an 18 percent GOH cost of
funds would be HUF 256,298, 53 percent of the present value of the subsidies under
the existing subsidy system The effective interest cost to the borrower and the
magnitude of the payment mcreases over the term of the loan also would be
somewhat less than under DPM structure 1

DPM Structure 3 A 10 Percent Borrower Payment Rate and a 5%/4%/2%
Interest Rate "Buy-Out” Subsudy Stepped-Down Over Ten Years

This financing option offers a higher subsidy during the early years of the loan
and reduces the length of time over which a subsidy 1s provided A 5 percent interest
rate subsidy 1s paid for the first four years, a 4 percent subsidy for the next three
years and a 2 percent subsidy for years 8 to 10

Housing affordability under this financing structure 1s the same as for DPM
structure 2, since both alternatives use a 10 percent borrower payment rate The
principal benefit of a subsidy structure which pays a higher imtial subsidy but hmits
the Iife of the subsidy 1s a reduction 1n the amount of the subsidy requured to achieve
the same net benefit to the borrower The total subsidy under this structure 1s HUF
522,180 and the present value of the subsidy stream 1s HUF 242,363, a 50 percent
reduction from the subsidy which would be required for the same loan under the
current subsidy system The effective imnterest cost to the borrower 1s shightly less
than the cost under DPM structure 2 The year-to-year percentage increase in
payments under this DPM option 1s lower than the 15-year interest "buy-out”
structure from the first to the fifth year of the loan and 1s margmally greater than the
annual rate of mcrease 1n payments for the balance of the loan term The annual
percentage increase 1 the payments requuired under thus DPM structure 1s less than
the annual rate of payment growth for the "buy-down" DPM structure for the first 16
years and 1s equal to the annual percentage mncrease for the final four years This
analysis shows that the GOH can reduce both the amount and the length of time for
the subsidy offered and still maintain mortgage affordabihity

The results of this analysis of DPM financing options strongly suggest that the
terms of DPM loans have a significant impact on all parties mvolved mn the
transaction The specific requurements of a DPM program should be analyzed

\W
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carefully before the DPM financing and subsidy arrangements are finalized The GOH
must determune whether 1ts principal objective 1s to make housing finance affordable
to lower mcome groups even though the cost may be lugher or to reduce the cost of
meeting the housing finance needs of mddle income home buyers

UNRESOLVED ISSUES OF DPM FINANCING

There are several 1ssues which arnise 1n a DPM type of financing structure
whiach will have to be resolved m order to assure the success of the DPM program
These 1ssues relate to legal considerations, taxation, proper accounting and
management of credit nsk, hquudity and capital adequacy All of these 1ssues have
reasonable solutions which should make DPM financing acceptable on a sound
business, accounting and regulatory basis However, 1t 1s essential that these and
other 1ssues which may anse are resolved before the DPM program 1s mtroduced

Legal Issues

As discussed earher, in a DPM financing, the lender in effect makes additional
advances to the borrower periodically to cover the amount of mterest capitalized
Another way to look at the DPM 1s as a line of credit to the borrower in which the
maximum amount which can be borrowed 1s the projected maximum outstanding
balance on the loan under conservative assumptions For example, under the
assumptions given for each of the DPM loan structures discussed 1n this Annex, the
maximum outstanding loan balance would be HUF 5 4 mmllion for DPM structure 1,
HUF 3 6 mullion for DPM structure 2 and HUF 3 8 mulhon for DPM structure 3
Therefore, although m each mstance the original loan prmcipal amount was HUF 1
mulhon, the total amount of credit extended to a borrower would be HUF 5 3, HUF
3 6, or HUF 3 8 nmullion respectively

The legal 1ssue which anses 1s the status of the subsequent "advances" mn
terms of the prionity of hen claim Legal analysis and a legal opmnion may be requured
to ascertain that regardless of how large the outstanding balance becomes the entire
balance, not just the origmal loan amount, has the same priority of hen agamnst the
property Thas 1s an 1ssue because under most laws governming secured mterests in
real and personal property, the hen which 1s filed first has prionty over subsequent
hens The general rule in the Umted States 1s "first mn tune 1s first 1n nght "

In the Unuted States, such "open-ended" mortgage credit 1s quite common n
the form of home equuty lines of credit (HEL) In most, if not ali, states, the mortgage
or trust deed places a hen on the property for the full amount of the HEL, even
though only a small portion of the hne may actually advanced For example a
homeowner with a house valued at $100,000 and a first mortgage with an
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outstanding balance of $50,000 could borrow at least another $25,000 on a HEL
The mortgage or trust deed would encumber the property for the "maxamum principal
sum" of $25,000 even if the borrower imtially only drew down $5,000 Therefore, 1t
does not matter when and if the borrower draws down additional advances All
future advances would have the same pniority as the first advance

The law goverming secured transactions may not be well developed m Hungary
and may not deal adequately with the lien status of subsequent advances under a
smgle mortgage instrument The hen prionity 1ssue may be further comphcated by
provisions of the Cvil Code and the recent Bankruptcy Law which establish the
prionity of creditor claims Resolution of this 1ssue 1s important not only i the rare
mstances of foreclosure, but whenever a house 1s sold or a borrower dies

Tax Treatment

Under Hunganan tax law, the mterest which 1s earned at the contract rate on
a DPM 1s subject to taxation at the corporate tax rate even though the interest has
not been collected Furthermore, the tax law does not allow banks to provision
agamnst loans as an expense which reduces taxable imncome unless the loan 1s
contractually delinquent 90 days or more as of the end of the tax year Therefore, a
DPM lender will have to pay taxes m cash on noncash mcome earned This may
discourage lenders from making DPM loans

There does not appear to be any flexibility 1n interpretation of the tax law
However, there 1s a provision in the law which authorizes Parhament to waive the
payment of taxes The consensus of opmion 1s that there 1s a reasonable prospect
that Parhament would grant the waiver for the capitalized portion of mterest income
on DPM loans since there 1s a pubhc benefit, namely increasing the affordability of
housing Deferring tax hability until the time when the deferred mterest 1s actually
collected would provide greater consistency between the economic nature of the DPM
financing structure and the payment of taxes However, deferning taxes also would
reduce government revenues, and, hence the budgetary cost savings resulting from
mmplementation of the DPM

Proper Accounting and Management of Credit Risk

It1s inportant that DPM loans be accounted for properly on the books of DPM
lenders Proper accounting includes recording of the mterest income at the contract
rate and expenses associated with fundmg and servicing the DPM portfolio, mcluding
appropriate provisioming, where necessary, to accurately reflect the lender’s
evaluation of the credit risk 1n the portfoho Credit nsk involves two components the
nisk that a borrower on a DPM loan will be unable to meet his/her payment
obhgations as the payments escalate and the nsk that if the house 1s sold or

o,
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otherwmise disposed of or if the loan goes mto foreclosure, the net realizable value
(NRV) of the home will not be sufficient to pay off the full amount due The
anticipated decrease m the amount of subsidy paid, combined with the escalating
loan balance due to interest capitalization, increases the nsk of delinquency and
default over time as the borrower assumes a larger payment obligation The
borrower’'s income may not increase at a rate sufficient to maintain a reasonable
payment-to-mncome ratio in the future As a result, the borrower may not be able to
afford the scheduled increased payments and the loan may have to be restructured
to avoid default

The current foreclosure laws and practices in Hungary make 1t difficult for a
lender to realize the value of the collateral securing the loan if the borrower defaults
This 1ssue may be resolved by the estabhshment of a mortgage msurance fund and,
eventually, reform of the mortgage laws to make the mortgage enforceable However,
although the value of the collateral securing the DPM may not be reahzable 1in
foreclosure, 1t will be critical to assuring that the lender will be paid m full if the
property 1s disposed of through sale, inhertance or bankruptcy

The nsk of loss on disposition of the house would not become a serious
concern until the ratio between the outstanding balance and the NRV of the home
mcreases significantly Currently, loan to value ratios at origmation are very low and
even with mterest capitalization, 1t would be a number of years before the
outstanding balance on the loan would exceed the onginal purchase price of the
house If the availability of DPM financing encourages borrowers to increase the
amount of mortgage financing, the nisk of nadequate collateral value may become
greater

The basis on which the DPM loans should be underwntten and whether the
lender should estabhsh loan loss provisions against its DPM portfolhio are important
accounting and regulatory 1ssues which should be resolved before the program 1s
mtroduced Due to the fact that DPM loans are new and untested instruments, that
the capitalization of interest combmed with the step-down of the interest rate subsidy
results 1 large mcreases i the payments required, and that the interest
capitalizabion may increase the loan-to-value ratio, 1t may be appropnate for DPM
lenders to adopt more stringent underwriting criteria and to set up provisions against
a DPM portfolio until there 1s enough history of performance to base provisioning on
the expenence method

Loan underwriing which takes the escalation of mortgage payments into
account would reduce the need for higher levels of provisioning DPMs could be
underwritten hike "teaser" ARMs m the US, 1 e the payment to mcome ratio 1s
apphed to the ligher payment requured in the future as well as the payment 1n the
first year In other words, the maxamum payment to mcome ratio allowed could be
based on, let us say, the third year’s payments diided by the borrower’s income at
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the time he/she apphes for the loan A payment to mcome ratio based on projected
future payments could be higher than the current 33 percent so that affordabihty 1s
not reduced too severely, say 38 or 40 percent The mummum ncome to qualhfy for
a loan would be the greater of the monthly mcome with a 33 percent first year
payment to income ratio or a 38 or 40 percent thard year payment to income ratio

Provisioning for performing DPM loans may not be a regulatory requirement,
since the current banking law and the directive on provisioning only requure that
provisions be established for loans which are contractually dehnquent Since the
DPM contract will require interest capitalization, even though mterest will not be paid
current, the loan will not contractually dehinquent Provisioning for the capitahzed
mterest on DPM loans, at least in the mmtal years of the loan, would be based
primarily on uncertamnty about the borrowers’ ability to pay potentially much higher
mortgage payments m the future

Deterrmining what 1s an adequate provision for DPM loans will be difficult,
since not only 1s there no experience i Hungary with DPM financing, there 1s hittle
experience with market rate mortgages of any type Generally, the adequacy of
provisions 1s determuned by the judgment of the lender, the regulators and the
lender’s auditors of the nsk of future loss 1n a loan portfolio Until there have been
several years of experience with the ability of borrowers to meet the mcreased
payments required for DPM loans, 1t may be adwvisable to provision conservatively,
perhaps at rates of 20 to 50 percent of the interest capitahized A 20 percent provision
would be equivalent to the provisioning ratio required under the banking directives
for loans classified "substandard" A 50 percent provision would be equivalent to the
provisioning ratio required for loans classified "doubtful " Provisioming 100 percent
of the capitalized interest 1s not appropnate smce a 100 percent provision means
that, in the lender’s judgment, the capitalized interest should be classified "bad" and
would not be repaid Unfortunately, under Hungarnan tax law, reducing the interest
mncome generated by the DPM by setting up a provision for capitahzed mterest would
not reduce the tax hability of the DPM lender

Liqudity

Regulatory concerns about the impact of DPM lending on an mstitution’s
financial condition center on hquudity, capital and earnings Because the cash flows
from a DPM loan are less than traditional financing structures, the bank may have
to utilize other cash resources to meet the cash demands of i1ts depositors and other
creditors and to pay cash expenses The cash flow pressure will not become a
serious problem unless the lender does a large volume of DPM loans relative to its
other loans and investments This 1s highly unlikely for Hunganan banks, mcluding
the OTP because current loan to deposit ratios are very low As discussed previously,
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any hquudity problem can be mitigated by appropnate pricing and structuring of the
DPM financing

Capital Adequacy

The mmpact of interest capitalization on a lender’s capital and earings may be
a source of greater regulatory concern The financial projections for the first five
years of a HUF 1 mullion DPM loan applymg the mterest rate subsidy as additional
interest paid indicate that even when 50 percent of the mterest capitalized 1s
provisioned, sufficient marginal net profits are generated to prownide the capital
required to support the loan portfolio

Another capital adequacy 1ssue relates to dividend payouts on DPM earmings
Accounting mcome will flow through the profit and loss statement to after tax profits
If the institution has a high diidend payout ratio, it could be paying out cash whach
1t did not receive For example, 1if the OTP paid out over 90 percent of its profits in
dmvidends, as 1t did 1n 1991, and net income from the DPM accounted for 20 percent
of net profit, OTP would have to draw from 1ts cash accounts to make the required
diidend payment to make up for the lack of cash profits generated by the DPM This
situation can be avoided if an mstitution’s Board of Directors adopts a dividend
policy which requures that the dividend payout ratio be applied only to cash earnings
on a DPM The financial analysis of DPM loan structure options presented imn Exinbit
2 assumes a 50 percent dividend payout ratio, based on the net cash available for
distribution from a HUF 1 mullion loan Net profit attributable to mnterest
capitahzation on the DPM portfolio could be retained i a non-distributable capital
sub-account until interest 1s actually received The negative result of adopting such
a dividend pohcy 1s that the dividend mcome received by an mstitution’s
shareholders, including the GOH, will be reduced

SUMMARY AND CONCLUSIONS

In summary, DPM loans can be structured to meet the objectives of reducing
GOH subsidies, maintammng affordability and providing a safe, sound, and profitable
mvestment opportunity for financial mstitutions In fact, the DPM structure should
permut the GOH to phase out mterest rate subsidies completely

The analysis of alternative DPM structures indicates that the subsidy system
adopted will have an impact on the total subsidy cost of the DPM program The GOH
can realize relatively greater savings m the subsidy cost if the subsidy 1s apphed to
reduce the amount of capitalized interest rather than the amount of the borrower’s
payment Of the three DPM structures discussed, it appears that the structure
which employs a 10 percent DPM payment rate and apphes GOH interest rate
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subsidies to reduce the borrower’s payment 1s more costly, less financially viable and
mvolves somewhat greater credit risk for the lender The other structuring options
analyzed would realize larger GOH subsidy reductions, still increase housing finance
affordability and be more sound investments for mortgage lenders Further analysis
of financing options should be undertaken before the terms of the DPM loan are set

The success of the DPM financing scheme will depend on the thoroughness of
the planmng for its inplementation The legal, accounting, tax and regulatory 1ssues
which the DPM financing structure raises appear to have reasonable solutions
However, these 1ssues should be resolved to the satisfaction of all parties mvolved
before the program 1s launched This will entail extensive financial analysis under
alternative structures and scenarios, drafting of mortgage documents, establishment
of policies and procedures, and review and approval by the relevant authonties



EXHIBIT 1
AFFORDABILITY OF DPM LOANS UNDER

ALTERNATIVE FINANCING STRUCTURES



ANALYSIS OF MORTGAGE AFFORDABILITY
UNDER CURRENT SUBSIDY STRUCTURE

Assumptions
Initial Mortgage Interest Rate 26 00%
Initial Deep Subsidy Rate on first HUF 400,000 70 00%
Inthal Shallow Subsidy Rate on Balance of Loan 30 00%
Term to Maturity 240
Maximum inihal payment to income ratio 33 00%
Minimum
Inttial
Maximum House Price at Loan-to-Value Ratios of fnitial inttial Initial Borrower
Loan Mortgage Subsidy Borrower Income
Amount 25% 30% 35% 40% 50% 60% Payment Amount Payment Required
500 000 2000,000 1666667 1,428,571 1 250 000 1 000 000 833 333 10897 6 756 4 141 12 548
600 000 2,400,000 2000,000 1714286 1,500,000 1,200 000 1,000 000 13076 7,410 5 666 17171
700,000 2800,000 2,333,333 2000000 1,750,000 1 400,000 1,166,667 15,256 8 064 7192 21794
800,000 3,200,000 2,666,667 2285714 2,000,000 1,600,000 1,333 333 17,435 8,718 8,718 26,417
900 000 3600,000 3000000 2,571,429 2,250,000 1 800,000 1,500,000 19,614 9,371 10 243 31040
1,000 000 4,000,000 3333,333 2,857,143 2500000 2,000,000 1,666 667 21794 10,025 11,769 35,663
1,100,000 4400000 3,666,667 3142857 2,750,000 2,200 000 1 833,333 23,973 10 679 13294 40 285
1,200 000 4 800,000 4,000,000 3,428,571 3000000 2,400 000 2,000 000 26 153 11,333 14,820 44,908
1,300,000 5200,000 4333333 3,714286 3,250,000 2 600,000 2,166 667 28,332 11,987 16,345 49 531
1,400,000 5600000 4,666667 4,000,000 3,500,000 2,800,000 2,333,333 30,511 12,640 17,871 54 154
1,500,000 6,000,000 5000000 4,285,714 3750000 3,000,000 2,500,000 32,691 13,294 19 396 58777
1,600,000 6400000 5333333 4,571429 4,000,000 3,200,000 2,666,667 34,870 13048 20922 63,400
1 700,000 6,800000 5666 667 4,857,143 4,250,000 3,400 000 2,833,333 37,049 14,602 22,448 68,023
1,800,000 7200000 6000000 5,142857 4,500,000 3 600,000 3,000,000 39 229 15,256 23973 72 646
1,900,000 7,600,000 6,333,333 5428,571 4 750,000 3 800,000 3,166,667 41,408 15,909 25 499 77 269
2,000,000 8,000,000 6,666,667 5,714,286 5,000 000 4,000,000 3 333,333 43,588 16,563 27,024 81,892
2,100,000 8,400,000 7000,000 6000,000 5 250,000 4,200,000 3,500 000 45,767 17 217 28,550 86,515
2,200 000 8,800,000 7,333333 6,285714 5,500 000 4,400,000 3 666,667 47,946 17,871 30 075 91 138
2 300,000 9200000 7,666,667 6,571429 5,750 000 4 600,000 3,833,333 50 126 18 525 31 601 95,760
2 400,000 9,600000 8,000,000 6,857,143 6,000 000 4 800,000 4,000,000 52 305 19179 33,127 100,383
2,500,000 | 10,000,000 8333333 7,142857 6,250 000 5,000 000 4,166,667 54 484 19 832 34 652 105 006
2,600,000 | 10,400000 8666667 7,428571 6,500 000 § 200,000 4,333,333 56,664 20 486 36,178 109,629
2,700,000 | 10,800,000 9,000,000 7714,286 6,750,000 5,400,000 4 500 000 58,843 21,140 37 703 114 252




DPM LOAN AFFORDABILITY ANALYSIS
AT A PAYMENT RATE OF 10% AND A SUBSIDY RATE OF 4%

Assumptions
DPM payment rate 10 00%
Subsidy as % interest paid on outstanding loan balance 4 00%
Term to Matunity 240
Maximum initial payment to income ratio 33 00%
Initial Minimum
Payment to indial
Maximum House Price at Loan-to-Value Ratios of Amortize Interest rwtial Borrower
Loan atPaymenty Rate Borrower Income
Amount 25% 30% 35% 40% 50% 60% Rate Subsidy Payment Required
500 000 2,000000 1666,667 1428571 1,250 000 1,000,000 833333 4825 1,667 3158 9571
600,000 2400,000 2,000,000 1,714,286 1 500,000 1,200,000 1 000 000 5,790 2,000 3790 11485
700,000 2,800,000 2333333 2000000 1,750,000 1,400,000 1 166,667 6,755 2333 4,422 13,399
800 000 3200000 2666667 2285714 2,000000 1 600 000 1,333 333 7,720 2667 5054 15314
900,000 3,600,000 3,000000 2571429 2,250,000 1 800,000 1,500,000 8 685 3 000 5 685 17,228
1 000,000 4000,000 3333333 2857143 2500,000 2,000,000 1 666,667 9 650 3,333 6317 19142
1,100 000 4,400,000 3666667 3,142857 2 750,000 2 200,000 1 833,333 10615 3 667 6 949 21,056
1 200,000 4800,000 4000000 3428571 3000000 2,400,000 2 000,000 11 580 4 000 7 580 22970
1 300,000 5200000 4333333 3714286 3250000 2,600 000 2 166 667 12 545 4,333 8212 24 885
1,400,000 5600000 4,666667 4000000 3,500000 2,800 000 2,333 333 13510 4,667 8 844 26,799
1,500,000 6,000000 5000000 4285714 3,750000 3 000,000 2,500 000 14,475 5,000 9475 28,713
1,600,000 6 400,000 5333,333 4,571429 4,000,000 3 200,000 2 666,667 15,440 5,333 10107 30 627
1 700,000 6 800,000 5,666 667 4857,143 4,250000 3,400 000 2,833 333 16,405 5,667 10739 32542
1,800 000 7,200000 6,000,000 5,142,857 4,500,000 3,600,000 3 000,000 17,370 6,000 11,370 34 456
1,900,000 7,600,000 6,333333 5,428,571 4,750 000 3,800,000 3,166 667 18,335 6 333 12,002 36 370
2,000,000 8000,000 6666,667 5714286 5 000,000 4,000 000 3,333 333 19,300 6,667 12 634 38 284
2,100,000 8,400,000 7000000 6,000,000 5,250,000 4,200 000 3,500 000 20,265 7.000 13,265 40 198
2 200,000 8800,000 7333333 6,285,714 5,500 000 4 400,000 3,666,667 21,230 7,333 13,897 42 113
2,300 000 9200,000 7666667 6,571,429 5,750,000 4,600,000 3 833,333 22195 7,667 14 529 44,027
2 400,000 9600000 8,000000 6,857 143 6,000,000 4,800 000 4 000 000 23,161 8 000 15 161 45 941
2500000 | 10,000,000 8,333,333 7,142857 6,250 000 5,000 000 4,166 667 24,126 8333 15792 47,855
2,600,000 | 10,400,000 8666667 7,428,571 6500000 § 200,000 4 333,333 25,091 8 667 16 424 49 769
2,700000 ] 10800,000 9,000000 7,714286 6,750 000 5 400,000 4 500 000 26,056 9 000 17 056 51 684




W

DPM LOAN AFFORDABILITY ANALYSIS
AT A PAYMENT RATE OF 12% AND A SUBSIDY RATE OF 4%

Assumptions
DPM payment rate 12 00%
Subsidy as % interest paid on outstanding loan balance 4 00%
Term to Maturnty 240
Maximum initial payment to income ratio 33 00%
Intial Minimum
Payment tg Intial
Maximum House Price at Loan to Value Ratios of Amortize Interest inhal Borrower
Loan at Payment] Rate Borrower Income
Amount 25% 30% 35% 40% 5§0% 60% Rate Subsidy Payment Required
500,000 2,000,000 1,666,667 1,428,571 1,250 000 1 000 000 833 333 5,505 1,667 3839 11 633
600,000 2400,000 2,000000 1,714286 1500,000 1,200 000 1,000,000 6,607 2 000 4 607 13,959
700,000 2,800,000 2,333,333 2,000,000 1,750,000 1,400 000 1,166 667 7,708 2,333 5374 16,286
800,000 3,200,000 2666,667 2,285,714 2,000,000 1,600,000 1,333,333 8,809 2,667 6 142 18 612
900,000 3,600,000 3000000 2571,429 2250,000 1,800,000 1,500,000 9,910 3000 6,910 20,939
1,000,000 4,000,000 3,333,333 2,857,143 2,500,000 2,000 000 1,666,667 11,011 3,333 7 678 23,265
1,100,000 4,400,000 3,666,667 3,142,857 2,750,000 2,200,000 1,833,333 12,112 3 667 8,445 25592
1,200,000 4 800,000 4000000 3,428,571 3,000,000 2,400 000 2,000 000 13,213 4,000 9,213 27,918
1,300 000 5,200,000 4333333 3,714,286 3,250 000 2,600 000 2,166,667 14,314 4,333 9 981 30,245
1 400,000 5600,000 4,666667 4000000 3500000 2,800,000 2333333 15415 4 667 10 749 32571
1,500,000 6,000,000 5,000000 4285714 3,750,000 3,000,000 2,500,000 16,516 5,000 11 516 34,898
1 600,000 6 400,000 5,333,333 4,571,429 4000000 3 200,000 2 666,667 17,617 5,333 12 284 37 224
1 700 000 6 800,000 5,666 667 4857143 4 250,000 3 400,000 2833,333 18718 5,667 13052 39,551
1,800,000 7,200,000 6,000,000 5 142,857 4,500,000 3,600 000 3,000,000 19,820 6,000 13,820 41 877
1 900,000 7,600,000 6,333,333 5428571 4750,000 3,800,000 3,166,667 20,921 6,333 14 587 44 204
2,000,000 8,000,000 6,666,667 5,714,286 5,000,000 4,000,000 3333,333 22,022 6,667 15355 46,530
2,100,000 8,400,000 7,000,000 6,000000 5,250,000 4,200,000 3,500,000 23,123 7,000 16,123 48 857
2,200,000 8,800000 7,333,333 6,285,714 5500,000 4 400,000 3 666,667 24 224 7,333 16,891 51,184
2 300,000 9200,000 7666667 6571,429 5,750000 4,600 000 3,833,333 25,325 7,667 17 658 53 510
2,400,000 9,600,000 8000,000 6,857,143 6,000 000 4 800,000 4,000,000 26,426 8 000 18 426 55,837
2,500,000 | 10,000,000 8,333,333 7,142,857 6250,000 5 000,000 4,166,667 27,527 8333 19194 58,163
2600000 10400000 8666,667 7428571 6500000 5 200,000 4,333,333 28,628 8 667 19962 60,490
2700,000 | 10800,000 9000000 7,714,286 6 750,000 5,400 000 4,500 000 29 729 9,000 20,729 62 816




DPM LOAN AFFORDABILITY ANALYSIS
WITH A BORROWER PAYMENT RATE OF 10% AND A SUBSIDY RATE OF 4%

Assumptions
Intial Borrower Payment Rate 10 00%
Intial Subsidy Rate 4 00%
Term to Maturity 240
Maximum intial payment to income ratio 33 00%
Inttial Inttial Minimum
Interest | Payment to Intial
Maximum House Pnice at Loan-to-Value Ratios of Rate Amortize at| Borrower
Loan Subsidy | Borrower income
Amount 25% 30% 35% 40% 50% 60% Amount Rate Required
500,000 2,000,000 1666667 1,428 571 1,250 000 1 000 000 833 333 1,667 4 825 14 622
600,000 2400000 2,000,000 1,714,286 1,500,000 1,200 000 1 000,000 2,000 5,790 17 546
700 000 2800,000 2333333 2000000 1750000 1,400,000 1,166 667 2333 6,755 20470
800,000 3200000 2666,667 2285714 2,000,000 1,600,000 1 333,333 2667 7,720 23394
900 000 3600,000 3000,000 2571429 2250,000 1,800,000 1,500 000 3,000 8 685 26,319
1,000 000 4000,000 3333333 2857,143 2,500 000 2,000,000 1,666 667 3333 9 650 29 243
1,100,000 4,400000 3666667 3142857 2,750000 2 200 000 1833333 3667 10615 32167
1,200 000 4800000 4,000000 3,428571 3000000 2,400 000 2 000,000 4 000 11,580 35 092
1,300,000 5200000 4,333,333 3714,286 3250000 2,600 000 2 166,667 4,333 12,545 38016
1,400,000 5600000 4,666,667 4 000,000 3,500,000 2 800,000 2,333,333 4,667 13,510 40,940
1 500,000 6,000,000 5,000,000 4285714 3750000 3 000,000 2,500,000 5,000 14 475 43,865
1,600,000 6,400,000 5333333 4,571429 4,000 000 3,200 000 2 666,667 5,333 15 440 46 789
1,700,000 6,800,000 5666667 4857,143 4 250000 3 400,000 2,833 333 5,667 16,405 49713
1,800,000 7,200000 6,000000 5,142,857 4,500,000 3 600 000 3,000 000 6 000 17 370 52,638
1 900,000 7600000 6333333 5428,57t 4 750,000 3 800,000 3,166,667 6,333 18,335 55 562
2,000,000 8,000,000 6,666,667 5,714,286 5,000,000 4,000,000 3333333 6 667 19,300 58,486
2,100,000 8,400,000 7,000000 6,000,000 5,250 000 4,200 000 3,500,000 7,000 20 265 61410
2200 000 8800000 7333333 6285714 5,500 000 4 400 000 3 666,667 7,333 21230 64 335
2,300,000 9200000 7,666,667 6,571,429 5,750,000 4,600,000 3,833,333 7 667 22,195 67,259
2 400,000 9600000 8000000 6857,143 6000000 4 800,000 4,000,000 8,000 23 161 70183
2500000 | 10,000,000 8333,333 7,142,857 6,250 000 5,000 000 4 166,667 8 333 24126 73108
2600000 | 10400,000 8666667 7428571 6 500,000 5,200 000 4 333,333 8 667 25,091 76,032
2700000 | 10800000 9,000,000 7,714286 6,750 000 5,400 000 4 500 000 9 000 26 056 78 956




DPM LOAN AFFORDABILITY ANALYSIS
WITH A BORROWER PAYMENT RATE OF 10% AND A SUBSIDY RATE OF 5%

Assumptions
Intial Borrower Payment Rate 10 00%
Inttial Subsidy Rate 500
Term to Maturtty 240
Maximum initial payment to income ratio 33 00
Intial Inttial Minimum
Interest | Payment to Inttial
Maximum House Price at Loan to-Value Ratios of Rate Amortize at{ Borrower
Loan Subsidy | Borrower Income
Amount 25% 30% 35% 40% 50% 60% Amount Rate Required
500 000 2000000 1,666,667 1428,571 1 250,000 1 000 000 833,333 2083 4 825 14 622
600,000 2400,000 2000000 1,744286 1,500 000 1,200 000 1 000 000 2500 5,790 17 546
700 000 2800000 2333333 2000,000 1750,000 1,400,000 1 166,667 2917 6 755 20 470
800 000 3,200,000 2666,667 2285714 2,000000 1,600 000 1333333 3,333 7,720 23 394
800,000 3600,000 3000000 2,571429 2,250,000 1,800,000 1,500,000 3,750 8 685 26 319
1,000,000 4,000,000 3333,333 2857143 2,500 000 2,000,000 1,666,667 4,167 9 650 29,243
1,100,000 4400,000 3666667 3142,857 2,750,000 2 200,000 1 833,333 4,583 10,615 32 167
1 200,000 4,800000 4,000,000 3428571 3,000000 2,400,000 2000 000 5,000 11 580 35,092
1 300 000 5200000 4333333 3,714,286 3,250 000 2,600,000 2 166,667 5,417 12 545 38016
1,400,000 5600,000 4666667 4,000,000 3500000 2 800,000 2333333 5833 13510 40 940
1 500,000 6000000 5,000,000 4285714 3,750 000 3,000,000 2 500 000 6,250 14 475 43 865
1 600 000 6,400,000 5333333 4571429 4,000,000 3,200,000 2,666,667 6,667 15,440 46 789
1 700,000 6,800 000 5,666667 4857,143 4 250,000 3,400,000 2,833 333 7,083 16 405 49713
1,800 000 7,200,000 6000000 5,142,857 4,500,000 3,600,000 3 000,000 7,500 17,370 52 638
1,900,000 7,600,000 6,333333 5428571 4,750,000 3,800,000 3,166 667 7,917 18 335 55,562
2,000,000 8 000,000 6,666,667 5,714,286 5,000,000 4,000,000 3333,333 8,333 19,300 58 486
2 100,000 8,400000 7,000,000 6000,000 5250000 4,200,000 3 500,000 8,750 20,265 61410
2,200,000 8800000 7333333 6,285,714 5500000 4,400 000 3 666 667 9,167 21230 64,335
2 300 000 9200000 7666,667 6571429 5,750 000 4,600,000 3 833,333 9583 22,195 67 259
2,400 000 9600,000 8000000 6,857 143 6,000,000 4 800,000 4 000 000 10,000 23,161 70 183
2500,000 1 10,000,000 8333,333 7,142857 6,250,000 5,000,000 4,166,667 10417 24,126 73,108
2600000 10400000 8,666,667 7428571 6,500,000 5,200,000 4 333,333 10833 25 091 76 032
2,700000| 10800000 9000000 7,714,286 6 750,000 5,400 000 4 500 000 11,250 26,056 78 956




EXHIBIT 2
FINANCIAL ANALYSIS OF ALTERNATIVE DPM LOAN STRUCTURES
for a HUF 1 Million Loan

at a Contract Interest Rate of 26 Percent



FINANCIAL ANALYSIS OF A DPM LOAN OF HUF 1 MILLION
CONSTANT INTEREST RATE ENVIRONMENT

ASSUMPTIONS Contract Interest Due Computed Monthly
Loan Amount (in HUF) 1,000,000 Actual Payment Due Adjusted Semi Annually
DPM Contract Rate
Years 1-2 26% MINIMUM MONTHLY INCOME TO AFFORD
Years 3 5 26% 1st yr pmt/income of 33% 19 999
Years 6-10 26% 1st yr pmt/income of 30% 21,998
Years 11-20 26% 1st yr pmt/income of 25% 26 398
DPM Payment Rate 10%
Loan Term in Months 240 3rd yr pmt/income of 38% 24,515
GOH Interest Subsidy Rate, Computed Semi-Annually 3rd yr pmt/income of 40% 23,289
Years 1-5 4%
Years 6-10 3%
Years 11-15 1%
Prnor (Beg Balx | (Paymentto | (Pmt Made | (Beg Loan Bal| (Total Pmt | (Interest Due|(Beg Loan Bal
Month | Annual Cont| Amortize Beg] orBeg Bal | x Subsidy |Due@ Pmt| @ Contract + Interest
Ending Rate/12) Bal over x Contract Rate/12) Rate minus | Rate minus | Captalized -
Balance Rem Term) | Rate/12) Subsidy) | Pmt Made) | Prnincipal Pad
(a) (b) (© (d) (e) ® (9 (h) 0]
Interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Capnalization Ending
End of Loan Contract Made at Interest Interest on Borrower | or (Pnncipal Loan
Month Balance Rate Pmt Rate Paid Beg Loan Bal | Payment | Repayment Balance
1 7000000 | 21,667 ) 9 650 : 6,317 12,01 1,012,01
2 1,012,016 21,927 9,650 9,650 3,333 6,317 12,277 1,024,293
3 1,024,293 22,193 9,650 9,650 3,333 6,317 12,543 1,036,836
4 1,036,836 22,465 9,650 9,650 3,333 6317 12,815 1,049,651
5 1 049,651 22,742 9,650 9 650 3,333 6317 13,002 1,062 743
6 1062 743 23,026 9,650 9,650 3,333 6,317 13,376 1,076,119
7 1076,119 23316 10 469 10,469 3 587 6,882 12,847 1,088,965
8 1,088,965 23,594 10,469 10,469 3,587 6,882 13,125 1,102,090
9 1 102,090 23,879 10,469 10,469 3,587 6,882 13,409 1,115,500
10 1,115500 24,169 10,469 10,469 3,687 6,882 13,700 1,129,200
11 1 129,200 24 466 10,469 10,469 3,587 65,882 13,997 1,143,196
12 1,143 196 24 769 10 469 10,469 3,587 6,882 14 300 1,157 496
Tot Yr 1 1 000 000 278213 120,717 120 717 41,522 79,194 157,496 1,157 496
13 1,157,496 25,079 11,358 11,358 3,858 7,500 13,721 1,171,218
14 1,171,218 25,376 11,358 11,358 3,858 7,500 14,018 1,185 236
15 1,185 236 25 680 11358 11 358 3858 7,500 14,322 1,199,558
16 1 199,558 25990 11,358 11,358 3,858 7,500 14,632 1,214,190
17 1,214,190 26,307 11,358 11,358 3,858 7,500 14,949 1,229 140
18 1,229,140 26,631 11,358 11,358 3,858 7,500 15,273 1244 413
19 1,244,413 26,962 12,323 12,323 4,148 8,175 14,640 1,259,053
20 1 259 053 27,279 12,323 12,323 4,148 8,175 14,957 1,274 010
21 1,274 010 27,604 12,323 12,323 4,148 8,175 15,281 1,289 291
2 1,289,291 27,935 12,323 12323 4,148 8,175 15,612 1,304,903
23 1,304,903 28273 12 323 12323 4,148 8,175 15,950 1,320 853
24 1 320,853 28 618 12,323 12 323 4148 8,175 16,296 1,337,149
Tot Yr2 1 157 496 321 736 142,084 142 084 48,038 94 046 179,652 1 337,149




Financial Analysis of DPM Loan

Interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Caprtalization Ending
End of Loan Contract Made at Interest interest on Borrower | or (Pnncipal Loan
Month Balance Rate Pmt Rate Pad Beg Loan Bal | Payment | Repayment) Balance
25 1,337 149 28972 13,369 13 369 4 457 8912 156 602 1 352 751
26 1 352 751 29,310 13,369 13,369 4 457 8,912 15,940 1 368 691
27 1,368 691 29 655 13 369 13 369 4 457 8,912 16,286 1384 977
28 1,384,977 30008 13,3689 13,369 4,457 8,912 16 638 1401615
29 1,401,615 30,368 13,369 13 369 4 457 8,912 16,999 1418,614
30 1418,614 30737 13,369 13,369 4,457 8,912 17,367 1,435,981
31 1,435,981 31,113 14,506 14,506 4,787 9,719 16,607 1,452,589
32 1 452,589 31473 14,506 14 506 4787 9,719 16 967 1 469 556
33 1 469,556 31,840 14,506 14 506 4787 9,719 17,335 1,486,891
34 1 486,891 32 216 14,506 14,506 4787 9,719 17,710 1,504 601
35 1 504 601 32,600 14,506 14 506 4787 9719 18 094 1 522 695
36 1522 695 32 992 14 506 14 506 4787 9,719 18 486 1 541 182
Tot Yra 1337 149 371 282 167,250 167,250 55,463 111 787 204 033 1,541,182
37 1 541,182 33,392 15,739 15,739 5,137 10,601 17,654 1,558,835
38 1,658,835 33,775 15,739 15,739 5,137 10,601 18,036 1,576,871
39 1,576,871 34,166 15,739 15739 5137 10 601 18 427 1 595,298
40 1 595,298 34,565 15,739 15,739 5,137 10 601 18,826 1,614,124
41 1614,124 34,973 15,739 15,739 5137 10,601 19,234 1,633 358
42 1 633,358 35,389 15,739 16,739 5137 10,601 19 651 1,653,009
43 1,653,009 35815 17,077 17,077 5,510 11,567 18,738 1671,747
44 1,671,747 36,221 17,077 17,077 5,510 11,567 19,144 1 690 891
45 1 690 891 36 636 17,077 17,077 5510 11,567 19,559 1,710 449
46 1710,449 37,060 17 077 17 077 5,610 11,567 19,982 1730432
47 1,730 432 37 493 17,077 17,077 5,610 11,567 20 415 1750 847
48 1 750 847 37,935 17,077 17,077 5,510 11,567 20,858 1771,705
Tot Yr4 | 1541182 427 419 196,896 196 896 63,884 133 012 230,523 1771 705
49 1,771,705 38,387 18,530 18,530 5,906 12,625 19,857 1,791 562
50 1,791,562 38,817 18,530 18,530 5 906 12,625 20,287 1,811,849
51 1811,849 39,257 18,530 18,530 5,906 12,625 20,726 1 832,575
52 1,832 575 39,706 18,530 18,530 5906 12,625 21 175 1,853,750
53 1 853,750 40,165 18,530 18,530 5,906 12,625 21634 1,875 385
54 1,875,385 40,633 18,530 18,530 5,906 12,625 22103 1,897,488
55 1 897,488 41,112 20108 20,108 6,325 13,783 21 005 1,918 492
56 1918,492 41,567 20,108 20 108 6,325 13,783 21 460 1 939 952
57 1,939,952 42 032 20,108 20,108 6,325 13,783 21,925 1,961,877
58 1,961 877 42,507 20108 20108 6,325 13,783 22,400 1,984 276
59 1 984,276 42,993 20,108 20,108 6325 13,783 22885 2 007,161
60 2 007,161 43 488 20,108 20,108 6,325 13 783 23,381 2,030,542
Tot YrS 1,771 705 490 665 231 828 231 828 73,384 158,444 258 837 2 030 542

AV



Financial Analysis of DPM Loan

interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Caprtalization Ending
End of Loan Contract Made at Interest Interest on Borrower | or (Principal Loan
Month Balance Rate Pmt Rate Paid Beg Loan Bal | Payment | Repayment) Balance
61 2 030,542 43,985 21,820 21820 5,076 16,744 22,175 2,052 717
62 20682,717 44 476 21820 21 820 5076 16 744 22 655 2075372
63 2075,372 44 966 21,820 21,820 5,076 16,744 23,146 2,098,518
64 2098 518 45 468 21 820 21,820 5,076 16744 23,648 2,122,165
65 2122 165 45,980 21,820 21,820 5,076 16,744 24 160 2,146,325
66 2,146 325 46,504 21,820 21,820 5076 16,744 24,683 2,171,009
67 2171,009 47,038 23 680 23 680 5,428 18,252 23,359 2,194,368
68 2,194 368 47,545 23,680 23 680 5,428 18 252 23,865 2,218,232
69 2,218,232 48,062 23680 23,680 5,428 18,252 24,382 2,242,614
70 2242614 48,590 23 680 23 680 5428 18,252 24,910 2,267,525
71 2267 525 49,130 23 680 23 680 5,428 18,252 25450 2,292 974
72 2292974 49 681 23 680 23 680 5 428 18 252 26 001 2318976
Tot Yr6 | 2030542 561 434 273 001 273,001 63 023 209,977 288 434 2318 976
73 2,318,976 50,244 25 699 25,699 5,797 19 802 24,546 2,343,521
74 2 343,521 50776 25,699 25 699 5797 19,802 25,077 2,368 599
75 2,368,599 51 320 25,699 25,699 5,797 19,902 25,621 2,394,219
76 2,394 219 51,875 25,699 25,699 5,797 19,902 26,176 2,420,395
77 2 420,395 52,442 25,699 25,699 5,797 19,902 26,743 2,447,138
78 2447,138 53,021 25 699 25,699 5,797 19,902 27 322 2,474,460
79 2,474 460 53,613 27,892 27,892 6,186 21,706 25,722 2,500,182
80 2,500,182 54171 27,892 27,892 6,186 21,706 26 279 2,526 461
81 2 526 461 54,740 27,892 27 892 6,186 21,706 26 848 2,553 309
82 2,553,308 55,322 27 892 27,892 6186 21,706 27,430 2,580 739
83 2 580 7338 55,916 27 892 27,892 6186 21 706 28 024 2,608 763
84 2 608 763 56 523 27,892 27,892 6 186 21,706 28 631 2 637,395
Tot Yr7 2318 976 639 963 321 544 321 544 71 902 249 642 318 419 2,637 395
85 2 637,395 57,144 30273 30,273 6 593 23,680 26 870 2,664 265
86 2,664,265 57,726 30,273 30,273 6,593 23,680 27,452 2,691,718
87 2691,718 58,321 30,273 30,273 6,593 23,680 28 047 2,719,765
88 2719,765 58,928 30,273 30273 6,593 23,680 28,655 2748420
89 2748 420 59 549 30,273 30,273 6,693 23,680 29,276 2,777,696
S0 2,777,696 60,183 30,273 30,273 6,593 23,680 29,910 2,807 606
o 2 807 606 60,831 32 860 32,860 7,019 25,841 27,971 2,835,577
92 2 835,577 61 438 32 860 32 860 7,019 25 841 28,577 2,864 154
93 2864 154 62 057 32 860 32 860 7019 25 841 29 196 2 893 351
94 2893 351 62 689 32 860 32 860 7019 25 841 29 829 2923 180
95 2923 180 63 336 32 860 32 860 7 019 25 841 30475 2 953 655
96 2 953 655 63 996 32 860 32 860 7 019 25 841 31 136 2 984 791
Tot Yr8 2 637 395 726 197 378 801 378 801 81 675 297 126 347 396 2984 791




Financial Analysis of DPM Loan

interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Cap#alization Ending
End of Loan Contract Made at Interest Interest on Borrower | or (Principal Loan
Month Balance Rate Pmt Rate Pad Beg Loan Bal | Payment | Repayment) Balance
97 2,984,791 64,670 35,671 35671 7,462 28 209 29,000 3,013 791
98 3013,791 65 299 35,671 35,671 7,462 28 209 29628 3043419
99 3043,419 65,941 35,671 35,671 7,462 28,209 30,270 3,073,689
100 3,073,689 66,597 35,671 35,671 7,462 28,209 30,926 3,104,615
101 3,104,615 67,267 35,671 35,671 7,462 28,209 31 596 3,136,211
102 3,136,211 67,951 35,671 35,671 7,462 28,209 32,281 3,168,492
103 3,168,492 68,651 38,724 38,724 7,921 30,803 29,926 3,198,418
104 3,198,418 69,209 38,724 38724 7,921 30,803 30 575 3,228 993
105 3,228,993 69,962 38,724 38,724 7,921 30,803 31237 3 260,231
106 3 260,231 70,638 38724 38,724 7,921 30,803 31914 3292145
107 3292 145 71,330 38724 38724 7 921 30,803 32,606 3324750
108 3,324 750 72 036 38724 38724 7,921 30,803 33,312 3,358,062
[Tot Yr9 | 2,984 791 819,640 446 368 446 368 92 299 354 069 373,272 3,358,062
109 3,358,062 72,758 42 043 42,043 8,395 33 647 30715 3,388,778
110 3,388 778 73424 42,043 42,043 8395 33,647 31,381 3,420,159
111 3,420 159 74103 42,043 42 043 8,395 33 647 32,061 3,452 220
112 3452220 74 798 42 043 42,043 8,395 33,647 32,756 3,484 975
113 3,484 975 75 508 42 043 42,043 8,395 33,647 33,465 3,518,441
114 3,518,441 76,233 42,043 42,043 8395 33,647 34,190 3,552 631
115 3,552 631 76,974 45,649 45,649 8,882 36,768 31,324 3,583,955
116 3,583,955 77,652 45 649 45,649 8,882 36,768 32003 3,615,958
117 3,615,958 78 346 45 649 45,649 8,882 36 768 32,696 3,648 655
118 3,648 655 79,054 45,649 45,649 8,882 36,768 33,405 3,682 060
119 3,682,060 79,778 45,649 45,649 8,882 36,768 34 129 3716,188
120 3716 188 80,517 45 649 45 649 8 882 36 768 34,868 3751 056
Tot Yr10| 3358 062 919,145 526 151 526 151 103 660 422 491 392 994 3751 056
121 3,751,056 81273 49,570 49 570 3,126 46,445 31,702 3,782 759
122 3782759 81 960 49 570 49 570 3126 46,445 32,389 3,815,148
123 3,815,148 82 662 49,570 49,570 3,126 46,445 33,001 3,848 239
124 3,848,239 83,379 49,570 49,570 3,126 46,445 33,808 3,882 047
125 3,882,047 84 111 49,570 49,570 3126 46,445 34 541 3916 588
126 3 916,588 84 859 49,570 49,570 3,126 46,445 35,289 3951877
127 3951877 85,624 53,834 53 834 3293 50 541 31,790 3,983 666
128 3,983 666 86,313 53,834 53,834 3293 50,541 32,478 4016 145
129 4,016,145 87,016 53 834 53,834 3,293 50,541 33,182 4049 327
130 4 049,327 87,735 53,834 53,834 3,293 50,541 33,901 4083 228
131 4 083,228 88 470 53,834 53,834 3,293 50,541 34 636 4 117 863
132 4117 863 89,220 53,834 53,834 3,293 50,541 35,386 4,153,249
Tot Yr11}] 3751056 | 1022622 620,429 620,429 38 515 581,915 402,193 4,153 249




Financial Analysis of DPM Loan

Interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Caprtalization Ending
End of Loan Contract Made at interest Interest on Borrower | or (Prnincipal Loan
Month Balance Rate Pmt Rate Paid ng LoanBal | Payment | Repayment) Balance
133 4,153,249 89,987 58,472 58 472 3,461 55,011 31,515 4184 764
134 4 184,764 90,670 58 472 58,472 3461 55,011 32,198 4 216,962
135 4 216,962 91,368 58,472 58,472 3,461 55,011 32 895 4 249 857
136 4 249 857 92,080 58,472 58,472 3,461 55,011 33,608 4283 465
137 4 283,465 92,808 58,472 58 472 3,461 55,011 34 336 4 317,801
138 4,317 801 93,652 58 472 58,472 3 461 55011 35,080 4 352 881
139 4 352,881 94,312 63,519 63 519 3,627 59 891 30794 4 383 675
140 4 383,675 94,980 63519 63,519 3,627 59,891 31,461 4415136
141 4,415,136 95,661 63,519 63,519 3,627 59 891 32143 4 447,278
142 4447 278 96 358 63519 63 519 3627 59,891 32839 4480118
143 4,480 118 97 069 63519 63 519 3,627 59 891 33,551 4 513 668
144 4 513 668 97 796 63,519 63 519 3627 59 891 34 278 4 547 946
Tot Yr12] 4153249 | 1,126 642 731 945 731,945 21,764 689,415 394 697 4 547 946
145 4,547,946 98,539 69,011 69,011 3,790 65,221 29,528 4,577,473
146 4,577,473 99,179 69,011 69,011 3,790 65,221 30,167 4,607,641
147 4,607,641 99,832 69,011 69,011 3790 65,221 30 821 4 638 461
148 4 638 461 100,500 69,011 69,011 3,790 65,221 31,489 4 669 950
149 4 669 950 101,182 69 011 69,011 3,790 65 221 3217 4702121
150 4 702,121 101 879 69,011 69,011 3,790 65,221 32 868 4 734 989
151 4,734,989 102,591 74 992 74 992 3,946 71,047 27,599 4762 588
152 4,762,588 103,189 74 992 74,992 3,946 71,047 28 197 4,790 785
153 4 790,785 103,800 74,992 74 992 3,946 71,047 28 808 4819593
154 4,819 593 104 425 74,992 74,992 3946 71047 29432 4 849 025
155 4,849 025 105,062 74,992 74 992 3946 71,047 30 070 4 879 095
156 4 879 095 105 714 74 992 74 992 3946 71 047 30 721 4 909 816
Tot Yr13] 4,547946 | 1225,893 864 022 864 022 46,415 817,607 361 871 4 909 816
157 4,909,816 106,379 81,509 81,509 4,092 77,417 24 871 4 934 687
158 4,934,687 106,918 81,509 81,509 4,092 77,417 25,409 4 960 096
159 4,960,096 107,469 81,509 81,509 4 092 77,417 25,960 4 986 056
160 4 986 056 108,031 81,509 81,509 4092 77 417 26,522 5012579
161 5012,579 108,606 81,509 81 509 4092 77 417 27 097 5039676
162 5,039,676 109,193 81,509 81,509 4,092 77,417 27,684 5 067 360
163 5 067,360 109,793 88 613 88 613 4,223 84,390 21180 5088 540
164 5088 540 110,252 88613 88,613 4,223 84,390 21,639 5110180
165 5110180 110,721 88,613 88 613 4,223 84,390 22,108 5132288
166 5,132 288 111 200 88,613 88 613 4,223 84 390 22 587 5154 874
167 5154874 111,689 88 613 88613 4223 84 390 23,076 5177951
168 5177 951 112 189 88 613 88 613 4 223 84 390 23 576 5201 527
Tot Yr14| 4909816 1312 439 1 020 728 1 020 728 49 886 970 842 291 711 5 201 527

gV



Financial Analysis of DPM Loan

Interest Actual Subsidy @ Interest
As of Beginning Due at Payment Total 4%/3%/1% Caprtahization Ending
End of Loan Contract Made at Interest Interest on Borrower | or (Principal Loan
Month Balance Rate Pmt Rate Pad Beg Loan Bal | Payment Repayment) Balance
169 5,201 527 112700 96 363 96 363 4 335 92 028 16,337 5217 864
170 5,217,864 113,054 96,363 96 363 4335 92 028 16,691 5234 555
7 5,234,555 113,415 96,363 96,363 4 335 92,028 17,053 5,251 608
172 5,251,608 113785 96 363 96,363 4335 92,028 17,422 5 269 030
173 5,269,030 114,162 96,363 96,363 4 335 92,028 17,800 5286 830
174 5 286,830 114,548 96 363 96,363 4335 92,028 18,185 5305015
175 5,305,015 114 942 104 826 104,826 4,421 100,405 10,116 5315132
176 5,315,132 115,161 104,826 104,826 4 421 100,405 10,336 5,325 467
177 5,325 467 115385 104 826 104 826 4421 100 405 10 560 5,336 027
178 5336 027 115614 104 826 104 826 4 421 100 405 10,788 5 346,815
179 5,346 815 115 848 104 826 104 826 4421 100 405 11,022 5357 838
180 5,357,838 116,086 104 826 104 826 4 421 100 405 11,261 5,369 099
Tot Yr15] 5,201 527 | 1374,700 1207129 | 1207129 52533 | 1154596 167 571 5 369 099
181 5,369,099 116,330 114,077 114,077 0 114 077 2,253 5,371,352
182 5,371,352 116,379 114,077 114077 0 114077 2,302 5,373 653
183 5,373,653 116,429 114,077 114 077 0 114 077 2,352 5 376 005
184 5,376,005 116,480 114077 114,077 0 114 077 2403 5,378 408
185 5,378,408 116532 114,077 114,077 0 114077 2455 5380 862
186 5,380,862 116,585 114,077 114,077 0 114,077 2,508 5383 370
187 5,383,370 116 640 124,207 116,640 0 124 207 (7 568) 5375 803
188 5,375 803 116,476 124,207 116,476 0 124 207 (7,732 5368 071
189 5,368 071 116,308 124,207 116,308 )] 124 207 (7,899) 5,360 172
190 5,360,172 116 137 124,207 116,137 0 124 207 (8 070) 5,352,102
191 5 352,102 115,962 124 207 115962 0 124 207 (8,245)| 5343857
192 5,343,857 115784 124 207 115 784 0 124 207 (8 424 5 335 433
Tot Yr16] 5,369 099 | 1,396 043 1429709 | 1381771 0| 1429709 (33,666) 5335433
193 5,335 433 115,601 135 320 115,601 0 135 320 (19,719) 5315714
194 5,315,714 115,174 135,320 115,174 0 135,320 (20,147) 5 295 567
195 5,295,567 114,737 135,320 114,737 0 135 320 (20,583)| 5,274 984
196 5,274,984 114,291 135,320 114,291 0 135,320 (21,029)] 5,253,955
197 5,253,955 113,836 135,320 113,836 0 135,320 (21,485)( 5232470
198 5,232 470 113,370 135,320 113370 0 135,320 (21,950) 5210520
199 5,210 520 112895 147 545 112,895 0 147 545 (34 651) 5175 869
200 5,175 869 112,144 147 545 112144 0 147 545 (35,402) 5140 468
201 5,140,468 111,377 147 545 111,377 0 147 545 (36 169) 5104 299
202 5 104,299 110583 147,645 110593 0 147 545 (36 952) 5 067 347
203 5,067,347 109,793 147,545 109 793 0 147,545 (37,753)| 5,029594
204 5 029,594 108 975 147,545 108 975 0 147 545 {38 571) 4 991 023
Tot Yr17| 5335433 | 1,352785 1697194 | 1,352,785 0} 1697194 (344 410) 4,991 023




Financial Analysis of DPM Loan

Interest Actual Subsidy @ interest
As of Beginning Due at Payment Total 4%/3%/1% Caprtalization Ending
End of Loan Contract Made at Interest Interest on Borrower | or (Pnncipal Loan
Month Balance Rate Pmt Rate Pad Beg LoanBal | Payment | Repayment) Balance
205 4 991 023 108,139 161 046 108,139 0 161,046 (52,907)] 4938,116
206 4,038,116 106,993 161,046 106,993 0 161,046 (54,054)| 4,884 062
207 4,884,062 105,821 161,046 105 821 0 161,046 (55,225)| 4,828 837
208 4,828,837 104,625 161,046 104 625 0 161,046 (56,421)| 4,772,416
209 4772416 103,402 161,046 103 402 0 161,046 (57.644)! 4,714,772
210 4,714,772 102,153 161,046 102 153 0 161,046 (58,893)| 4,655879
211 4,655,879 100,877 176 045 100,877 0 176,045 (75 168)| 4580711
212 4,580,711 99,249 176 045 99,249 0 176 045 (76,797)| 4,503914
213 4,503 914 97,585 176,045 97,585 0 176 045 (78,461) 4,425 454
214 4 425 454 95,885 176 045 95 885 0 176 045 (80 161)| 4345293
215 4 345 293 94 148 176 045 94 148 o 176 045 (81897)] 4,263396
| 216 4 263,396 92,374 176 045 92 374 0 176,045 (83,672)| 4,179724
Tot Yr18] 4,991023 | 1211,251 2,022550 | 12112561 0| 2,022,550 (811,299)| 4179724
217 4,179,724 90,561 192 873 90 561 0 192,873 (102,312)| 4,077 412
218 4077412 88,344 192 873 88,344 0 192,873 (104,529)| 3,972 883
219 3,972,883 86 079 192 873 86,079 0 192,873 (106 794)| 3,866,089
220 3 866 089 83,765 192,873 83,765 0 192,873 (109,108)| 3,756,981
221 3,756,981 81,401 192,873 81,401 0 192,873 (111,472)] 3,645 509
222 3,645,509 78,986 192,873 78,986 0 192,873 (113,887)] 3,531,622
223 3,531 622 76,518 212099 76 518 0 212,099 (135,580)| 3,396,042
224 3,396 042 73,581 212099 73 581 0 212,099 (138,518)] 3,257,524
225 3,257,524 70,580 212099 70,580 0 212,099 (141519)| 3116,004
226 3,116,004 67,513 212,099 67,513 0 212,099 (144,585) 2,971 418
227 2,971,419 64 381 212,099 64 381 0 212,099 (147 718) 2 823,701
228 2823 701 61 180 212 099 61,180 0 212,099 (150 919) 2,672 782
Tot Yr19] 4,179724 922 890 2 429 832 922 890 0] 2429832 | (1506942)| 2,672782
229 2,672782 57,910 234 980 57 910 0 234 980 (177070)| 2495712
230 2485712 54,074 234 980 54 074 0 234,980 (180,806)| 2314806
231 2,314,806 50,154 234 980 50 154 0 234,980 (184,826)| 2,129980
232 2,129,980 46,150 234 980 46,150 0 234,980 (188,830) 1,941 150
233 1,941 150 42 058 234 980 42 058 0 234 980 {192922)] 1748228
234 1,748 228 37,878 234 980 37878 0 234,980 (197,102 1 551,126
235 1,651,126 33,608 266,113 33 608 0 266,113 (232 506) 1 318 621
236 1 318 621 28 570 266 113 28 570 0 266,113 (237,543) 1,081 077
237 1,081,077 23,423 266 113 23,423 0 266 113 {242 690) 838 387
238 838,387 18 165 266 113 18,165 0 266,113 (247 948) 590 439
239 590 439 12,793 266,113 12,793 0 266 113 (253,321) 337,118
240 337,118 7,304 266,113 7,304 0 266,113 (258,809) 78 308
241 78 309 1697 80 006 1697 0 80 006 (78 309) 0
Tot Yr20| 2,495712 355 874 2 851 586 355 874 0| 2851586 (2,495 712) 0

o



FINANCIAL PROJECTIONS FOR DPM LOANS

ASSUMPTIONS

Deposits to Fund Inihal Loan Amount

Wtd Ave Cost of Deposits

HG Loan Funds 4% of Loan

HG Onlending Rate

Servicing Fee as % of
Average Loan Balance

Marginal DPM Administrative Costs
as a % of Interest Income

INCOME STATEMENT

Interest Income Collected - Borrower
Interest Income Collected Subsidy
Interest Income Earned but not Collected

Total Interest income

interest Expense - Deposits
Interest Expense - HG Loan

Net Interest Income

Servicing Income
Administrative Expense

Net Income Before Provision
Prowvision for Capitalized Interest
Net iIncome Before Tax

Taxes

Net income After Tax

General Reserve

Income Available for Distnbution
Dwvidends Pad @ 50%

To Profit/l.oss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding
Total Assets

Liabilities
Short Term Deposits
Provision For Capitalized Interest

Long Term Subordinated HG Loan

Caprtal Reserves

Revenue Reserve

Profit/Loss in the Balance Sheet
General Reserve

Total Liabilities and Capital

Total Adjusted Capital
Capttal Adequacy Ratio

1 000 000
1 000,000

920 000
0

40 000
40 000

1,000 000

80 000
8 00%

920 000
13 00%

40000
19 00%

1 00%

5 00%
Year 1

79,194
41 522
157 496
278 213
119 600
7 600
151013
10 768
13,911
147,870
31,499
116 371
59,148
57 223
1969

0

0
55,254

(8,974)
1157 496
1,148 522

979 800
31499
40 000
40 000

55254
1,969
1148 522

137 223
11 86%

Annual Provision as % of Interest
Capttahzed

Tax Rate

General Provision as %

of Increase in DPM Loan Balance

50% of Interest Paid on Deposits

1s paid out in cash the baiance

1s retained in deposit accounts

Year 2 Year 3 Year 4
94 046 111 787 133,012
48 038 55 463 63,884
179 652 204 033 230 523
321736 371 282 427 419
127 374 135 653 144,471
7 600 7 600 7 600
186762 228,029 275 348
12 451 14 367 16,537
16 087 18,564 21371
183126 223832 270,515
35930 40,807 46,105
147 196 183,026 224 410
73 251 89 533 108,206
73 945 93 493 116,204
2 246 2 550 2 882
0 0 4,021
0 0 0
71 700 90 942 113,323
(15 064) (16 971) (12 950)
1337 149 1541 182 1771705
1322085 1524211 1758 755
1043 487 1111314 1183 549
67 430 108 236 154 341
40 000 40 000 40 000
40,000 40 000 40 000
55 254 126 954 217,896
71 700 90942 113,323
4214 6 765 9 646
1322085 1,524211 1758755
211168 304 661 420 865
1579% 1977% 23 75%

20 00%
40 00%
125%

Year 5

158,444
73384
258 837
480 665
153 861
7600
329 204
18 982
24 533
323 652
51,767
271 885
128 461
142 424
2,882
12,285
0

139 542

(664)
2030 542
2029877

1 260 480
206 108
40 000

40 000
331219
139 542
12528
2029877

563 289
27 74%



FINANCIAL PROJECTIONS FOR DPM LOANS

ASSUMPTIONS

Deposits to Fund Inthal Loan Amount
Wtd Ave Cost of Deposits

HG Loan Funds 4% of Loan

HG Onlending Rate

Servicing Fee as % of
Average Loan Balance

Marginal DPM Adminustrative Costs
as a % of Interest Income

INCOME STATEMENT

interest Income Collected Borrower
Interest Income Collected - Subsidy
Interest income Earned but not Collected
Total Interest Income

Interest Expense Deposits

Interest Expense - HG Loan

Net Interest income

Servicing Income

Admunistrative Expense

Net income Before Provision
Prowision for Capitalized [nterest

Net Income Before Tax

Taxes

Net Income After Tax

General Reserve

Income Available for Distribution
Dmidends Paid @ 50%

To Profit/Loss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding 1 000 000
Total Assets 1,000 000
Liabihes

Short Term Deposits 920 000
Provision For Capttalized Interest 0
Long Term Subordinated HG Loan 40,000
Caprtal Reserves 40 000
Revenue Reserve

Proft/Loss in the Balance Sheet

General Reserve

Total Liabilities and Capital 1 000 000
Total Adjusted Capital 80 000
Capital Adequacy Ratio 8 00%

920 000
13 00%

40 000
19 00%

1 00%
5 00%
Year 1

79194
41,522
157 496
278213
119 600
7 600
151013
10,768
13,911
147 870
78748
69,122
59,148
9,974
1,969

0

0

8,005

(8.974)
1157 496
1148522

979 800
78,748
40,000
40 000

8,005
1969
1,148 522

89 974
777%

Annual Provision as % of Interest
Capitalized

Tax Rate

General Provision as %
of Increase in DPM Loan Balance
50% of Interest Paid on Deposits
1s paid out in cash the balance
1s retained in deposit accounts

Year 2

94 046
48 038
179 652
321736
127 374
7 600
186 762
12 451
16 087
183 126
89 826
93 300
73 251
20 050
2246

0

0

17 804

(15 064)
1337 149
1322085

1043 487
168,574
40,000
40 000

8 005

17 804
4214
1322 085

110024

8 23%

Year 3 Year 4
111 787 133,012
55 463 63 884
204 033 230 523
371 282 427 419
135 653 144 471
7 600 7,600
228 029 275,348
14 367 16,537
18 564 21371
223832 270 515
102 016 115 262
121 816 155 253
89 533 108,206
32,283 47,047
2550 2,882
0 4,021
0 0
29,732 44 166
(16 971) (12 950)
1541182 1771705
1524 211 1758755
1111314 1 183,549
270 591 385,853
40 000 40 000
40 000 40 000
25 809 55 542
29732 44 166
6 765 9 646
1524211 1758755
142 307 189 354
9 23% 10 69%

50 00%
40 00%
126%

Year 5

158 444
73384
258 837
480 665
153 861
7 600
329 204
18,982
24,533
323 652
129418
194 234
129 461
64773
2882
12 285
0

61 891

(664)
2030 542
2029877

1260 480
515271
40 000
40000
99,708

61 891
12528
2,029 877

254 127
12 52%



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS

Year 1 Year 2 Year 3 Year 4 Year 5

CASH GENERATED BY

Borrower Payment 79,194 94,046 111,787 133,012 158,444
GOH Subsidy Payment 41,522 48,038 55,463 63 884 73,384
Servicing Fee 10,768 12,451 14 367 16,537 18 982
TOTAL SOURCES OF CASH 131,485 154,535 181,617 213,433 250 810
CASH USED BY

Payment of Interest on Deposits 59,800 63,687 67,827 72,235 76,931
(@ 50% of Interest Due)

Payment of Interest on HG Loan 7,600 7,600 7,600 7,600 7,600
Admunistrative Expense 13,911 16 087 18 564 21371 24 533
Taxes 59,148 73,251 89,533 108,206 129 461
Dwidends 0 0 0 0 0
TOTAL USES OF CASH 140,459 160 624 183,524 209,412 238,525
NET INCREASE OR (DECREASE) IN CASH (8,974) (6,089) (1,907) 4021 12,285
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DPM STRUCTURE 2
Borrower Rate of 10 Percent
Interest Rate Subsidy of
4%/3%/1%

Over Fifteen Years

~



FINANCIAL ANALYSIS OF A DPM LOAN OF HUF 1 MILLION

CONSTANT INTEREST RATE ENVIRONMENT

ASSUMPTIONS Contract Interest Due Computed Monthly
Loan Amount (in HUF) 1,000,000 Actual Payment Due Adjusted Semi Annually
DPM Contract Rate
Years 1-2 26% MINIMUM MONTHLY INCOME TO AFFORD
Years 3-5 26% 1st yr pmt/income of 33% 30173
Years 6-10 26% 1st yr pmt/income of 30% 33190
Years 11-20 26% 1st yr pmt/income of 25% 39,828
Borrower Payment Rate 10%
Loan Term in Months 240 3rd yr pmt/income of 38% 33,534
GOH Interest Subsidy Rate, Computed Senmu-Annually 3rd yr pmt/income of 40% 31,857
Years 1-5 4%
Years 6-10 3%
Years 11 15 1%
Prior (Beg Balx { (Borrower (Pmt Made | (Beg Loan Bal (Payment to| (Interest Due | (Beg Loan Bal
Month Contract | Payment + | or Beg Bal x Subsidy Amortize at| @ Contract + Interest
\ Ending Rate/12) Subsidy | x Contract Rate/12) Borrower | Rate minus | Capttalized
i Balance Payment) Rate/12) Rate) Pmt Made) { Pnncipal Paid)
@ (b) (©) (d) (e) ® (@ (h) 0]
Interest Subsidy @ Borrower Interest
i As of Beginning Due at Actual Total Subsidy Rate | Payment |Capialization Ending
" End of Loan Contract Payment Interest x Beg Loan | @ Payment| or (Pnncipal Loan
Month Balance Rate Made Pad Balance Rate Regayr.n_en_g Balance
1 1,000,000 | 21,667 12,984 12,0684 3,333 0,650 8,683 7008,663 |
2 1 008,683 21,855 12,984 12,984 3,333 9,650 8,871 1,017,554
3 1017 554 22 047 12,984 12,984 3,333 9,650 9,063 1,026,618
4 1,026,618 22,243 12,984 12,984 3,333 9,650 9,260 1,035,878
5 1,035,878 22 444 12,984 12 984 3,333 9 650 9,460 1 045,338
6 1 045 338 22 649 12,984 12,984 3,333 9,650 9,665 1 055,004
7 1 055 004 22,858 13,780 13,780 3,517 10,264 9,078 1 064 081
8 1 064 081 23 055 13,780 13780 3,517 10 264 9,275 1073 356
9 1 073 356 23,256 13,780 13,780 3,517 10,264 9,476 1,082,832
10 1 082 832 23 461 13 780 13780 3,517 10 264 9,681 1092512
11 1092512 23671 13,780 13,780 3,517 10,264 9 891 1102 403
12 1,102 403 23 885 13,780 13 780 3,517 10 264 10,105 1,112 508
Tot. Yr1 1,000 000 273 092 160 584 160 584 41 100 119,484 112,508 1112 508
13 1,112,508 24,104 14,625 14,625 3,708 10,917 9,479 1,121,987
14 1,121,987 24,310 14,625 14,625 3,708 10,917 9,685 1,131,672
15 1,131,672 24,520 14,625 14,625 3,708 10,917 9,895 1 141,567
16 1,141 567 24,734 14 625 14 625 3708 10,917 10,108 1 151,676
17 1 151,676 24,953 14,625 14,625 3,708 10,917 10,328 1,162,004
18 1,162,004 25177 14,625 14 625 3,708 10,917 10,552 1,172,556
19 1,172,556 25,405 15,520 15,520 3,909 11,611 9 886 1,182,441
20 1,182,441 25,620 15,520 15 520 3,909 11,611 10,100 1,192,541
21 1,192,541 25838 15 520 15,520 3,909 11,611 10319 1,202 860
22 1,202,860 26,062 15,520 16,520 3,909 11,611 10,542 1,213,403
23 1213403 26 290 15,520 15 520 3,909 11,611 10,771 1,224 174
24 1224 174 26 524 15 520 18 520 3 909 11 611 11 004 1,235 178
Tot Yr2 1112 508 303 537 180 867 180 867 45 701 135 166 122 670 1235178




Financial Analysis of DPM Loan

Interest Subsidy @ Borrower Interest
As of Beginning Due at Actual Total Subsidy Rate | Payment | Capttalization Ending
End of Loan Contract Payment Interest x Beg Loan | @ Payment| or (Principal Loan
Month Balance Rate Made Paid Balance Rate Repayment) Balance
25 1235,178 26 762 16 467 16 467 4,117 12 350 10 295 1245,473
26 1,245,473 26,985 16,467 16,467 4117 12,350 10,518 1 255,991
27 1,255 991 27,213 16,467 16,467 4117 12,350 10746 1 266 737
28 1,266,737 27,446 16 467 16 467 4117 12,350 10,979 1,277 716
29 1,277,716 27,684 16 467 16,467 4,117 12,350 11,217 1,288,933
30 1,288,933 27 927 16,467 16,467 4,117 12,350 11,460 1,300,392
N 1,300,392 28,175 17471 17,471 4,335 13,136 10,705 1,311,097
32 1311,097 28,407 17,471 17,471 4,335 13136 10,937 1,322 034
33 1,322,034 28,644 17,471 17,471 4,335 13 136 11174 1,333,207
34 1,333 207 28,886 17 471 17 471 4335 13,136 11,416 1 344,623
35 1,344 623 29133 17,471 17,471 4,335 13,136 11 663 1 356,286
36 1,356,286 29 386 17,471 17 471 4 335 13 136 11 916 1368 201
Tot Yr3 1235,178 336 649 203 626 203,626 50 711 152 914 133,024 1,368 201
37 1,368,201 29 644 18,633 18,533 4,561 13972 11,111 1379313
38 1,379,313 29,885 18 533 18 533 4 561 13,972 11 3562 1,390 665
39 1,390,665 30 131 18,533 18,533 4,561 13,972 11,598 1 402 263
40 1 402,263 30 382 18,533 18 533 4,561 13,972 11 849 1,414,113
4 1,414,113 30639 18 533 18,533 4,561 13,972 12106 1 426,219
42 1,426,219 30 901 18,533 18,533 4 561 13972 12 369 1 438,588
43 1,438,588 31 169 19,657 19,657 4,795 14 862 11,512 1,450,100
44 1,450,100 31,419 19 657 19,657 4,795 14,862 11,761 1 461,861
45 1 461,861 31,674 19 657 19,657 4795 14,862 12016 1 473,877
46 1,473,877 31,934 19,657 19,657 4,795 14 862 12277 1 486 154
47 1,486,154 32 200 19,657 19,657 4795 14 862 12,643 1 498 697
48 1,498 697 32,472 19,657 19,657 4,795 14,862 12,814 1511 511
Tot Yrd 1 368,201 372 451 229 141 229 141 56 136 173 006 143 310 1511 511
49 1,611,511 32,749 20,847 20,847 5,038 15 809 11 902 1523 413
50 1,523,413 33,007 20,847 20,847 5,038 15,809 12 160 1 635,573
51 1,635,573 33.271 20,847 20,847 5,038 15,809 12,423 1,547,997
52 1,647,997 33,540 20,847 20,847 5,038 15,809 12,693 1,560,689
53 1,560,689 33,815 20,847 20,847 5038 15,809 12,968 1 573,657
54 1,673,657 34 096 20,847 20 847 5,038 15,809 13 249 1 586 905
55 1 586,905 34,383 22,106 22 106 5,290 16,816 12277 1599,182
56 1,599,182 34,649 22,106 22,106 5290 16,816 12,543 1,611 725
57 1,611 725 34,921 22,106 22,106 5290 16 816 12 815 1 624,540
58 1,624,540 35,198 22,106 22,106 5,290 16,816 13,092 1 637,632
59 1,637,632 35,482 22,106 22,106 5,290 16,816 13,376 1 651,008
60 1 651,008 35772 22 106 22 106 5290 16,816 13,666 1 664 673
Tot Yr5 1 511,511 410 883 257,721 257,721 61 968 195,752 163 162 1 664 673
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Financial Analysis of DPM Loan

Interest Subsidy @ Interest
As of Beginning Due at Actual Total Subsidy Rate Caprtalization Ending
End of Loan Contract Payment Interest x Beg Loan Borrower | or (Principal Loan
Month Balance Rate Made Paid Balance Payment | Repayment) Balance
61 1,664 673 36,068 22,050 22,050 4,162 17 889 14018 1,678 691
62 1,678,691 36,372 22,050 22 050 4162 17,889 14 321 1693012
63 1,693,012 36,682 22 050 22,050 4,162 17,889 14,632 1,707,644
64 1707,644 36,999 22,050 22,050 4,162 17,889 14 949 1,722 592
65 1,722,592 37,323 22,050 22,050 4,162 17,889 16272 1,737,865
66 1,737,865 37,654 22,050 22 050 4,162 17,889 15,603 1,753,468
67 1,753,468 37,992 23 509 23,509 4,384 19,126 14 483 1 767,951
68 1,767,951 38 306 23,509 23 509 4384 19126 14,796 1,782,747
69 1,782,747 38,626 23,509 23 509 4384 19126 15,117 1 797,864
70 1797 864 38 954 23,509 23 509 4384 19,126 15444 1813309
A 1813309 39,288 23 509 23,509 4384 19126 15779 1 829 088
72 1 829 088 39 630 23 509 23 509 4384 19 126 16 121 1845 209
Tot Yr6 1 664 673 453 893 273 357 273 357 51272 222,085 180,535 1845 209
73 1,845,209 39,980 25,062 25,062 4,613 20,449 14918 1,860,127
74 1,860,127 40,303 25,062 25,062 4,613 20,449 15,241 1,875,368
75 1,875 368 40,633 25 062 25062 4,613 20,449 15,571 1,890 939
76 1,890,939 40,970 25,062 25,062 4613 20 449 15 809 1,906 848
77 1,906,848 41,315 25,062 25,062 4,613 20,449 16 253 1,923,101
78 1,923 101 41 667 25 062 25,062 4,613 20,449 16 606 1,939,707
79 1 939,707 42,027 26,713 26,713 4,849 21,864 15,314 1,955 020
80 1,955,020 42,359 26,713 26,713 4,849 21,864 15,645 1,970 666
81 1,970,666 42,698 26,713 26,713 4,849 21 864 15,984 1,986,650
82 1986 650 43,044 26713 26 713 4,849 21864 16,331 2,002 981
83 2 002 981 43,398 26,713 26 713 4,849 21,864 16,685 2019,665
84 2019665 43 759 26 713 26 713 4 849 21 864 17,046 2,036 711
Tot Yr7 1 845 209 502,153 310 650 310 650 56,774 253 876 191,503 2036 711
85 2,036,711 44,129 2B,470 28 470 5092 23378 15 659 2052 370
86 2,052,370 44,468 28,470 28 470 5,092 23,378 15998 2,068 368
87 2,068,368 44,815 28,470 28 470 5,002 23,378 16,345 2084,712
88 2084 712 45,169 28,470 28 470 5092 23,378 16,699 2101 411
89 2,101,411 45 531 28,470 28 470 5092 23378 17 060 2118,472
90 2,118,472 45,900 28,470 28,470 5,092 23,378 17 430 2 135,902
9 2 135,902 46 278 30,338 30338 5340 24,999 15 940 2151 841
92 2,151,841 46,623 30,338 30,338 5,340 24,999 16,285 2,168 126
93 2168,126 46,976 30,338 30338 5,340 24,999 16,638 2184764
94 2,184 764 47 337 30 338 30,338 5340 24,999 16,998 2201762
95 2201,762 47,705 30,338 30 338 5,340 24,999 17 366 2,219128
96 2219 128 48 081 30 338 30 338 5340 24 999 17743 2,236 871
Tot Yr8 2036 711 553,011 352 851 352 851 62 589 290 262 200 160 2236 871




Financial Analysis of DPM Loan

Interest Subsidy @ interest
As of Beginning Due at Actual Total Subsidy Rate Capitalization Ending
End of Loan Contract Payment Interest x Beg Loan Borrower | or (Principal Loan
Month Balance Rate Made Paid Balance Payment | Repayment) Balance
| 97 2236 871 48 466 32325 32 325 5 592 26732 16,141 2253012
o8 2253012 48,815 32325 32325 5592 26,732 16 491 2 269,503
99 2,269,503 49,173 32,325 32,325 5,592 26,732 16,848 2,286,351
100 2,286,351 49,538 32,325 32,325 5,692 26,732 17,213 2,303,564
101 2,303,564 49,911 32,325 32,325 5,692 26,732 17,586 2,321,150
102 2,321,150 50,292 32,325 32 325 5592 26 732 17,967 2,339,117
103 2,339,117 50 681 34,436 34 436 5,848 28,588 16,245 2,355 362
104 2,355 362 51,033 34,436 34,436 5 848 28 588 16 597 2371 960
105 2,371 960 51,392 34 436 34 436 5 848 28 588 16 957 2,388 916
106 2388916 51,760 34 436 34 436 5 848 28 588 17 324 2,406,241
| 107 2406 241 52135 34 436 34 436 5,848 28 588 17 700 2 423,940
| 108 2423 940 52 519 34 436 34 436 5,848 28 588 18,083 2,442 023
ITot Yr9 2,236 871 605 713 400,561 400,561 68 640 331 921 205,152 2,442 023
!
' 109 2,442 023 52 911 36 679 36679 6105 30574 16,232 2 458,255
110 2,458,255 53 262 36 679 36,679 6,105 30,574 16,583 2,474,838
ro 1 2,474,838 53,621 36,679 36 679 6,105 30,574 16 943 2,491,781
o112 2,491,781 53,989 36,679 36,679 6,105 30,574 17 310 2509 090
‘ 113 2509 090 54,364 36 679 36,679 6 105 30,574 17.685 2526775
114 2,526,775 54,747 36,679 36,679 6 105 30574 18,068 2,544 843
115 2,544 843 55,138 39,062 39,062 6,362 32,700 16,076 2 560,919
116 2,560,919 55,487 39,062 39,062 6,362 32,700 16,425 2,577 344
117 2,577 344 55 842 39,062 39 062 6,362 32,700 16 781 2594,125
118 2,694,125 56,206 39 062 39 062 6 362 32,700 17,144 2,611 269
119 2611269 56,577 39,062 39 062 6,362 32,700 17,516 2,628 784
120 2628 784 56 957 39,062 39 062 6 362 32 700 17,895 2 646 679
Tot Yr10| 2442023 659 101 454 445 454 445 74 803 379 642 204 656 2 646 679
121 2,646,679 57,345 37 182 37182 2206 34 976 20,163 2,666 842
122 2,666 842 57,782 37,182 37,182 2,206 34,976 20,600 2,687 442
123 2687 442 58,228 37 182 37,182 2206 34 976 21 046 2,708,489
124 2,708,489 58 684 37,182 37,182 2206 34 976 21 502 2729 991
125 2,729 991 59,150 37,182 37 182 2,206 34,976 21 968 2,751 959
126 2,751,959 59,626 37,182 37,182 2206 34,976 22,444 2,774 403
127 2,774 403 60,112 40,106 40,106 2312 37 794 20,006 2,794,409
128 2,794 409 60,546 40,106 40,106 2312 37 794 20 439 2,814 848
129 2814 848 60,988 40,106 40 106 2,312 37794 20,882 2,835,730
130 2,835 730 61,441 40,106 40,106 2312 37,794 21,335 2,857,065
131 2,857,065 61,903 40,106 40,106 2,312 37,794 21,797 2,878,862
132 2 878,862 62,375 40,106 40106 2,312 37,794 22,269 2,901,131
Tot Yr 11 2 646 679 718 179 463 727 463 727 27 105 436 622 254 452 2,801,131
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Financial Analysis of DPM Loan

Interest Subsidy @ Interest
As of Beginning Due at Actual Total Subsidy Rate Caprtalization Ending
End of Loan Contract Payment Interest x Beg Loan Borrower | or (Pnincipal Loan

Month Balance Rate Made Pad Balance Payment | Repayment) Balance
133 2,901,131 62 858 43 262 43 262 2,418 40,844 19 596 2,920 727
134 2920727 63,282 43,262 43,262 2418 40,844 20,021 2,940,748
135 2,940,748 63,716 43,262 43,262 2,418 40,844 20,454 2,861,202
136 2,961,202 64,159 43,262 43,262 2,418 40,844 20,898 2,982,100
137 2,982,100 64,612 43,262 43,262 2,418 40,844 21 350 3 003 450
138 3,003 450 65,075 43 262 43,262 2418 40,844 21,813 3,025,263
139 3025 263 65 547 46 667 46,667 2521 44,146 18 881 3044 144
140 3044,144 65 956 46 667 46,667 2,521 44,146 19,290 3,063,434
141 3 063,434 66 374 46 667 46 667 2 521 44 146 18 708 3083 142
142 3083,142 66 801 46 667 46,667 2521 44 146 20,135 3,103276
143 3103276 67 238 46 667 46 667 2,521 44 146 20,571 3,123 847
144 3,123 847 67,683 46 667 46 667 2,521 44,146 21017 3 144 864
Tot Yri12| 2,801 131 783,303 539 570 539 570 29 632 509,938 243,733 3 144,864
| 145 3,144 864 68,139 50,341 50,341 2,621 47,721 17,797 3,162,661
146 3,162,661 68,524 50,341 50,341 2,621 47,721 18,183 3,180 844
147 3,180,844 68 918 50,341 50,341 2,621 47,721 18,577 3,199,421
148 3,199,421 69,321 50,341 50,341 2,621 47,721 18 979 3 218,401
149 3,218 401 69,732 50 341 50,341 2,621 47,721 19,391 3237 791
150 3237,791 70,152 50,341 50,341 2,621 47,721 19,811 3,257,602
151 3 257,602 70,581 54,308 54,308 2,715 51,594 16,273 3,273 875
152 3273875 70,934 54,308 54 308 2,715 51,594 16 626 3,290 501
153 3 290,501 71,294 54 308 54 308 2,715 51,594 16,986 3,307 487
154 3,307 487 71,662 54,308 54 308 2,715 51,584 17 354 3,324 840
155 3,324 840 72038 54 308 54 308 2715 51 594 17,730 3,342,570
156 3,342 570 72 422 54 308 54 308 2715 51,594 18,114 3,360 684
Tot Yr13| 3,144 864 843 719 627 898 627 898 32012 595,886 215 820 3 360 684
157 3,360,684 72,815 58 592 58,592 2,801 55,791 14 223 3,374 907
158 3,374,907 73,123 58,592 58,592 2,801 55,791 14 531 3,389 438
159 3,389 438 73,438 58,592 58,592 2,801 55,791 14,846 3,404,284
160 3,404,284 73,759 58 592 58 592 2 801 55 791 15 168 3,419452
161 3,419,452 74,088 58 592 58,592 2.801 55,791 15 496 3,434,948
162 3,434 948 74,424 58,592 58,592 2,801 55,791 15,832 3,450,780
163 3,450,780 74,767 63,219 63,219 2,876 60 344 11 548 3,462,328
164 3,462,328 75,017 63,219 63,219 2,876 60,344 11,798 3,474,126
165 3,474,126 75,273 63,219 63 219 2,876 60,344 12,054 3,486,179
166 3,486,179 75,534 63 219 63 219 2,876 60,344 12,315 3,498 494
167 3,498,494 75 801 63,219 63,219 2876 60,344 12,581 3,511,075
168 3511075 76 073 63 219 63 219 2876 60 344 12,854 3 523 929
Tot Yr 14 3 360 684 894 112 730 867 730 867 34 057 696 809 163 245 3 523 929




Financial Analysis of DPM Loan

Interest Actual Subsidy @ interest
As of Beginning Due at Payment Total Subsidy Rate Caprtahization Ending
End of Loan Contract Made at Interest xBeg Loan | Borrower | or (Prnincipal Loan
Month Balance Rate Pmt Rate Paid Balance Payment | Repayment) Balance
169 3 523,929 76,352 65 284 65 284 2,937 62,347 11,068 3 534,997
170 3,534 997 76,592 65,284 65,284 2,937 62,347 11 308 3 546 305
171 3 546 305 76,837 65 284 65,284 2,937 62 347 11,553 3 557 858
172 3,557,858 77,087 66,284 65 284 2,937 62 347 11 803 3 569 661
173 3,569 661 77,343 65,284 65,284 2937 62,347 12059 3581,720
174 3,681,720 77,604 65,284 65,284 2,937 62,347 12,320 3,594 040
175 3 594,040 77,871 71,017 71,017 2,995 68 022 6,854 3 600,894
176 3,600,894 78,019 71017 71017 2,995 68,022 7.002 3 607 896
177 3,607 896 78,171 71,017 71017 2995 68,022 7.154 3615,050
178 3,615 050 78,326 71017 71017 2995 68,022 7 309 3 622,359
179 3,622 359 78,484 71017 71,017 2995 68 022 7.467 3 629,826
180 3,629,826 78 646 71017 71,017 2,995 68 022 7 629 3 637 456
Tot Yr15| 3,523,929 931 332 817 805 817,805 35,590 782 216 113 526 3 637 456
181 3,637,456 78,812 77,285 77 285 0 77 285 1,526 3 638,982
182 3,638,982 78,845 77,285 77,285 0 77,285 1 559 3,640 541
183 3,640,541 78,878 77,285 77,285 0 77.285 1,593 3,642,135
184 3 642,135 78,913 77,285 77.285 0 77,285 1,628 3,643,762
185 3,643,762 78,948 77,285 77,285 0 77 285 1,663 3,645,425
186 3,645,425 78,984 77,285 77.285 0 77.285 1 699 3,647,124
187 3647 124 79,021 84 148 79 021 0 84 148 (5.127) 3 641 997
188 3,641 997 78 910 84 148 78910 0 84 148 (5,238) 3636759
189 3,636,759 78,796 84,148 78 796 0 84 148 (5,351) 3 631 408
190 3,631 408 78,681 84,148 78,681 0 84,148 (5,467) 3,625,941
191 3625 941 78,562 84 148 78 562 0 84 148 (5,586) 3620355
192 3,620 355 78 441 84 148 78 441 0 84 148 (5 707) 3614 648
Tot Yr16| 3637456 945 791 968 599 936 122 0 968 599 (22,808) 3614 648
193 3,614,648 78,317 91,677 78,317 0 91,677 (13,359) 3,601 288
194 3,601,288 78,028 91,677 78,028 0 91,677 (13,649) 3,587,639
195 3,687,639 77,732 91,677 77,732 0 91,677 (13,945) 3,573 695
196 3,673,695 77,430 91,677 77.430 0 91,677 (14,247) 3559448
197 3559 448 7721 91,677 77121 0 91,677 (14,555) 3544 893
198 3 544 893 76 806 91,677 76 806 0 o1 677 (14,871) 3530 022
199 3,530,022 76,484 99 959 76,484 0 99 959 (23 475) 3506 547
200 3,506 547 75975 99,959 75,975 0 99,959 (23,984) 3,482 563
201 3,482 563 75,456 99,959 75 456 0 99,959 (24 503) 3 458,059
202 3,458,059 74,925 99,959 74 925 0 99,959 (25,034) 3433 025
203 3433025 74 382 99 959 74,382 0 99 959 (25,577) 3407,448
204 3,407,448 73,828 99,959 73,828 0 99,959 (26,131) 3,381,317
Tot Yr17] 3,614,648 916,484 | 1,149 815 916 484 0] 1149815 (233,330) 3381 317




Financial Analysis of OPM Loan

Interest Actual Subsidy @ interest
As of Beginning Due at Payment Total Subsidy Rate Caprtalization Ending
End of Loan Contract Made at Interest x Beg Loan | Borrower | or (Principal Loan
Month Balance Rate Pmt Rate Paid Balance Payment | Repayment) Balance
205 3381317 73 262 109 106 73,262 0 109 106 (35 844) 3345474
. 206 3345474 72,485 109,106 72,485 0 109,106 (36,620) 3,308,853
207 3,308,853 71,692 109,106 71,692 0 109,106 (37 414) 3271439
208 3,271 439 70,881 108,106 70,881 0 109,106 (38,224) 3,233,215
208 3,233,215 70,053 109,106 70,053 0 109,106 (39,053) 3,184,162
210 3 194,162 69,207 109,106 69,207 0 109,106 (39.899) 3,154 264
211 3,154 264 68,342 119 267 68,342 0 119,267 (50,925) 3103,339
212 3103 339 67,239 119 267 67,239 0 119,267 (52,028) 3,051,311
213 3,051 311 66 112 119,267 66 112 0 119 267 (53,155) 2998 155
214 2998,155 64 860 119 267 64 960 0 119 267 (54,307) 2943 848
v 218 2943,848 63,783 119 267 63 783 0 119 267 (55 484) 2,888,364
216 2 888 364 62,581 119 267 62 581 0 119 267 (56 686) 2831678
Tot Yr 18 3381 317 820,598 | 1370237 820 598 0| 1370237 (549 639) 2831 678
217 2,831,678 61,353 130,668 61,353 0 130,668 (69,315) 2,762 364
218 2,762,364 59,851 130,668 69,851 0 130 668 (70,816) 2,691 548
| 219 2691,548 58,317 130,668 58,317 0 130,668 (72,351) 2619197
220 2,619,197 56,749 130,668 56,749 0 130,668 (73,918) 2,545 278
221 2,545,278 55,148 130 668 565,148 0 130,668 (75.520) 2,469,759
222 2,469,759 63,511 130,668 53,511 0 130,668 (77,156) 2,392,602
223 2,392,602 51,840 143 693 51,840 0 143,693 (91,853) 2,300,749
224 2,300 749 49,850 143,693 49 850 0 143 693 (93,843) 2,206 906
225 2,206,906 47,816 143,693 47,816 0 143 693 (95,876) 2111,030
226 2111,030 45 739 143 693 45,739 0 143,693 (97 954) 2,013,076
227 2,013 076 43 617 143,693 43,617 0 143,693 (100,076) 1913 000
228 1913 000 41 448 143 693 41 448 0 143 693 (102 244) 1 810 756
Tot Yr19| 2831678 625,239 | 1,646 162 625 239 0} 1,646162 | (1020,923) 1810 756
229 1810756 39233 159 194 39,233 0 159 194 (119,961) 1,690,795
230 1 690,795 36,634 159,194 36,634 0 159,194 (122,560) 1,568 234
231 1 568,234 33,978 159,194 33,978 0 159,194 (125 216) 1 443,018
232 1 443,018 31 265 159,194 31265 0 159,194 (127 929) 1,315,090
233 1 315,090 28,494 159,194 28,494 0 159 194 (130,701) 1,184,389
234 1,184 389 25 662 1569 194 25 662 0 159,194 (133 532) 1050 857
235 1 050 857 22,769 180 286 22,769 0 180 286 (157 518) 893 339
236 893 339 19,356 180,286 19 356 0 180 286 {160 931) 732 408
237 732 408 15,869 180,286 15,869 0 180,286 (164,418) 567,990
238 567,990 12 306 180,286 12,306 0 180,286 (167 980) 400,010
239 400010 8,667 180,286 8,667 0 180,286 (171,620) 228,391
240 228 391 4,948 180,286 4,948 0 180 286 (175 338) 53 053
241 53 053 1,149 54 202 1149 0 54,202 (53 053) 0
Tot Yr20 1 690 795 241097 | 1,931892 241 097 0| 1931892 (1 690 795) 0
{J



FINANCIAL PROJECTIONS FOR DPM LOANS

ASSUMPTIONS

Depostts to Fund Intial Loan Amount

Wid Ave Cost of Deposits

HG Loan Funds 4% of Loan

HG Onlending Rate

Servicing Fee as % of
Average Loan Balance

Marginal DPM Administrative Costs
as a % of Interest income

INCOME STATEMENT

Interest income Collected - Borrower

Interest Income Collected - Subsidy

Interest Income Earned but not Collected

Total Interest Income

interest Expense - Deposits
Interest Expense - HG Loan

Net Interest Income

Servicing Income

Administrative Expense

Net Income Before Provision
Provision for Capttalized Interest
Net Income Before Tax

Taxes

Net iIncome After Tax

General Reserve

Income Available for Distribution
Dividends Paid @ 50%

To Profit/Loss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding
Total Assets

Liabilities
Short Term  Deposits
Provision For Caprtalized Interest

Long Term Subordinated HG Loan

Capttal Reserves

Revenue Reserve

Profit/Loss in the Balance Shest
General Reserve

Total Liabilties and Capntal

Total Adjusted Capttal
Capttal Adequacy Ratio

1,000,000
1,000,000

920,000
0
40,000
40,000

1,000,000

80,000
8 00%

920 000
13 00%
40 000
19 00%

1 00%

500%

Year 1

119484
41100
112,508
273 092
119 600
7 600
145,892
10,551
13,655
142,789
22,502
120,287
57,116
63,172
1,406
32,965
16,483
45,283

16,483
1,112,508
1,128,991

978,800
22 502
40,000
40,000

45,283
1,406
1,128,991

126,689

11 39%

Annual Provision as % of Interest
Captalized

Tax Rate

General Provision as %

of Increase in DPM Loan Balance
50% of Interest Paid on Deposits
1s paid out in cash, the balance
is retained in depostt accounts

Year 2 Year 3 Year 4
135,166 152,914 173 006
45,701 50 711 56 136
122 670 133,024 143 310
303 537 336,649 372 451
127,374 135,653 144 471
7 600 7 600 7 600
168 563 193,396 220 380
11,727 13,005 14,386
15,177 16,832 18 623
165,113 189,568 216,144
24,534 26,605 28,662
140,579 162,963 187,482
66,045 75,827 86,457
74 534 87,136 101,024
1,533 1,663 1,791
40 085 48,544 58,612
20042 24,272 29,306
52 958 61,201 69 927
36 525 60,797 80,103
1,235,178 1,368,201 1,511 511
1271,703 1,428,998 1 601,614
1043487 1111314 1,183,549
47,036 73 640 102,302
40,000 40,000 40,000
40,000 40,000 40,000
45,283 98,241 159,442
52,958 61,201 69,927
2,940 4,603 6,394
1271,703 1428998 1,601,614
181,180 244,045 315,763
14 67% 17 84% 20 89%

20 00%
40 00%
125%

Year 5

195,752
61 968
153 162
410883
153 861
7 600
249,422
15,868
20,544
244,746
30,632
214113
97,898
116,215
1,915
70,616
35,308
78 992

125 411
1 664,673
1,780,084

1,260 480
132 935
40,000
40,000
229,369
78,992
8,308
1,790,084

396,670
23 83%



FINANCIAL PROJECTIONS FOR DPM LOANS

ASSUMPTIONS

Jeposits to Fund Intial Loan Amount

Ntd Ave Cost of Depostts

4G Loan Funds 4% of Loan

4G Onlending Rate

Servicing Fee as % of
Average Loan Balance

Marginal DPM Adminustrative Costs
as a % of Interest Income

NCOME STATEMENT

nterest Income Collected - Borrower
nterest Income Collected - Subsidy
nterest Income Earned, but not Collected
Total Interest Income

nterest Expense - Deposits

nterest Expense - HG Loan

Net interest income

Servicing Income

Administrative Expense

Vet iIncome Before Provision
3rowvision for Caprtalized Interest

\et Income Before Tax

Taxes

Net income After Tax

General Reserve

ncome Available for Distribution
Diyidends Paid @ 50%

To Profit/Loss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding 1,000,000
Total Assets 1,000,000
Liabilties

Short Term Deposits 920,000
Provision For Caprtalized Interest 0
Long Term Subordinated HG Loan 40,000
Capital Reserves 40,000

Revenue Reserve

Profit/Loss in the Balance Sheet

General Reserve

Total Liabilities and Capital 1 000,000

Total Adjusted Capttal 80 000
Caprtal Adequacy Ratio 8 00%

920 000
13 00%

40,000
19 00%

100%
500%

Year 1

119484
41 100
112,508
273092
119600
7,600
145,892
10,551
13,655
142,789
56 254
86,535
57,116
29419
1 406
32,965
16,483
11,530

16,483
1 112,508
1128 991

979,800
56,254
40,000
40 000

11,530
1,406
1,128 991

92 937
8 35%

Annual Provision as % of Interest

Caprtalized
Tax Rate

General Provision as %
of Increase in DPM Loan Balance
50% of interest Paid on Deposits
1s paid out in cash, the balance
1s retained in deposit accounts

Year 2

135,166
45 701
122,670
303 537
127,374
7,600
168,563
11,727
15177
165,113
61,335
103,778
66 045
37,733
1533
40,085
20 042
16,157

36 525
1235178
1271,703

1 043 487
117,589
40,000
40 000
11,530
16,157
2940
1271703

110 627
8 96%

Year 3

152,914
50,711
133 024
336 649
135 653
7 600
193,386
13,005
16,832
189,568
66,512
123,056
75,827
47,229
1,663
48,544
24,272
21,294

60,797
1 368,201
1428,998

1111314
184,101
40 000
40 000
27,687

21 294
4,603
1,428,998

133 584
9 76%

Year 4

173,006
56 136
143310
372 451
144 471
7,600
220,380
14,386
18,623
216144
71,655
144,489
86,457
58 031
1,791
58 612
29 306
26934

90 103
1,511 511
1601614

1,183 549
255,755
40,000
40 000
48,982
26,934
6,394
1,601,614

162 309
1074%

50 00%
40 00%
125%

Year 5

196,752
61,968
153,162
410 883
153,861
7,600
249 422
15,868
20,544
244,746
76,581
168,164
97 898
70 266
1915
70,616
35,308
33,044

125 411
1 664 673
1,790 084

1 260 480
332,337
40 000
40 000
75916
33,044
8,308
1,790,084

197 268
1185%



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS

CASH GENERATED BY

Borrower Payment
GOH Subsidy Payment
Servicing Fee

TOTAL SOURCES OF CASH

CASH USED BY

Payment of Interest on Deposits
(@ 50% of Interest Due)
Payment of Interest on HG Loan
Administrative Expense

Taxes

Dwidends

TOTAL USES OF CASH

NET INCREASE OR (DECREASE) IN CASH

Year 1

119,484
41 100
10,551

171,136

59 800
7,600
13,655

57,116
16 483

154,653

16,483

Year 2

135,166
45,701
11,727

192,594

63 687
7,600
15177

66 045
20042

172 551

20,042

Year 3

152,914
50,711
13 005

216 630

67 827
7,600
16,832

75 827
24272

192,358

24,272

Year 4

173,006
56,136
14 386

243,527

72,235
7,600
18,623

86 457
29 306

214,221

29,306

Year 5

195 752
61 968
15,868

273,589

76,931
7 600
20 544

97 898
35 308

238,281

35,308

4%



DPM STRUCTURE 3
Borrower Rate of 10 Percent
Interest Rate Subsidy of
5% in Years 1 to 4

4% in Years 5to 7
2% in Years 8 to 10

o



FINANCIAL ANALYSIS OF A DPM LOAN OF HUF 1 MILLION

CONSTANT INTEREST RATE ENVIRONMENT

ASSUMPTIONS Contract Interest Due Computed Monthly
Loan Amount (in HUF) 1 000,000 Actual Payment Due Adjusted Semi-Annually
DPM Contract Rate
Years 1-2 26% MINIMUM MONTHLY INCOME TO AFFORD
Years 3 5 26% 1st yr pmt/income of 33% 30095
Years 6-10 26% 1st yr pmt/income of 30% 33,104
Years 11-20 26% 1st yr pmt/income of 25% 39725
Borrower Payment Rate 10%
Loan Term in Months 240 3rd yr pmt/income of 38% 32782
GOH interest Subsidy Rate, Computed Semi-Annually 3rd yr pmt/income of 40% 31,143
Years 1-4 5%
Years 5-7 3%
Years 8-10 2%
Prior (Beg Balx | (Borrower | (Pmt Made | (Beg Loan Bal | (Payment to} (Interest Due | (Beg Loan Bal
Month Contract | Payment + | or Beg Bal x Subsidy Amortize at| @ Contract + Interest
Ending Rate/12) Subsidy | x Contract Rate/12) Borrower | Rate minus | Captalized
Balance Payment) | Rate/12) Rate) Pmt Made) | Pnncipal Pai
(a) (b) (© (d) (e) ® (9 (h) 0
Interest Subsidy @ Borrower Interest
As of Beginning Due at Actual Total Subsidy Rate | Payment | Captalization Ending
End of Loan Contract Payment interest x Beg Loan | @ Payment| or (Pnincipal Loan
Month Balance Rate Made Paid Balance Rate Repayment Balance
T 1 | 1.000000] 21667 13817 13,817 4167 9 650 7.85 1,007,850 |
2 1,007,850 21,837 13,817 13,817 4,167 9,650 8,020 1,015 870
3 1,015,870 22,011 13,817 13,817 4,167 9,650 8,194 1,024 063
4 1 024,063 22,188 13,817 13,817 4167 9,650 8,371 1,032,434
5 1,032,434 22,369 13,817 13817 4,167 9,650 8,553 1 040 987
6 1,040 987 22,555 13817 13,817 4,167 9 650 8738 1049725
7 1,049 725 22744 14,586 14,586 4374 10212 8,158 1 057 883
8 1 057,883 22,921 14,586 14 586 4374 10,212 8 334 1,066,217
9 1066 217 23,101 14,586 14,586 4,374 10,212 8515 1,074 732
10 1,074 732 23,286 14 586 14,586 4374 10212 8,700 1,083 432
1 1,083 432 23 474 14 586 14,586 4374 10,212 8,888 1,092 320
12 1 092,320 23 667 14,586 14 586 4,374 10,212 9,081 1101 400
Tot Yr1 1 000 000 271 819 170 419 170 419 51 243 119,176 101 400 1101 400
13 1,101,400 23,864 15,397 15,397 4,589 10,808 8,467 1,109 867
14 1,109 867 24,047 15,397 15,397 4 589 10,808 8,650 1,118,518
15 1118,518 24 235 15,397 15,397 4,589 10,808 8 838 1127 355
16 1127 355 24 426 15397 15 397 4 589 10 808 9 029 1136 385
17 1136 385 24,622 15,397 16397 4,589 10,808 9,225 1145 609
18 1,145,609 24,822 15,397 15397 4,589 10,808 9425 1,155 034
19 1,155,034 25,026 16,250 16,250 4,813 11,438 8,776 1,163 810
20 1,163,810 25,216 16,250 16,250 4,813 11,438 8,966 1,172,776
21 1,172,776 25,410 16,250 16,250 4,813 11,438 9,160 1,181,936
22 1,181,936 25,609 16,250 16,250 4813 11,438 9,358 1,191,294
23 1191294 25,811 16,250 16,250 4,813 11 438 9,561 1,200,855
24 1,200 855 26,019 16 250 16 250 4813 11,438 9,768 1 210,623
Tot Yr2 1101 400 299,105 189 882 189 882 56 411 133 471 109,223 1,210 623
Y



Financial Analysis of DPM Loan

l Interest Subsidy @ Borrower Interest
As of Beginning Due at Actual Total Subsidy Rate | Payment | Capitalization Ending
’ End of Loan Contract Payment Interest x Beg Loan | @ Payment| or (Pnncipal Loan
Month Balance Rate Made Paid Balance Rate Repayment) Balance
25 1,210 623 26 230 17 148 17 149 5,044 12104 9082 1219705
26 1,219,705 26 427 17 149 17,148 5044 12,104 9,278 1 228,983
27 1,228 983 26,628 17,149 17,148 5,044 12,104 9,479 1 238 463
28 1,238,463 26,833 17 149 17,148 5044 12,104 9 685 1,248 148
29 1 248,148 27,043 17,149 17,149 5,044 12,104 9,895 1,258,042
30 1,258,042 27,258 17,149 17,149 5,044 12,104 10,109 1 268,151
31 1,268,151 27,477 18,094 18,094 5,284 12,810 9,382 1 277,534
32 1,277,534 27,680 18,094 18,094 5,284 12,810 9,586 1,287,119
33 1,287,119 27,888 18,094 18,094 5,284 12,810 9793 1296,913
34 1 296,913 28,100 18,094 18,094 5284 12,810 10,006 1,306,918
35 1,306 918 28 317 18,094 18,094 5284 12,810 10222 1317141
36 1317 141 28 538 18 094 18 094 5 284 12 810 10,444 1,327 585
Tot. Yr3 1210623 328 418 211 457 211 457 61 969 149 487 116 961 1327 585
37 1,327,585 28,764 19,089 19 089 5,532 13,557 9,675 1 337 260
38 1 337,260 28,974 19,089 19,089 5,532 13,557 9,885 1,347 145
39 1,347,145 29,188 19,089 19,089 5,532 13,557 10 099 1,357 244
40 1,367,244 29,407 19089 19,089 5,532 13 557 10,318 1 367 562
41 1 367,562 29 631 19,089 19,089 5,532 13,557 10,541 1,378,103
42 1,378,103 29,859 19,089 19,089 5,532 13,557 10770 1,388,873
43 1,388,873 30092 20,135 20,135 5,787 14,348 9,957 1,398 830
44 1,398 830 30,308 20,135 20135 5,787 14,348 10,173 1,409,002
45 1,409,002 30,528 20,135 20,135 5,787 14,348 10,393 1,419 395
46 1,419,395 30,754 20,135 20,135 5,787 14,348 10,618 1430014
47 1,430,014 30984 20,135 20,138 5,787 14,348 10,848 1,440 862
48 1 440,862 31,219 20135 20 135 5,787 14,348 11,083 1451 945
Tot Yr4 1 327 585 359 707 235 347 235 347 67,911 167 435 124,360 1451 945
49 1,451,945 31,459 18 816 18,816 3,630 15,186 12,643 1,464,588
50 1 464,588 31,733 18,816 18,816 3,630 15,186 12,917 1,477,505
51 1,477,505 32,013 18,816 18,816 3,630 15,186 13,197 1,490,702
52 1 490,702 32,299 18,816 18,816 3,630 15,186 13,483 1504 185
53 1,504,185 32,591 18,816 18,816 3,630 15,186 13,775 1,517,959
54 1,617,959 32,889 18,816 18,816 3630 15186 14073 1,632 033
55 1,632 033 33194 20 065 20 065 3,830 16,235 13129 1,545 162
56 1,545 162 33,479 20 065 20 065 3,830 16,235 13413 1658575
57 1558 575 33,769 20,065 20 065 3830 16,235 13,704 1,672,279
58 1,672,279 34,066 20,065 20,065 3,830 16,235 14 001 1,586,280
g9 1 586 280 34 369 20,065 20 065 3 830 16,235 14,304 1,600 585
60 1,600,585 34,679 20 065 20 065 3,830 16,235 14,614 1,615,199
Tot Yr5 1,451,945 396,539 233,285 233,285 44,760 188,525 163,254 1615,199




Financial Analysis of DPM Loan

Interest Subsidy @ Interest
As of Beginning Due at Actual Total Subsidy Rate Capttalization Ending
End of Loan Contract Payment Interest x Beg Loan Borrower | or (Principal Loan
Month Balance Rate Made Paid Balance Payment | Repayment) Balance
61 1615,199 34,996 21395 21395 4,038 17,357 13,601 1628 800
62 1,628 800 35,291 21 395 21,395 4038 17 357 13 896 1,642 695
63 1,642,695 35,592 21,395 21,395 4,038 17,357 14,197 1,656 892
64 1,656,892 35,899 21,395 21,395 4,038 17,357 14,504 1,671,396
65 1,671,396 36,214 21,395 21,395 4,038 17,357 14,819 1,686,215
66 1,686,215 36,535 21,395 21,395 4,038 17,357 15,140 1,701,355
67 1,701,355 36,863 22 811 22,811 4,253 18,857 14,052 1,715,407
68 1,715,407 37,167 22,811 22,811 4,253 18,557 14,357 1,729,763
69 1,729,763 37.478 22,811 22,811 4,253 18,557 14,668 1,744,431
70 1,744 431 37,796 22 811 22,811 4,253 18,557 14 985 1759417
71 1759,417 38 121 22 811 22 811 4,253 18,557 15,310 1774727
72 1774 727 38 452 22 811 22 811 4 253 18 557 15 642 1 790 369
Tot Yr6 1615199 440 403 265 233 265 233 49 748 215 485 175170 1 790 369
73 1,790 369 38,791 24,317 24,317 4,476 19,841 14 474 1,804,843
74 1,804,843 39,105 24,317 24 317 4,476 19,841 14788 1,819,631
75 1,819 631 39425 24,317 24317 4,476 19,841 15,109 1,834 740
76 1,834,740 39,753 24,317 24,317 4,476 19,841 15,436 1,850 176
77 1,850,176 40,087 24,317 24,317 4,476 19 841 15,770 1,865,946
78 1,865,946 40,429 24,317 24317 4476 19,841 16,112 1,882,058
79 1,882,058 40,778 25,919 25,919 4,705 21,214 14,859 1 896,916
80 1,896 916 41,100 25,919 25,919 4,705 21,214 15,180 1,912,097
81 1,912,097 41,429 25,919 25,919 4,705 21,214 15,509 1,927,606
82 1,927 606 41 765 25919 25,919 4,705 21,214 15,845 1,943 452
83 1,943 452 42 108 25919 25919 4,705 21,214 16,189 1,959 640
84 1 959 640 42,459 25 919 25919 4,705 21,214 16 539 1976 180
Tot Yr7 1 790 369 487 229 301,417 301 417 55 086 246 331 185,811 1976 180
85 1 976,180 42,817 25,977 25,977 3,294 22,684 16,840 1,993,020
86 1,993,020 43,182 25,977 25977 3,294 22684 17,205 2010225
87 2,010,225 43,555 25,977 25,977 3,294 22,684 17,578 2,027,803
88 2,027,803 43,936 25,977 25,977 3,294 22,684 17,959 2,045,761
89 2,045,761 44,325 25,977 25,977 3,294 22,684 18,348 2064 109
90 2,064,109 44,722 25,977 25,977 3,294 22,684 18,745 2,082 854
o1 2,082 854 45129 27,849 27,849 3,471 24,378 17,279 2,100,133
92 2,100,133 45,503 27,849 27,849 3,471 24,378 17,654 2117,787
a3 2117,787 45,885 27 849 27 849 3471 24,378 18,036 2135823
94 2,135,823 46,276 27,849 27,849 3471 24,378 18427 2,154 250
95 2,154,250 46,675 27,849 27,849 3,471 24,378 18,826 2,173,077
96 2,173,077 47,083 27,849 27,849 3471 24,378 19,234 2,192 311
Tot Yr8 1,976 180 539,089 322 958 322 958 40 590 282,368 216,131 2 192,311

%



Financial Anatysis of DPM Loan

Interest Subsidy @ Interest
As of Beginming Due at Actual Total Subsidy Rate Caprtalization Ending
, Endof Loan Contract Payment Interest x Beg Loan Borrower | or (Pnncipal Loan
Month Balance Rate Made Pad Balance Payment | Repayment) Balance
97 2192,311 47 500 29,854 29,854 3654 26 200 17,646 2,209 957
98 2,209,957 47,882 29,854 29 854 3654 26,200 18 029 2 227 986
99 2,227,986 48,273 29,854 29,854 3,654 26 200 18 419 2 246 405
100 2,246,405 48,672 29,854 29,854 3,654 26,200 18,818 2,265,224
101 2,265,224 49,080 29,854 29,854 3,654 26,200 19,226 2,284,450
102 2,284,450 49,496 29,854 29,854 3,654 26,200 19,643 2,304,093
103 2 304,093 49,922 32,000 32,000 3,840 28 160 17.922 2322015
104 2,322,015 50,310 32,000 32,000 3,840 28 160 18,310 2 340,325
105 2,340 325 50,707 32,000 32 000 3840 28 160 18,707 2,359,032
106 2,359,032 51,112 32,000 32,000 3840 28,160 19,112 2,378,145
107 2 378,145 51,526 32 000 32 000 3840 28160 19 627 2397671
| 108 2397 671 51 950 32 000 32 000 3840 28,160 19,950 2 417,621
Tot Yr9 2 192,311 596,432 371,122 371 122 44 964 326,158 225,310 2417 621
109 2,417,621 52,382 34,208 34,298 4029 30,268 18,084 2,435,705
110 2,435,705 82,774 34 298 34,208 4 029 30 268 18476 2454 181
111 2,454 181 53,174 34 298 34 298 4,029 30,268 18,876 2,473 057
112 2,473,057 53,683 34,298 34,298 4,029 30,268 19,285 2,492,342
113 2,492,342 54,001 34,298 34,298 4029 30,268 19,703 2512,045
114 2512,045 54 428 34,298 34 298 4,029 30,268 20,130 2532175
115 2,532,175 54,864 36,757 36,757 4220 32,637 18,106 2550282
116 2,650,282 55,256 36,757 36,757 4,220 32,537 18,499 2 568 780
117 2,568,780 55,657 36,757 36,757 4,220 32,537 18,900 2,587,680
118 2,587 680 56 066 36,757 36,757 4,220 32,537 19 309 2606 989
119 2 606,989 56,485 36,757 36,757 4,220 32,5837 19,727 2,626,716
120 2626716 56,912 36 757 36 757 4 220 32 537 20,155 2 646 871
Tot Yr10| 2417621 655 581 426 330 426 330 49 498 376 832 229,251 2 646 871
121 2,646,871 57 349 34,979 34 979 0 34,979 22,370 2,669,242
122 2,669,242 57,834 34,979 34,979 0 34,979 22,855 2,692,096
123 2,692 096 £8,329 34,979 34 979 o 34 979 23,350 2715447
124 2715 447 58,835 34,979 34 979 4] 34 979 23 856 2,739 303
125 2739 303 59,352 34,979 34,979 0 34 979 24 373 2763676
126 2,763 676 59 880 34,979 34,979 0 34,979 24,901 2788577
127 2,788,577 60,419 37,987 37 987 0 37 987 22,432 2811009
128 2811,009 60 905 37,987 37,987 0 37 987 22918 2 833 926
129 2 833,926 61,402 37,987 37,987 0 37,987 23,414 2,857,341
130 2,857,341 61,909 37,987 37,987 0 37,987 23,922 2,881 262
131 2,881,262 62,427 37,987 37,987 0 37,987 24,440 2,905 702
132 2 905,702 62,957 37,987 37,987 0 37,987 24,970 2,930,672
Tot Yr 11 2 646,871 721,596 437,796 437,796 0 437,796 283,801 2,930 672

\Q%



Financial Analysis of DPM Loan

Iinterest Subsidy @ Interest
As of Beginning Due at Actual Total Subsidy Rate Caprtalization Ending
End of Loan Contract Payment Interest x Beg Loan Borrower | or (Principal Loan
Month Balance Rate Made Paid Balance Payment | Repayment) Balance
133 2,930,672 63,498 41 260 41 260 0 41 260 22238 2952910
134 2,952,910 63,980 41 260 41 260 0 41,260 22,720 2,975,630
135 2 975,630 64,472 41,260 41,260 0 41 260 23212 2998 842
136 2998,842 64,975 41 260 41,260 0 41,260 23,715 3,022,556
137 3,022,556 65,489 41 260 41,260 0 41 260 24,229 3,046,785
138 3 046,785 66,014 41,260 41,260 0 41,260 24,754 3,071,539
139 3,071 539 66,550 44,821 44,821 0 44,821 21,729 3,093,268
140 3,093,268 67,021 44 821 44,821 0 44 821 22 200 3115468
141 3115468 67,502 44 821 44 821 0 44 821 22,681 3,138,149
142 3,138 149 67,993 44 821 44,821 0 44 821 23172 3,161 321
143 3 161,321 68 495 44 821 44 821 0 44 821 23,674 3184 996
144 3,184 996 69,008 44 821 44 821 0 44,821 24 187 3209 183
Tot Yr12 2,930 672 794 996 516 485 516 485 0 516,485 278 511 3209 183
145 3,209 183 69,532 48,697 48,697 0 48,697 20,836 3,230 019
146 3,230 019 69,984 48,697 48,697 0 48,697 21,287 3,251,306
147 3,251,306 70,445 48,697 48,697 0 48,697 21,748 3,273,054
148 3,273,054 70,916 48,697 48,697 0 48,697 22,220 3,295,274
149 3,295,274 71,398 48,697 48,697 0 48,697 22,701 3,317,974
150 3,317,974 71,889 48,697 48,697 0 48,697 23,193 3,341,167
151 3,341,167 72,392 52,917 52917 o 52,817 19,475 3,360,642
152 3 360,642 72,814 52,917 52,917 0 52917 19,897 3,380 539
153 3,380,539 73,245 52,917 52,917 0 52917 20,328 3,400,867
154 3,400,867 73,685 52,917 52917 0 52,917 20,768 3421635
155 3421635 74,135 52,917 52917 0 52,917 21218 3442 853
156 3 442 853 74 595 52,917 52 917 0 52917 21 678 3,464 531
Tot Yri13| 3209183 865 031 609 683 609 683 0 609 683 255,348 3 464 531
157 3 464 531 75,065 57 515 57,515 (] 57 515 17,550 3 482 081
158 3,482,081 75,445 57,615 57,515 0 57,515 17,930 3,500,010
159 3 500,010 75,834 67,515 57,515 0 57 515 18,318 3,518 329
160 3 518,329 76,230 57,518 57,518 0 67,515 18,715 3,537,044
161 3 537,044 76,636 57 515 57,515 0 57,515 19,121 3 556,164
162 3 556 164 77,050 57 515 57,515 0 57,515 19,535 3,675 699
163 3,575 699 77,473 62,528 62,528 0 62,528 14 945 3,590 645
164 3 590,645 77,797 62 528 62,528 0 62,528 15 269 3,605 914
165 3,605,914 78,128 62,528 62,528 0 62,528 15,600 3,621 514
166 3,621,514 78,466 62,528 62,528 0 62,528 15,938 3,637 452
167 3,637,452 78,811 62,528 62,528 0 62,528 16 283 3,653 736
168 3,653,736 79 164 62 528 62 528 0 62,528 16,636 3,670 372
Tot Yri14] 3,464 531 926,101 720 260 720,260 0 720 260 205 841 3,670 372
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Financial Analysis of DPM Loan

interest Actual Subsidy @ interest
As of Beginning Due at Payment Total Subsidy Rate Capitalization Ending
End of Loan Contract Made at Interest x Beg Loan | Borrower | or (Principal Loan
Month Balance Rate Pmt Rate Pad Balance Payment | Repayment) Balance
169 3 670,372 79 525 67 997 67 997 0 67 997 11,528 3681900
170 3,681 900 79775 67 997 67,997 0 67 997 11778 3,693,678
17 3,693,678 80,030 67,997 67 997 0 67 997 12 033 3 705,711
172 3,705,711 80,290 67,997 67,997 0 67 997 12,294 3,718,005
173 3,718,005 80,557 67,997 67,997 0 67,997 12,560 3,730 565
174 3,730,565 80,829 67,997 67,997 0 67 997 12,832 3,743,397
175 3,743,397 81,107 73,968 73 968 0 73,968 7,139 3,750 535
176 3,750,535 81,262 73,968 73,968 0 73,968 7 293 3,757 829
177 3,757,829 81,420 73,968 73,968 0 73 968 7,451 3,765 280
178 3765 280 81,581 73 968 73,968 0 73 968 7613 3,772,892
179 3,772,892 81,746 73 968 73,968 0 73 968 7778 3 780 670
180 3 780 670 81,915 73 968 73 968 0 73 968 7 946 3788616
Tot Yr 15 3670372 970,035 851 791 851,791 0 851 791 118,244 3 788,616
181 3,788 616 82,087 80,497 80 497 4] 80 497 1,690 3 790,206
182 3,790 206 82,121 80,497 80,497 0 80,497 1,624 3,791,830
183 3,791,830 82,156 80,497 80,497 ] 80,497 1,659 3,793,490
184 3,793,490 82,192 80,497 80,497 0 80 497 1,695 3 795,185
185 3,795,185 82,229 80,497 80,497 0 80 497 1,732 3,796,917
186 3,796,917 82,267 80,497 80,497 0 80,497 1,770 3,798 687
187 3,798 687 82,305 87,645 82 305 0 87,645 (5,340) 3,793 347
188 3,793,347 82,189 87,645 82,189 0 87,645 (5,456) 3,787,891
189 3,787 891 82,071 87,645 82,071 0 87 645 (5,574) 3,782,317
190 3782317 81,950 87 645 81,950 0 87 645 (5,695) 3776 623
191 3,776,623 81,827 87,645 81,827 0 87,645 (5,818) 3,770 805
192 3 770 805 81 701 87 645 81 701 0 87 645 (5,944) 3,764 860
Tot Yr16 3,788 616 985,095 | 1008 850 975 024 0| 1008850 (23 756) 3 764 860
193 3,764,860 81,572 95,487 81,672 0 95 487 (13,915) 3,750,946
194 3,750,946 81,270 95,487 81,270 0 95,487 (14,216) 3,736,730
195 3,736,730 80,962 95,487 80,962 0 95,487 (14,524) 3,722,206
196 3,722,206 80,648 95,487 80,648 0 95 487 (14,839) 3707 367
197 3,707,367 80,326 95,487 80,326 0 95 487 (15,160) 3 692 207
198 3,692 207 79,998 95,487 79998 0 95,487 (15,489) 3,676,718
199 3,676,718 79,662 104,113 79,662 0 104 113 (24,451) 3 652 267
200 3 652 267 79,132 104,113 79 132 0 104 113 (24 981) 3,627 287
201 3,627 287 78,591 104,113 78,591 0 104 113 (25,522) 3 601,765
202 3,601,765 78,038 104,113 78 038 0 104 113 (26,075) 3,575 690
203 3,575 690 77,473 104,113 77,473 0 104 113 (26 640) 3 549 050
204 3,549 050 76,896 104,113 76 896 0 104 113 (27,217) 3521,834
Tot Yr17 3,764 860 954,570 | 1,197,597 954 570 0| 1197597 (243 027) 3 521,834
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Financial Analysis of DPM Loan

interest Actual Subsidy @ interest
As of Beginning Due at Payment Total Subsidy Rate Caprtalization Ending
End of Loan Contract Made at Interest xBeg Loan | Borrower | or (Pnncipal Loan
Month Balance Rate Pmt Rate Paid Balance Payment | Repayment) Balance
205 3,521,834 76,306 113,640 76,306 0 113 640 (37,333) 3,484,500
206 3,484,500 75,498 113,640 75,498 0 113,640 (38,142) 3,446,358
207 3,446,358 74,671 113,640 74,671 0 113,640 (38,969) 3,407,390
208 3,407,390 73,827 113,640 73,827 0 113,640 (39,813) 3,367,577
209 3,367,577 72,964 113,640 72,964 0 113,640 (40,676) 3,326,901
210 3,326,901 72,083 113,640 72,083 0 113,640 (41,557) 3 285,344
211 3,285,344 71,182 124 224 71182 0 124,224 (53,041) 3232,303
212 3,232,303 70,033 124,224 70,033 0 124 224 {54,190) 3178,113
213 3,178,113 68 859 124 224 68 859 0 124 224 (55,364) 3122,749
214 3122 749 67 660 124 224 67 660 0 124 224 (56,564) 3066 185
215 3 066 185 66 434 124 224 66 434 0 124 224 (57 790) 3 008,395
| 216 3 008,395 65,182 124 224 65 182 0 124 224 (59,042) 2,949,354
Tot Yri18 3,521,834 854699 { 1,427 179 854 699 0 1427179 (572 480) 2,949 354
217 2,949,354 63 903 136,098 63,903 0 136,098 (72,195) 2,877,159
218 2,877,159 62,338 136,098 62 338 0 136 098 (73,759) 2,803,399
219 2,803,399 60,740 136,098 60,740 0 136,008 (75,357) 2,728,042
220 2,728,042 59,108 136,098 59,108 0 136,098 (76,990) 2,651 052
221 2,651,052 57,439 136,098 57 439 0 136,098 (78,658) 2572394
222 2,572 394 55,735 136,098 55,735 0 136,098 {80,363) 2,492,031
223 2,492,031 53,994 149,664 53,994 0 149,664 (95,670) 2,396,361
224 2,396,361 51,921 149,664 51,921 0 149,664 (97,743) 2,298,618
225 2,208,618 49,803 149,664 49,803 0 149,664 (99,861) 2,198,757
226 2,198,757 47,640 149,664 47 640 0 149 664 (102,024) 2,096,733
227 2,096,733 45,429 149,664 45,429 0 149,664 (104,235) 1,992,498
228 1 992 498 43,171 149,664 43 171 0 149 664 (106,493) 1,886,005
Tot Yr19 2949 354 651222 | 1,714571 651 222 0} 1714571 (1 063 349) 1 886 005
229 1,886,005 40 863 165 810 40 863 0 165 810 (124,946) 1 761,058
230 1,761,058 38,156 165,810 38,156 0 165,810 (127,654) 1,633 405
231 1 633,405 35,390 165 810 35390 0 165,810 (130 419) 1,502,985
232 1,502,985 32,565 165,810 32 565 0 165,810 (133,245) 1,369 740
233 1,369 740 29,678 165,810 29 678 0 165810 (136,132 1233 608
234 1,233 608 26728 165,810 26,728 0 165,810 (139,082) 1 094,527
235 1,094 527 23,715 187,779 23715 0 187,779 (164,064) 930,463
236 930,463 20,160 187 779 20160 0 187,779 (167 619) 762,844
237 762,844 16,528 187,779 16,528 0 187,779 (171,250) 591,594
238 591,594 12,818 187,779 12,818 0 187,779 (174,961) 416,634
239 416,634 9,027 187,779 9,027 0 187,779 (178,751) 237,882
240 237,882 5,154 187,779 5154 0 187,779 (182,624) 55 258
241 55,258 1,197 56,455 1197 0 56 455 (55 258) 0
Tot Yr20 1761 058 251 117 | 2012175 251 117 0] 2012175 (1,761,058) 0
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FINANCIAL PROJECTIONS FOR DPM LOANS

ASSUMPTIONS

Jepostts to Fund Intial Loan Amount
vtd Ave Cost of Deposits
4G Loan Funds 4% of Loan
4G Onlending Rate
3ervicing Fee as % of
Average Loan Balance
Marginal DPM Administrative Costs

as a % of Interest Income

NCOME STATEMENT

nterest iIncome Collected - Borrower

nterest Income Collected - Subsidy

nterest Income Earned, but not Collected

otal Interest Income
nterest Expense - Deposits
nterest Expense - HG Loan
Vet Interest Income
Servicing Income
\dministrative Expense
Vet Income Before Provision
3rowision for Capitalized interest
Net income Before Tax
faxes
Vet Income After Tax
3eneral Reserve
ncome Available for Distribution
Owvidends Paid @ 50%
fo Proft/Loss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding
Total Assets

Liabilities
Short Term Deposits
Provision For Caprtalized Interest

Long Term Subordinated HG Loan

Caprtal Reserves

Revenue Reserve

Profit/Loss in the Balance Sheet
General Reserve

Total Liabilties and Caprtal

Total Adjusted Capttal
Caprtal Adequacy Ratio

1,000,000
1,000,000

920,000
0
40,000
40,000

1,000,000

80,000
8 00%

920 000
13 00%

40 0600
19 00%

100%

5 00%
Year 1

119,176
51243
101 400
271 819
119,600
7,600
144,619
10,498
13,591
141,526
20,280
121,246
56,610
64,636
1,268
43,315
21,658
41,710

21,658
1,101,400
1,123,058

979,800
20,280
40,000
40,000

41,710
1,268
1,123,058

122,978
1117%

Annual Provision as % of Interest
Capritalized

Tax Rate

General Proviston as %

of Increase in DPM Loan Balance
50% of Interest Pawd on Deposits
1s paid out in cash the balance
is retained in deposit accounts

Year 2 Year 3 Year 4
133 471 149,487 167,435
56 411 61,969 67,911
109,223 116,961 124 360
299 105 328,418 359 707
127 374 135 653 144 471
7,600 7,600 7.600
164,131 185,164 207,636
11,550 12,681 13,888
14,955 16 421 17,985
160,726 181,425 203,539
21,845 23,392 24,872
138,881 158,032 178,667
64,290 72570 81,415
74,591 85,463 97,251
1,365 1,462 1555
50,899 59,720 69,998
25,450 29,860 34 999
47,776 54 140 60,698
47,107 76,968 111,967
1,210,623 1,327,585 1,451,945
1,257,731 1,404,552 1,563,912
1,043487 1,111,314 1,183,549
42,125 65 517 90,389
40,000 40,000 40,000
40 000 40,000 40,000
41,710 89,486 143,627
47,776 54,140 60,698
2,633 4,095 5,649
1,257,731 1,404,552 1,563,912
172,119 227,721 289,974
14 22% 17 15% 19 97%

20 00%
40 00%
125%

Year §

188 525
44 760
163 254
396 539
153 861
7 600
235,078
15,321
19,827
230,571
32,651
197,921
92 229
105,692
2,041
52,020
26 010
77,642

137 976
1,615,199
1753175

1260 480
123,040
40,000
40 000
204,324
77,642
7,690
1,753,175

369,656
22 89%



ASSUMPTIONS

Deposits to Fund Inttial Loan Amount

Wid Ave Cost of Deposits
HG Loan Funds 4% of Loan
HG Onlending Rate
Servicing Fee as % of
Average Loan Balance

Marginal DPM Administrative Costs

as a % of Interest Income

INCOME STATEMENT

FINANCIAL PROJECTIONS FOR DPM LOANS

Interest Income Collected - Borrower

interest income Collected - Subsidy

Interest Income Earned but not Collected

Total Interest Income

Interest Expense - Deposits
Interest Expense - HG Loan

Net interest income

Servicing Income

Administrative Expense

Net Income Before Provision
Prowision for Caprtalized Interest
Net Income Before Tax

Taxes

Net Income After Tax

General Reserve

income Available for Distnbution
Pwidends Paid @ 50%

To Profit/Loss in Balance Sheet

BALANCE SHEET

Assets

Cash

Total DPM Loans Outstanding
Total Assets

Liabities
Short Term Deposits
Provision For Caprtahized Interest

Long Term Subordinated HG Loan

Capttal Reserves

Revenue Reserve

ProfitLoss in the Balance Sheet
General Reserve

Total Liabilities and Capital

Total Adjusted Capital
Capital Adequacy Ratio

1,000 000
1,000,000

920,000
0
40,000
40,000

1,000,000

80,000
8 00%

920 000
13 00%
40000
19 00%

100%
5 00%

Year 1

119,176
51243
101 400
271 819
119 600
7 600
144,619
10 498
13,591
141,526
50,700
90,826
56,610
34,216
1,268
43315
21,658
11,290

21,658
1 101,400
1,123,058

979,800
50 700
40 000
40,000

11290
1,268
1123058

92,558
8 40%

Annual Provision as % of Interest

Capttalized
Tax Rate

General Provision as %
of Increase in DPM Loan Balance
50% of Interest Paid on Depostts
1s paid out In cash, the balance
1s retained In deposit accounts

Year 2

133,471
56,411
109 223
299,105
127 374
7 600
164,131
11 550
14,965
160,726
54,612
106,114
64,290
41,824
1,365
50,899
25,450
15,009

47,107
1,210,623
1 257,731

1,043,487
105,312
40,000
40,000
11,290
156,009
2,633
1,267 731

108 832

900%

Year 3

149,487
61,969
116 961
328 418
136 653
7,600
185,164
12,681
16,421
181,425
58,481
122,944
72,570
50,374
1.462
59,720
29,860
19,052

76,968
1,327,585
1 404,552

1,111,314
163,792
40,000
40,000
26 299
19,052

4 095

1 404,552

129,446

975%

Year 4

167,435
67,911
124,360
359,707
144 471
7 600
207,636
13 888
17,985
203,539
62,180
141,358
81415
59,943
1,655
69,998
34,999
23,389

111,967
1,451,945
1,563,912

1,183,549
225,972
40,000
40,000
45,351
23,389
5,649
1,563,912

154,390

10 63%

50 00%
40 00%
125%

Year 5

188,525
44,760
163 254
396 539
153,861
7,600
235,078
15,321
19,827
230,571
81,627
148 944
92,229
56,716
2,041
52,020
26,010
28,665

137,976
1615,199
1,753,175

1,260,480
307,599
40 000
40,000
68,741
28,665
7,680
1,753,175

185,096
11 46%



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS

CASH GENERATED BY

Borrower Payment
GOH Subsidy Payment
Servicing Fee

TOTAL SOURCES OF CASH

CASH USED BY

Payment of Interest on Deposits
{@ 50% of Interest Due)
Payment of interest on HG Loan
Administrative Expense

Taxes

Dividends

TOTAL USES OF CASH

NET INCREASE OR (DECREASE) IN CASH

Year 1

119176
51243
10,498

180,817

59 80O
7,600
13,591

56,610
21 658

169 289

21,658

Year 2

133 471
56 411
11 550

201,432

63 687
7 600
14,855

64,290
25450

175 982

25,450

Year 3 Year 4
149,487 167 435
61,969 67,911
12,681 13,888
224,138 249 234
67,827 72,235
7.600 7,600
16,421 17,985
72,570 81,415
29 860 34,999
194 278 214 235
29,860 34,999

Year 5

188 525
44,760
15,321

248,606

76,931
7,600
19,827

92,229
26,010

222,596

26,010

Vel



ANNEX G

MANAGING CREDIT RISKS

THE PROBLEM

The main objective of the Housing Guaranty Program 1s to assist the
Government of Hungary 1n creating a viable market-based housing finance system

A market housing finance system places three primary risks on a lender
mterest rate risk, hquidity nsk, and credit nsk The interest rate risk concern 1s
largely alleviated by the use of a variable market rate mortgage instrument It would
be reduced even further by secondary market funding of lending The hqudity 1ssue
1s not currently a major obstacle but could become one m the future, since the OTP
mtends to introduce a mortgage design with a much longer effective duration than
currently (see Annex H) Recommendations for addressing this risk also appear in
another part of thus Annex

The third nsk--with respect to timely repayment--1s considered to be the major
obstacle to the creation of a market finance system 1n Hungary The reasons for this
vary--from those specific to the Hunganan situation to those related to all countries
undergomg similar economuc volatiity and upheaval What 1s most important to note
1s that changes 1n the system and the economic situation make credit nisk a greater
problem than before Further, to wait until these problems and 1ssues are resolved
would cause a signmificant delay in the implementation of a market-based housing
finance system A discussion on the specific weaknesses in the system appears
below

Foreclosure and Eviction

The one 1item that 1s consistently referred to as the most important constramnt
in the development of a market-based system 1s the absence of approprate
foreclosure and evichon procedures 1n the case of sertous delinquencies Having a
foreclosure provision that 1s efficient and thus effective 1s the first step necessary to
create a "true mortgage” with collateral It serves to permut the borrower to truly put
up his or her home as collateral agamnst repayment of the loan In addition, effective
eviction procedures are needed to free up the property for resale and to provide a
serious, immedate mcentive to avoid foreclosure

The Government of Hungary recognizes the critical need for action in this area
For example, OTP has over 3 5 percent of its housing loans i default for over one
year and there 1s little 1t can do to enforce the liens on these properties or seek other
other remedies The current GOH housing policy paper contains a proposal that (1)
would allow the lender to foreclose on a home and transfer the obligation to provide

"
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alternative housing to the government and (2) would reduce the degree to which the
former owner 1s entitled to housmg of equuvalent quality

Although this new approach would mcrease the "threat of eviction" (albeit to
alternative housing), historical difficulties mn eviction and social reaction to 1t suggest
that 1t may take long before this 1s a bonafide deterrent to non-payment Using
rental experience as an analogy, 1t usually takes several years to evict a non-paying
tenant and only a very small percent of these tenants are ever evicted

The Partial Deferral of Mortgage Repayments

The Deferred Payment Mortgage (DPM) (see Annex E) has been designed to
provide the lender a market contract rate and the borrower a more affordable
payment rate, proposed as 10 percent If the payment rate 1s less than the contract
rate, the result will be negative amortization or capitalization

This capitalization 1s a potential credit concern, sumply because 1t shifts the
variation 1n the loan-to-value ratio over the life of the loan from its current rapid
decline under the onslaught of inflation to more closely that of a normal loan 1n a
low-inflation environment Especially in a volatile economic environment, changes
1n the collateral value may not necessarily occur proportionately with changes in the
mortgage balance The borrower’s downpayment 1s expected to continue to be very
significant (about 50%) However, unusual situations in less volatile economic
environments than Hungary have caused smmlar credit problems (e g , the southwest
US 1in the 1980’s and Calhforma today)

There 1s also a credit nsk 1n the way the borrower’s payment 1s computed It
1s not connected to changes in wages or capped m any way, except as one rmght
expect wage changes to at least match the net contract rate less the payment rate
However, because of the changeable economic conditions, these changes are less
likely to be parallel than 1n more stable economes

Lack of Institutional Market Lending Procedures

The best way to reduce credit risk 1s to ongmnate (which includes underwrite)
and service (which ncludes default management) properly and prudently
Unfortunately, the OTP has only had a few years in which 1t had any real reason to
ongmate and service loans in such away No other lender has even had this amount
of tune to attempt proper housmg lending Samples of delinquent loans as well as
the analysis of mortgage experts result in the same conclusion although the OTP
has worked dihigently at improving its situation, 1t recognmizes that additional effort
1s needed--especially in servicing delinquent loans and in providing management
accurate mformation on loan performance

W
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Anculary Lending Support

There are many mndustres that support the housing lender Four in particular
--appraisal, title registration, mortgage registration, and credit mformation--should
be noted as they relate to credit nsk

= Appraisal

The low loan-to-value ratios typical mn loans m Hungary--and expected to
continue albeit shghtly higher--can not be rehed upon as a credit protection if the
value is over-stated Although expenienced and qualified appraisers are available 1n
Hungary, there 1s mconsistency due to a lack of information and differences n
methodology and expertence Their jobs have been made even more difficult due to
the distortion m housing prices and components While this 1s hkely to improve over
time as the appraisers gain experience and the market becomes less volatile, 1t
provides an additional credit rnisk concern

m Title Registration

Title registration problems also create credit risk Under the proposed
foreclosure law change, the lender will be able to foreclose However, if title 1s not
good or 1s not free of hens and there 1s no additional protection, such as title
msurance, the lender may still not be able to gain possession of the property

In Hungary, the Government dealt with the 1ssue of claims by pror land
owners through the use of a compensation coupon system Under this system, in
hieu of giving back property to these owners, the Government gave coupons which
could be used to mvest 1n numerous enterprises This solution has not ehminated
title concerns, however There are conflicting claams among different levels of
government and state-owned busmesses plus a large accumulation of "off-record”
interests created over the last 40 years

The other problem relates to the lack of a system to update ownership data
As a result, even if, on the first sale by the Government, ownership was clearly
designated, there 1s no way to ensure that mtervening hens have not occurred prior
to a lender registering a loan on a home

= Mortgage Registration

A third concern 1s the long delays i mortgage registration--often up to one and
a half years Although the point has been made that foreclosure takes so long that
the mortgage will be registered before foreclosure could occur, there 1s no protection
for other liens to prime the mortgage during this long delay This, coupled with the
fact that the mortgage 1s not the pnme hen, increases lender risk
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= Credit History Data

Lastly, the lack of rehable credit information inhibits the lender’s ability to test
two of the three components of underwrnting--demonstration of the borrower’s ability
and thewr wilingness to pay Without being able to check on other debts the
borrower may have or have access to a rehable credit history, the lender can not
appropnately evaluate the application

The Government mtends to address part of this problem under its housing
policy programn It plans to make it easier for banks to check with each other
regarding whether a potential borrower has other loans This will capture
mformation pertamning to a borrower’s debt-to-ncome ratio However, 1t will not
capture other obligations or credit history such as credit card charges or debts owed
directly to providers of goods

Housing Conditions

Much of the housing stock--especially in Budapest--exists 1n the form of
condomumum ownership This 1s particularly significant due to the problems
associated with deferred mamntenance on major structural components of the
common areas

Hungary's condomunium law does permut the association to undertake
rehabilitation activities with a majority vote This permits the association to take on
necessary mamtenance and charge members appropriate assessments

The serious nature of the condition of the condomnium buildings affects a
lender's credit sk m several ways To iumprove the project’s condition, the
condomumum owner 1S lhkely to face sigmficant assessments Unless these
assessments are projected and thus can be mcluded in the lender’s underwriting
analysis (and the housing ratios), these additional costs can mcrease the part of the
owner's mcome allocated to housmg very sigmficantly Diafficulty in enforcing
assessment hens may further add to this burden since the share of fellow owners
could end up 1n the assessments of paying owners

Changes n the Lending System

Previously, the OTP had several advantages to protect itself against non-paying
borrowers These advantages no longer exist or are less relevant than before, 1n
addition, they are not applicable, effectively, to other lenders who might want to enter
the housing finance market

The OTP's greatest protection was that it had an automatic nght to garmsh
wages Since everyone was effectively employed by the state, this enabled the OTP
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to make 1tself whole without needing foreclosure nghts

Currently, this automatic right no longer exasts Although the government may
still be willing to allow the OTP to garnish wages, more and more borrowers are
employed by private employers or are self-employed In addition, unemployment has
been mcreasmg--from 11% in October 1992 to a projected 18% by the end of 1993
This mcrease 1n unemployment means, 1n the context of garmshing wages, that there
are no wages to take However, 1its importance regarding credit risk 1s much more
significant smce unemployment 1s the most important borrower reason for default
Fmally, the expedited process for garmishuing available previously to OTP has been
struck down by the courts

POLICY AND PROGRAM GOALS OF THE HG-001

The analysis of factors contributing to credit nisk results in several
conclusions First, there are a vanety of factors increasing credit nsk mm Hungary
with a differing degree of mmportance Second, although the Government is
attempting to address somne of these 1ssues, sufficient change 1s not likely to occur
rapidly The resultis a recommended program mn which the Government will provide
mcentives to banks to onigmate and service loans and to share risks m an efficient
and equutable manner

Procedural and Lending Changes

It 1s not possible in a market system to elimmate credit nsk However, there
are many areas affecting credit nsk which could be improved upon m order to reduce
this nsk In those areas where risk reduction 1s possible, it 1s recommended that the
Housmg Guaranty Program provide policy and technical assistance support

The most important change the Government can make 1s to proceed towards
changes that create an efficient foreclosure and eviction systemm The fear of losing
one’s home is the greatest financial deterrent to nonpayment The abihty of the
lender to take possession and sell the home on equal market footing with other
homes prowvides the lender wath greater assurance that losses will be covered In fact,
because the value of the home usually greatly exceeds the amount of the loan, the
outcome of a default would usually be a sale by the borrower, rather than by the
lender

Alternative protections can provide lenders with some comfort without an
adequate foreclosure and eviction process However,those previously in effect in
Hungary, such as wage garmishment, are no longer useful tools The approach
recommended 1n this paper 1 the following section on "Credit Risk Sharing Program”
is another way to reduce lender concerns However, it 1s important to recognize that
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without proper legal enforcement of the lender’s security interest in the collateral, all
parties end up paying through higher mmsurance pretmums The best solution 1s for
the Government to move toward the direction of foreclosure and eviction This effort
1s an 1mportant component of the policy objectives of the Housing Guaranty program

Other legal 1ssues should also be addressed Improved title procedures are
needed to ensure that possession can be achieved if foreclosure 1s possible The
Government of Hungary should be encouraged to make necessary changes to improve
the priority of a mortgage loan A more efficient mortgage registration system 1s also
critical, the one to two years 1t now takes to register a mortgage enables other liens
to take precedence over the mortgage and can greatly reduce the value of the
collateral as a protection for the lender

Only the Government can make the legal changes necessary to alleviate credit
nsk Lenders, with Government support, can make the other most important change
to reduce the lhikehhood of losses--better lending Approprniate underwriting and
servicing requirements must be designed These requirements must be supported
with adequate documentation and procedures, mcluding strong management
controls In addition, there must be sufficient methods for qualty control and
auditing to make sure that the requurements and procedures are followed and that,
if they are followed and problems still exast, changes are made to reduce or ehminate
the cause of the problems

As noted, the OTP 1s working on making improvements that will reduce nisks
The OTP should be encouraged to continue making this progress and to do somn a
way that results m greater umforrmty among different branches The OTP should
become a model for good market lending that can be studied by other lenders
entering the market Technical assistance should be offered to the OTP and to other
lenders mn thewr development of these improved systems

Housmg finance lenders can not improve the quality of the system without
improvement also coming from auxihary industnies The appraisal industry must
become better able to provide valid appraisal information upon which lenders base
the loan amounts and construction commmtments The need for rehable credit
information is paramount to making proper decisions regarding a borrower’s ability
and willingness to pay In regard to the latter, the Government has expressed
mterest in pursumng ways to establish better information sharing among banks This
1s a very important start to narrowing this information gap The Housing Guaranty
Program should support tramimng programs for appraisers and provide techmnical
assistance 1 the development of better credit rating tools

The last area 1n the procedural and lending process recommended for focus
under the Housing Guaranty Program concerns problems with condominmum
structures It 1s not feasible to ehmnate from the Program units m buldings with

N\



Annex G
Managing Credit Risks Page 7

serious structural problems An alternative 1s to provide traiming that assists
associations with planmng and execution of project improvements

Credit Risk Sharing Program

There are many ways to design a program that mvolves risk sharing among
different parties Included mn this hist are senior subordinated structures or loans,
which means that the cash flow pays first to the senior tranche and then to other
tranches 1 order of thewr priority Another possibility 1s to pool together all or part
of the loans and msure the pool, the risk-sharing could be in what percentage of the
loan 1s put i the pool that 1s then msured If the causes of the nisk can be targeted -
such as death, unemployment, or disability - then a special msurance policy could
be created to cover only the specific nsk Lastly, a consortium of lenders could pool
their risk by each having a participating mnterest 1n the loans or a guarantee fund
msuring the loans

All these alternatives were considered for Hungary The first two were rejected
because therr value 1s primarily in the enhancement they provide to a pool of loans
for the purpose of resale The third option was rejected because, as the discussion
under the heading "The Problem" demonstrates, the credit risk concerns are not
limited to one targeted insurable factor The last option 1s currently not feasible
because, basically, only one lender, OTP, onginates loans so there 1s no consortium
with which to share rnisk

The proposal that 1s being recommended 1s one that prowvides credit
enhancement directly to the source of concern - the mortgage The proposal 1s a
mortgage msurance program created by the Government but in which there 1s a
degree of nsk sharing As noted m Annex H, "Managing Liquudity Risks", this
approach should facihitate resale of the loans when 1t 1s appropnate to design such
a program, but 1ts primary purpose 1s credit enhancement of the mortgages

The Housing Guaranty Program provides time for design of the mortgage
msurance prograimn Although this Annex suggests a specific design framework, this
design is intended to demonstrate the feasibility of the concept and not be viewed as
a defimtive program requirement

When the detailed program design work occurs, there are several general
concepts that should be taken mto consideration

. The mortgage mmsurance program 1s not the first Government-related
credit enhancement program m Hungary There are other examples,
noted 1n thus Annex, that could serve as models for the structure of the
mortgage msurance program
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] Wherever possible, the program should try to utihze existing structures
and busmesses For example, it may be possible to expand one of the
Government-related credit enhancement functions to include mortgage
msurance or to handle admimistrative functions A private company
mught also serve as a contractor responsible for admmstration of the
program

. The program should be set up so that 1t can evolve when relevant policy,
legal, and economic changes occur For example, the design described
m this Annex provides for reimbursement of claims prior to foreclosure
and sale Due to the current mefficient foreclosure and eviction process,
any other approach would not provide sufficient rehef to lenders to
encourage thewr participation mm the program However, once the
foreclosure process is efficient, the program could be sigmficantly
altered so that claims would not be made until after the home 1s sold
This will also eliminate the need for the mortgage insurer to buy the
loan from the lender and all the additional functions resulting from this
actvity

. The design should take mto consideration ways that best produce
opportuniies to facihtate hqudity options and to benefit from
accounting and regulatory rules

® Government Risk and Ownership

If private mortgage insurance were feasible, then thus would be the option first
considered for this program This 1s not reahstic, however, due to Hungary’s current
credit nsk problems - plus the significance of the lack of effective foreclosure and
eviction procedures and nghts This 1s further supported by Hungary's small size
which makes 1t difficult for a private msurer to diversify

In heu of a private mortgage msurer, the mortgage msurance program
developed with Housing Guaranty assistance could be 100% Government owned,
along the lines of the US Federal Housmmg Admimstration There are already
examples 1n Hungary, however, that suggest that 1t may be possible to use private
mnsurers or other guarantee funds to share 1in the nsk and/or serve as agents to
handle operational and admmstrative tasks

Concordia Insurance Brokers Ltd , which 1s owned proportionately by OTP and
an American/British company, 1s interested 1n sharing 1n the component of the risk
associated with disability and death but less hkely to handle the nsk of
unemployment and unwilling at this time to cover any other nisk 1ssues AB-Aegon
also has worked on similar programs The Hungarian Foundation for Enterprise
Promotion, which funds as well as credit enhances loans for small and medium sized
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businesses, has expressed interest m pursumg some of these same activities

Another option would be to create a facility that 1s owned by the Government
and other financial mstitutions and msurance companies, along the hnes of the
Hunganan Credit Guaranty RT This program provides up to 80% credit msurance
to member banks on loans to small and medium busmesses The Government
provided HUF 2 bilhon of the total HUF 3 5 bilhon used to capitalize the company
and retains a proportionate share of ownership and four of the nine positions on the
Board of Directors The remaming ownership 1s 28 banks with stock ownership
proportionate to their size and a small amount of private shareholders

Although a mortgage msurance facility 1s unlikely to attract banks other than
the OTP as the Credit Guaranty RT could do, a small ownership requirement could
be made of all banks eligible for the mortgage insurance program Or the Credit
Guaranty RT mught mcorporate all or part of the activities and responsibilities of a
mortgage msurance fund

Design of the specific ownership and management details will be required prior
to disbursement of the second tranche under the Housing Guaranty Program The
design should take mto consideration use of existing institutions and programs and
the future evolution of the program to an even more privately owned company
Regardless of the specific ownership design, the program would be created by the
Government and mmtially capitalized by the Government with support from the
Housing Guaranty funds

= Risk Sharing

As noted above, the Government's risk imight be reduced by having its portion
of the losses covered by a government/private institutions consortium or by other
means of remmsurance In addition to this nisk responsibility, however, there are two
other parties sharing in the nisk besides the government-related mstitution ("the
mortgage msurer"}) the borrower and the lender The borrower nisks his equity
contrnibution (the downpayment) as well as potentially any principal payments The
lender and the mortgage msurer would share the remaining loss as of the date in
which the claim 1s acted upon by the mortgage msurer (the "stop-loss date")

There are many alternatives to consider when determmning what the shared
nisk should be between the lender and the government Under the Government's
housing pohcy paper, there 1s a proposal for shared risk of the loss after foreclosure
of 80% for the Government and 20% for the lender Although this split 1s reasonable,
another possibility might be to have the Government responsible for most or all of the
loss due to administrative expenses of dehnquency management and a smaller
portion of the interest rate loss (perhaps 70% for the mortgage insurer and 30% for
the lender) The reason for this proposal 1s to avoid the possibility that the lender
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mught not service as aggressively if it had to lose part of the cost of this aggressive
servicing

The program mmght work as follows (subject to further refinement prior to
disbursement of funds under the second tranche) A loan would be 1n default after
its first missed payment The lender would follow strict guidelines on delinquency
maintenance that would include provisions for loan workouts if appropnate If, after
150 days, the loan 1s still in default, the lender would file a claim and 30 days later,
at the stop loss date, the mortgage insurer would settle the claim The claim would
cover the proportionate share of admmastrative, penalty, and interest costs owed from
the date of the first delinquent payment The mortgage insurer would then purchase
the mortgage and pursue foreclosure to recover 1its losses It may also hire a debt
collection firm to service the debt on a contingency basis If there 1s an additional
loss at foreclosure, then the mortgage insurer would have this loss If, however, there
1s sufficient value i the property and the court distributes the funds accordingly, the
mortgage msurer could get rexmbursed for all admmmstrative and interest costs,
mcluding those that were lender losses In the latter case, the mortgage msurer
would obtain the full amount to compensate 1t for the former mstances when 1t has
a larger loss

It 1s important to note 1s that this recommendation 1s based upon the mortgage
msurer buymg 100% of the loan balance, less the lender's share of the loss This
requires the mortgage msurer to have sufficient capital which mmtially could come
from the Housing Guaranty funds and a Government contribution The reason for
this approach 1s that the lengthy ttme and uncertainty of foreclosure requires the
lender to receive cash prior to foreclosure

It 1s possible that the borrower will bring the loan current after the mortgage
msurer has purchased the loan In such case, the mortgage msurer mught hold
auctions to sell loans to interested lenders or, possibly through a subsidiary,
aggregate these loans and 1ssue mortgage-backed bonds or securities

To llustrate how the proposed program would work (without adjusting for any
Government mterest rate subsidy), a loan with an original balance of HUF 1 milhon,
a payment rate of 10% and a contract rate of 26% would have a balance of
approximately HUF 1 5 mulhion at the end of the fourth year Assuming that this 1s
the first date of nonpayment with the stop loss date occurring 180 days later, the
costs taken mnto consideration to determune what the mortgage insurer pays the
lender when it fulfills its obhigations and buys the loan are the extra admmstrative
costs for servicing the loan, not covered by the servicing fee, during the period of
dehnquency mught be HUF 22,500 ( 25% on the balance), the interest due from the
date of the first delinquent payment until the stop loss date would be six times the
monthly mterest due or approximately HUF 200,000, the penalty fee (6% on the
nonpayment) would be HUF 22,500 The mortgage insurer would pay the lender HUF

S
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1 5 milhon plus the admmistrative costs of HUF 22,500 (assummg this nisk falls
entirely on the mortgage msurer) plus 70% of the aggregate unpaid interest and
penalty fee (HUF 212,000) or HUF 1 37 mulion The mortgage msurer might then
give the servicing of the loan over to a collection agency which would continue to try
to bring the loan current while stmultaneously proceeding to foreclose on the loan

Several different procedural and program features were considered and more
should be investigated durmg the actual design of the program For example, there
was consideration for an alternative approach which would mvolve either waiting
until foreclosure to determine proportionate losses or to use an appraisal to estumate
the eventual loss at the time the stop loss date These 1deas were rejected because
of the extensive time 1t takes for foreclosure which increases the time before the
lender would get paid and further dimimishes the effective value of the appraisal

Another option was to reward lenders when there 1s a pattern of no losses once
the mortgage msurer has foreclosed and received funds from the courts As noted
above, the mortgage insurer could end up with a reimbursement that covers more
than 1ts losses If possible, a process should be developed that repays lenders with
loans where this consistently happens - perhaps by charging their customers lower
premmums and thus making them more competitive Or, if the mortgage msurer 1s
partially owned by the participating mstitutions, there could be a diidend when
these profits happen The difficulty in implementing any of these options under the
current environment, however, 1s the long tume 1t will take before 1t 1s known that
there 1s a profit

PROGRAM REQUIREMENTS

To qualfy for the program, loans will have to be underwntten and serviced
according to the mortgage msurer’'s guidelines These guidelines will be carefully
formulated after analysis of the deterrminants of default in OTP’s current portfolio and
expernence of other mortgage credit enhancement mstitutions and lenders in market
systems The mortgage msurer will try to ensure that these requirements are
followed by offering traming and assistance to lenders conducting audits, and
suspending or termmnating lenders that do not fulfill their obhgations

The borrower will pay for the mortgage msurance There are a vanety of ways
1in which the borrower could make this premium payment - including an up-front fee,
amortzing the pretmum over the hfe of the loan, a percentage added to the payment
or contract rate, or a combmation of these options It may also be possible for the
program to have a feature which provides for a reimbursement of part of the premnum
1f the pool of msured loans perform better than expected (a mutual mortgage
msurance fund) or on a personal basis after a specified time period or when the loan-
to-value ratio based upon a new appraisal reaches a specified point In addition, the
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program could provide for "LTV pricing" - that 1s different premiums depending upon
the loan-to-value ratio

Pricing the premuum will be very difficult due to the lack of credible and
adequate data and the lack of experience with the DPM and new lending procedures
There may also be pressure on the Government to subsidize the insurance premium
because it will add to housing costs and thus reduce affordabihity As much as
possible, the premuum should cover expected losses and be determined based upon
prudent techmques apphied by mortgage credit enhancers 1n market systems

PROPOSED TIMETABLE

The Housing Guaranty Program requures that the mortgage mnsurance program
be designed before the second disbursement The program is to be fully implemented
before the third tranche 1s permutted

The program will have several stages

. General program framework design The work product would be a
charter or foundation document with background documents detailing
1n narrative form the program requirements With advisory assistance,
this task should be accomplhished in three months

. Government approval This may require legislative action and thus 1t
1s not possible to predict a timeframe Its lack of approval, though, will
mmpact disbursement of funds under the Housing Guaranty Program

. Detail of program development and implementation The mortgage
msurer must estabhsh underwnting and servicing standards for loans
1t insures plus its own 1nternal pricing, audit, quality control, servicing,
and admmuistrative processes The timeframe for this can be
consohdated 1if the standards and procedures for OTP are in place and
can be adopted by the mortgage msurer and if part or all of the
procedures are contracted out to another credit enhancement company

\Y



ANNEX H

MANAGING LIQUIDITY RISKS

THE PROBLEM

There are several reasons why the Government of Hungary and the OTP are
mterested m addressing the subject of hquudity Thewr concerns result from the
mmpact of moving towards a market housing finance system that involves a long-term
mortgage nstrument, mcorporation of match funding and risk-based capital rules,
cash needs of lenders other than the OTP, and portfolio management flexabiity To
address these concerns, they are looking appropnately to the solutions found 1n other
countries for funding long-term mortgage loans the sale of securities or bonds with
long-term matunties to mvestors with special imvestment needs

Matunity Gap and Cash Flow Concerns

Recent regulations promulgated by the State Banking Supervision Commmttee
require a constant covering of immediate habilities with hquud assets and some
negotiated matching of terms over a longer time period The objective 1s to ensure
that assets and habilities parallel sufficiently to avoid a hquudity and mterest rate
mismatch !

The mortgage instrument that 1s proposed for Hungary, the DPM, 1s a 20-year
mortgage with the potential of sigmficant capitalization - at least during the current
high inflation period There 1s no fundmg mstrument for OTP or other potential
housing finance lenders to match the cash flow and term of thus mortgage

OTP 1s sufficiently liquud to handle the matunty gap created by the DPM Its
large deposit base provides it with sufficient support for the expected volume
Further, OTP's experience has been that although time deposits are short, 75% of
these habilities can be considered as permanent resources with an effective matunity
of 5 years or more

The OTP analysis has been based on past activihes As long as OTP s portfolhio
structure remains unchanged, 1t should have excess hquidity that compensates for
the matunity gap However, the bank 1s moving in ways that indicate a change in
direction and 1t will most likely need to implement better match funding methods 1in
the future

! This provistion of the regulation appears to be intended to address both interest rate risk and
liquidity nsk Interest rate risk is not an issue for this program since the contract rate on the DPM
will vary according to the interest cost of deposits The major concern is with the fact that the level of
deposits held by the public with the bank can vary unexpectedly and cause a need for cash resources
that cannot be met out of liquid reserves and cash flows
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Also important 1s the DPM’s impact on matching assets for other banks The
creation of a market system eventually requires competiton It 1s umportant,
therefore, to create a framework that realistically enables other lenders with smaller
deposit bases, or even mortgage bankers relying on mvestor funding, to enter the
field This requures a process that enables these lenders to handle the matunty
concerns and resulting cash flow problems associated with these longer term assets

Portfolio Management

Liquudity analysis includes consideration of current concerns as well as long-
term projections Part of a future oriented outlook 1s to provide for flexibility 1n
changing portfohio characterisics This becomes even more mmportant if the portfolio
1s made up significantly of assets with long maturities, as will be the case for lenders
holding DPMs

The need for portfoho management flexibility could affect the desire on the part
of banks to use therr funds for long-term mortgage assets versus shorter-term
commercial loans Even the OTP, which has enough assets 1 other categones to
enable 1t to properly manage 1ts portfolio, will eventually need to consider whether 1t
makes good busmness sense to mncrease 1ts asset size in ilhquid long-term product
In addition, other lenders facing greater competition for resources will have to
consider portfoho management flexibility i their analysis of a busmess plan that
mcludes housing finance

Risk-Based Capital Guidelines

The DPM somewhat comphcates the 1ssue of capital reserves because it
capitahzes a portion of the inflation premrum 1n mterest rates, rather than having it
paid currently on the growing loan balance The banking regulators are hikely to
require the ratio to apply to the capitahzed loan balances Under the current
standard vanable rate mortgage, the bank 1s more hquid and can more easily reduce
1ts asset base to meet capital needs Although not a problem for OTP at the moment,
other banks with less hquudity could have to look for other avenues to quuckly adjust
their portfolio

Investor Market

Eventually, the OTP will want long-term securities to fund the long-term
market-based loans requured for affordable housing finance For other lenders not
already offering housmg loans, such funding instruments may be critical to enable
these lenders to participate in this business

Currently, the proper environment does not exist in Hungary to meet this need
for long-term funding The legal system was not designed to accommodate all the

V7
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various types of securities used to fund long-term mortgages 1n other countries The
mvestor community for this type of product--usually msurance companies and
pension funds--1s still relatively small Lastly, the market for "long-term" bonds 1s
very new and 1s virtually monopohized by three-to-five year government bonds which
recewve "favored" treatment as an mvestment for the typical mstitutional buyer of
mortgage-based secunties

THE RESPONSE

At this poimnt in the development of Hungary’s market housing finance system,
hqudity 1ssues appear to have imphcations that are somewhat prospective Taken
1 context with other more immediate needs, solutions to hquidity concerns should
be developed 1n a timely manner that responds more to market demands and
encourages the entry of lenders mto the field

Program and Market Opportunity

The GOH draft housing policy paper supports activities that would create the
proper environment for long-termn mortgage-based securities This paper contains
two provisions directly related to faciitating the development of a secondary mortgage
market without specifying how this market should look One policy statement would
require the Government to estabhsh the conditions needed for the i1ssuance of
mortgage bonds The other statement prowvides for government studies on the
possibility of establishing a specialized housing loan mstitute, one option supported
by the Mistry of Finance 1s a secondary market mstitution hke the US's Fanme
Mae

The ivestor commumty 1s begmmmng to show signs that there will be an
increasing demand for long-term bonds Although the Government continues to
domnate the market, the availabihty of longer government bonds tests the market
and creates receptivity to such mnstruments Growth m the msurance mdustry and
promulgation of new regulations that include mortgage bonds as eligible mvestments
suggests a future market for these instruments At this time, the other traditional
mortgage bond investor - pension funds - do not offer the same prommse but a long-
term outlook indicates that eventually these investors will also have needs for these
securities

Type of Laquidity Facility

Investors 1 other countnes look for nsk protection, sumplicity, and a hqud
market when purchasing mortgage-based secunties If any of these factors are
mussing, a higher yield will be demanded to offset the omission
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The credit enhancement proposal described 1n Annex F 1n the form of nsured
mortgages provides a framework for the development of hquudity instruments By
msuring the mortgages, the nisk protection could be passed through to the mvestor
It might be possible for lenders to aggregate these mnsured loans and use them to
back bonds or secunities which the market could consider credit enhanced due to the
nature of the underlying collateral

The exastence of nsurance on the underlying mortgages, however, may not be
wviewed as sufficient protection by investors In the above example, the mnvestor would
know that the mortgage msurer would cover 70% of the loss However, the investor
would have to rely upon the lender for the remaming coverage and this may be
msufficient to entice the mvestor from more nsk-free or higher yielding mmvestments
In addition, this would requure the mvestor to know the creditworthiness of each
lender 1n order to properly assess the value of the bond To offset these concerns,
pool nsurance covering the part of the payment not mmsured by the mortgage msurer
mght be needed Alternatively, it may be possible to structure the pool into senior
and subordmated tranches with the lender retaiming the subordmmated portion
associated with the 30 percent loss exposure

Lastly, mvestors want hqud mstruments to facihtate thewr portfolio
management capabihty This requares a sufficiently large market It is easier to
create this market if all bonds share a similar name rather than having multiple
lenders creating bonds bearing their individual lender names

To address these concerns, 1t may be necessary eventually for Hungary to
create a conduit that would aggregate the insured loans and 1ssue bonds or securities
backed by these loans This conduit would be responsible for intervening between
the mvestor and the lender to ensure that the lender meets his nisk-sharing
obligation The condwt would also provide one name to these bonds to simphfy the
market More research 1s needed to determune whether this condwt can be
completely private or whether 1t will requure, as 1s the case 1n other countries, unphcit
or exphcit government guarantee

FURTHER INVESTIGATION

Lender demand for greater access to long-term funds 1s not expected to be
cntical at the imnception of the Housing Guaranty Program The creation of a credit
enhancement facihty and demonstration, through OTP, of prudent and effective
lending with a market-based mortgage will first be required to encourage other
lenders to participate 1n the program

A cntical component of the Housing Guaranty Program i1s to promote
competiton To encourage other lenders to participate, the need for long-term

-
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funding will become increasingly important For this reason, the Housing Guaranty
Program should support the Government of Hungary in its study of solutions to
liquadity problems by providing techmcal adwisory assistance Imtiation of such a
study 1s a condition for the second disbursement The study should result in specific
proposals to facihtate funding sources for housing It should identify and present
solutions to legal and market impediments to the creation of a long-term mortgage-
based bonds The analysis should also consider the impact of alternative proposals
on the 1ssues noted above that impact the hquudity problem As examples, the study
group will want to consider

Potential buyers of investments funding DPMs Investor needs dictate
to a great extent the types of instruments used to fund mortgage loans

Because the DPM has particular cash flow charactenstics, these must
be taken mto consideration - possibly by defining the proper investor
audience or by resulting 1n the development of instruments that have
different cash flows than the mortgages bemng funded

The impact of nsk-based capital regulations The proposal for a shared-
rnisk mortgage msurance program may provide an opportunity to create
a credit-enhanced mortgage security or bond that 1s treated more
favorably by bank regulators This could result in a larger investor
audience consisting of other financial mstitutions

Portfohio management requurements The need for hquud assets should
be taken mto consideration when analyzing alternative approaches In
particular, the study should consider whether to back bonds with
mortgages insured under the program proposed 1n the annex on credit
nisks (Annex G} provides sufficient uniformuty for Hungary's developing
capital markets or whether it will be necessary to have one or two
genernc labels on mstruments to make an efficient market



ANNEX I

PROSPECTIVE PARTICIPATING INSTITUTIONS

INTRODUCTION

The success of the Hungary HG-001 program will depend on active
participation by Hungarnan financial institutions  Currently the Hunganan housing
finance market 1s dominated by a single mstitution, the state-owned National Savings
and Commercial Bank, the Orszagos Takarekpenztar es Kereskedelmi Bank Rt (OTP)
In order to facilitate the development of a more competitive and efficient housing
finance system, approprate incentives should be offered to encourage the entry of
other financial institutions and mstitutional investors such as insurance companies
and pension funds mto the Hungarian housing finance market

THE STRUCTURE OF THE HUNGARIAN BANKING SYSTEM

The continued liberalization of the Hunganan financial sector will be critical
to the development of a market-based housing finance market This hberalhization
process began m 1987 with the creation of the first two-tier banking sector 1n
Eastern Europe, 1n which the commercial banking activities of the National Bank of
Hungary, the Magyar Nemzet1 Bank (MNB), were separated from its central banking
function and the establishment of privately owned joint stock company banks was
authonized Three new state-owned commercial banks were established which took
over the commercial portfolo of the MNB the Hunganan Credit Bank, Budapest
Bank and the Commercial and Credit Bank In the five years since the Hungarnan
banking system was hberalized, the banking sector has expanded significantly
Currently the banking system consists of the MNB, 29 commercial banks, of which
12 are banks with foreign ownership participation, 5 specialized institutions and 257
savings cooperatives In addition, there are 17 representative offices of foreign banks
and financial nstitutions 1 Hungary

Despite the relatively large number of financial mstitutions m Hungary,
considering its population of 10 mllion, the banking market 1s highly concentrated
The three banks created from the MNB m 1987, along with the state-owned OTP and
Foreign Trade Bank, dominate the Hunganan banking market Collectively, these
five large commercial banks control 73 percent of all domestic bank assets 1n
Hungary, about 77 percent of total bank employment and 90 percent of commercial
bank branches

Concentration 1n the retail segment of the banking market 1s even greater Of
the large commercial banks, only the OTP, the Post and Savings Bank Corporation
and the Commercial and Credit Bank participate to any signmificant degree in the
retail banking market These mmstitutions account for approximately 80 percent of
the retail market The OTP 1s the only Hunganan financial mstitution offermg a full
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range of retail banking services to the general public, although several other banks
have announced their mntention to expand retail banking activites The OTP offers
Hungarian forint and foreign currency current accounts and term deposits,
commercial, consumer and mortgage loans, credit and debit cards, and ATMs The
OTP 1s the largest bank 1n the country in termns of total assets and has the most well
developed nationwide branching system It 1s clearly perceived as the bank for
households and individuals and most Hungarnian families have at least one account
with the OTP

Savings cooperatives also serve the retail banking market and are important
providers of retaill financial services i the markets outside Budapest These
cooperatives have about 1,800 offices serving 2 millhon members and account for
about 20 percent of total household deposits Because of thewr generally weak
financial condition and lack of management and operational expertise, the savings
cooperatives are not as actively involved m the lending market Approximately 20
percent of the total assets of the savings cooperatives consist of retail loans

The five specialized financial mstitutions differ from the commercial banks 1n
that they are authorized to perform only a certain defied set of financial activities
The specialized financial institutions concentrate in agricultural financing, trade
finance, leasing and venture capital finance

THE LEGAL FRAMEWORK OF THE BANKING SYSTEM

The new Banking Act enacted in 1991 established standards for bank
estabhshment, safety and soundness, accounting, financial solvency, capital
adequacy and prudential regulation consistent with European Commumnity banking
directives Under the Act, Hunganan banks are hcensed as umversal banks, with
authonty to conduct a broad range of financial activihies The Banking Act's stringent
capital and safety and soundness provisions have had a sigmficant impact on
Hungarian banks As the tighter standards have been imposed, weaknesses 1n the
Hungarian banking system have been revealed Bank performance in 1992 was
adversely affected as the banks were forced to recogmze the umbedded losses 1n their
asset portfolios Asset quality i1s the principal concern for the banking system,
particularly m the three large banks which inhented the MNB’s portfolio of loans to
state owned enterprises Other weaknesses include dechming capital adequacy, a
lack of retail expenience, products and services, lack of modern technology resulting
i an mefficient payments system and unrehable accounting, and a lack of well
developed banking services dehvery systems through branch networks The
weaknesses 1 the banking system have made some Hunganan commercial banks
meffective competitors, particularly vulnerable to competition from the growing
number of sophisticated international banks 1n Hungary

While bank performance can be expected to continue to be depressed in 1993
and 1994 as the banks work out of theiwr portfohos of non-performing loans, the
ultimate result of strict financial regulation and supervision will be a stronger, more
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competitive banking system Hungarian banks are now required to comply with the
financial reporting requirement of International Accounting Standards (LAAS), which
should create some financial integrnty in the banking system, while strict loan loss
provisioning and capital adequacy requirements 1s forcing more rigorous credit
underwriting, servicing and supervision

POTENTIAL FOR PARTICIPATION IN THE HUNGARIAN HOUSING FINANCE AND
THE HG-001 PROGRAM

At 1ts current stage of development, most Hungaran commercial banks lack
the mstitutional infrastructure, management expertise and experience to become
effective competitors 1n the consumer and mortgage finance markets Therefore,
there are few prospects for entry mto the housing finance market among the state
owned or controlled commercial banks, the international joint venture banks or the
private Hunganan banks which have been established since the iberahization of the
bankimnglaws As the Hunganan banking market matures, commercial banks seeking
sources of stable, low cost deposits and profitable lending opportunities can be
expected to expand therr retail banking activihes Thus trend 1s already beginming to
emerge m several of the larger commercial banks The losses which many banks have
suffered i their commercial loan portfolios have led managements and board to seek
less nsky lending opportunities If the legal, structural and financial weaknesses of
Hungarian mortgage finance can be addressed successfully, these banks may find
mortgage lending an attractive business opportunity In a recent newspaper article,
the Chairman of the Budapest Bank mdicated that his bank would consider offering
mortgages, were it not for "Hungary’'s antiquated land recordation system "

Other 1institutions which could play a role m the Hungarian housing finance
market over the next five years include the country’s system of 257 savings
cooperatives and the emerging life msurance industry The savings cooperatives have
had hmited mmvolvement in the mortgage market In 1992, the onginated over HUF
3 bilhon 1n housing loans, or approxumately 10 percent of all mortgages originated m
the country Durmng the first four months of 1993, the typical savings cooperative
origmated about HUF 1 mulhon 1n housing credit per month With an average loan
amount of HUF 400,000, this translates mto an average monthly loan volume of only
two to three loans per mstitution

Other pnivate financial mstitutions traditionally mvolved 1mn housing finance,
like msurance companies and pension funds, are still in thewr infancy and are
unlikely to play any role in the housing finance market for some time to come The
reality of the Hunganan housing finance market today and for some years to come
1s that the OTP 1s the Hunganan housing finance market and that efforts to iberahze
and rationalize this sector must focus mmitially on OTP
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THE STRUCTURE, OPERATIONS AND FINANCIAL POSITION OF THE OTP

The OTP will be cnitical to the success of the Hungary Housing Guaranty
Program due to its dormmant position in the Hungarian housmg finance market The
OTP also will be the first financial mstitution to use the deferred payment mortgage
mstrument  Extensive techmical assistance will have to be provided to OTP to
develop the policies, procedures, documents and operational systems needed to
effectively implement and manage a DPM mortgage lending program Because of the
its current profitabiity and capital adequacy problems, the OTP may require
suffictent financial mcentives to fully participate m and support the Housing
Guaranty program

The Role of the OTP in the Hungarian Financial Sector

The OTP 1s the largest bank in Hungary, based on total assets, and ranks
second 1n terms of total equity As of December 31, 1992, OTP had total assets of
HUF 764 3 billion, which represents almost one-third of total banking assets 1n
Hungary OTP’'s market share in 1992 was about the same as 1n 1991, indicating the
bank’s ability to retain its market position 1n a more competitive market environment

OTP’s dominant market position 1s primarily in the retail banking market The
bank does not hold a sigmficant share of the commercial banking market, since 1t
was only authorized to engage in commercial hines of business several years ago As
of the end of 1992, the bank held 13 percent of all commercial deposits and 7 percent
of all commercial credits held at Hungarian banks

Because if its long history as the government’s savings bank, the OTP 1s the
principal retail banking institution m Hungary and 1s generally perceived as the bank
for households and individuals As of December 31, 1992, the bank held 69 percent
of all household deposits, and 73 percent of all HUF denominated household deposits
m the Hunganan banking system The OTP also held 38 percent of all consumer
credit outstanding The OTP’s commanding position 1 the retail banking sector 1s
strengthened by 1ts ability to deliver banking services and products through a well
developed nationwide branching system As of the end of 1992, the bank had over
400 branch offices located throughout Hungary

OTP’s dominance of the housing finance market 1n Hungary 1s even stronger
As of the end of 1992, OTP held HUF 162 billion in housing credits, which accounted
for 91 percent of all housing loans 1n the country The OTP 1s the only Hungarian
financial institution with experience and expertise 1n lending for housing

The OTP serves as the principal financial mstitution for local governments As
of the end of 1992, local government deposits totalled HUF 56 billion and credits to
local governments were HUF 12 7 bilhon, representing 82 percent of all deposits of
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local governments 1 the banking system and 64 percent of all credits extended to
local governments by financial mstitutions During the year, local government
deposits increased by over HUF 14 billion, or 34 percent Most of the loans extended
to local governments were short term loans to cover temporary revenue shortfalls

In addition to deposit and lending services, the OTP provides other financial
management and adwvisory services to local governments The OTP also has
participated m the establishment of several institutions to serve the needs of local
governments and has been i discussions with local governments about the
possibility of orgamzing development banks to finance development projects

History of the Bank

The OTP was established 1n 1949 as the National Savings Bank Its principal
achwvities at that time were gathering retail deposits, extending credit for specific
purposes and managmg the state’s lottery actinities The bank’s activities have
expanded significantly m the 44 years since 1ts establishment First, OTP became
active 1n real estate development and sales and 1n the financing of home purchases
Later the bank was authorized to accept deposits from local governments and hold
household foreign exchange deposits In the 1980s the bank became mvolved mn the
Hungarian securities market, both as an issuer and a trader

The most significant changes m the OTP’s activities have occurred simnce 1989
In 1989 the bank was granted a commercial banking hcense under which 1t was
authonized to conduct corporate and international banking actiities Like other
commercial banks in Hungary, the OTP has a universal bank hcense which confers
the authority to engage 1n a wide range of financial and non-financial activities

The 1991 Banking Act required banks to divest themselves of certamn non-
banking activities, such as real estate development and foreign trade As aresult, the
OTP has transferred some of these activities to subsidiary and affihate companies
The bank 1s phasmg out of its real estate development busmess and all remaiming
real estate activities are conducted through a wholly owned subsidiary, Real Estate,
Ltd

Legal and Ownership Status

In 1991, the OTP converted to a public joint stock company The government
of Hungary, through the State Holding Company (AV Rt), owns all of the voting
common shares of the bank In 1992 OTP 1ssued "preference,” 1 e preferred, shares
to the public equal to 5 percent of its common equuty As of the end of the year, OTP
preference shares had a market value of HUF 99 mullion In Apnil 1993 the AV Rt
offered an additional HUF 100 rmlhon of OTP preference shares which will pay a fixed
12 percent dvidend OTP preferred shares are traded mn the market and were

NG
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recently quoted at 50 bid Since OTP 1s perceived as a somewhat more secure
mvestment than many other state owned enterprises bemng tendered to the public,
brokers expect the current tender and any future sales of OTP shares to find a
receptive market

Over the next five years, public ownership of OTP shares can be expected to
mcrease as the law governing ownership of Hunganan banks goes mnto effect The
law requures that after December 31, 1996, the GOH may not hold more than 25
percent of the outstanding shares of abank The law does provide for the possibility
that the percent of GOH ownership of a financial mstitution may exceed the 25
percent ceiling, but 1n order to qualify under this provision, a financial mstitution
must have been "established to execute a particular financial activity” and a separate
act must have been passed which stipulates that the state may own more than 25
percent of the shares The OTP does not meet either of these tests since 1t 1s licensed
as a commercial bank, not a specialized fimancial institution, and no legislation has
been enacted to exempt the bank from comphance with the 1996 deadline

Subsidiaries and Affiliates

As a umversal bank, OTP has the authority to mnvest 1n a broad range of other
financial and nonfinancial firms As of the end of 1992, the bank had equty
mvestments in 96 other firms totalling HUF 4 2 bilhion Almost half of the bank’s
equity mvestments are m other financial mstitutions, mcluding other Hunganan
banks, msurance compames, securities brokerages, and leasing compames The
largest mvestments are in the wholly owned Garancia Insurance Company, Ltd and
the Hunganan International Bank, Ltd

Financial Performance
Balance Sheet Composition

Prelimmary financial data for 1992 mndicate that OTP had total assets of HUF
764 3 bilhon, total deposits and other interest bearing habilities of HUF 716 9 bilhon
and total loans outstanding of HUF 306 7 bilion The bank’s assets and interest
bearmg habilities mncreased at normnal rates of 14 3 and 15 9 percent respectively
over 1991, rates of growth which represent a dechine in real terms at the 1992
average inflation rate of 23 percent

The OTP’s pnimary source of funds 1s household deposits, which represented
60 percent of total assets as of December 31, 1992 Commercial and local
government deposits accounted for 15 percent of total assets, OTP bonds and other
securities, 6 percent, and refinancing credits from the MNB, 2 percent
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The bank’s principal assets are short term interbank deposits, reserves and
deposits at the MNB and government securiies As of December 31, 1992, these
short term investments accounted for 61 percent of total assets OTP's high level of
hiquudity was the result of several factors 1992 saw a very hugh rate of growth 1n
household savings throughout the Hunganan banking system and at the OTP 1n
particular At the same time, the slowdown i the economy reduced loan demand
Tighter credit underwnting standards imposed under the Banking Act also reduced
new loan originations

The balance of OTP’s assets are primanly loans to households As of the end
of 1992, credits to households constituted 23 percent of total bank assets and 31
percent of deposits Loans to busmesses and local governments accounted for 9
percent of total assets and 12 percent of deposits

Profitability and Capital Adequacy

The OTP's profitabihity has dechned steadily since 1990 1992 profit before
provision for nsk reserves was HUF 7 4 bilhion, 39 percent below 1991 The dechne
m the bank’s profitability was due primarily to falling interest rates on government
and mterbank mvestiments and on the interest rate paid on deposits at the MNB
Provisioning for classified assets also reduced 1992 profitability The OTP imncreased
1ts nisk reserve by HUF 3 billion, offset mn part by its participation in the government's
credit consohdation plan

In 1ts 1992 annual report, the OTP states that i1t has met all regulatory capital
adequacy and hquudity requirements As of the end of the year, the bank reported
HUF 28 5 billion 1 equuty capital, only HUF 550 milhon higher than 1991 However,
a study of the capital adequacy of the largest Hungarnan banks conducted by Credit
Swsse First Boston (CSFB) for the World Bank show that as of the end of 1992,
under International Accounting Standards (IAS) the OTP had adjusted capital of HUF
-1 8 bilhon and a capital adequacy ratio of -0 4% In other words, based on the CSFB
analysis, on an IAS basis the OTP 1s techmically insolvent At the level of nisk
weighted assets as of the end of 1992, the bank would require HUF 34 8 billion 1n
additional capital to meet the 8 percent regulatory nsk-weighted capital requurement
Therefore, capital adequacy 1s and can be expected to continue to be the principal
problem confronting the bank Future growth in assets, and particularly in loans,
will be constramned by the OTP’s lack of capital In order to improve its capital
position, the bank may be forced to restructure its balance sheet by reducing 1ts loan
portfolio and shifting assets even more mto low nsk-weighted government securities
and interbank deposits
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Housing Finance Actwities

OTP grants housing credit for several classes of loans which are disinguished
by the different amounts and types of subsidies provided by the government These
include construction or "self-help" mortgages to households to build or complete their
own homes, loans for the purchase of a newly constructed housmg unit, "orgamzed
resale" loans to finance the purchase of exasting units built by OTP's development
company and other developers, "private resale” loans to finance the purchase of
existing homes, and loans for home 1mprovement and
rehabihitation

Loans for Housing Construction and Purchase

Lending 1n 1991 and 1992 for housing construction and the purchase of newly
built units was far lower than i previous years due to the slowdown m the
Hungarian economy and stagnation in residential construction and mn the housing
market 1n general Loans to finance the resale of existing units continued also
dechned in 1992

Financing for housing construction and purchase consists of several layers of
subsidized and unsubsidized loans to the same borrower on the same property As
discussed m Annex D, the vanous categories of subsidized credits are based on
several vanables famuly size, anticipated number of children, amount of the loan,
and purpose of the loan

Mortgage loans usually have a 15 year matunity The current interest rate 1s
28 percent plus a 1 percent servicing fee Interest rates are now vanable with
changes determuned by the OTP and the Mimstry of Finance OTP has projected a
dechine in mortgage mterest rates in 1993 as market mterest rates continue to fall
The average mortgage loan 1n 1992 was HUF 275,300 and the average loan-to-value
ratio, approximately 28 percent The maximum loan amounts are very much tied to
the requurements placed on various government subsidy programs Although loan-to-
value ratios appear to be very low, the appraisal process 1s not adapted to determine
true market values

Lending for Home Improvement and Modernization

The decrease 1n lending for the construction or purchase of new homes was
offset by an increase 1n lending for home mprovement and modernization In 1992,
home mmprovement and modermzation lending was the largest category of loan in
terms of the number of loans and the total value of credit extended These loans
accounted for 80 percent of all loans ongmated and 38 6 percent of value of all
mortgage credit granted during the year The loan-to-value ratio on home
improvement and rehabilitation loans averaged 54 percent
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OTP Operations and Lending Practices
Risk Management

Due to the economic downturn in 1992, the OTP and other Hungarian banks
experienced an mncrease i delinquent and nonperforming assets At the same time,
the Banking Act imposed strict credit classification and risk reserve requirements
As a result, nsk management has become a igh prionty for the bank The OTP has
made important progress 1n the last few years i improving its loan origination and
servicing procedures

During the prior period when OTP was virtually guaranteed repayment by the
government, the OTP lacked many of the mcentives common to lenders mn market
systems to lend prudently and to manage loans profitably The shift to market
mterest rates, the mcreasing likelihood of borrower mabihity to repay loans, the
immposttion of strict banking regulation and the greater discretion given to the OTP to
determune what 1s appropriate lending have had a major mmpact on how the OTP now
approaches the business of mortgage lending

In response to these changes, OTP has taken several important steps The
bank has tightened 1ts credit and collection criternia and 1s m the process of revising
its credit underwrihing manual A Risk Management Directorate has been
established to develop and implement an internal credit classification and momtoring
system The OTP 1s one of the founding members of the Credit Guarantee, Ltd , a
company established in 1992 to guarantee bank loans Along with other commercial
banks, the OTP has jomed the credit consohdation system to reduce 1its
nonperforming loan portfolhio

Bank Operations and Systems

Although the OTP has taken these significant steps to improve 1its risk
management policies and procedures, major operational, technological, and staffing
1ssues need to be addressed before the OTP can become an efficient a market housing
finance msttution

The OTP currently has 12,000 employees working in 1ts headquarters, 22
district offices, 19 county offices and a network of over 400 branch offices throughout
Hungary Of the 400 branch offices, approximately half origmate and service housing
loans There are also two computer centers with about 400 employees

Headquarters 1s responsible for setting policy, providing management support
to the district and county offices, auditing district and county offices, orgamzing
traiming, and acting as the haison with the government The district and county
offices monitor the branches The branch offices have direct contact with the
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customer, providing normal banking functions as well as underwriting and servicing
loans

There appear to be great dispanties among regional and branch offices on
computer equuipment There 1s also a lack of uniforrmty 1n the way business 1s
conducted Underwrnting pohcies and guidehnes are set by headquarters Recently,
branches were given some discretion to disapprove loans There 1s no automation of
the origination process

Mortgage Underwriting and Servicing

Mortgage loan underwrniting 1s somewhat mummal because the type of
mformation needed to evaluate a borrower often 1s not available or 1s not requested
prior to approval The lack of appropriate informmation may lessen the credibility of
data on the portfolio, such as debt-to-income and loan-to-value ratios Because the
foreclosure and eviction process 1 Hungary 1s not effective enough to be a deterrent
to nonpayment, OTP requires guarantors It does not appear, however, that this 1s
requured 1n all cases or that guarantors have ever been used to pay the loan when the
mortgagor was m default

Mortgage loan servicing 1s managed primarily through automatic withdrawals
from checking accounts or automatic payroll deductions Although payments are due
on the first of the month, there 1s no penalty through the last day of the month
Inefficiencies m the OTP’s mortgage servicing system have created a number of
problems Processing of payments 1s a problem, the computer 1s a batch operation
and thus there 1s a serious lag time between payment and branch notification Rate
changes are made before the borrower 1s notified resulting in payment errors Payoffs
are another problem, lack of current information at the branches results in mistakes
and delays 1n releasing liens creates major backlogs

One of the most important loss prevention procedures i1s not adequately
practiced by OTP pursuing dehinquent loans This may be because there 1s very
Iittle the OTP can do to enforce its rights It does send out letters with mncreasingly
threatening statements and charges a 6% penalty fee However, OTP no longer can
automatically use wage garmishment to bring loans current In addition, the most
important "threats" to a borrower to encourage payment - foreclosure and eviction -
simply are not practical solutions

N



ANNEX J

LENDING FOR INFRASTRUCTURE DEVELOPMENT

THE CURRENT SITUATION

In Hungary, as 1n other East European economues, the supply of mfrastructure
has lagged behind economic development According to some experts the value of
deferred mfrastructural investment 1s currently about 900 bilhon HUF The new
government has had to face an economuc recession while undertaking the enormous
problems of the transition During the years since 1989 mfrastructure has received
mncreasmg attention, but development continues to be plagued by the shninking in
real terms of government budgets and household mcomes combined with the
fragmentation and complexaty created by the process of decentrahzation

There 1s a large gap between water supply and sewage service 80 percent of
settlements have water connections and 17 1 percent have a sewerage system, for
households the respective figures are 85 and 42 percent Water supply 1s plentiful,
while sewage treatment plants serve only 45 percent of the sewage discharged by
existing systems

Gas development grew quickly after the 1960s, and the length of the gas
network now reaches 22 thousand km, with 30 percent of the production used by the
households About 42 percent of households have a gas connection, another 46
percent use canned gas In the last few years efforts have been stepped up to
increase gas connections through a special program i which neighborhood
associations formed and users, local, and national government share costs (Simular
associations are used for other utilities as described below )

Of inhabited houses, 99 percent have electrical connections The road system
1s quite underdeveloped with respect to percent paved per area compared to western
countries Although the telephone system 1s notoriously incomplete (12 telephones
per 100 Hunganans) and lines are of poor quality, in the last year significant
mmprovements have been made through increased user charges, foreign investment,
and the use of telephone bonds

The Role of Local Governments

Since the decentralization process begun in 1990 and 1991 with the passage
of the Law on Local Governments and the Law on the Transfer of Property, local
governments have had increasing responsibihity for the management and financing
of infrastructure
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Before 1986 mfrastructure mvestment was undertaken primarily through an
expenditure-controlled system A local government would develop its mvestment
plan, and the central government would finance those investments that 1t approved
In this environment little if any attention was given to cost-recovery from users and
direct beneficiaries After 1986 a revenue-controlled system began to emerge, giving
local governments more autonomy 1n decision-making, but less complete funding for
mvestment projects "Earmarked" and "targeted" subsidies -- which are central
grants mtended to be added to local funds for centrally-priontized mvestment
projects -- date from this peniod In the last year these two subsidies have decreased,
with targeted subsidies already subscribed threefold for 1993 and no money at all
available for earmarked subsidies, so that although projects may be "accepted” they
will not be funded until next year at the earhest

In 1990 there were substantial changes m the financial possibilities of local
governments, chief among which were that the property that was transferred to them
could be sold and they were given the night to levy some local taxes

Local governments are mcreasingly turning to loans to finance capital projects
OTP 1s by far the major lender to mumcipal governments Requests for loans to
finance water and sewage projects came to approximately 720 billion HUF last year
Condrtions for a loan are fairly simple the local government must have an account
with OTP (and 96 percent of them do), and the local assembly must approve the
mvestment and must give OTP the nght to garmish directly from the city’s account
The municipality may have to provide cash flow projections and an mventory of
assets if the loan 1s large, but since the collateral 1s the budget (and especially the
large central transfers), httle emphasis 1s placed on assessing the project being
funded

The mstitutional framework for utihties n Hungary 1s 1n a period of rapid
change In 1990 the ownership of many utiliies was transferred from the central to
the local level, but that process 1s still underway and 1s resulting 1n a number of
different arrangements Many aspects of operation, finance, and regulation have not
yet been worked out Pubhic utihty compames have their own budgets, operate and
mamtain public services Development costs are charged to the mumcipality In the
case of Budapest, costs associated with more than one district (e g mains, treatment
plants) are the responsibihty of the City while districts own the network and other
truly local assets

In addition to local government financmg projects from central subsidies,
loans, or other sources, they charge connection fees and other user charges from the
affected households In some mstances the local government orgamzes the
development, 1n others the households undertake utility connections on their own
or 1n concert with other households
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A few entrepreneunal localities undertake mvestments -- such as mstalling
telephone lines -- 1n order to attract new households and businesses, by taking on
municipal loans up front, and recovering thewr nvestment through partial repayment
from users and through an expansion 1n the tax base

Pricing

According to the 1990 Act on Prices, either the local government or one of the
mumstries has the right to set the highest price for each public utihty In that respect
the law only says that the price must mnclude the expenses of efficitent operation and
the profit requured for efficient operation -- without defiming efficiency or how 1t will
be momtored Prices are mtended only to finance operations and not recovering
capital costs It can be inferred that at the moment the estabhshment of the mghest
price 1s the subject of heavy bargaining between the public utihty company and the
given authority Water tariffs, for example, are now set by the Mmmistry of
Transportation, Communication and Water Management (MTCWM), after recerving
proposals from individual water compamies Water compames base their proposed
tanffs on a formula based on operating costs and no capital costs, although this
January for the first time Budapest proposed a new price which mcluded a small
development charge and the Ministry accepted the proposal ' The local government
role 1n the process 1s to approve the company’s proposal

Connection fees are determuned by the local government according to a cost-
based formula (also set by the Mimistry) that 1s only allowed to cover side pipes,
which can be a problem where existing mains or treatment plants are already at
capacity and funds are not available for capital development Connection fees for
water and sewage usually range from HUF 50,000 to 65,000 per unmit (This mught
be a quarter or less of the cost of the entire network development )

Once price-setting authonty 1s transferred, local governments will be n an
even more difficult position than the mmistnes, since 1t 1s 1n their interest on the one
hand that the pubhc utility service company owned by them should operate properly
at prices which fully cover expenditures, but on the other that local citizens be
protected from drastic price imncreases

In the transitional period there has already been a serious attempt to cut the
subsidies which had been a long standing systematic element 1n centrally planned
economies Cutting the subsidies has meant a severe tariff increase for consumers
In the water sector, state subsidies began to be hfted several years ago, and
consumers went from paying only 10 percent to now paymng the full operating cost

! 1t should be noted that water prices in Budapest nevertheless are the lowest in the nation
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Despite the current squeeze on pocketbooks, there 1s still demand for new
development in many areas Where people have to pay HUF 2000 Ft a month to have
trucks collect from septic tanks, they are probably willing to pay something more
than 400/mo (the usual sewage fee) to gamn access to the sewerage system

In the past, operating fees and connection fees have been sigmficantly lmgher
for industry than households, but this gap 1s now narrowing

Financing Induwndual Utility Connections

With the decline of state-financed construction, self-help housing has become
the chief form of new construction mn Hungary The share of single famly housing
within total construction, for example, mcreased from 64 percent to 78 percent
between 1988 and 1992, while total construction was halved from 51 to 26 thousand
new umts Typically these houses are built on the outskirts of towns on partially
serviced sites Municipal governments sometimes provide assistance through free or
cheap land, mfrastructure prowvision, or subsidized loans  Often, however,
households must pay for therr own connections, sometimes out of the subsidized
loans obtained for constructing their house

Subsidized loans are also available for utihity connections for existing housing--
m 1992 OTP 1ssued 109,483 loans to households for utihty connections, mcluding
the gas program, with an average loan size of HUF 44,000 The subsidies have the
same terms as the general repayment subsidy for housing, that 1s, repayment 1s
reduced by 30 percent for five years, and 15 percent for the next ten years There 1s
a lmat of HUF 50,000 per type of utility, and a total hmit of 200,000 per home When
neighborhood associations are formed to pool efforts to financing utihity extensions,
a 70 percent mterest rate subsidy 1s made available by the central government

In the past a considerable portion of the cost of pubhic utility development (for
the local networks) was passed on to the population by the local councils through
these associations, particularly waterworks associations estabhshed 1n certain areas,
through which the majonty of the funds required for new development were obtained,
as that was often the only way for a given region to get access at least 1n part to
utility services, citizens had to jom such associations and mvest the requred
amounts To shightly mitigate the expense, for a few years following the introduction
of the personal income tax, 1t was possible to deduct from the tax base the amounts
paid mto such associations and used for the development of pubhic utilities, but that
opportumity has ceased by now

o
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HOUSING GUARANTY PROGRAM LENDING FOR INFRASTRUCTURE

HG funds would be made available to participating financial institutions for on-
lending to either local governments for infrastructure provision related to housing or
to households or developers for utility connections

Complementary techmecal assistance provided by USAID under a separate effort
and by other donors 1s expected to be underway to also prowvide adwvice to local
governments on mfrastructure finance



ANNEX K
FINANCING STRUCTURE FOR THE AID HUNGARY
HOUSING GUARANTY PROGRAM

INTRODUCTION

The goverming considerations for the financmg structure to be used mn the
Hungary Housing Guaranty program (HG) are that 1t be financially feasible for the
Government of Hungary (GOH), that 1t provide sufficient financial incentives to the
National Savings and Commercial Bank (OTP) and other participating financial
mstitutions to mduce them to participate in the program, that it comply with all
accounting, legal and regulatory requirements and that it support the overall
objective of furthering the transformation of the Hunganan financial system The
following discussion presents the general framework for onlending of HG resources
However, the specific onlending terms and conditions for the different types of
Ehgible Expenditures may vary

INSTITUTIONAL RELATIONSHIPS
The Ministry of Finance (MOF)

The Mimustry of Finance will be the borrower under the Hungary HG-001 and
will onlend the Hunganan forint equvalent to Participating Institutions to fund
Ehgible Expenditures The MOF will have the responsibihty for program
mmplementation and accountability for HG resources

The National Bank of Hungary (MNB)

The MNB will serve as the agent of the MOF mn onlending HG financial
resources to participating mstitutions and will perform the admmmstrative and
reporting functions on behalf of the MOF The specific functions and responsibihties
of the MNB and the relatonship between the MNB, the MOF, the Participating
Institutions and AID will be subject to agreement between AID, the GOH and MNB

Participating Institutions (PD)

Participating mstitutions include all financial institutions hcensed to conduct
financial institution activities or bank representation activittes wiathin the terntory of
the Republic of Hungary In order to be ehgible to participate m the program, an
mstitution must meet certain criteria and must demonstrate the financial and
managernal capacity to onlend under the HG financing critenia or fulfill the
requirements for other HG financed activities
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ONLENDING ARRANGEMENTS

The MOF will enter mto an agreement with a PI to advance funds in an
amount not to exceed the total amount of loans extended by the PI for Ehgible
Expenditures under the HG program This agreement would commuit the MOF to
fund a stated amount of Eligible Expenditures based on loan commitments or loans
actually granted by the PI or a projected semmannual or annual budget of Eligible
Expenditures A "forward" funding commutment based on projected Elgible
Expenditures would have less admimstrative burden and expense and would assure
the PI that funds would be available when needed If the forward commutment
structure 1s adopted, a decision must be made whether the MOF should charge a
commutment fee If no commutment fee 1s charged, a single PI could tie up all the
program loan funds available for that year But if a commitment fee 1s charged, the
"all-n" cost of the financing would be ligher, reducing the PI's profitabihty and the
affordability of the mortgage loans bemng funded

Another alternative is for the MOF to grant a separate onlending credit directly
to the OTP, the PI which 1s expected to be the principal borrower of HG onlending
resources, for some portion of total HG funds available The OTP would become the
implementing agency for that portion of the HG loan and would execute an
1mplementation agreement with AID The remaining resources would be reserved for
a specified period of time for other Pls and would be distributed through the window
at the MNB If the resources set aside for other PIs are not fully utihized, OTP would
be given access to these funds under the standard terms and conditions established
for all Pls

Reasonable arguments can be made for establishing a separate credit facility
for the OTP It 1s very likely that OTP wall be the only PI offering DPM loans Other
PIs probably will use the funds for shorter term housing loans, such as home
improvement, repair and modermization loans, construction loans to prnivate
developers with "take out" financing provided by the OTP or loans to local
governments Because of the mterest capitahzation which 1s a central feature of the
DPM, a loan or mnvestment used to fund a DPM portfolio may need to be structured
on a different basis than loans or investments for other purposes In addition, there
may be few PIs during the imtial years of the HG program and having the MNB as an
mtermediary between OTP and the MOF only adds an additional layer of
adminmistrative cost

OPTIONS FOR STRUCTURING AN ONLENDING FACILITY

The final onlending arrangements will be subject to agreement among AID, the
MOF, the MNB and the PIs Agreement also will have to be reached on the onlending

W
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structure to be used Two options for the structure of the onlending facihity are under
consideration the standard onlending structure m which HG resources fund a loan
from the MOF to a PI and an onlending structure which utilizes HG resources to fund
the MOF’s investment 1in subordinated debt 1ssued by a PI

Structuring the Onlending as a Loan

The Ministry of Finance (MOF) will enter mto loan agreements with ehgible Pls
to extend onlending credits directly or through an onlending "window" at the MNB,
acting on behalf of the MOF The proceeds of these credits will be used to fund loans
for housing construction and purchase and other Ehgible Expenditures Thas 1s the
standard structure used 1n other onlending programs Hungarian banks are fanmhar
with this type of arrangement because of their participation m onlending programs
funded by the World Bank, the EBRD and other donors

The loan would be a general obhgation of the PI which 1s not tied to the
underlying loans financed by the PI In other words, the loan would be an unsecured
credit to the PI and the PI would be obhgated to repay MOF from resources other
than the underlying housing loans The MOF, 1n turn, would have a general hen
agaimnst all the assets of the bank

Issues Involved in Structuring the Onlending as a Loan

Cash Flow Mismatch. Since 1t 1s anticipated that a large share of HG resources
will flow to the OTP which, 1mn turn, will use these funds along with 1its own resources
to ongmate DPM loans, the 1ssue of matching the repayment terms of the onlending
with those of the DPM 1s critical For other Pls, the cash flow problem may not be as
serious, since these mstitutions probably will use onlending resources for housing
loans which generate the customary periodic payments of interest and principal

The problem for the OTP 1s that the DPM structure 1itself may cause a cash
shortfall between payments on the DPM and the interest payable on OTP's deposits
Repayment of the onlending from the MOF will intensify this problem Therefore, the
repayment terms of the loan from the MOF should match those of the underlying
DPM portfohio

Structuring the onlending to match the cash flows from the DPM raises an
1ssue for the MOF since the payment stream on a DPM type of structure also would
not match the debt service obhgation of the MOF on the HG loan While there 1s no
linkage between the HG loan and the loans funded with HG resources, the MOF may
be looking to payments from the onlending to PIs to meet the GOH s obligations on
the HG borrowing This should be determuned before the final financial structure of
the program 1s designed
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Liquudity and Capital Adequacy Requirements

Currently Hungarnan banks have ample hqudity to fund ther lending
activities, although most of these funds are very short term The Banking Act imposes
strict hquudity, or "matched book" requirements on the banks which preclude most
mstitutions from extending long term credit A long term HG-funded loan would
provide the funds needed to permut the banks to offer housing loans However, while
a long term loan may resolve hquudity requurement issues, 1t does not address the
1ssue of capital adequacy

A loan financing may require the PI to have additional capital sufficient to
support the loans funded with HG resources Under current State Banking
Supervision (SBS) nisk-based capital regulations, mortgage loans have a 50 percent
nisk weighing, provided that the external auditor of the PI determunes that the
property securing the loan 1s marketable Therefore, for every $100 00 of mortgage
loans made under the HG program, a PI will need $4 00 of capital The capital
adequacy of a number of Hunganan banks 1s stramned today because of the
mmplementation of strict banking regulations n 1992 For some banks, this may be
only a temporary problem However, the HG project will be introduced during a time
when many banks are undercapitalized and may not be able support new growth 1n
assets

The additional capital needed to support housing loans made under the HG
program may be reduced 1if the proposed mortgage guaranty or insurance facility 1s
established Under current SBS regulations, recewvables guaranteed by the GOH
carry a O percent rnisk weighting and recewvables guaranteed by Hungarian financial
mstitutions carry a 20 percent risk weighting in the computation of a bank’s nisk-
weighted assets If the mortgage guaranty or msurance meets SBS critena, a PI may
be able to reclassify the portion of the mortgage loans guarantied by the GOH or
msured by a government sponsored or owned mortgage msurance facility to a lower
nisk-weight category, reducing the amount of capital required to support a mortgage
loan portfoho However, 1t 1s unlikely that a mortgage guarantee or mortgage
msurance will be available until the second year of the project Furthermore, based
on a previous letter ruling of the SBS regarding the state guaranty of "old loans" at
the OTP, mortgage lenders may not be granted any waiver on state guarantied or
msured loans from either the capital adequacy or the loan loss prowvisioning
requirements under the Banking Law and State Banlkang Supervision directives

Structuring the Onlending as Subordinated Debt
Given the need for additional capital at the OTP and other prospective Pls, an

onlending structure 1n which the onlending 1s mcluded 1 regulatory capital may be
very attractive In essence, the onlending will provide the capital as well as the long
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term funding to support Ehgible Expenditures made under the HG program
Prehmimnary discussions of this concept with OTP, MOF and State Banking
Supervision officials indicate that onlending as subordinated debt would be the
preferred financing structure

As m the Umted States and the EC, Hungarian banking law permuts certain
long term debt mstruments to be included as secondary capital to meet the nsk-
based capital requirements Appendix No 2 to Act No LXIX of 1991 states that
subordinated debt may be counted as "additional elements of capital” if the debt has
a maturity greater than 5 years and occupies "the last place mn the prionty hst of
repayments before the repayment of the shareholders of the financial nstitution 1in
the event of hquudation "

Hunganan banks currently are issuing subordmated debt to shore up thewr
capital positions The maturity of these mstruments usually 1s not more than 7
years Therefore, the mstruments can be counted as additional capital for only 2
years In contrast, onlending under the HG program will enable the PI to borrow for
25 to 30 years and mclude the borrowing as additional capital for 20 to 25 years An
example will illustrate the benefits to the PI of a financing structured as subordmnated
debt If HUF 100 mulhon 1s onlent to a PI as 25 year subordinated debt, the PI could
count the HUF 100 mullion as additional capital elements towards its adjusted capital
for 20 years In the last five years the subordinated loan would become a habihty of
the PI The PI's adjusted capital will be mcreased by HUF 100 mulhon which,
assuming a 50 percent risk-weight for mortgages, can support HUF 2 5 billion 1n
mortgage loans

Issues Involved in Structuring the Onlending as Subordinated Debt

Cash Flow Mismatch. Even if the onlending 1s structured as subordinated
debt, the cash flow 1ssues discussed above remain If a large share of HG resources
are used to origmate DPM loans, the cash flow generated by the DPMs may not be
sufficient to meet the interest and principal payments required on the subordinated
debt unless the subordinated debt 1s structured so that the repayment terms match
those of the DPMs being financed In addition, the PI may have to set up a smking
fund to provide some assurance that the subordinated debt can be repaid when 1t
matures

Greater Risk Due to Subordination. By defimtion and regulation, the clains of
subordinated creditors must be inferior to the clauns of all other creditors Therefore,
subordmated debt creates greater credit risk for the MOF than a senior loan The
mstitutions most hkely to participate in the HG program are not in strong financial
condition If a participating mstitution 1s hquudated, the subordimnated debt probably
will not be repaid There may be less risk with state-owned mstitutions such as the

Ny
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OTP, but as the banking sector 1s privatized, the default nsk will ncrease The only
solution to this problem i1s credit enhancement by a thurd party This 1ssue should
be explored with the MOF before any decision 1s made about the use of subordinated
debt as a financing mstrument for the HG program

ONLENDING RATE AND PI PROFITABILITY

The onlending rate for both the loan and subordinated debt structures could
be fixed or floating Currently mterest rates in Hungary are high compared with EC
countries It may be assumed that as economc transformation progresses, imnflation
18 brought under control and the Hunganan forint becomes a convertible currency,
mterest rates mm Hungary will move towards mterest rates on the mternational
markets Therefore, 1t may be more appropnate for the onlendmg rate to be a floating
rate rather than a fixed rate

If a floating rate 1s used, the next 1ssue which must be resolved 1s the selection
of the most appropnate interest rate index. The onlending rate used for World Bank
onlending programs 1s the MNB base rate The base rate 1s an admimstered rate set
by the MNB to umplement monetary pohcy which frequently lags movements in
market interest rates In early May, 1993, the base rate was lowered from 20 percent
to 19 percent, following the downward trend i interest rates on bank deposits
Recently a World Bank onlending program to entrepreneurs has been crniticized
because most new businesses cannot cover the debt service on loans at an mterest
rate of 30 percent or more

At current mortgage mterest rates, an onlending rate of 19 percent may be too
high to provide PIs with a sufficient net mterest margin to make the financing
attractive, especially given the high admmmistrative and overhead costs in the OTP and
many other financial institutions The base rate today 1s ligher than the weighted
average cost of funds for the OTP and other prospective PIs For example, the OTP
has projected its weighted average cost of funds for the fourth quarter of 1993,
mcluding deposits and bonds, at 12 7 percent OTP preferred shares 1ssued for
compensation vouchers currently have an effective dividend yield of 18 75% In other
words, 1f the PI borrows HG resources to fund any sigmificant portion of its mortgage
loan portfoho, the ligh cost of this financmg may reduce the Pls profitabihity

The mterest rate charged for onlending of HG resources could be Iinked to a
market mterest rate rather than the base rate Two 1nterest rate mndices widely used
m debt financings worldwide are the government bond rate and the interbank
borrowing rate Both rates are quoted in the Hunganan press and in MNB
publications Smnce 1t 1s anticipated that the contract rate on the DPM will be
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adjusted annually or semuannually, the onlending rate could be adjusted
simultaneously based on the one year or six month Treasury bond rate or the 3
month to one year interbank borrowing rate As of December, 1992, the y1eld on 360
day and 180 GOH treasury bills was 18 and 17 percent respectively In January,
1993, the 3 month to one year interbank borrowing rate ranged from a low of 16
percent to a high of 28 percent, with the average at 18 5 percent

RECOMMENDATIONS

Based on the foregoing considerations, it 1s recommended that the financing
structure for the Hungary HG-001 be as follows

1 The loans to participating institutions should be offered as either semor
or subordmated credits Subordimmated credits should meet all statutory
and regulatory criteria for mclusion as "additional items of capital" as
that term 1s defined 1n the Financial Institutions Act If the onlending
to participating mmstitutions is subordmated, a subordination agreement
should be executed between the participating institution and the MOF

2 For participating mstitutions where the primary Ehgible Expenditure 1s
deferred payment mortgages, the repayment terms of the onlending
should match those of the underlying DPM portfoho

3 The onlending nterest rate should be hinked to a suitable market
interest rate

4 Consideration should be given to setting up a separate credit facility for
the OTP with the OTP as mmplementing agent
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POTENTIAL RISKS AND ISSUES

The recommended Housmng Guaranty Program i1s dependent upon certain
actions to be taken by the Government of Hungary If these actions are not taken,
then the Program can not proceed as anticipated There are also market changes and
realities that could impact Program success The most critical concerns are

Improvements 1 the foreclosure and eviction process The Government
plans to mtroduce an improvement 1n this process but 1t does not have
control over 1ts passage The Government recogmzes that even if this
proposal passes, 1t needs to eventually take more steps that create an
efficient process and 1t also can not ensure at this time what this will
look like and whether it will pass

Movement towards a more efficient subsidy system These changes are
also dependent upon future pohtical uncertainties Although the
Government can commut to working in thus direction, 1t can not ensure
results

Implementation of a mortgage imnsurance program This program may
require legislative approval which can not be guaranteed by the
Government It will also have serious start-up costs and potential
budgetary impact 1 the future f prermums are not correctly assessed

Unwillingness of other lenders to participate in the program There are
reasons other than those addressed in the Housmg Guaranty Program
that deter lenders from entering the housing finance area, such as start-
up costs and other more profitable demands on resources In addition,
those lenders interested i the program may not be credit-worthy

Lack of mvestors mn long-term financing mstruments  Although
msurance companies are growing, there 1s no guaranty that they will be
mterested 1in these mvestments In addition, the type of investment
dictated by the cash flow of the DPM may not be attractive to the long-
term mvestor If funds mobihzation s cnitical then the lack of mvestors
1S a serious potential risk

Accounting, capital and other regulatory issues relating to the DPM
Loans with capitahzed interest have accounting and capital reserve
mmplications that could discourage their use In regard to taxes, the
capitahized mterest 1s considered to be current income and thus
recognizes current payment of taxes on accrued profits Also, if a hquud
secondary market does not arise, bank management and regulators may
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have concerns about funding long-term mortgages such as DPMs on a
funding base of deposits

. Worsenung economic conditions A continumng decline m real wages
would mean that payment burdens on borrowers could rise over time,
mcreasmg the hkehhood of default Higher unemployment will put
pressure on the Government not to unprove eviction procedures



