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DRAFT PROGRAM DESCRIPTION PAPER 

1 INTRODUCTION 

ThIS report proVides a summary of the proposed Hungary HG-OOI and ItS 
expected accomplIshments over the fIve year LIfe of the Project ("WP") It presents an 
oveIVlew of the econoIDlc, finanCIal. market and SOCIal condItions m Hungary WithIn 
whIch the housmg finance sector functions. the pnnclpal constramts whIch lIDpede 
the transformatIon of the housmg fmance sector to a more market-onented system, 
and the polIcy, Institutional, legal, finanCIng and operational reforms wlnch should 
be Instituted to overcome these constraInts The Project Includes both program and 
polIcy components whose Implementation will faCIlItate the rationalIzation of the 
Hunganan hOUSIng finance system 

ThIs report also proposes a prebIDInary Project Implementation plan and the 
expected accomplIshments of the Project More definItive Annual Work Plans to be 
prepared With the MImstry of FInance WIll prOVide detaIled objectIves and 
ImplementatIon strategIes for each year of the Project 

It IS antiCIpated that the Hungary HG-OO 1 WIll make avaIlable up to uS$ _ 
IDllhon m Housmg Guaranty Resources to the Mlllistry of Fmance ("MOF") whIch Will 
be utIlIzed to Implement polIcy reforms and programs deSIgned to lIDprove the 
effICIency and effectiveness of the Hunganan housing finance system HG resources 
will be used to support polIcy reforms, mcludlng the reduction In mortgage SubSIdIes 
(facilitated by the Introduction of a new mortgage Instrument), the reduction and 
better management of credIt nsk, and the development of access to long-term 
Investor resources 

Program lendmg WIll mclude fundIng for loans for the construction of or 
purchase of housmg unItS, for housmg rehabIlItation and moderruzatIon, for 
constructIon financmg, or for housmg related Infrastructure The Program will be 
supported by techmcal aSSIstance (1) to the government to deSIgn and lIDplement 
effective fmancmg structures for the housmg sector and to evaluate approaches to 
targeting and reducmg SubSIdIes and (2) to finanCIal mstItutIons to aSSIst m the 
Implementation of the new mortgage mstrument and m the development of more 
effective loan underwntIng and seIVlcing systems and procedures to control and 
manage nsk 

2 PROGRAM OBJECTIVES 

The pnncIpal objectIve of Hungary HG-OOIIS to support a substantIal ongOIng 
US effort to aSSIst the Government of Hungary (" GOH") m IdentIfyIng and 



Hungary HG-OO 1 
Housmg FInance Restructuring Program. 
Program Descnptlon Paper Page 2 

Implementing reforms m housmg finance pohcles and programs whIch Will lay the 
foundatIon for a stronger, more effiCIent, and more market-based housmg finance 
system The restructurmg of the housmg finance system will also Include the greater 
IntegratIon of housmg fmance mto the capItal markets so that a broad range of 
fmanclal mstItutIons and mstItutIonal mvestors can partICIpate m the prOVISIon of 
hOUSIng credIt, thus deepernng the Hunganan finanCIal system Benefits to the 
household sector mclude an mcrease m the affordabIhty of housmg, greater ease of 
mobIlIty over a hfetIme, and Increased competItIon among prOVIders of new housmg 

The pohcy objectIves of the Project are to support GOH efforts to reduce and 
ratIonahze hOUSIng finance SubSIdIes, to remove or mItIgate legal and regulatory 
ImpedIments to the development of a more responSIve and competItIve housmg 
fmance system, and to Integrate housmg finance mto the finanCIal and capItal 
markets To achIeve these goals, the program sets out a phased, Interrelated process 
of reforms m each aspect of the housmg fmance sector, mcludmg loan repayment 
structure, subSIdy prOVISIon, credIt nsk management, hqUIdity nsk management, 
competItIon In ongmatIon and serVIcmg, and expanSIOn of the fundmg base 

3 SECTORAL CONTEXT AND CONSTRAINTS 

3 1 Sectoral Context 

3 liThe EconoIll1c and FInanCIal EnVIronment in 1993 

Hungary IS one of the most developed econOmIes In Central and Eastern 
Europe (CEE) , With an estImated per capIta GDP of $3,300 m 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 pnvate finanCIal sector 

EconOmIC reform has a longer hIStOry m Hungary than mother CEE countnes 
Begmnmg With the New EconOmIC MechanIsm m 1968, a number of substantIal 
reform measures have been mtroduced over the last 25 years whIch have resulted In 
sIgrnficant progress towards the tranSItIon to a market system In 1992, the pnvate 
sector accounted for 44 percent ofGDP, compared With 31 percent m 1988 and the 
pnvate sector contnbutIon to GDP IS expected to mcrease to about 50 percent In 
1993 

HG Program DeSCrIption 
September 15 1993 
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The econonnc transformatIon process In Hungary has not been WithOut some 
dislocauons Over the last three years, the Hunganan economy has suffered from a 
dechne In total output, nsmg unemployment, hIgh mflatlOn, and a large budget 
deficIt The econonnc dIfficulties m Hungary have been Intensrlied by the collapse of 
the East European markets From 1990 to 1992 real GDP dechned by an esumated 
17 percent Recent trends mdicate a moderate resumpuon of econonnc growth After 
dechnes of 11 9 percent In 1991 and 5 percent m 1992, the real GDP IS expected to 
grow by 0 to 3 percent m 1993 

The receSSlOn and the restructunng of state-owned enterpnses have led to hlgh 
unemployment Unemployment grew by 63 percent m 1992 and at year end reached 
12 3 percent of the total labor force However, the trend dunng the year showed a 
slowdown m the rate of mcrease m unemployment Dunng 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 mcrease m unemployment was 2 5 percent and for the fIrst 
month of 1993, 1 percent 

As m other Eastern European countnes, mflauon has remamed persIstently 
hIgh throughout the recent receSSlOn and has had a severe negauve lIDpact on the 
Hunganan economy Inflauon, as measured by the consumer pnce mdex, rose from 
17 percent m 1989 to 28 9 percent m 1990 and peaked at 35 percent m 1991 The 
nse In the consumer pnce level was slower m 1992, but was stlll a hIgh 23 percent 
Inflauon dunng the first quarter of 1993 remamed m the 20 to 25 percent range due 
to the mtroducuon of the value added tax, exCIse mcreases, the hberahzauon of 
admmistered uuhty pnces and Increases In market pnces The rate of mflauon IS 
expected to decelerate over the balance of 1993 The Nauonal Bank of Hungary, the 
Magyar N ernzeu Bank, (MNB) projects a 12 to 15 percent nse In consumer pnces and 
a 9 to 11 percent nse m producer pnces for the year Some pnvate econonnsts are 
not as opbmlsuc about the outlook for mflauon and have forecasted an mcrease m 
consumer pnces of 20 percent or more for 1993 

The budget defiCIt m 1992 reached HUF 197 1 bIllion, 28 Urnes the projected 
HUF 69 8 b:tlhon defiCIt The poor performance of the Hunganan economy m 1992, 
a large number of bankruptCIes, and tax aVOIdance by new pnvate companIes are 
cIted by the MNB as the pnncipal factors whlch contnbuted to the large and 
unanucipated Increase In the defiCIt Progress has been made towards reducmg GOH 
subsH:b.es and ratIonahzmg the tax system SubSIdIes to busmess actIVitIes and 
consumers were reduced to 5 percent of GDP m 1992 from 28 percent of GDP m 
1986 and the former system of selectIve taxes has been largely replaced by a system 

HG Program Descnptwn 
September 15 1993 
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of value-added and personal and corporate mcome taxes The effects of these fiscal 
reforms should begm to be felt m 1993 

Fmancing the current budget defiCIt has had a SIgnIficant Impact on the 
Hunganan finanCIal markets Accordmg to prehmmary data, domestIc government 
debt totalled HUF 2 2 tn11Ion as of the end of 1992 Of thIS total approxunately 74 
percent was held by the MNB, WIth most of the balance held by finanCIal msbtubons 
The GOR's mcreasmg acbvlty as a borrower IS expected to have a poslbve Impact on 
the overall development of the Hunganan money and capItal markets as a system of 
PrImary government secuntIes dealers and an acbve secondary market evolve 
However, a large volume of nsk free. relatIvely hIgh YieldIng GOH secuntIes may 
"crowd out" pnvate Investment 

As a result of mflabon and the large budget defiCIt, nommalinterest rates m 
Hungary have been hIgh, although at Urnes mflabon has exceeded market mterest 
rates, resultIng In negabve real returns Dunng 1992, domesbc mterest rates on 
bank loans and depOSIts fell and that trend has contInued dunng 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 288 percent at the end of 1992 and the average 
mterest 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 slffillar declIne, With the 
average rate paId on 1 to 30 day depOSIts fallIng from 25 1 percent to 129 percent 
and the rates on 31 day to one year and over one year depOSIts declInmg by 13 7 
percent and 13 5 percent respectIvely 

Interest rates declIned further dunng the first four months of 1993 Dunng 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 declmed 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 Interest 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 declme m depOSIt mterest rates m 1992, despIte contInued hIgh InflatIon 
has been attributed to large mcreases m net household saVings The gross savmgs 
of households mcreased by 32 percent m 1992 and household savmgs held at 
Hunganan fmancial msbtubons grew by 35 3 percent Moreover, the outstandIng 
debt of households, mcludmg mterest debIted at the end of the year, mcreased by 
only 3 7 percent over the year As a result of the large Increase m household savmgs 
and the slow growth m outstandmg debt, the net savmgs posibon of households 

HG Program Descnptwn 
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mcreased by 42 7 percent m 1992 ThIS IS generally mterpreted as reflectIng the 
adjustment of households to establIsh personal finanCIal resources m order to deal 
WIth the uncertaIntIes of a market economy 

Interest rates on term depOSIts at Hunganan banks are expected to range from 
15 to 20 percent m 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 YIeld on theIr earnmg assets has been a subject of concern 
and cntIcism The WIde mterest spread can be attnbuted to several factors 
IneffiCIent operatIons and hIgh admmistratIve costs (compounded by a lack of 
competItIon), the need for a hIgher spread on earnmg assets to offset the expense of 
proVIsIOnmg for non-performmg assets and the presence of requIrements for holdIng 
hIgh reserves In low-YIeldIng government debt 

3 1 2 The Hunganan FinancIal Sector 

Smce the early 1980s, Hungary has recognIZed that reform of the finanCIal 
sector IS essentIal to accomplIshment of the country's overall econOmIC stabIlIZatIOn 
and restructunng program Fmanclal sector reform has focused on ImtIatIves to 
Increase the use and effectIveness of mdIrect monetary polIcy tools to Implement 
monetary pohcy and to Improve the mobIlIZatIon of fmanclal resources to facilItate 
econOmIC growth Over the last five years, the Hunganan government has 
Implemented a number of finanCIal sector reforms to achIeve these objectIves The 
two pnnclpal reforms have been 

A The creatIon of the first two-tIer bankrng system In the CEE m 1987 m 
whIch the commerCIal bankrng actIVItIes of the NatIonal Bank of Hungary 
("MNB") were separated from ItS central bankrng functIon and the 
estabhshment of pnvately owned Jomt stock company banks was authOrIZed, 
and, 

B The enactment of the NatIonal Bank, Bankrng, AccountIng and 
Bankruptcy Acts m 1991 WhICh establIshed a comprehensIve legIslatIve 
framework for bankmg and finanCIal mtermedIatIon 

Other sIgmficant reforms mclude the authOrIZatIon of the Issuance and tradIng 
of shares and the re-openmg of the Budapest Stock Exchange, the removal of mterest 
rate controls, the authOrIZatIon of market finanCIal mstruments, the ehmInatIon of 
many restnctIons on bank actIVItIes, products and servIces and the passage of the 
Insurance Act authorIZmg the establIshment of pnvate msurance companIes As a 

HG Program Descnptwn 
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result of these reforms, Hungary has a more well-developed system of financIal 
InstItutIons than IS found m most other CEE countnes, mcludmg domestIc and 
foreIgn commerCIal banks, secuntIes brokerage and Investment banking firms, 
savmgs cooperatIves, and msurance compames 

As of the end of 1992, the Hunganan finanCIal sector consIsted of 29 
commerCIal banks and 5 speCialIzed fmancial mstItutIons, excludmg mstItutIons In 
hqUIdatIon or receiverslnp, 258 savmgs cooperatIves, 13 Insurance compames, and 
25 secuntIes brokerage flrIlls DespIte the comparatively large number of finanCIal 
servIces flrIllS In operatIon m Hungary, there IS a hIgh degree of concentration m the 
sector The four largest Hunganan banks hold two-thrrds of all domestIc bank assets 
and the two largest msurance compames account for 62 percent of the net mcome 
of the msurance Industry Cross-shareholdmgs among finanCIal sector firms mcrease 
concentratIon In the finanCial sector even further 

DespIte the progress whIch has been made towards the development of an 
effiCIent and competItIve finanCIal sector m Hungary, a number of areas remam 
whIch WIll requrre further reform and ratIonalIzation The GOH contInues to hold 
large ownerslnp pOSItIons m the largest domestic finanCIal firms As of the end of 
1991, the state drrectly or mdrrectly, through state-owned enterpnses and JOInt stock 
compames, owned 68 percent of the share capItal of all domestIc commerCIal banks 
and speCIalIzed finanCIal InstItutIons ApprOXImately 17 percent oftotal share capItal 
was owned by pnvate mvestors and 15 percent by foreIgn mvestors As part of ItS 
overall pnvatIzatIon program, the GOH WIll phase out ItS ownershIp of finanCIal 
InstItutIons The Bankmg Act of 1991 establIshed a tImetable for bank pnvatIzatIon 
whIch WIll restnct state ownershlp of fmancial InstItutIons to 25 percent of share 
capItal by January 1, 1997 In the Insurance mdustry, the state owns 35 percent of 
the shares of Hungana Insurance Co , Ltd , the largest msurance company m 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-performmg loans In theIr portfohos, many of whIch are credIts to 
monbund state-owned enterpnses WhICh were mhented when the commerCIal banks 
were establIshed m 1987 The ImpOSItIon of strmgent regulatory requrrements m 
1992 forced banks to establIsh large prOVISIOns for non-performmg assets whlch 
drastically reduced therr profitabIlIty for the year ProfitabIlIty, asset qUalIty and 
capItal adequacy WIll remam concerns untIl the Hunganan economy Improves 

Another shortcommg of the Hunganan finanCIal system IS the lack of truly 
long-term funds In fact, bond Issuance WIth a term of over three years are 
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consIdered to be "long-term" and no Issuance has been for more than seven years 
ThIS IS partly because of the great uncertaInty about future mflatIOn, but also reflects 
the lack of Investors for whom short-termhquIdrty IS not a paramount concern Such 
Investors are begmmng to emerge, especIally m the Insurance bUSIness and the 
pnvate pensIOn funds whIch will replace government penSIOns as more firms are 
pnvatIzed These mstItutIonal mvestors Will seek longer-term, hIgh qUalIty 
mvestments whIch Will earn hIgher Yields than those offered on government bonds 
The development of thIS InstItutIonal mvestor market should result m a stable flow 
of funds mto the capItal markets and create the potentIal for the mobilizatIon of 
longer term fmancial resources for housmg finance 

3 1 3 The Housmg Sector in General 

Hungary IS a country of homeowners, With less than 20% of the housmg umts 
In 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 housmg and by exIstIng households to geographIc mobIlIty or to 
raIsmg or lowenng housmg qUalIty depends on the effectIveness of the market m 
owner-occupIed hOUSIng Because government productIon of rental housmg has 
come to standstIll and productIon for sale has also sharply declmed smce 1990, a 
reVIval of hOUSIng productIon also hmges on effectIve demand for owner-occupIed 
hOUSIng 

ConstructIon of new homes has fallen sharply smce 1989, acceleratIng from 
a downward trend SInce 1980 In 1992, 25,800 homes were completed, as opposed 
to 51,500 In 1989 The SItuatIon reflects the recent dechnes m real mcomes, nSIng 
uncertaInty of Income and employment, and the nse m mterest rates (even net of 
subsIdy), as well as a steady declme m the real value of hOUSIng SubSIdIes 
Fortunately, the actual housmg consumptIon SItuatIon IS not that of severe phYSICal 
shortage, as It IS In most other Eastern European countnes Market processes need 
to be substantIally Improved, however, mcludmg the development of pnvate 
reSIdentIal development firms 

Pnmary responsIbility for GOH housmg pohcy and programs at the natIonal 
level IS shared by the MJ.mstIy of SOCIal Welfare and the MlniStIy of FInance, With 
part:IcipatIon m some cases by the Mlnistnes of the Intenor, the EnVIronment, and 
IndustIy and Trade The government has taken a number of steps to reform the 
hOUSIng finance sector, mcludmg reducmg SubSIdIes on new loans, raIsmg mterest 
rates on older, deeply subSIdIzed loans, and actIng to strengthen the bankmg sector 
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and the finanCIal sector m general However, actIon on the part of Parhament on a 
number of key measures has been slow to come, partlcularly With respect to fostenng 
a pnvate rental market 

Some steps have also been taken by local governments, whlch now possess the 
remammg government-owned rental unIts The expectatIon IS that most of the 
remammg government-owned bmldmgs WIll be pnvatIzed, because of the pohtIcal 
pressure from the current tenants and because there has not been the pohtIcal 
ability to raIse rents to at least cover the full costs of mamtenance TIns WIll leave 
Hungary With nearly no rental market and also rruse Issues With respect to the 
capaCIty of many new owners to afford the renovatIon of older, poorly mamtamed 
umts 

3 1 4 Housing Mfordablhty 

Low nommal household mcomes and dechnmg real wages In Hungary, 
combmed With mortgage mterest rates of 25 to 32 percent severely hmIt hOUSIng 
affordabIhty for the maJonty of Hunganan households, even With large government 
SubSIdIes The average monthly wage m Hungary as of February, 1993, was HUF 
19,000, or apprmamately US$ 218 at current exchange rates Even once all sources 
of Income m a household are accounted for, medIan monthly urban household 
mcome (from a survey conducted as part of a USAID techmcal aSSIstance proJect) was 
only about HUF 23,000 In 1992, or approxunately US$ 291 Unfortunately, for a 
number of reasons, house pnces are relatively hIgh, for example, reSIdentIal space 
m Budapest costs about US$ 50 to 60 per square foot or more Even a 600 square 
foot flat In Budapest at 2 6 ffillllOn fonnts costs about SlX to seven tImes the annual 
household mcome, thIS ratIo IS lower, but stIll very hIgh, outSIde of Budapest See 
Annex C for more detruls 

To help deal With thIS SItuatIon, the Hunganan government has long prOVIded 
a speCIal one-tlme grant to faffilhes makmg theIr first purchase ThIS grant, set at 
HUF 400,000 m 1989 for a famIly With two chlldren, has dechned m real value by 
nearly 50 percent smce then In addItIon, the government has heaVIly SubSIdIZed the 
cost of a lImIted amount of mortgage borrOWing UntIl 1989, the borrowmg rate was 
SImply fixed at 3 percent Smce 1989, the contract rate on the loan has followed the 
market rates of interest (as hIgh as 32 percent In 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 maxunum 33 percent (SubSIdIZed 
repayment) for the payment-to-mcome ratIo, most home purchasers must come up 
With personal resources for half or more of the cost of the house 
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OTP dOIIl1nates the housmg finance market m Hungary OTP ongmates over 
90 percent of all housIng loans In the country The only other housIng lenders are the 
257 savrngs cooperatives, which have very Imnted housmg finance actIVIty 
concentrated pnmanly In the markets outsIde Budapest There are few prospects for 
entry mto the housIng finance market eIther among the commercial banks created 
from the Hunganan NatIonal Bank ("MNB") m 1987, the mtematIonaljomt venture 
banks or the Hunganan banks wlnch have been estabhshed smce the hberabzatIon 
of the banklng laws Other pnvate financIal InstItutIons tradItIonally mvolved In 
hOUSIng finance, hke msurance compames and penSIOn funds, are stIll m therr 
Infancy and are unhkely to play any role In the housmg finance market for some tIme 
to come The reahty of the Hunganan housmg finance market today and for the next 
few years IS that the OTP IS the Hunganan hOUSIng finance market and that efforts 
to hberahze and ratIonahze thIS sector must focus mitIally on OTP (See Annex I on 
the housmg finance actIVitIes of OTP ) 

3 1 6 Housmg Finance Pohcy 

In the housmg finance sector, perhaps more than other sectors of the finanCIal 
market, the GOH has had to balance the need for market reform With SOCIal 
concerns, partIcularly WIthm the context of the recent econOIIl1C slowdown, an 
mcreasmg budget defiCIt, nsing unemployment, dec1mmg real wages and lngh 
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 housmg 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 dechne m new 
constructIon), the burden of hOUSIng SubSIdIes for mortgage borrOWing m the state 
budget has dechned from over 5 0 percent of total GOH expendItures In 1991 to a 
projected 4 1 percent In 1993, of whIch 70 percent are to cover the costs of the pre-
1989 mortgage loans 

WIllIe the GOH IS seekmg to Improve the general econOIIl1C SItuatIon, It IS also 
addressmg the longer-term problems of the hOUSIng fmance system A comrrnttee 
With representatIon of all of the IIl1111stnes mvolved m hOUSIng and hOUSIng finance 
and the MNB has been organIZed to formulate a set of hOUSIng pohcy IllitIatIves As 
of late Apnl, the comrrnttee was close to agreement on a senes of polIcy Illibabves 
wlnch Include the followmg partIcularly related to housmg fmance 
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Because of current SOCIal condItIons In Hungary, the comnnttee has 
determmed that mortgage SubsIdIes cannot be ellIDlnated at thIS tIme, 
but that they should be ended Wlthm a few years and meanwhile should 
be more targeted towards encouragmg housmg constructIon Moreover, 
In order to achIeve a greater Impact from the subSIdy expendItures, the 
effect of mflatIon on current mortgage repayments would be pnmanly 
moderated through the partIal deferment of the mflatIon-related portIon 
of the repayment, mstead of through the current large SubsIdIes 
AffordabIlrty would be stIll be enhanced by a step-down Interest rate 
subSIdy, despIte thIs, the new system IS expected to reduce state budget 
requIrements on each new mortgage by 50 percent over the next five 
years, and Incremental SubSIdIes In aggregate by more because the 
elIgIbIlIty of most exIstIng houses for loan SubSIdIes would be ended 
(See Annex D ) 

• TaxatIon 

(1) Tax reforms enacted m 1992 partIally elIIDmated 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 polIcy 
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 IS 
related to the number of children 

(2) The comnnttee 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 housmg 

• Reduction of Mortgage Credit Risk 

(1) The comnnttee asked that the current foreclosure procedures be 
reVIsed so that mortgage lenders can take posseSSIOn of the property 
and convey It to a purchaser free and clear of the claIm of the defaulted 
borrower for alternatIve housmg The objectIve of thIs polIcy mItIatIve 
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IS to shIft all or part of the nsk anslng from weaknesses m the 
foreclosure law from the mortgage lender to the GOH until more 
appropnate laws are enacted 

(2) Estabhsh a credlt enhancement faclhty to proVlde some protection 
to mortgage lendmg mstItutIons The mortgage guarantee program as 
currently conceIved by the comnnttee would allocate 80 percent of any 
loss on the sale of mortgaged property the GOH, WIth the lender 
retrunmg 20 percent 

(3) Authonze the establIshment of a central credIt mformatIon bureau 
whIch, WIthm constitutional IlffiIts, can proVIde credIt Information on 
prospective borrowers to banks 

• Housing FInance Institutional Development 

(1) Encourage the partiCIpation of other financIal Institutions m the 
housIng finance market by removmg the current legal and structural 
dISIncentives 

(2) Investigate the pOSSIbility of estabbshIng specIabzed mortgage 
lendmg mstItutIons financed by mortgage bond Issuances 

If pursued VIgorously, these proposed reforms would prOVIde the baSIS for 
major Improvements m the housmg finance sector To a great extent, thIS RG 
program IS deszgned to support and encourage the GOR Ul canymg through toward 
these otyecnves 

A number of donor efforts have been lrutIated preVIously to aSSIst the GOH ill 
Its reform of the hOUSIng finance system USAID's techrucal aSSistance program for 
the housmg or housmg finance sector has focused on the followmg objectives 

• DevelopIng a practical mortgage program capable of preservmg 
affordabilIty m a hIgh mflatIon enVIronment WIthOUt subSIdy 

• IdentIfymg other constramts on the effiCIent operation of hOUSIng 
fmance and the potential for the expanSIOn of competition m the sector 

• ASSIstIng local government m carryIng out theIr responsIbIhtIes relatIng 
to the housmg stock under theIr control and management, mcludIng 
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pnvatIzatlOn of ownershIp or management and mstallatIon of housIng 
allowance programs 

Other U S government aSSIstance has focused on finanCIal sector reform. 
Includmg pnvatIzatIon of the bankmg sector 

3.2 Sectoral Constraints 

DespIte GOH ImtIatIves to hberalIze the hOUSIng finance market. sIgmficant 
ImpedIments to the development of a market based housmg finance sector m 
Hungary remam Major constraInts on the development of a VIable hOUSIng finance 
system mclude contInUlng hIgh mflatIon 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 whlch can be addressed 
by the Hungary HG-OO 1 These sectoral constramts mclude 

1 Dependency on government substdtes to make housmg finance 
affordable DespIte the reforms of 1989. the current system of hOUSIng 
fInance SUbSIdy IS unnecessanly costly (see Annex D) The proposed 
near-term restructunng of housmg finance SubSIdIes would 
substantIally Improve the SItuatIon by cuttIng per umt SubSIdIes by up 
to half m present value and ehmmatIng ehgibIlIty for exIStIng unIts 
However, the system would stIll retaIn a SIgnIficant down payment grant 
to first-tIme buyers and an mterest rate "buy-down" (only on new 
constructIon) phased out over 15 years, as well as a downpayment grant 
to first -tIme buyers Housmg finance SubSIdIes must be reduced further, 
targeted to those households most m need and SImplIfied 

2 The unenjorceabd:tty ojthe mortgage agamst the property bemgfinanced 
The Inability of the lender to enforce a reSIdentIal mortgage through 
foreclosure and sale presents a nsk no totally pnvate lender will be 
willmg to accept, at least m the current SOCIal, economIC, and pohtIcal 
CIrcumstances In Hungary For example, over 3 5 percent of the OTP 
mortgage portfoho IS dehnquent over one year. yet there IS httle that 
OTP can do to collect on these loans The problem of mortgage 
enforceabIhty IS compounded by the prOVISIons of the CIVil Code relatIng 
to the pnonty of claImS agamst debtors under whlch the mortgage 
lender IS not gIven a first nght to the proceeds reahzed from the sale of 
the property 
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3 The lack of mortgage loan underwntmg and servlCmg procedures 
appropnate to a market economIC system In addItIon to the problem of 
unenforceability of mortgages through effectIve foreclosure and eVictIon 
procedures, credIt nsk mcludes nsks associated With accurate 
underwntIng of the borrower and the home and effectIve servlcmg and 
management of the loan Current underwnbng and servlcmg 
procedures along With the current status of mdustnes supportIng 
housIng finance such as appraisal and credIt mformatIon need to be 
Improved upon to address market nsks Declmmg real wages and 
Increasmg unemployment plus changes m the way OTP can respond to 
dehnquent borrowers make housmg lendmg even nskIer To manage 
thIS changmg enVIronment, stronger underwntIng and servlcing 
procedures are needed so that lenders can better ongmate and manage 
loans to mmuruze nsk m a market system 

4 Lack of mtermedlQ.te and long tennfundmg sources for housmg finance 
OTP funds ItS housmg lendmg actIVitIes With short term deposIts TIus 
IS an mappropnate source of capItal to fund long term mvestment smce 
"borrOWing short and lendmg long" exposes the lender to undue hqUldity 
nsk, as well as Interest rate nsk If thIS IS not carefully managed 

5 The lack of appropTlQ.te financIal mceniwes to make houstng finance 
attraciwe to the emergmg financIal sector Housmg finance, and retail 
banking In general, IS not perceIved as profitable lmes of banking 
bUSIness by most Hunganan banks There are no financIal IncentIves 
In the current system to encourage banks to enter the housmg finance 
market and, In fact, there are the sigruficant dismcentIves noted above 

3.3 AddresSIng the Constraints 

The phased prOViSIon of HG-OO 1 resources, mcludmg technIcal aSSIstance, IS 
deSIgned to encourage and facilitate the step-by-step transformatIon of the housmg 
fmance system towards greater effiCIency and effectIveness. lower SUbSIdy. and 
greater competItIon SpecIfically, the Program would 

1 Encourage the reductIon and reallocatIon of credIt nsk (see 
Annex G) so as to facIhtate the entry by competIng onginators 
and servlcers, 
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2 Encourage the adoptIon of mortgage deSIgns that perrmt the 
reduction and eventual elImInatIon of mortgage repayment 
SubSIdIes (see Annexes E and F). 

3 Encourage the creatIon of a secondruy fundIng mechanIsm. that 
would permIt the substitutIon of InstItutIonal fundIng for depOSIt 
based fundIng (see Annex H) 

It IS 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 nsk IS reduced and better managed and managIng the credIt 
nsk reqUIres knOWIng more about the operatIon of the new mortgage deSIgn The 
HG-OOI program IS deSIgned so that each phase builds on the specIfic actiVItIes In 
the precedIng phases 

4 PROGRAM DESCRIPTION 

4.1 Program Components 

The HG-OO 1 will conSIst of technIcal aSSIstance and capItal aSSIstance 
deSIgned to Improve the hOUSIng finance system In Hungruy The program IS 
structured around three pnncIpal components 

4 1 1 Policy Component 

The purpose of HG-OO 1 IS to support the adoptIon of polIcy and legal reforms 
that address the ImpedIments to a more competItIve and effiCIent hOUSIng finance 
system The pohcy component will focus on achIeVIng agreed upon hOUSIng finance 
pohcy obJectIves, IncludIng the reductIon and targetIng of mortgage SubSIdIes over 
tIme, the ImplementatIon of reforms to lessen the credIt nsks of mortgage lendIng, 
the creatIon of a mortgage Insurance system and the lllitIatIon of other programs to 
faCIlItate the entry of addItIonal lenders mto the Hunganan mortgage market 
SpecIfic actIons towards achIevIng these objectIves will be reqUIred In 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 modernIZatIon of houses and for the 
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prOVISIon of mfrastructure related to housmg development The houses mvolved m 
each case would have to meet certaIn requIrements and hmItatIons 

4 1 3 Technical AsSIstance Component 

AID WIll proVIde addItIonal resources m the form of grant assIstance for 
adVISOry servIces to support the program Such adVISOry servIces Include, but are 
not hmIted to (1) assIstance to partIcIpatIng InstItutIons In adoptIng new mortgage 
lendIng Instruments, (2) help for partIcIpatIng InstItutIOns In strengthenmg theIr 
underwntIng and servIcmg capabIlItIes, (3) assIstance to the GOH to develop a 
systematIc plan to reduce and target housmg finance SubSIdIes, (4) consultatIon WIth 
the GOH on actIons needed to resolve problems m the perfectIon and realIzatIon of 
secunty Interests m real property, (5) adVIce on the desIgn and ImplementatIon of a 
mortgage msurance and other credIt enhancement programs. and (6) InvestIgatIon 
and development of optIons for facIhtatIng access to long-term capItal resources A 
detruled outhne of the techrucal assIstance program IS attached as Annex B 

4 2 Eligible Expenditures 

EhgIble ExpendItures of HG loan resources would mclude the follOWIng 

(a) On-Iendmg to partIcIpatIng mstItutIons to fund "self-help" mortgages to 
Hunganan households for bmldmg or completIng houses or flats 

(b) On-Iendmg to partIcIpatIng mstItutIons to fund mortgages to Hunganan 
households for the purchase of newly built or exIStIng houses or flats 

(c) On-Iendmg to partIcIpatIng mstItutIons to fund loans for the substantIal 
Improvement, reparr or moderruzatIon of exIStIng houses or flats 

(d) On-Iendmg to partIcIpatIng mstItutIons to fund loans to local 
governments for the prOVISIon of mfrastructure related to hOUSIng and 
loans to households for utIhty connectIons (See Annex J on the 
fmancmg of mfrastructure ) 

(e) On-Iendmg to partICIpatIng mstItutIons to fund loans to prOVIde servIced 
land whIch WIll be sold only for the constructIon of multi-famIly hOUSIng 
projects or smgie-famIly houses ehgIble for lendmg under the Program 
Gmdehnes 
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(f) On-Iendmg to partiCIpatIng mstItutIons to fund loans to pnvate 
compames, partnershIps, and Jomt ventures, mcludmg publIc/pnvate 
JOInt ventures. for the constructIon of and permanent fmancmg for small 
scale housmg projects m whIch the houses or flats to be sold meet the 
Program Gmdehnes 

(g) Fees and charges approved by AID m connectlOn WIth the HG-OO 1 loan 
agreement, Includmg paymg and transfer agency fees and charges and 
such other reasonable costs of goods and servIces for the program as 
may be mutually agreed upon 

(h) Other uses whIch AID may approve whIch will promote the polIcy 
objectIves of the project 

4 3 Program Lending GUIdelines 

The terms and condItIons under whIch HG resources may be utilized 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 InstItutIons for ElIgible ExpendItures mclude 

(a) The partiCIpatIng mstItutIons should utilize the deferred payment 
mortgage (DPM) fmancmg structure or an acceptable alternatIve for long 
term mortgages to mcrease the affordabIhty of housmg to the greatest 
extent pOSSIble 

(b) In order to qualIfy as an ElIgIble Expenditure. except as AID may 
othelWlse agree, all loans for the constructIon or purchase of houses 
shall finance umts With an Intenor floor area of not more than 120 
square meters for famIly houses and 90 square meters for apartments 
(flats) 

(c) No loan may be made for the substantIal Improvement. repaIr or 
moderruzatIon of a multIfamIly structure unless at least 80 percent of 
the housmg unItS m the hOUSIng project or multIfamIly structure meet 
the maxImum Intenor square footage lImItatIon establIshed m sub­
sectIon 4 3 (b) 

(d) HG finanCial resources onlent to partICipatIng InstItutIons WIll bear an 
Interest rate lInked to an appropnate market mterest rate 
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(e) Loans made WIth HG resources to pnvate developers for hOUSIng 
construction or substantial Improvement, reparr or modernIZation of 
exIsting housmg must convert to an eqUIvalent amount of long term 
mortgages 

(f) Due to the econOmIC condItions In Hungary at the present tIme, It WIll 
be drfficult to reach very far down the mcome scale m the early stages 
of the project However, HG resources WIll be targeted to finance 
moderately pnced housmg 

(g) PartICIpating mstItutIons will employ sound credIt underwntIng and 
servICIng pohcles and procedures for housmg 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 constramts 
on the effiCIent and competItIve operation of the housmg finance sector Thus, the 
HG-OOI fundmg WIll be dIsbursed m several tranches, each ofwmch will be based 
on specIfic polIcy actIons In all tranches HG-OO 1 resources will be prOVIded to fund 
the ElIgIble ExpendItures hsted m sectIon 4 2 above 

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

Pnor to AID's guaranty of the first dIsbursement, the GOH, actIng through the 
MOF, WIll be expected to meet certam condItIons precedent These condItIons 
precedent Include, but are not hmIted to, the follOWIng 

(a) On-lendmg terms and arrangements between the MOF and partICIpatIng 
InstItutIons acceptable to AID 

(b) EVIdence that the MOF has prOVIded adequate staff to properly manage 
the program 

(c) Formally adopted selectIon cntena and program requIrements for 
elIgIble projects to be financed under the program 
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(d) The fmancial structure and flow of funds to be used between the MNB 
and parhcIpatmg Instltutlons 

(e) AdoptIOn of a housmg pobcy statement acceptable to AID, 

(f) Approval of a housIng loan subsIdy structure that reduces the per unIt 
amount of the subsIdIes, targets the remammg SubsIdIes and that 
encourages the use of a deferred-payment mortgage desIgn, 

(g) Estabbshment of a Housmg FInance Task Force (HFTF) to recommend 
modIfications m statutes, regulations and legal procedures to perfect 
secunty mterests m real property and expedIte recovenes In cases of 
dehnquency or default and to IdentJfy other barrIers to entry mto 
housmg finance by addItional financIal mstItutIons, 

(h) PreparatIon of a detalled program of techmcal assIstance necessary to 
lffiplement the program 

See Annex A for speCIfic bench marks for assessmg 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 determmed based on the overall progress of the program, 
quantitative outputs for the precedIng tranches and a reView of findmgs from studIes 
and evaluatIons of the program It IS anticIpated that pnor to AID's authonzatIon of 
dIsbursements for the second tranche of the program, the GOH Will have 
accompbshed or made substantial progress toward achIevement of the followmg 

(a) PreparatIon of legIslative and regulatory reforms to lffiprove the 
procedures for the perfection and reahzatIon of secunty mterests In real 
property, to reduce the nsk to mortgage lenders of the unenforceabIbty 
of the mortgage and to Implement other mutually agreed upon 
recommendations for reform, 

(b) 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 SlffiPbfy and streambne the current complex and 
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adrnmistratIvely burdensome subsIdy system and to target remaImng 
SubsIdIes to low and moderate mcome households, 

(c) EstablIshment of a mortgage Insurance program to proVIde reasonable 
protectIon agaInst losses Incurred by lenders on elIgIble loans 

(d) ImtIatIon of a study of optIons to mcrease the use of long and 
Intermediate term financIal mstruments for fund housmg 

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 Intermediate term finanCIal resources ill the hOUSIng sector 
and to otherwise encourage competItIOn In the housmg finance sector 

5 EXPECTED PROGRAM ACCOMPLISHMENTS 

The HG-OO 1 IS expected to result m the followmg accomphshments 

(a) AdoptIon by the GOH of the proposed housmg pohcy agreement 

(b) ImplementatIon of the DPM or other mortgage Instruments deSIgned to 
mamtam housmg affordablhty m an unstable econOffilC enVIronment 

(c) IntroductIon of legIslatIve amendments to Improve the procedures for 
perfectIon of and realIZatIon on secunty mterests m real property and 
otherwise reduce the nsk to mortgage lenders of the unenforceabIhty of 
the mortgage 

(d) ImplementatIon of sound credIt underwntIng and servIcmg, nsk 
management, accountIng and mternal control pohcles and procedures 
for mortgage lendmg 

(e) EstablIshment of appropnate credIt enhancement structures and 
systems to protect mortgage lenders from unacceptable nsk ThIS plan 
should Involve nsk shanng among the borrower. the lender and the 
credIt enhancement facility 

(f) AdoptIon of a plan to systematIcally reduce GOH mortgage SubSIdIes, to 
make more effiCIent use of budget resources used to support hOUSIng 
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fmance, to sunphfy and streamhne the current complex and 
admmistratIvely burdensome subsIdy system and to target remrumng 
SubsIdIes to low and moderate mcome households 

(g) Implementation of a techmcal assIstance program that effectively 
faclhtates the achIevement of mutually agreed upon pohcy and program 
objectIves 

6 EXPECTED PROGRAM OUTPUTS 

The program IS expected to finance the followmg levels of tangIble outputs over 
the hfe of the program. whIch may be modIfied by mutual agreement between AID 
and the MOF 

(al 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 mstItutIons These loans may mclude mortgage loans for 
the purchase of newly constructed hOUSIng unIts m projects financed 
under the program 

(b) Loans to partICIpating mstItutIons to finance the substantial 
Improvement. reparr or modernIZation of exIsting houses or flats m an 
amount not to exceed 25 percent of the HUF eqUIvalent of total 
guarantied loan funds dIsbursed 

(c) Loans to PIs to finance loans to local governments for the prOVISIOn of 
Infrastructure related to housmg m an amount not to exceed 20 percent 
of the HUF eqUIvalent of total guarantied loan funds dIsbursed 

(d) At least one partICIpating mstItutIon m addItion to the OTP 

7 INSTITUTIONAL ARRANGEMENTS FOR PROGRAM MANAGEMENT 

7.1 The MInIStry of Finance (MOF) 

The MmistIy of Fmance WIll be the borrower under the Hungary HG-OOI and 
will have the leadershIp role In developmg the legIslative. regulatory to pohcy reforms 
requITed under the HG program The MOF also Will have the responsIbIlIty for 
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program lIDplementatIon and accountabIlIty for HG resources and will aSSIgn 
suffiCIent staffwItllln the MOF to perform such duties and tasks as may be reqUlred 
to manage the program The MOF w:tll ensure that adequate technIcal aSSIstance IS 
proVlded to partlcipatIng mstitutions to organlZatIons or entItIes WhIch WIll be 
Implementing the project 

7.2 The NatIonal Bank of Hungary (MNB) 

The MNB will serve as the agent of the MOF In onlendmg HG finanCIal 
resources to partlcipating mstItutions and will perform the adIDlIDstratIve 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 InstitutlOns (PI) 

PartlcipatIng mstItutions Include the NatIonal Savmgs Bank (OTP) , commerCIal 
banks, banks WIth foreIgn partlcipatIon, specIallZed finanCIal mstItutions, saVlngs 
and credIt cooperatIves, and other mstitutIons wmch meet the cntena for 
partlcipation m the program and are approved by the MOF and the MNB In order 
to be elIgIble to partlcipate m 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 cntena or fulfill the reqUlrements for other HG 
fmanced actIVltIes At a mmlIDum, mstItutIons approved as PIs must meet the 
follOWIng cntena 

1 Be a fInanCIal mstItutIon lIcensed to pursue finanCIal mstItutional 
actIVltIes or bank representation actiVlties WIthm the terntory of the 
RepublIc of Hungary, 

2 SUbIDlssion of an mdependent certIfied audIt performed under 
InternatIonally Accepted AudItIng Standards and meeting International 
AccountIng Standards for the most recent fiscal year, 

3 Be m complIance WIth all apphcable laws and regulatIons relating to the 
class of fInanCial mstItutIon, 

4 Demonstrate the abilIty to meet the fInancial, managenal. and 
operatIonal reqUlrements of the program, and 

HG Program Descn.ptwn 
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5 Demonstrate sound fISCal performance and management. mc1udmg 
mamtenance of records on current and dehnquent accounts and 
evIdence of efforts to collect on senously dehnquent accounts 

8 FINANCING STRUCTURE 

8.1 Ftnancing Structure 

The fmancmg 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 fmal financmg structure and flow of fimds 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 durmg the final 
negotIatIons of the program 

8.8 OptIons for Onlending 

1 The loans to partIcIpatIng mstItutIons may be eIther senIor or 
subordmated credIts SubordInated credIts shall meet all statutory and 
regulatory cntena for mc1usIOn as "addItional Items of capItal" as that 
term IS defined m the BankIng Act If the onlendmg to partIcIpating 
Institutions IS subordInated. a subordmatIon agreement shall be 
executed between the partIcIpatIng mstItutIon and the MOF 

2 For particIpatIng mstItutIons where the pnmary Ehgible ExpendIture IS 
deferred payment mortgages. the repayment terms of the oniending 
shall match those of the underlymg DPM portfoho 

3 The onlenmng mterest rate should be lmked to a SUItable market 
Interest rate 

HG Program Descn.ptwn 
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ANNEXA 

EVIDENCE OF SATISFACTION OF CONDITIONS PRECEDENT TO THE FIRST 
DISBURSEMENT 

EVidence of sansfacnon of the condinons precedent set forth m Secnon 4 4 1 Will 
mclude the follOWIng 

(a) EVidence of acceptance by the GOH of a housIng pohcy statement 
consIstent With the objectIves of the program will be (1) a wntten housIng 
pohcy statement approved by the Intergovernmental COIDIDlttee, (2) 
presentanon of the pohcy to the GOH, (3) acceptance of the pohcy by the GOH, 
and (4) pubhcanon of the statement m the Hunganan Gazette 

(b) EVidence of the acceptance by the GOH of a housIng loan SUbSIdy 
structure whIch reduces the amount of mterest rate SubsIdIes. Improves 
targenng 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 mterest rate SubSIdIes and lIDplement appropnate 
mortgage Instruments, (2) SUbIDlSSIon of the plan to the Intergovernmental 
COIDIDlttee, (3) approval of the plan by the Intergovernmental COIDIDlttee, (4) 
presentatIon of the polIcy to the GOH, (5) acceptance of the polIcy by the GOH, 
and (6) pubhcanon of the plan m the Hunganan Gazette 

(c) EVidence of establIshment of a Housmg FInance WorkIng COIDIDlttee to 
recommend modIficanons In statutes, regulanons and legal procedures to 
perfect secunty Interests m real property and expedIte recovenes In cases of 
delInquency or default and to Identrfy other barrIers to entry mto hOUSIng 
fmance by addinonal fmancial msntunons will be (1' a wntten statement 
authonzmg the formanon and sefung out the goals and objecnves of the 
cOIDIDlttee, (2) a wntten work-plan for accomplIshment of the cOIDIDlttee's 
objecnves 

(d) EVidence of the final deterIDInanon of the financmg structure and flow 
of funds to be used between the MOF and partIcipanng msntunons Will be 
(1) a wntten statement by the MOF settJ.ng forth the terms and condinons for 
oniending to partICIpatIng Insntunons, (2) SUbIDlSSIon of the wntten terms and 
condinons to the MNB and the State Banking SuperviSIOn (SBS) for reView and 
approval, and (3) approval of the terms and condinons by the MNB and the 
SBS 

(e) EVidence of preparatIon of a Program ImplementatIon Plan as descnbed 
In SectIon 3 1 Will be (1) wntten work-plans, budgets. projectIons of resource 
needs and estImates of EhgIble ExpendItures, (2) wntten pohcles and 
procedures for management of the program, includmg project selectIon and 
other program cntena, and (3) a wntten technIcal aSSIstance plan settIng out 
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the types of adVIsory seIVlces needed to unplement the program and a 
schedule for proVIslOn of such adVIsory seIVlces 



ANNEXB 

TECHNICAL ASSISTANCE PROGRAM 

TechnIcal assIstance IS reqUlred to assIst the Government of Hungary to meet 
the Housmg Guaranty's objectives of creatmg a market based system that IS 
competitive and reduces rehance on SubSIdIes The proposed technIcal aSSIstance 
IS mtended to be staged over the term of the Housmg Guaranty Program The areas 
of aSSIstance proposed below are orgaruzed around the key program and pohcy 
components of the HOUSIng Guaranty 

The hIghest pnontIes for technIcal aSSIstance are the estabhshment of a credIt 
enhancement mstItution, Implementation of a market mortgage mstrument, and 
aSSIstance In a more effective SUbSIdy program The technIcal aSSIstance proposed 
under each of the categones IS m order of pnonty Whenever appropnate, trrumng 
IS assumed to be part of program Implementation 

Credit Enhancement 

• DeSIgn and Implementation of housmg finance lendmg (mortgage and 
construction) practices that effectively manages credit nsk and covers 

loan ongmabon and underwntIng process 

loan servIcmg, control, default management, and accountIng 
processes 

quabty control and audIt process 

management mformatIon systems and automated program 
control 

credIt nsk pncmg 

Counterpart/Recipient 

OTP. Participating Instltutlons. and Mortgage Insurer for mortgages and 
constructlon of self-help units 

OTP and PartiCipatIng Institutions for constructIon involving pubbc and 
pnvate developers 

• DeSIgn and Implementation of a mortgage msurance program utIhzmg 
the products of the first bullet that mcludes 
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nsk shanng strategIes 

pubhc/pnvate partnershIps 

Counterpart/RecIpient Mortgage Insurer, Ministry of FInance 

• Legal analysIs m foreclosure and eVictIon process and regIstratIon 
process 

Counterpart/Recipient Ministries of Finance, Justice. SOCial Welfare. 
and Intenor, OTP and Participating Institutions 

• Trammg and unproved methodology m the market appraisal process 

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

• Legal and regulatory analysIs In Improvements to tItle regIstratIon 

Counterpart/RecIpient Ministries of FInance, Justice and Interior 

• Condommium mamtenance and unprovement strategIes 

Counterpart/RecIpient Condominium Associations and Management 
Companies 

• AssIstance In 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 Minlstnes of Finance and Justice 
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SubStdy Policy AsstStance 

• Options analysIs and system reVIew 

• AnalYSIS of 1lllpacts on housIng production and assumption 

Counterpart/Recipient 
Industry and Trade 

Ministries of FInance, Social Welfare, and 

Mortgage Product Implementatton 

• Systems 1lllplementatIon 

• Borrower and lender education 

Counterpart/Recipient OTP and Participating Institutions 

InJrastructure Lending 

• Program design and Implementation analYSIS and reVIew 

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



ANNEXC 

HOUSING AFFORDABILITY 

INTRODUCTION 

As In other Eastern European countnes before 1989, housmg was a SOCIal 
good that was gtven at a low pnce but m hImted quantItIes accordmg to vanous 
qualIficatIons, some explICIt and others unstated TIus created the feelmg that there 
was an artIficial shortage of housmg, because of the severe restnctIons on mobilIty 
and on mcremental purchases WIth the advent of the market economy, these 
restnctIons should have been elurunated That IS gradually happenmg WIth respect 
to moblhty But at the same tIme, It has come more clearly Into focus that the full 
market costs of hOUSIng are very hIgh relative to mcomes In Hungary The result of 
thIS, and gIven a further declme m real mcomes smce 1990, has been a sharp 
dechne In new reSIdentIal construction, and a downward adjustment of the real 
pnces of houses 

WAGES AND HOUSEHOLD INCOMES 

Incomes are relatIvely low m Hungary by the standards of Western Europe, but 
relatIvely hIgh compared WIth the rest of Eastern and Central Europe Accordmg 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, dependmg 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, dependmg 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 hIgher for households With two whIte-collar workers The correspondmg 
range of net Incomes as of December 1992 would be between HUF 30,000 and HUF 
37,500 per month ThIS generahzatIon IS conSIstent WIth data from a major survey 
of urban Hunganan households completed In the ffilddle of 1992 1 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 mcome of HUF 33,000 (or uS$ 5,000 
per year) The top twenty percent of households, presumably m whIte-collar 
pOSItions, reported a medIan net household mcome ofHUF 52 700 per month (or uS$ 
8,000 per year) Both of these figures would be 10 percent or more hIgher by the end 

I 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 mcomes, espeCIally In these socIetIes WIth hIgh taxes and strong reasons 
tradItIonally to be secretIve 

ThIS top Income qruntIle forms the core of the move-up market m housmg m 
many countnes However, m Hungary, most people tradItIonally have purchased or 
bUllt only one house In a hfetune Thus, the larger part of the market has been first­
tIme owners Moreover, smce pnvate rental housmg IS stIll a very lImIted sector and 
entrance to exIStIng government rental housmg IS 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 TIns IS reflected In the mcomes reported for households purchasmg 
houses m 1991 WIth the assIstance of an OTP loan For those buymg an exIstIng 
house, the average net mcome was only HUF 21,000 per month or US $3,400 per 
year 2 However, econorrnc hard tImes for many households, espeCIally younger ones 
facIng a hIgh nsk of unemployment, together WIth prospenty for a mmonty of hIgher­
mcome households, seems to be creatmg a relatIvely larger trade-up market By 
1992, a s1Illllar small sample of OTP fIles found an average net monthly mcome of 
HUF 40,000 

The medIan net mcome of all urban households was estImated to be about 
HUF 23,000 per month (about US$ 3,500 per year) In the rrnddle of 1992 TIus 
amount IS qUIte low, partIally because It mcludes the large number of households 
WIth one or more penslOners( 30 percent m 1992) PenSIOn levels have lagged well 
behInd mflatIon, runnmg only HUF 7 to 10,000 per month m most cases m 1992 

Thus, the large maJonty of households WIth two workers employed will have 
a net mcome that exceeds thIS overall medIan However, as noted above, a sIgmficant 
part of the hOUSIng market conSIsts of young households WIth relatIvely low wages 
Based on the avaIlable eVIdence, thIS has meant that a sIgmficant number of recent 
borrowers from OTP have had mcomes at or below the overall medIan 

CONSTRUCTION COSTS AND HOUSE PRICES 

Housmg constructIon m Hungary IS expenSIve relatIve to mcomes 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 m 1991, and HUF 20,000 
outSIde of Budapest Land, mterest, marketIng and management fees would add to 
thIS sIgnIficantly Average resale pnces have been estImated at HUF 39,500 per 
square meter m 1991 m Budapest and HUF 42,600 per square meter In 1992, but 

2 Based on a sm.a11 (61) partially non-random sample of OTP loans originated in 1991 
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only HUF 28,200 outsIde of Budapest 3 Thus a "typICal 70 square meter flat sold for 
almost HUF 30 IDllhon (US $ 37,500) ill Budapest ill 1992 and about HUF 20 
mIllion (US$ 25,000) elsewhere 

In reahty, most new houses are not flats, partIcularly SInce the SubsIdIes to 
state constructIon companIes have been reduced In 1992, eIghty-one percent of new 
housIng unltS constructed were one-famIly homes, illclurung townhouses The 
average SIZe of all new homes was 93 square meters Moreover, most new 
construcbon IS In the more remote parts of the cItIes, With 10weriocatIonal premIums 
than the average resale home Thus the total cost could be lower than for resale 
homes The total pnce ill Budapest presumably would be about HUF 3 5 to 4 0 
mIllion, but only HUF 2 4 IDllhon elsewhere 

HOUSE PRICES RELATIVE TO INCOME 

The above data can be utIlIZed ill several ways to portray affordablhty of 
housIng in Hungary Whatever approach IS used, however, the imphcatIon IS the 
same house pnces are unusually rugh compared With illcomes 

As noted above, a modest 70 square meter flat costs about HUF 3 0 mIlhon In 
1992 In Budapest For a young faIDlly trymg to move out of an ill-laws' flat and With 
a household net Income of HUF 30,000 per month, the pnce-to-annual illcome ratIo 
IS 8 3 For a move-up buyer With a famIly net illcome of apprmamately HUF 50,000 
and buymg a 100 square meter townhouse, the ratIo would still be 7 1 The house 
pnces would be lower outsIde of Budapest, but illcomes would also be lower 
Moreover, unemployment IS close to 15 percent outsIde of Budapest, but only 5 
percent ill Budapest 

The results are confirmed ill the data gathered on 2600 households for the 
HouSillg IndIcators Program In that sample, the ratIo of self-reported house value 
to self-reported Income was 6 4 on average ThIS IS In contrast to a "typICal ratIo In 
the U S of2 5 to 3 0 and 4 0 In Germany 

THE ROLE OF MORTGAGE FINANCE 

How do households afford a house costmg seven or eIght bmes theIr annual 
Income? Even ill a hOUSIng finance system such as ill the US, a household cannot 
borrow an amount more than 2 0 to 2 5 bmes theIr mcome towards a home 
purchase In Hungary, the deep repayment SubSIdIes, combIned With a generous 

3 Based on reports in real estate periodicals 

I 



AnnexC 
Housmg Aifordabihty Page 4 

ceIlmg of 33 percent payment-to-mcome underwntmg gmdelme, can, m cases oflow 
mcomes, boost the loan-to-Income ratIos to lngher than 25 However, the deep 
subsIdy on repayments extends to only the frrst HUF 400,000 m loan m most cases, 
leavmg the borrower With only a 30 percent subSIdy on further borrOWing WIth the 
mterest rate at 28 percent, the payment burden of addItIonal borrowmg qUIckly 
exhausts the remammg underwntmg potentIal 

The result IS reflected m 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 
m 1992 was about HUF 600,000 for new constructIon and less for resales 

In addItIon to these subSIdIZed loans, first-tIme homebuyers are ehglble for the 
one-tIme SOCIal pohcy allowance dIscussed m Annex D For most famlhes, 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 pnce 

The net result IS 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 sIgmficant eqmty built-up m therr 
preVIOUS house If they are a first-tIme buyer, they cannot have saved the eqUIvalent 
of 3 to 4 tImes their annual mcome by the tIme they are trymg to buy a home Smce 
there are very hnnted rental optIons, thIS age of first purchase IS usually before the 
ffild-30's, when chIld-rrusmg IS In full process To do so, first-tIme buyers apparently 
rely Instead on a major contnbutIon from parents or other faffilly members, mcludmg 
grandparents who may be selling therr own urut 

There are several lffiphcatIons of tlns analYSIS, mcludmg that 1) hOUSIng 
affordablhty IS very low m Hungary, 2) households cope largely by relymg on therr 
own or relatIves' resources, and 3) most borrowers have very low loan-to-value ratIos 
(and thus would be low nsk If foreclosure was effectIve) Moreover, the SOCIal 
pressure for government aSSIstance With the home purchase IS very great 

MAINTAINING AFFORDABILITY WITH THE DPM 

As long as Hungary contmues to expenence Interest rates over 20 percent, the 
borrowmg capaCIty of home buyers WIll be neghglble WithOUt sIgmficant SubSIdIes or 
a change m the repayment pattern for hOUSIng loans 

As noted above, most home purchasers utIlIZe therr 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 bndge the remrumng gap of 30 to 40 percent of the 
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house pnce As dIscussed m Annex D, a sigruficant part of the SubsIdIes are In the 
form of a lump-sum grant, WIth addluonal mortgage repayment SubsIdIes that have 
a present value about the same as the lump-sum grant 

Under HG-OO 1 as proposed, the GOH would reduce the repayment SubsIdIes 
sharply m the first phase and then ehmlnate them m future phases The key to 
domg so m the hlgh-Inflauon, hIgh mterest rate envrronment IS the mtroducuon by 
OTP of a deferred payment mortgage (DPM) arrangement, as descnbed m Annex E 
At current levels of mterest rates and mflabon, a shIft to a DPM can shghtly enhance 
the present modest levels of affordabIhty WIthout any repayment or Interest rate 
subSIdy However, the GOH IS contemplabng retannng some mterest rate subSIdy 
(see Annex D) In order to sigruficantly lffiprove affordabIhty In conjuncuon WIth the 
DPM 

AFFORDABLE HOUSE SIZES 

As noted above, the average SIZe of a new housmg unlt completed m 1992 was 
93 square meters, up from 85 square meters m 1988 The nse In SIZe lS pnmanly 
due to the dechne from 36 percent of the umts belng flats In 1988 to only 19 percent 
In 1992 ThlS trend WIll conbnue In the future, because the construcuon market IS 
shIftmg 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 m 1991 (for whIch detruled data IS avaIlable), the 
average SIZe of a new detached smgle-famlly house was 116 square meters, whIle row 
houses averaged 91 square meters and flats averaged 65 square meters The last 
fIgure probably reflects the conbnumg momentum of the state-owned construcbon 
compames startIng small, pre-fabncated flats m 1989-90, of the type they have 
tradluonally produced The SIZe of new flats may mcrease as the market shlfts 
toward construcuon for trade-up buyers However, at the moment, the producuon 
of new flats IS pracucally at a standsull, because oflack of finanCIng for mulu-famIly 
constructIon 

These data lffiply that the ceIlmg SIZes proposed for elIgIbIlIty for fundmg under 
the HG-001 are somewhat above the average SIZes m recent years, but are below the 
SIZes m the upper pornons of the market The hIDlt of 120 square meters for smgle 
fannly homes IS nearly the same as the average SIZe of a detached smgle-faIDIly home 
completed In 1991, but one-thIrd larger than the average row house (also consIdered 
to be a smgle-fannly home) SlIDllarly, the ceIlmg for flats of 90 square meters IS 38 
percent hIgher than for the average flat 



ANNEXD 

CURRENT AND PROPOSED HOUSING SUBSIDY PROGRAMS 

INTRODUCTION 

Smce World War II, housmg has been broadly and deeply SubsIdIZed In 
Hungary, through grants, below-market mterest rates, below-market rents, and 
below-market selbng pnces The result has been a housIng market that IS profoundly 
dIstorted by non-pnce productIon and allocation decIsIons Moreover, pubbc pobcy 
contInues to be onented towards deep SubsIdIes for most housmg sectors Smce the 
changes of 1989, though, pressures for movmg towards a market-oriented housIng 
sector have been growmg The pnvate sector of the economy has been gIven a legal 
and finanCIal structure m whIch to grow and the state sector has been steaduy 
pnvatIZed The central government has gIven up ItS all-encompassmg revenue base 
and rebed on an expbClt tax system to raIse revenues In the process, It has had to 
cut back severely on ItS expendItures, mcludmg those for hOUSIng 

ProductIon of new pubbc rental hOUSIng has ended and more and more of the 
exIstIng pubbc rental stock IS beIng pnvatIZed There have been rent mcreases, 
although they have lagged the general InflatIon rate A hmlted hOUSIng allowance­
type subSIdy has been mtroduced The enormous SubSIdIes assocIated With low, 
fixed-rate housmg finance m an InflatIonary enVIronment were llffilted for new 
borrowers and tnmmed ex-post for earber borrowers 

Unfortunately, the process of shlfung towards unsubsidIZed, market-onented 
hOUSIng finance has been slowed by the presence and prospect ofhlgh and uncertaIn 
InflatIon The resultIng hlgh nommallnterest rates have been amelIorated through 
a large government buy-down of the monthly payment on ordInary vanable rate 
mortgages Although thIs subSIdy mechamsm can bnng the ImtIal payment down 
to affordable levels, It 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 Outltne 

The current system of SubSIdIes on mortgage loans began m 1989 Pnor to 
that tnne, home buyers were ehgIble for a sIgmficant but hmlted amount of loan at 
a fixed interest rate of 3 percent RIsmg rates of mflabon (and thus Interest rates) 
had rapIdly mcreased the fiscal burden of thIS system as well as forced an attempt 
to restnct the rates of mterest paId on the retrul depOSIts wlnch backed these loans 
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The replacement system was a sIgnIficant step towards more market-based 
approach Loans are avrulable only at a vanable rate based (roughly) on market costs 
of funds These rates (rangmg from 23 to 32 percent smce 1989) are then subsIdIZed 
accordmg to a system of consIderatIons that also reflect famIly SIZe and whether the 
house IS new These SubsIdIes are then phased out m stages over a 15 year penod 

In addItIon to these loan SubsIdIes, there IS a one-tIme, up-front grant whIch 
IS targeted accordIng to the number of chIldren m the famIly (a major SOCIal concern 
In Hungary) Moreover, It IS avrulable only If the transactIon Involves a new home 
(ThIS grant was aVaIlable startIng m 1971, but had been restncted to new multIfamIly 
flats untIl 1983 ) 

Fmally, there IS a system of relatIvely small loans or grants avrulable at a 
nommallnterest rate from employers and local government. also usually related to 
fIrst -tIme buyer status and famIly SIZe 

Even comblmng these grants and SubSIdIZed loans, such outsIde financmg 
generally cumulates to only about 50 percent or less of the cost of the house In fact, 
since most of the SubSIdIes do not mcrease beyond some relatIvely small amount of 
hOUSIng expendIture, they are typICally VIewed as a package of lump-sum aSSIstance 
Moreover, the vanous grant and loan lImIts have remaIned unchanged smce 1989, 
whIle consumer pnces have more than doubled Thus the dlstorbonary effects of 
these SubSIdIes on real sector allocatIons of productIon or finanCIal markets were 
relatIvely small m 1989 and have declmed further smce then 

Types of SubSidies 

1) Soczal Polzey Allowance SubsIdy ThIS one-tIme, up-front grant IS based 
on the number of children It IS avrulable to famIlIes WIth chIldren, and 
only when purchasmg new umts The subSIdy IS 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 famIly to an 
addItIonal HUF 100,000 These SubSIdIes may mclude both chIldren 
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already born, as well as those that the fannly expects to have some tIme 
1n the future (up to a total of two) The latter subs1dy 1S called the 
Advance SOC1al Pohcy Allowance It 1S the respons1bility of the lender to 
mon1tor the comphance With thIs expected number of chIldren and to 
requrre that the subs1dy be repaId With mterest should the fannly not 
meet 1tS household SIZe goal Also, extra grants of HUF 30,000 per 
dependent are proVIded to households earmng less than a certaIn 
IDlmmal mcome 

2) Repayment Subsuiy There are two types of subs1d1es for reduc1ng 
mortgage payments those aVaIlable on new houses to fannhes with 
children, and general subs1d1es The former are called the "deep" 
subs1d1es and are restncted to an amount of no more than HUF 
400,000 The deep subs1dy cons1sts of a proportIonate reductIon 1n 
monthly repayments as follows, With the step-down occurrmg 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 subs1dy reduces the payments on other lendmg beyond any 
avaIlable deep subs1dy loans by 30 percent for the first five years, and 
15 percent for the next ten years It 1S avaIlable on exIstIng homes, and 
1S not dependent on the number of chIldren 

It 1S 1mportant to note that the current type of subs1dy to housmg loans 
1S not an interest rate subs1dy It takes the form of a payment by the 
government to OTP for a porbon of the full repayment amount 
1ncludmg pnnc1pal, With the hIDltauon that the subs1dy not exceed the 
full 1nterest due The d1sunctIon 1S recogruzed by the publIc, many 
borrowers take a term of 10 years, desp1te the h1gher payment for them, 
because 1t also 1ncreases the total subs1dy from the government 
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3) Employer and Local Government Loan SubsIdres There are addItJ.onal 
loans granted by the borrower's employer (enterpnse loans) and local 
mumcipal governments, usually through the lender (OTP) These 
usually have the older type of repayment SubSIdIes, With very favorable 
terms (fixed and low mterest rates, sometImes 0%) 

4) Exemptwnjrom 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 
remamed exempt ThIs foregone revenue from thIS exemptIon was 
estImated to be HUF 14 bIlhon In 1992, roughly the same as the 
repayment SubSIdIes As of January 1 of thIs year, the exempnon of 
new construcnon was llffilted to 60 percent of the tax otherWIse due, 
With a cap ofHUF 400,000 on the amount of tax subject to rebate TIus 
Impbes that maxImum exempnon from the VAT IS reached when 
construcnon costs are HUF 2 67 mIlbon (60 percent of 25 percent of 
HUF 2 67 mIlhon HUF IS 400,000) 

5) Rehabu:riatwn Loan SubsIdres There IS a separate program of 
repayment subSIdes on loans to households for renovanon and 
moderruzanon The SUbSIdy rate IS 50 percent of the payment over the 
term of the loan, whIch IS 15 years, With the llffilt that It not exceed the 
Interest due Most of these loans are relanvely small, but there are very 
many of them 

6) Infrastructure SubsIdres There are also sIgmficant SubSIdIes to 
Infrastructure development These are dIscussed m Annex J 

7) Constructwn Interest SubsIdy An ancillary SUbSIdy IS prOVIded to 
development enterpnses that covers 75 percent of the Interest on 
construcnon finance for the first year of development While the mterest 
IS to reduce housmg costs and aSSIst pnvate developers, apparently the 
effect currently IS to support the IneffICIenCIes of large state-owned 
fIrmS, smce they are the only ones With the collateral to gam access to 
loans to begIn With 

Impact of Current SubsidIes 

A major concern With SubSIdIes for hOUSIng, partIcularly through reduced 
mterest rates, IS that the Incennves to consume housmg or to borrow funds for 
hOUSIng are dIstorted SIgnIfIcantly However, m the case of home ownershIp SubSIdIes 
m Hungary, the major effect IS to reduce the total cost of home purchase Without 
affecnng the margInal cost of consummg a larger house Moreover, there IS no real 
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chOIce of tenure eIther, smce the avaIlabilrty of rental housmg IS effectIvely 
deternnned by government productIon 

The SOCIal pohcy allowance, the deep subsIdy and the employer and local 
government SubSIdIes are all fixed m ways that are mdependent of the amount of 
hOUSIng purchased They pnmanly act as a lump sum downpayment desIgned to 
help young famI1.Ies enter the hOUSIng market However, the fIrst two SubSIdIes are 
lmked to the purchase or constructIon of a new house, WhICh may serve 
macroeconOIDlC goals, but denIes the assIstance to the households who most need 
It Another distorUve effect IS that households are able to borrow much more than 
they would otherwise In the current enVIronment of hIgh Interest rates However, the 
total loan amount IS still substantIally less than It would be In an economy WIth no 
InflatIon and no loan SubSIdIes N early all of these SUbSIdy hIDltS have remamed 
constant SInce 1989 and thus have been more than cut m half m real terms through 
the end of 1992 

Two SubSIdIes actually may affect the relatIve pnce of purchasmg 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 SIgnIficant, 
but at current rates of mterest, the SIZe of the shallow SUbSIdy loan that a household 
can quahfy for rarely exceeds HUF 300,000, thus haVIng httle 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 pnces would have been too severe, so a comproIDlse was reached 
that contInues the exemptIon on 60 percent of the VAT, up to a maxImum of HUF 
400,000 Many houses cost more to build than the HUF 267 IDllhon that qualIfies 
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 housmg loans SubSIdIes have three other Important Impacts In 1991, 
the repayment SubSIdIes on all types ofhousmg loans (excludmg the old, fixed-rate 
loans) were HUF 108 billIOn, or 1 3 percent of the total GOH budget The subSIdy 
burden was raIsed sharply by the nse m mortgage rates to 32 percent, but of course, 
It was much less than If the old fixed rate approach were shliin effect 1 While thIS 
burden on the budget of the housmg loan SubSIdIes is not hIghly sIgnIfIcant, It IS 
important and a cause for concern because It IS largely wasteful There are other 
ways of preservmg the affordability of mortgages m the face of lngh mfiatlOn And 
none of these SubSIdIes are targeted by household mcome, but rather by the number 

I Elsewhere in the budget was a provision of HUF 40 7 bUlion to cover the losses incurred on the 
portfolio of fixed-rate loans from the earlier period 
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of clnldren The net effect may be to encourage havrng more clnldren. but It does not 
directly lffiprove the access to reasonable housmg by those most m need 

Another major lffipact of the current array of home purchase SubsIdIes IS on 
the parbcIpatlon of banks In home lendIng The current arrangement IS that nearly 
all SubsIdIes are admmistered by the lender. mcludmg the SOCIal Pobey Allowance 
(SPA) (the Advance SPA IS treated as a loan from the lender on whlch the government 
pays the Interest untIl the proffilsed chlldren arnve). the repayment SUbSIdy. and the 
employer and local government loans (repayment to be admmistered by the lender) 
ThIS SUbSIdy adffilllistratIon IS Vlewed as burdensome for OTP. but It IS also 
recogrnzed to serve as a deterrent for any potentIal competltors 

A last lffipact of the current SUbSIdy structure IS to encourage the constructIon 
of new housmg. SInce the deep repayment SUbSIdy and the SOCIal pobcy allowance 
are tIed to the purchase of a new home 2 

PROPOSED MODIFICATIONS 

The GOH has been debatlng Internally a number of changes to the subSIdy 
system mtended both to reduce the total cost and to mamtaln or mcrease the lffipact 
on new constructIon In parbcular. they are approachmg agreement to replace the 
major portIon of the mortgage repayment SUbSIdy Wlth a shIft towards rebance on a 
deferred-payment mortgage (DPM) PreVlous studIes sponsored by USAID and the 
World Bank. as well as mternal GOH studIes. have shown how loan affordablbty and 
soundness can be preserved In the face of lngh and vanable Interest rates through 
a DPM system. Wlthout any repayment or Interest SUbSIdy at all However. there are 
concerns about the SOCIal and pobtlcal Impacts of removrng all aSSIstance m thIS 
regard dunng thIS penod of severe econOffilC drllicultIes Thus. the GOH IS 
considenng the preservanon of a phased-out buy-down of the repayment rate on a 
DPM m those cases that currently quallfy for the deep repayment subSIdy. 1 e . for a 
llffilted 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 rrusmg the amounts of the SOCIal 
pobey allowance. the value of whIch has been eroded by mflatIon Currently. the 
Intent IS to do so out of funds rrused by gradually ebmmatIng the exemptIon from the 
25 percent VAT for new reSIdentIal constructIon As noted. thIS exemptIon was 
reduced to 60 percent as of January 1993. but the current judgement IS 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, mcreases m the SOCIal 
pohey allowance have been deferred untIl then 

POLICY GOALS OF THE HG-OOI PROGRAM 

The reductIon and targetIng of mortgage SubSIdIes are a major pohcy goal of 
the HG-OOI program Steps m thIs dIrectIon are mcluded as CondItIons Precedent 
for the first two tranches of the program TechnIcal aSSIstance m subSIdy pohcy 
analYSIS and targetIng WIll also be prOVIded 

The first concrete step In thIs dIrectIon would be the ehmInatIon 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, facilitatIng the mtroductIon of the DPM and the reductIon m 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 IS set much hIgher than 10 percent) Thus, the use of the DPM was 
proposed as a means of endmg all loan SubSIdIes The GOH has mdIcated that such 
a step would not be acceptable under current condItIons The major optIon beIng 
dIscussed IS 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 maxunum 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 uncertam future lIability of the government It also 
contaIns the same danger of the current system for SIgnIficant mcreases m payment 
burdens at the ends of each subSIdy tranche 

DespIte these drawbacks, the contmuatIon of loan SubSIdIes m thIS manner 
stIll represents a SIgnIficant Improvement over the current SItuatIon The net present 
value per housmg unIt of such a SUbSIdy IS about 40-60 percent less than the 
current subSIdy (dependmg on SIZe of loan) and the dIfference IS even greater In the 
near tenn, when the budget defiCIt IS bkely to remaIn at cnSIS levels Moreover, the 
proposal bemg dIscussed would end repayment SubSIdIes entIrely for exIStIng houses, 
so that the IIDmedIate Impact on the defiCIt over the current system would be even 
greater Fmally, the payment shocks assocIated WIth the step-downs In thIS proposal 
are less than In the current system The proposal would be Improved m 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 mterest rather than the borrower's 
payment 3 

Smce the use of the DPM IS the key step for the further reduction m loan 
SubsIdIes, It IS conSIdered to be acceptable to retaIn some mterest rate subsIdy 
component temporanly to ease the transItion Thus adoption of such buy-downs 
would be permItted under the CondItIons Precedent for the first borrowmg under HG-
001. as long as 1) the net reductIon In the level of loan SubSIdIes over those 
generated by the current system IS substantIal, e g , at least 50 percent, and 2) the 
pohcy statement of the GOH endorses the further reductIon m 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 m subSIdIes and the adoption of the DPM by OTP WIll depend partly on 
GOH tax pohcy and OTP dIVIdend pohcy If the accrued (but not receIved cash) profIt 
IS taxed, as we expect, and OTP pays dIVIdends to the GOH on It as If It had been 
receIved (whIch It could because of ItS hIgh hquIdrty posItion) then the full benefit of 
the SUbSIdy reductIon flows through to the deficIt If pohcy IS changed m eIther 
regard, the Impact on the deficIt WIll be blunted 

The CondItions Precedent for the second tranche, however, would mvolve a 
more specIfic COmmItment to progressIvely ehmmate mterest rate SubSIdIes, as well 
as ratIonahzrng other SubSIdIes for home purchase One approach to thls would be 
the planned year-by-year reductIon m the buy-down amount or m the amount ofloan 
ehgible for the buy-down A related condItIon IS that the current system for 
admmistenng nearly all home purchase SubSIdIes, channehng them through the 
lender, be modIfIed to reduce the burden on the lender so as to draw addItIonal 
InstItutIons mto home lendmg The mtent IS to assure that SubSIdIes on loan 
repayments on new loans be elImmated and that the remaImng elements of home 
purchase subSIdy be targeted and admmistratIvely sImphfied by the end of the HG-
001 program 

3 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 



ANNEXE 

THE DEFERRED PAYMENT MORTGAGE 
AS AN ALTERNATIVE MORTGAGE INSTRUMENT 

INTRODUCTION 

Hungary has been strugglmg WIth the problem of mflatIon for the past five 
years As m other formerly centrally-planned econorrnes, the removal of most 
pnce controls, the reductIon of government SubSIdIes, an mcrease In the budget 
defiCIt and the lffipositIon of VAT and other taxes have resulted m a rapId nse In 
the pnces of goods and servIces The annual rate of mflatIon In Hungary, based 
on the consumer pnce Index, escalated from 8 6 percent m 1987 to 35 percent m 
1991 The mflatIon rate has moderated somewhat In 1992 and dunng the fIrst 
four months of 1993 However, the projected mflatIon rate for 1993 IS stIll hIgh 
Government projectIons are for an annual rate of mflatIon of 14 to 17 percent, 
whIle some pnvate econorrnsts are predIctIng mflatIon of 18 to 23 percent 

The recent range and downward trend of mflatIon have perrrntted the 
Hunganan econorrnc system to functIon WIthout the need to fully mdex wages, 
Interest rates, or the tax system ThIS lack of mdexatIon has facilitated the major 
changes m real wages, real pnces, and real returns needed to realIgn econOmIC 
forces dunng the transformatIon to a market economy, but has also resulted In 
temporary dIstortIons m the econorrnc and fmanclal system Of partIcular 
Importance to the hOUSIng sector IS the negatIve lffipact on housmg affordablhty 
caused by the combmatIon of hIgh nommal mterest rates and dechmng real 
wages Smce the government of Hungary (GOH) allowed mortgage mterest rates to 
nse to market levels, the abIlIty of the average Hunganan household to make 
repayments on long-term debt to finance housmg has been severely llffilted The 
result has been a sharp declme m mortgage fmancmg 

The government has reheved some of the burden of hIgh and vanable 
nommal mterest rates by prOVidIng large up-front grants, as well as repayment 
SubSIdIes However, the magnItude of housmg SubSIdIes has placed a severe 
straIn on GOH budgetary resources (See Annex D for a dISCUSSIon of housmg 
subsIdIes) The GOH, WIth the aSSIstance of AID and other donor agenCIes, IS 
seekmg finanCIally feaSIble and econorrncally ratIonal methods to reduce the 
amount of repayment SubSIdIes prOVided to Hunganan homebuyers, mamtam 
hOUSIng affordabIhty dunng a penod when mortgage mterest rates are expected to 
remam about 25 percent, and encourage a stable flow of pnvate capItal mto the 
hOUSIng sector 

After analySIS of several dIfferent financmg structures, the GOH, WIth the 
aSSIstance of AID consultants, has deterrrnned that the instrument best smted to 
the HungarIan SItuatIon IS a mortgage WhIch defers a portIon of the payments 
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untIl the later years of a loan The partIcular mortgage mstrument wlnch IS beIng 
consIdered for adoptlon IS called the deferred payment mortgage (DPM) A verSIOn 
of tlns deferred payment mortgage has been muse m Austraha for a number of 
years m sunIlar CIrcumstances There are a number of Issues WhIch must be 
resolved before the DPM can be mtroduced by Hunganan mortgage lenders 
However, the baSIC preIDlses on WhICh the DPM structure are based are conSIstent 
Wlth sound econOIDlC and finanCIal polICIes and prmcipies 

ThIS annex explruns In detaIl the econOIDlC and finanCIal ratlonale for the 
DPM Annex F explores a vanety of finanCIal and regulatory concerns, as well as a 
number of optlons for combmmg a subSIdy Wlth the DPM 

WHAT IS A DPM? 

In general terms, a deferred payment mortgage IS a standard mortgage, Wlth 
eIther a fixed or vanable rate of mterest, for wlnch a portlon of the payment IS 
deferred, 1 e • added to the outstandmg prmclpal and amortIzed over the hfe of the 
loan It IS m concept and m practlce smnlar to lendmg the borrower that portlon 
of the payment 

The pOrtlon to be deferred could be expressed m several ways The 
approach dlscussed m Hungary IS to fix an mterest rate that deterIDllles the 
actual cash payment and to also specify as the "contract" rate a vanable rate of 
the type already muse m 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. IS deferred each month and added mto the pnnclpal on 
wlnch the next month's contract payment IS calculated (the actual repayment 
amount could be changed less frequently) 

WHY DEFER INTEREST? 

I t could appear to be a doubtful bankmg practlce to lend a borrower a pOrtlon 
of theIr monthly payment ThIS portlon IS essentlally a part of the mterest due on the 
loan Thus, the baSIC questlon IS. why defer payment of thIS mterest? 

The answer goes back to the double role that the mterest rate plays In modem 
econOIDles WhIle m general. mterest rates reflect the value that people place on 
havmg money now rather than later. In pen ods oflow or no mflatlon or deflatIOn. the 
rate reflects pnmanly the baSIC deSIre of most people to consume now rather than 
later and the fact that deferral of consumptlon IS valuable because It pefIDlts 
Investment m productlve processes (e g , factones, research, educatlon) 
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In an mflabonary economy, the mterest rate must also bear the burden of 
compensabng the proVider of capItal for the loss m purchasIng power of a gIven unIt 
of the currency mvolved Thus econoffilsts speak of the market mterest rate as 
compnsed of a "real" mterest rate ( reflectmg the producoVIty of capItal) plus an 
Inflaoon-related premIUm 

When an mvestment Yields ItS return WIthm a relaovely short penod of tIme, 
a user of capItal (e g , a borrower of a loan) can repay the full amount of the loan, 
plus the real mterest and the mflaoon-preffilum, WithIn a short penod of tIme 
However, some mvestments, such as housmg, Yield therr returns over very long 
penods Because of thIs, and because the house retams most of ItS value over that 
long penod, houses are financed With a long-term loan In the US, the term of the 
loan IS often 30 years In thIS case, and With a constant monthly payment, even after 
10 years, for example, 90 percent of the ongmalloan remaInS outstandmg 

However, when Inflaoon IS hIgh, rates go up to protect the lender (or ulbrnate 
prOVider of capItal) If thIS mflaoon preffilUffi IS reqUIred to be prod In cash currently, 
the lender IS essentIally acceleraong the repayment of the loan After 10 years, 90 
percent of the stated prmclpal of the loan may be outstandrng, but rn purchasIng 
power, thIS amount may be a small fractIon of the ongrnal loan amount For 
example, If the rnflaoon rate IS 10 percent, the purchasrng power (the "real" value) of 
the outstandmg pnnclpalls only about one-thIrd of the Imoal amount 

Alternaovely, If the lender was really willmg to receIve only 10 percent of the 
real purchasmg power of the funds back m ten years (In additIon to the "real" rnterest 
amounts), then the lender should be willmg to forego Immediate cash repayment of 
the mflaoon preffilum, and mstead let It accrue as addIoonal "loan" In other words, 
the lender would be Willing to see the scheduled pnnclpal amount for each penod be 
hIgher over orne by the amount of the Inflaoon preffilum, SInce thIs would keep the 
lender (and the borrower) In the same real purchasIng power situatIon as In the no­
Inflaoon case 

ACCOMMODATING THE FINANCIAL SYSTEM 

In econOffiles where mflaoon has long been hIgh, the enore fmanclal system 
IS buIlt upon such a preffilse Everyone accepts that they, whether borrower or 
lender, need protection from Inflation and agreements are made to adjust all the 
numbers mvolved for mflatIon Thus, depOSIts accrue the amount of mflatIon, plus 
the real return, and loan balances nse by mflation, and borrowers pay currently only 
the real scheduled repayment, plus the real mterest rate S1Ill1larly, accountants 
adjust therr calculations for the lffipact of mflanon 
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However, across-the-board mdexatIOn can be dangerous As noted above, In 
econoIIDes strugglmg to keep mflatIon WIthm a "reasonable" level, the "real" level of 
wages and pnces adjust more easIly when specIfic actIon has to be taken to 
compensate for the effect of mflatIon 

In such econonnes, the finanCIal markets do not automaucally adjust loan or 
depOSIt balances for mflauon, but a nse In market mterest rates roughly achIeves the 
same goal Yet the tax and accountIng rules may not recogmze thIs process, and 
more Importantly, there may be reasons why the real nsk and return sItuatIon IS 
dIfferent from the 10w-mflatIon enVIronment 

An Important example of the problem IS the behavIOr of deposItors when 
receIVing Interest payments enlarged by receIpt of the mflatIon prennum The 
deposItors may choose to WIthdraw and spend a portIon of thIS premIUm, although 
they would not have chosen to do so out of theIr mitIal deposIt In a sItuatIon of no 
mflatIon In other words, they may not recogmze that they are erodmg the real 
purchasmg power of theIr savmgs by WIthdrawmg some of the mflatIon prennum 
Thus, financial InstItutIons cannot assume that depOSitors WIll act WIth respect to the 
"real" depOSit levels the same way as they would m a penod of no mflatIon 

A second example of the problem IS that the credIt nsk associated With a loan 
of a gIven "real" amount may be greater than In a no-mflatIon world or an "mdexed" 
world precisely because there IS more scope for the borrower's mcome or the house's 
value to lag behmd mflatIon Major sectoral shIfts are hkely m econOIIDes m whIch 
econonnc polIcy makers are attemptIng to bnng the level of mflatIon back down to 
acceptable hIIDts (e g , under 5 percent) 

Other than for these two real nsks associated With econonnes WIth moderately 
high mflatIon, there are no special problems, econoIIDcally-speakmg, WIth offenng 
long-term borrowers the optIon of essentially addmg all or a portIon of the mflatIon 
prennum back mto the nOIIDnal loan amount due These substantIve nsks are 
addressed below, after discussIOn of some other types of problems associated WIth 
a finanCial enVIronment that IS not fully mdexed 

FINANCIAL INTERMEDIATION IN AN UN-INDEXED ECONOMY 

Other problems anse in an un-Indexed but mflatIonary economy because the 
tax accountIng and regulatory enVIronment do not explIcrtly recognIZe the appearance 
of inflatIon preIIDums and other Impacts In the US, some of these adjustments 
were made after the penod of high mflatIon m the late 1970s, mcludmg mdexmg the 
tax brackets and usmg UFO mventory accountIng Other adjustments, such as not 
taxmg the InflatIon prennum m returns on debt or eqUIty, have yet to be adopted 
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Although there IS broad understandmg of the effect of mflatlOn preIlliums on market 
mterest rates and apparent (but not real) returns on assets. the mflanon problem has 
subsIded sufficIently to make the large costs of fully mdexmg the economy not worth 
the benefits 

Hungary conbnues to expenence a level oftnflanon (over 20 percent) m which 
all nOIllinal money amounts tend to at least double every four years Especially m 
the area of tax accounbng. taxes are bemg patd on "profits" that essenhally reflect 
only a retmbursement for loss of purchaSIng power 

In such a context. all finanCIal Insntuhons should recogmze that growth m 
habIhnes. assets. capItal. or profits at less than the rate of mflanon signtfies a real 
shnnkage of therr posihon Such a shnnkage certrunly can and does happen. just 
as these values can dechne In cash terms m a penod of no mflahon 

On the other hand. IT an mshtuhon does not expect any real shnnkage m these 
key areas. then It can plan on nommal mcreases at least as large as Inflahon It 
should also recogruze that real holdmgs of vanous types of assets are shnnkIng 
unless the Inflahon preIllium receIved from these assets IS plowed back Into 
expandmg the nommal holdmgs of the asset 

For example. the "real" holdmgs of long-term mortgages Wlll rapidly declme If 
the Inflahon preIllium IS not mvested m addlhonal mortgages (after havmg patd taxes 
on It) S1ITIllarly. IT the Inflahon preIllium IS receIved currently from the borrower. the 
effechve term of the loan may be shortenmg dramahcallY ThIS can be seen m terms 
of the share of a gIven portfoho of loans out of total assets. m terms of the real 
purchasmg power of the remammg pnncipal. or In terms of the ranos ofloan amount 
to collateral value (LTV) or payment-to-mcome (PTI) streams 

Alternahvely. the lender can capItalIze the mflanon preIllium pomon of the 
return back mto the nommalloan. thereby preservmg the same "real" levels of cash 
flow expected under a situanon of no mflanon ThIs IS what happens when a 
fmanclal system IS fully Indexed 

There are several advantages to not mdexmg long-term loans when the rest of 
the finanCial system IS not mdexed FIrst. as mflatton nses. the credIt nsk assocIated 
Wlth long-term lendmg can rapIdly dechne Borrower mcomes Wlli tend to nse (but 
not always ill match Wlth mflanon If the system IS not mdexed) as well as does the 
value of the collateral. at least relanve to a no-InflatIon world CredIt nsk on account 
of collateral shortage or payment burden IS reduced at each future penod and 
ordmanly (1 e • assUIllillg there IS abIhty to enforce repayment) credIt nsk should 
become neghgible after only a few years 
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Second, current cash flows Increase, penmttmg re-deployment of assets to 
dIfferent purposes WIthOut havmg to convert assets to cash through sales or other 
lIqrndatIons 

ThIrd, the tax authontIes WIll want the same amount of taxes, mcluding taxes 
on the mflatIon preIll1um, whether the lender defers the payment or not ThIs can 
also cause cash flow problems 

Fourth, as the portfolIo of loans nses, the lender WIll need to add to the capItal 
base of the InstItutIon ThIs also requIres a greater degree of lIqrndity than If the 
lender has the optIon of rapIdly shnnkmg Its "real" portfolIo by reducIng loan 
origmatIons 

FIfth, the accelerated repayment on exIstIng loans (I e , the current receIpt of 
the InflatIon preIll1um) penmts the Issuance of a greater amount of new loans To the 
extent that accountIng or market factors make the loan ongmatIon process a 
relatIvely more profitable actIVIty, the lender would prefer to Issue more shorter-term 
loans rather than fewer longer-term loans 

These are all good reasons why lenders would prefer to SImply collect the 
InflatIon preIll1um currently In addItIon, there IS the correlatIon noted above 
between InflatIon and real econOIll1C mstabIhty, whIch can sigruficantly mcrease 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 IS the borrower, who must pay the mflatIon 
premIum out of current mcome and ends up havmg effectIvely repaId the long-term 
loan over a much shorter penod EssentIally, the borrower can only afford to do so 
up to a certrun 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 IS easmg the blow of the hIgh mflatIon premIum by 
Itselfpaymg a major portIon ofIt (see Annex D on these SubsIdIes) It IS a goal ofHG-
001 to reduce these large SubSIdIes and the most dIrect method of domg so, WIthOUt 
mcreasmg the repayment burden on the borrower, IS to have the lender defer all or 
a portIon of the inflatIon premIum 
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One approach to thIS IS to defer the full amount of the InflatIOn premIUm TIus 
IS accomphshed by mdexmg the loan amount for mflabon and thus the loan IS called 
a Pnce-Level Adjusted Mortgage (PLAM) Another approach IS to add to (subtract 
from) the full mflatIon preIll1UIll the amount that the average repayment capacItIes 
of borrowers lag behmd (exceed) the mfiatIOn rate TIus IS called the Dual-Index 
Mortgage (DIM) and proVIdes extra protectIon to the borrower (but mcreases the nsks 
of the lender) 

Both of these mortgages reqUIre the use of statIsbcalIndexes of pnce and wage 
changes A sImpler and less nsky approach IS to set a repayment rate on mortgages 
that IS greater than the real mterest rate and IS towards the upper end of what 
borrowers can handle m terms of currently repaymg a portIon of the mflabon 
preIll1um But the portIon of the mflatIon preIll1um that exceeds that amount IS then 
deferred The DPM IS such a loan 

By varymg the level of the repayment mterest rate (here called the payment 
rate), the lender can fme-tune the degree to whIch he IS acceptIng the burdens and 
nsks noted above assocIated WIth deferrmg payment of the InflatIon preIll1um 
Moreover, If the contract mterest rate on the loan IS vanable, and market rates fall 
to less than the payment rate, the loan automatIcally converts to a standard loan, 
WIth no addItIonal burdens or nsks ThIS IS partIcularly desIrable m the Hunganan 
context, where there are reasonable prospects of much lower rates of InflatIon In the 
future 

RISKS OF THE DPM 

WIule the DPM may perIll1t a comproIll1se between a PLAM and a standard 
mortgage, and whIle It restructures the loan more towards bemg a true long-term 
loan of the type that exIsted m Hungary before the recent hIgher mflatIon rates, there 
has to be a sIgnIfIcant Increase m nsks assocIated WIth movmg from the current 
system of collectIng a full InflatIon preIll1UIll (WIth government assIstance) to defemng 
a major portIon of the InflatIon preIll1UIll (to be repaId eventually WIthout any 
government asSIstance) In other words, truly lendIng long-term IS nskIer In every 
d1IllenSIOn than lendmg short-term 

Therefore, a major pohcy component of HG-OO 1 IS the reductIon and 1Illproved 
management of these nsks, WhICh are mostly related to greater credIt losses and 
hqmdlty dIfficultIes In both cases, the key factor potentIally amelIoratIng these nsks 
IS the current low level of loan amounts relatIve to the market value of the collateral 
These low L1V ratIos (usually under 50 percent) prOVide a sIgmficant buffer agamst 
swmgs m the mflatIon-adJusted value of the home and a strong baSIS for forCIng the 
voluntary sale of the home In case of repayment dIfficultIes As noted elsewhere, thIS 
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buffer IS not readily accessIble under current Hunganan laws and court procedures, 
but HG-OOI IS desIgned to develop both access to thIS buffer and to msiItuiIonabze 
that access m the form of a mortgage msurance program that Improves the abIhty of 
lender to hmIt and lIquIdate theIr losses or to eventually create a mortgage-backed 
secunty that could be sold to generate hqmdIty 



INTRODUCTION 

ANNEX F 

THE DEFERRED PAYMENT MORTGAGE 
STRUCTURE. ANALYSIS AND ISSUES 

Dunng the last three years, Hungary has been strugghng WIth the problems 
of mflatJ.on and a large budget defIcIt The fiscal and econormc condItJ.ons In the 
country have resulted In mcreases m normnal mterest rates from under 20 percent 
m 1988 to over 35 percent by the end of 1991 The sImultaneous bberahzatJ.on of 
controls over mortgage mterest rates mtenslfied the negatJ.ve Impact of the recent nse 
In market Interest rates on the hOUSIng fmance and reSIdentIal construction markets 
Although market mterest rates have declmed over the last fIve quarters, mortgage 
Interest rates stIll are over 25 percent 

The government of Hungary (GOH) has attempted to rmtJ.gate some of the 
burden of hIgh nommal mterest rates by proVldmg large. long term repayment 
subSIdIes to mortgage borrowers However. gIven the need to reduce the budget 
defiCIt. the budgetary resources WhICh WIll be avrulable for housmg In the future WIll 
not be adequate to sustaIn even a modest level of hOUSIng actJ.vrty 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, mamtam housmg affordability, stImulate reSIdential constructIon 
and encourage a stable flow of pnvate capItal mto the housmg sector 

Among other lrutIatIves, the GOH Intends to Implement alternatIve mortgage 
Instruments deSIgned to enable the GOH to reduce the amount ofhousmg SubSIdIes 
WIthOUt Imprunng hOUSIng affordabilIty The GOH, WIth the aSSIstance of AID 
consultants, has determmed that the mstrument best swted to the Hunganan 
situatJ.on IS a deferred payment mortgage (DPM) whIch defers a portIon of the mterest 
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 housmg finance affordable to a SIgnIficant portIon 
of the population at mortgage mterest rates of 25 to 30 percent 

Smce DPM loans WIll be offered by financIal InstItutJ.ons, a cntical conSIderatIon 
In desIgmng an appropnate mortgage mstrument IS the Impact on the profitabIlIty 
and finanCIal soundness of these mortgage lendmg mstItutions, pnnclpally the 
NatJ.onal Savmgs and CommerCIal Bank (OTP) The GOH does not want to propose, 
nor would finanCIal InstJ.tutions accept. financmg structures whIch are not 
reasonable and sound on a bUSIness baSIS There are a number of Issues whIch 
must be resolved before the DPM can be mtroduced by Hunganan mortgage lenders 
However, the baSIC preffilses on WhICh the DPM structure are based are conSIstent 
With sound econOffilC and finanCIal pohcles and pnncipies 
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In general terms, a deferred payment mortgage IS a standard mortgage, With 
eIther a fixed or vanable rate of mterest, for whIch a portIon of the payment IS 
deferred, 1 e, a portIon of the Interest IS capItahzed, added to the outstandIng 
pnncipal and amortIzed over the remaImng lIfe of the loan In concept, the 
capItalIzatIon of mterest on a DPM IS slffillar to extendmg the borrower a lIne of credIt 
for a senes of addItIonal advances for the portIon of the payment whIch represents 
capItahzed mterest See Annex E for the econOmIC and fmancial ratIonale for the 
DPM 

The DPM dIffers from other deferred payment loan structures, lIke the dual­
Index mortgage (DIM), In that neIther the contract rate at WhIch the Interest due IS 
computed nor the rate on whIch the actual amount of the penodic payment IS based 
IS lmked to a pnce 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 pncmg polICIes 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 mtroduced IS projected 
at 26 percent Smce 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 

ObViously, the payment rate used for the DPM WIll have a sIgmficant Impact 
on both the borrower and the mortgage lender The method for establIshmg thIS rate 
has not yet been determIned The payment rate could be based on some market rate 
mdex such as a weIghted average cost of funds for bank deposIts, the rate paId by 
the Hunganan NatIonal Bank (MNB) on mterest bearmg bank reserves, or the rate 
paId on GOH Treasury secuntIes AlternatIvely, the rate could be establIshed by the 
GOH or mdiVIdual mortgage lenders under some general affordabIhty gUIdelInes The 
payment rate could be fixed or adJustable over the lIfe of the loan 

The GOH has determIned that m order to mamtaIn affordabIhty, some form of 
mortgage SUbSIdy WIll be requrred, at least untIl mflatIon and mterest rates are 
brought down The proposed mortgage Interest SUbSIdy Will pay a portIon of the total 
Interest cost of the loan for a specIfied number of years The mterest rate SUbSIdy IS 
a factor whIch must be taken Into consIderatIon m desIgnmg the structure of a DPM 
loan because the SUbSIdy structure affects both the ongmalloan pnncipal amount 
affordable at a gIVen mcome level and the amount of the borrower's payments over 
the term of the loan 
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There are numerous ways In wlnch the mortgage mterest subSIdy could be 
structured The borrower's requrred payment could be computed at the payment 
rate, With the GOH mterest rate subsIdy payments gomg to reduce, or "buyout" some 
of the capItalIzed mterest AlternatIvely the DPM payment rate could be the rate at 
wlnch the total payment, mcluding the GOH subsIdy, IS computed In tlns case, the 
GOH mterest rate subsIdy payments would be deducted from the total payment due 
to arrIve at the net payment whIch the borrower Will be requrred to make In effect, 
the GOH mterest rate subsIdy "buys down" the borrower's mterest rate 

The controlhng factor m determmmg both the payment rate on a DPM loan and 
the method by wlnch the mterest rate subsIdy WIll be apphed Will be the affordabIhty 
of the DPM loan to a target Income group A number of different DPM finanCIng 
optIons have been evaluated as part of tlns analysIs The schedules presented In 
Exlnbit 1 of thIS Annex illustrate the Impact on affordability of four alternatIve DPM 
financmg structures wlnch could be consIdered for adoptIon m Hungary 

FINANCIAL IMPLICATIONS OF THE DPM 

The DPM finanCIng structure has sIgmficant financIal ImphcatIons for the 
GOH, the borrower and the mortgage lender For the borrower, the lower ImtIal 
payments on a DPM structure allow hIm/her to quahfy for a loan under standard 
loan underwntIng cntena WhICh would be beyond hIs/her means With a standard 
vanable rate mortgage at the full market mterest rate If the borrower were requrred 
to make the full payment at market mortgage mterest rates, most prospectIve home 
buyers would not qualIfy 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 m 1992 was about 
25 percent The balance of the purchase pnce came from GOH SOCIal pohcy 
SubSIdIes, employer grants and the borrowers' own funds 

Impact on GOH Mortgage Subsidies 

The DPM results m SIgnIficant finanCIal benefits to the GOH because It allows 
the GOH to reduce the amount of payment SUbSIdy reqUIred for each loan As 
dIscussed m 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-qualIfy:mg 
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 mIllion loan at a 26 percent Interest rate under the 
current subSIdy system for a famllY With two children would requrre total SubSIdIes 
of almost HUF 1 1 mIllion over the fifteen year subSIdy penod The present value of 

f 
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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 thIS level are 
not sustaInable even at the low mortgage volumes expenenced m 1992 

The greater affordabIlrty of a DPM loan wIll permIt the GOH to elImInate the 
deep subsIdy entrrely and replace the shallow subsIdy WIth a new subsIdy structure 
whIch will pay a portIon of the mortgage mterest rather than a percent of the 
mortgage payment The specIfic subsIdy structure whIch WIll be Implemented IS stIll 
under dIScussIon by the GOH, but the optIOns whIch appear to have the greatest 
support proVIde for the payment of a certam percent mterest on the outstandmg loan 
balance on a stepped-down schedule over ten to fifteen years The subSIdy structure 
whIch has receIved the greatest consIderatIon by the Hunganans IS one m whIch the 
DPM payment rate IS 10 percent and the Interest rate subSIdy IS 4%, 3%, and 1% for 
succeSSIve five year Intervals These and other DPM structunng optIons will result 
m per loan cost savrngs to the GOH Therefore, If the volume of mortgage lendIng 
remams 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 dechne 
or may even mcrease, but the finanCIal resources avaIlable for housmg finance 
SubSIdIes will be used more effiCIently 

Although the DPM finanCIng structure WIll permIt the GOH to reduce mortgage 
payment SubSIdIes lffiffiedlately and stIll have mortgage fmance affordable to a 
reasonable percentage of Hunganan households, an escalatIng loan balance will 
Increase the nommal amount of the subSIdy payment whIch the GOH must make In 
the future The burden on future budgets will mcrease, at least dunng the five year 
penods untIl the next reductIon of the subSIdy rate 

Impact of Interest Capitalization 

The Interest capItalIzatIon whIch IS reqUlred m the DPM financmg structure 
has several unphcatIons for the home buyer WIth or WIthout a GOH SUbSIdy, the 
borrower's monthly payments will mcrease sIgmficantly over the hfe of the loan A 
loan structure WhICh reqUlres Increasmg payments IS best sUIted for a young 
household WIth most of ItS eammg potentIal In the future A DPM structure poses 
greater nsk to a more mature borrower who perhaps has reached hIs/her peak 
earnmg capacIty and may even face unemployment or reduced mcome In the future 

If the borrower's mcome does not keep pace WIth the payment mcreases, 
he/she may find It mcreaslngly drfficult to meet hIs/her payment obhgatIons, 
although under a DPM WIth a payment rate of 10 percent or more, the payment 
burden m real terms should not mcrease unless the rate of growth m the borrower's 
Income lags behInd mflatIon by 3 percent or more The "payment shock" of these 
escalatIng payments also IS of concern to the lender because the credIt nsk of a DPM 
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loan may be greater than the credIt nsk on the current vanable rate mortgage The 
DPM WIll reqUIre more careful underwntmg at onginatIon to reduce the nsk exposure 
of both the borrower and the lender 

An increasmg loan balance could bmIt the growth of the borrower's eqUIty In 
the house and even erode the owner's eqUIty If the value of the home does not nse 
at a rate at least equal to the rate at whIch the outstandmg balance of the loan 
Increases At the low loan-to-value ratios currently m effect m Hungary, the potential 
erOSIOn of the owner's eqUIty and, hence, the lender'S secunty, IS of less senous 
concern than In other countnes were loan-to-value ratios are much hIgher 

The hIgh level of capItalIzed mterest of a DPM fmancmg structure also raIses 
questions of proper accounting and regulatory treatment for the mortgage lender 
whIch will be dIscussed later m thIs Annex One Issue whIch can be addressed m 
part by proper pncmg of the payment rate IS the potential cash shortfall between the 
cash receIved at the payment rate and the cash expenses Incurred m ongmatmg and 
servICIng the loan portfoho For most of the lIfe of the loan, the DPM structure 
generates accounting earnmgs for the mortgage lender whIch greatly exceed the cash 
payments receIved Any hqUIdIty straIn WhICh results from thIS cash flow IDlsmatch 
could be IntensIfIed If the mortgage lender IS reqUIred to mruntaIn hqUId reserves 
agamst the capItalIzed mterest portIon of the DPM DIscussIOns WIth MNB OffiCIalS 
dunng the project team's recent VISIt to Hungary mdicate that the 14 percent 
mandatory reserve would not be apphed to the DPM loan balances However, the 
outstandmg DPM loan balance may be subject to the 2 percent bqUIdity reserve, 
whIch appbes 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 servIcmg costs, to pay 
the income tax due on both the mterest payment actually receIved and the "mterest 
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 onginatIng and serVIcmg DPM loans The possIbIhty of a 
SIgnIfIcant level of DPM lendmg actiVIty strammg a bank's hqUIdity could bIDlt the 
partICIpation of Institutions m the DPM loan program 

ANALYSIS OF DPM FINANCING 

Key Parameters and ConstraInts 

Smce the objectives of adopting a DPM financmg structure are to reduce GOH 
payment SubSIdIes, mamtam or Increase housmg affordabIhty to Hunganan 
households, and offer a sound and profitable bUSIness opporturuty to mortgage 
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lenders, these three factors should be the deterrrnnmg constraInts for the structure 
of any DPM financIng The key vanables m a DPM financmg are the market mterest 
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 determme theIr Impact on GOH 
SubSIdIes, affordabIhty and the finanCIal return to lenders A HUF 1 mIlhon loan was 
evaluated under dIfferent assumptIons WIthm the constramt ofmaIntrumng mortgage 
affordabIhty under DPM financmg at least equal to the affordabIhty under the current 
costly GOH subSIdy system 

Target Income Groups 

The first step was to deterrrnne the target mcome groups whIch would be most 
hkely to be m the home purchase and financmg market Based on a survey of 
household mcome conducted m ffild-1992, the medIan monthly household Income 
of households m the ages relevant for the housmg market was approX1ffiately HUF 
27,000 m 1992, or $34200 based on 1992 exchange rates 

AssUffilng that the household Incomes Will have nsen by 25 percent over the 
estImated 18 months from the date of the 1992 mcome survey untIl the tIme the DPM 
IS mtroduced m early 1994, the medIan monthly household mcome IS projected at 
apprmamately HUF 33,750 Moreover, under the current mortgage subSIdy 
structure, assummg 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 mmlffium mcome reqUired to qualIfy for a 
HUF 1 millIon loan at a 33 percent payment to mcome ratIo IS HUF 35,663 
Therefore, In the analyses of alternatIve DPM financmg structures presented m 
Exlnbit 2 of thIS Annex, a HUF 34,000 monthly Income to qualIfy constramt has been 
Imposed and the other vanables adjusted to meet that constramt It has also been 
assumed that the maXlffium first year average monthly payment to ImtIal monthly 
Income ratIo Will be 33 percent Table 1 presents a summary of the affordabIhty of 
three alternatIve DPM financmg structures to borrowers earnmg HUF 34,000 at the 
tIme the loan IS ongmated As the table mdicates, under all alternatIve DPM loan 
structures presented, a household eammg HUF 34,000 can afford to finance the 
purchase of a home costIng HUF 4,000,000 (approX1ffiately $47,620) at loan-to-value 
ratIos above the average loan-to-value ratIo on mortgage loans extended by the OTP 
In 1992 

Interest Rates 

The market rate on future DPM fmancmg WIll be deterrrnned by external 
factors Smce market Interest rates have been fallIng In 1993, It has been assumed 
that by the tIme the DPM IS mtroduced, the market mortgage rate Will be 26 percent 



AnnexF 
The Deferred Payment Mortgage 
Structure AnalysIS and Issues Page 7 

For purposes of tins analysIs, It has been assumed that the projected 1993 mortgage 
Interest rate of 26 percent IS constant throughout the twenty year hfe of the DPM, 
wlnch IS a pesslIlllstIc assumptIon about future mflatIon rates m Hungary TIus rate 
does not mclude the addItIonal servICIng fee of 1 percent wlnch the OTP currently 
assesses on ItS loans Appropnate servIcmg fees for a loan WIth an escalatIng 
outstandmg balance should be consIdered separately 

PreVIous finanCIal analyses of the DPM loan have utIhzed a 10 percent DPM 
payment rate, an mterest rate WhICh IS below the weIghted average cost of funds at 
Hunganan fmancial mstItutIons and, In some cases, IS below the effectIve mterest 
cost to the borrower under the exIStIng subSIdy system As the affordabIhty 
schedules prOVIded m Exlubit 1 of thIS Annex show, It IS not necessary to set the 
DPM rate at tlns Iowa level to mamtam affordabIhty to households In the target 
Income group, partIcularly If the total payment on the DPM IS computed at the 10 
percent payment rate and the payment actually made by the borrower IS the 
difference between the payment to amortIze the loan balance at 10 
percent and the GOH mterest rate SUbSIdy Furthermore, usmg a payment rate 
wlnch IS lower than the cost of funds for mortgage lenders results m cash flow 
defiCIts on a DPM portfolIo, at least for the early years of the loan Senous 
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 In 
Hungary, currently does not employ a standard amortIzatIon methodology for the 
mortgages It holds It IS assumed that the DPM loan WIll be amortIzed In accordance 
WIth the amortIzatIon systems generally used m the U S TechnIcal aSSIstance WIll 
be prOVIded to the OTP and other lenders to facilitate the converSIOn of theIr loan 
servICIng systems to permIt mortgage amortIzation In accordance WIth standard 
western loan servIcmg practIces Therefore, the analYSIS ofDPM 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 mvolve substantIal admmistratIve cost In addItIon, 
smce the Hunganan mall system IS qUlte IneffiCIent, It IS dIfficult to prOVIde notIces 
to borrowers of the change m terms of theIr loans ill a tImely manner The DPM 
analYSIS assumes that borrower payments WIll be adjusted semIannually, rather than 
annually UltImately It would be deSIrable to adjust payments quarterly or even 
monthly If the admIrustratIve cost does not outweIgh the benefits More frequent 
adjustment of mortgage payments WIll reduce the "payment shock" of escalatIng 



AnnexF 
The Deferred Payment Mortgage 
Structure AnalysIS and IS6UES Page 8 

payments under the DPM structure and also WIll mmlllllZe the amount of mterest 
wInch IS capItalIzed 

GOH mortgage SubSIdIes currently are patd annually, m arrears In the DPM 
analYSIS, It has been assumed that subsIdy payments WIll be made monthly and 
adjusted sermannually In other words, the subsIdy for a SIX month penod Will be 
computed based on the subsIdy rate and the begmnmg loan balance for the penod 
The total SUbSIdy for SIX months IS paId m SIX equal mstallments 

Subsidy Structures Evaluated 

To the extent possIble, the DPM fmancmg structure should mmlllllZe the 
amount of mterest capitalIzatlon, espeCIally In the early years of a loan, while 
mamtatnmg affordablhty to a sIgmficant percentage of Hunganan households 
Reducmg mterest capItalIZatIon m the early years reduces the total SUbSIdy requrred, 
the borrower's total mterest expense, and the credIt nsk to the mortgage lender The 
Impbcabons of a number of dIfferent DPM loan structures for the GOH, the borrower 
and the mortgage lender were evaluated for a HUF 1 millIon loan DIfferent DPM 
vanables were tested under two baSIC subSIdy structures 

The first subsIdy structure IS essenballya "buy-down" of the contract mterest 
rate Under thIS structure, the DPM Payment IS computed at the DPM Payment Rate, 
the Interest patd by the GOH at the Interest SubsIdy Rate IS deducted from that 
payment, With the balance patd by the borrower TIns IS the finanCIng structure 
wInch the GOH has had under considerabon DPM structure 1 employs a 10 percent 
DPM Payment rate and a 4%/3%/1 % Interest rate subSIdy stepped -down at five year 
Intervals The phase out of the "buy-down" SubSIdIes results m mcreases In the 
borrower's payments over and above that requrred to amortIze the escalatmg DPM 
loan balance Therefore, the "payment shock" of Ingher payments may be intenSIfied, 
placmg greater strain on the borrower's finanCIal capacity to make hIS payments and 
mcreasmg the credIt nsk to the lender 

The second subsIdy structure evaluated IS an mterest "buy-out" structure 
Under thIS structure, the borrower's payment IS computed at a constant borrower 
payment rate and the GOH pays an addIbonal amount of Interest at the mterest 
subSIdy rate to reduce the amount of Interest capitalIzabon on the mortgage The 
mterest "buy-out" subsIdy structure does not drrectly affect the borrower's payment, 
SInce the borrower's payment to amortize the escalatmg DPM loan balance IS always 
calculated at the Borrower Payment Rate However, the phase-out of GOH SubSIdIes 
will mcrease the amount of mterest capitalIZabon and, therefore, mdirectly result In 
a further mcrease m the borrower's payments The "buy-out" SUbSIdy structure WIll 
also mean a gradual reducbon m the amount of mterest collected by the lender, 
resulbng In dechnmg cash flows durmg the rmddle years of the loan term 
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Two optIons under the "buyout" 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 IS the payment reqUIred to amortIze the 
outstandmg 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 penods of tIme, With a hIgher subsIdy dunng the 
ImtIal years of the loan DPM structure 3 employs a 10 percent borrower payment 
rate and a 5%/4%/2% mterest rate subsIdy stepped-down over ten years, rather than 
the 15 years used In the other two financmg structures 

Each alternatIve also was evaluated m terms of its Impact on the finanCIal 
pOSItIon of a mortgage lender The profitabIhty under vanous loan loss proVIslOmng 
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, It appears that there may be several optIons whIch 
would be effectIve m reducmg GOH SubSIdIes, mamtaInmg borrower affordabIhty at 
loan-to-value ratIos equal to or greater than the OTP expenenced m 1992 and 
proVIdmg a reasonable profit WithOUt undue nsk to the DPM lender Summanes of 
some of the cntIcal vanables for the GOH and the borrower under the alternatIve 
D PM fmancmg structures presented are gIven m the tables on the followmg pages 

As the summary data show, all of the DPM finanCIng structures resulted In 
reductIons m 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 
m mamtaInmg or enhanCIng mortgage affordabIhty Under all three alternatIves, the 
ffilmmum mcome to quahfy for the HUF 1 mIlhon loan was lower than that requIred 
for the exIsting subSIdIZed VRM mortgage 

The reductIon In the amount of subSIdy prOVIded does result m a sIgmficantly 
hIgher effectIve Interest 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 mterest rate to the borrower over the lIfe of the loan was between 
23 81 and 24 28 percent, compared With the 16 54 percent nommal effectIve mterest 
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rate under the current subsIdy system DPM fmancmg also results In much greater 
mcreases m the borrower's payments, m nommal terms Underwntmg these DPM 
loans prudently WIll be dIffICUlt, smce the evaluanon of the financIal capacIty of the 
borrower to meet hIs/her payment obhgatIons must be based on the assumpnons 
that the borrower's Income WIll Increase In the future at a rate wruch WIll maIntaIn 
a reasonable payment to mcome rano at a stable contract mterest rates and/or that 
market Interest rates Will declme far enough and qUlckly enough to reduce the 
amount of Interest capitalIzanon 

Both mterest rate "buyout" DPM structures (DPM structures 2 and 3) generate 
suffiCIent cash flow to offer mortgage lenders a reasonably attractIve mvestment 
OpportunIty DPM structure I, however, results m a neganve cash flow dunng the 
early years of the loan whIch would make thIS financmg opnon less attracnve to 
prospecnve partIcipabng financIal msntunons 

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

DPM structure 1 IS the most affordable of the three structunng alternanves 
A borrower eammg HUF 34,000 could afford a loan of over HUF 1 75 millIon wruch 
would fmance the purchase of a home cosbng HUF 4 millIon at a 44 4 percent loan 
to value rano However, thIS structure has several matenal weaknesses Frrst, It IS 
the most costly to both the GOH and the borrower The total subsIdy over the fIfteen 
year subsIdy penod IS HUF 



Tabl.1 

SUMMARY OF AFFORDABILITY OF 
ALTERNATIVE DPM LOAN STRUCTURES 

TO TARGET INCOME GROUP 

Assumptions 
Target Initial Monthly Income (In HUF) 
Target Purchase Price of House (In HUF) 
Minimum Loan-to-Value Ratio 
Maximum Initial Payment to Income Ratio 

DPM 
Structure' 

10% DPM Rate & 
4% Initial Subsl~ 

Maximum Loan Available to a 
Borrower Earning HUF 34,000 1,n6,000 
at a 33% Payment to Income Ratio 

MaxJmum House Pnce at 
Loan-to-Value Ratios of 

25% 7,104,000 
30% 5,920,000 
35% 5,074,286 
40% 4,440,000 
50% 3,552,000 
60% 2,960,000 

Loan-to-Value Ratio 
at Target House Price 4440% 

34,000 
4,000,000 

25% 
33% 

DPM 
Structures 2 & 3 

10% Borrower 
Payment Rate 

1,162,668 

4,650,673 
3,875,561 
3,321,909 
2,906,671 
2,325,336 
1,937,780 

2907% 

Page 11 
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Table 2 

SUMMARY OF BORROWER PAYMENTS ON A HUF 1 MILLION LOAN 
UNDER CURRENT VRM REPAYMENT SUBSIDY SYSTEM 

Current SubsIdy 

System 

OPM Structure 1 

OPM Structure 2 

OPM Structure 3 

Year 
0 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

Total 
Payments 
Effective 
Interest 
Rate 

AND ALTERNATIVE OPM LOAN STRUCTURES 

Current 
SubSidy 

S'istem 
(1,000,000) 

141,224 
141,224 
141,224 
141,224 
141,224 
201,374 
201,374 
201,374 
201,374 
201,374 
222,296 
222,296 
222,296 
222,296 
222,296 
261,525 
261,525 
261,525 
261,525 
261,525 

4,132,095 

1654% 

Deep SubSidy on HUF 400 000 of 70%/35%/15% 

Shallow SUbsIdy of 30%/15% on Balance 

DPM Payment Rate of 10% SubsIdy Rate of 4%/3%/1 % 15 Years 

Borrower Payment Rate of 10% SubsIdy Rate of 4%/3%/1% 15 Years 

Borrower Payment Rate of 10% SubsIdy Rate of 5%/4%/2% 10 Years 

DPM DPM DPM 
Structure Structure Structure 

1 2 3 
(1,000,000) (1,ooo,Ooo) (1,000,000) 

79,194 119,484 119,176 
94,046 135,166 133,471 

111,787 152,914 149,487 
133,012 173,006 167,435 
158,444 195,752 188,525 
209,9n 222,085 215,485 
249,642 253,876 246,331 
297,126 290,262 282,368 
354,069 331,921 326,158 
422,491 379,642 376,832 
581.915 436,622 437,796 
689,415 509,938 516,485 
817,607 595,886 609,683 
970,842 696,809 720,260 

1,154,596 785,216 851,791 
1,429,709 968,599 1,008,850 
1,697,194 1.149,815 1,197,597 
2,022,550 1,370,237 1,427,179 
2,429,832 1,646,162 1,714,571 
2,851,586 1,931,892 2,012,175 

16,755,034 12,345,284 12,701,655 

2428% 2385% 2381% 
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Table 3 

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

Current Subsidy 
System 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 

: IN I I:HI:::; I HA I 1:::; 
Vartable 

Contract Interest Rate 
Initial EffectIVe Borrower Interest Rate 
EffectIVe Borrower Interest Rate 
Over Life of the loan 
AFFORDABIUTY 
MInimum Income Required at 33% First 
Year Total Payment/Income Ratio 
MInimum Income ReqUired at 40% Third 
Year Total P~mentllncome Ratio 
PROJECTED PAYMENT INCREASE 
Total Payments In Year 1 
Total Payments In Year 6 
Total Payments In Year 11 
Total P~ments In Year 16 
SUBSIDIES 
SubSidy In Year 1 
Total SubSidies 
Present Value of SubSidies 
@ 18% GOH Cost of C~ __ -- -

Deep Subsidy on HUF 400 000 of 70%/35%/15% 
Shallow Subsidy of 30%/15% on Balance 
DPM Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Years 
Borrower Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Years 
Borrower Payment Rate 0,,0% Subsidy Rate of 5%/4%/2% over 10 Years 

Current DPM DPM DPM 
Subsidy Structure Structure Structure 
S~stem 1 2 3 

2600% 2600~ 2600~ 2600% 
1313'* 471% 1000% 1000'* 

1654% 2428% 2385% 2381% 

35,663 19998 30173 30095 

29422 23289 31,857 31143 

141224 79194 119484 119176 
201374 209977 222085 215485 
222296 581915 436622 437796 : 
261525 1429709 968599 1008850 

120302 41522 41,100 51243 
1 098410 924730 728094 522180 : 

, 

'-----
481865 303 507 

-- -
256298 242363 

1 
(1) -w 
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Tabl.4 

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

DPM Structure 1 
DPM Structure 2 
DPM Structure 3 

Vanable 
111'1 j t:Rt:t) r .. ' ... _ .... ~OL-I:\';TE[) 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 
INTEREST INCOME CAPITAUZED 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 
NET AFTER TAX PROFIT WITH A 
PROVISION OF 50% OF 
CAPITAUZED INTEREST 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 
DIVIDENDS PAYABLE @ 50% 
OF NET CASH INCOME 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 
CAPITAL TO ASSETS RATIO 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 
INCREASE/DECREASE IN CASH 
DPM Structure 1 
DPM Structure 2 
DPM Structure 3 

DPM Payment Rate of 10% SubSIdy Rate of 4%/3%/1 % 
Borrower Payment Rate of 10% Subsidy Rate of 4%/3%/1% over 15 Yea 
Borrower Payment Rate of 10% Subsidy Rate of 5%/4%/2% over 10 Yea 

Year Year Year Year Year 
1 2 3 4 5 

120716 142084 167250 196896 231 828 
160584 180867 203625 229142 257720 
170419 189882 211456 235346 233285 

157496 179652 204033 230523 258837 
112,508 122670 133024 143 310 153162 
101400 109223 116961 124360 163254 

9,974 20020 32,283 47047 64n3 
29419 37733 47229 48,031 70,266 
34216 41824 50374 59943 56716 

0 0 0 4021 12285 
16.483 20042 24272 29306 35308 
21,658 25450 29860 34999 26010 

770'* 823% 923% 1069% 1252% 
835'* 896% 976% 1074% 1185% 
840% 900% 975% 1063% 1146% 

(8974) (6089) (1907) 4,021 12285 
16,483 20042 24272 29306 35308 
21658 25450 29,860 34,999 26,010 
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924,730 and the present value of the subsIdy stream assUIlllng an 18 percent GOH 
cost of funds IS HUF 303,507, about 63 percent of the dIscounted cost of the current 
subsIdy for a loan of the same SIZe 

The effective mterest cost to the borrower would be 24 28 percent and nommal 
payments over the lIfe of the loan would total almost HUF 16 8 rmlhon Of the three 
DPM optIons consIdered, thIs DPM loan structure results m the largest year-to-year 
percentage Increases m mortgage payments The annual payments requIred mcrease 
by 18 6 to 19 2 percent dunng the five year mtervals when the mterest rate subSIdy 
IS constant and by 32 5, 37 7 and 23 8 percent respectIvely m years 6, 11 and 16, 
when the mterest rate subSIdy IS reduced The annual percentage mcrease III 

mortgage payments for the other two DPM optIons average about 14 percent dunng 
the years m whIch the subSIdy IS paId and 19 percent durmg 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 receIved by the mortgage lender In 
the early years of the loan, Includmg 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 preffilses, personnel and general and 
adffilllistratIve expenses are allocated to thIs portIon of the bank's assets/actIVitIes 

If the deCISIon IS made to use the "buy-down" mterest subSIdy structure, a 
hIgher mterest rate should be used For example, If a 12 percent DPM payment rate 
were used, a household earnmg HUF 34,000 could borrow approxunately HUF 1 5 
ffillhon to finance the purchase of a HUF 4 rmlhon home at a 37 5% loan-to-value 
ratIo The use of a 12 percent DPM payment rate would reduce both the GOH 
subSIdy requrred 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-Ouf' Subsidy Stepped-Down Over Five Year Intervals 

DPM structure 2 also uses a 10 percent payment rate and a 4%/3%/1% 
Interest rate subSIdy stepped -down m five year mtervals The dIfference between thIS 
fmancmg structure and DPM structure 1 IS the way m WhIch the borrower's payment 
IS computed and the interest rate subSIdy apphed In thIS case, the borrower's 
payment IS the payment to amortIze the outstandmg balance of the loan over the 
remammg term at a 10 percent Interest rate The GOH mterest rate SUbSIdy IS paId 
In addItIon to the borrower s payment to reduce the amount ofmterest capItalIZatIon 
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ThIS mterest "buy-out" structure enables a household earrung 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 nnlhon at a 29 1 percent loan-to-value ratIo If the borrower 
fmanced 40 percent of the cost of the house, he/she could afford a house sellmg for 
apprmamately HUF 2 9 nnlhon 

Tlns DPM financmg structure results m sIgmficant cost savmgs to the GOH 
The total SUbSIdy cost over the fifteen year SUbSIdy penod 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" Subsidy Stepped-Down Over Ten Years 

ThIS fmancmg optIon offers a hIgher SUbSIdy dunng the early years of the loan 
and reduces the length of tIme over WhICh a subSIdy IS prOVIded A 5 percent mterest 
rate SUbSIdy IS 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 

Housmg affordablhty under thIs finanCIng structure IS the same as for DPM 
structure 2, since both alternatIves use a 10 percent borrower payment rate The 
pnnclpal benefit of a SUbSIdy structure WhICh pays a hIgher lllitIal subSIdy but hmIts 
the hfe of the subSIdy IS a reductIon m the amount of the SUbSIdy reqUIred to achIeve 
the same net benefit to the borrower The total SUbSIdy under thIs structure IS HUF 
522,180 and the present value of the SUbSIdy stream IS 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 mterest cost to the borrower IS shghtly less 
than the cost under DPM structure 2 The year-to-year percentage mcrease In 
payments under thIS DPM optIon IS lower than the 15-year mterest "buy-out" 
structure from the first to the fifth year of the loan and IS margmally greater than the 
annual rate of mcrease In payments for the balance of the loan term The annual 
percentage Increase In the payments reqUIred under thIs DPM structure IS less than 
the annual rate of payment growth for the "buy-down" DPM structure for the first 16 
years and IS equal to the annual percentage mcrease 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 maIntam mortgage afIordabIhty 

The results of thIS analySIS ofDPM finanCIng optIons strongly suggest that the 
terms of DPM loans have a SIgnIficant Impact on all partIes mvolved m the 
transactIon The speCIfic reqUIrements of a DPM program should be analyzed 
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carefully before the DPM financmg and subsIdy arrangements are fmahzed The GOH 
must determme whether ItS prmclpal objectIve IS to make housmg finance affordable 
to lower mcome groups even though the cost may be lugher or to reduce the cost of 
meetIng the housmg finance needs of ffilddle mcome home buyers 

UNRESOLVED ISSUES OF DPM FINANCING 

There are several Issues whIch anse m a DPM type of financmg structure 
wluch WIll have to be resolved m order to assure the success of the DPM program 
These Issues relate to legal consIderatIons, taxatIon, proper accountIng and 
management of credIt nsk, bquldity and capItal adequacy All of these Issues have 
reasonable solutIons WhICh should make DPM fmancmg acceptable on a sound 
bUSIness, accountIng and regulatory baSIS However, It IS essentIal that these and 
other Issues whIch may anse are resolved before the DPM program IS mtroduced 

Legal Issues 

As dIscussed earber, In a DPM financmg, the lender in effect makes addItIonal 
advances to the borrower penodlcally to cover the amount of mterest capItalIzed 
Another way to look at the DPM IS as a lme of credIt to the borrower In whIch the 
maxunum amount WhICh can be borrowed IS the projected maxunum outstandIng 
balance on the loan under conservatIve assumptIons For example, under the 
assumptIons gIven for each of the DPM loan structures dIscussed In thIS Annex, the 
maxunum outstandmg loan balance would be HUF 5 4 millIOn for DPM structure 1, 
HUF 3 6 ffillhon for DPM structure 2 and HUF 3 8 mllbon for DPM structure 3 
Therefore, although m each Instance the ongxnalloan prmclpal amount was HUF 1 
ffillhon, the total amount of credIt extended to a borrower would be HUF 5 3, HUF 
36, or HUF 38 ffillbon respectIvely 

The legal Issue whIch anses IS the status of the subsequent "advances" m 
terms of the pnonty of ben clrum Legal analYSIS and a legal opmIOn may be reqUIred 
to ascertaIn that regardless of how large the outstandmg balance becomes the entIre 
balance, not just the ongmalloan amount, has the same pnonty of ben agamst the 
property ThIs IS an Issue because under most laws govermng secured mterests In 
real and personal property, the ben whIch IS filed first has pnonty over subsequent 
bens The general rule m the Umted States IS "first m tIme IS fIrst In nght" 

In the Umted States, such "open-ended" mortgage credIt IS qUIte common m 
the form of home eqUIty lmes of credIt (HEL) In most, If not all, 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 lIne may actually advanced For example a 
homeowner WIth a house valued at $100,000 and a first mortgage WIth an 



AnnexF 
The Deferred Payment Mortgage 
Structure, AnalysIS and Issues Page 18 

outstandrng 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 "maxunum prrnclpal 
sum" of $25,000 even If the borrower IrutIally only drew down $5,000 Therefore, It 
does not matter when and If the borrower draws down addItIonal advances All 
future advances would have the same pnonty as the first advance 

The law governrng secured transactIons may not be well developed rn Hungary 
and may not deal adequately WIth the hen status of subsequent advances under a 
SIngle mortgage Instrument The hen pnonty Issue may be further comphcated by 
prOVISIons of the CIVIl Code and the recent Bankruptcy Law whIch estabhsh the 
pnonty of credItor claImS ResolutIon of thIs Issue IS Important not only rn the rare 
Instances of foreclosure, but whenever a house IS sold or a borrower dIes 

Tax Treatment 

Under Hunganan tax law, the rnterest whIch IS earned at the contract rate on 
a DPM IS 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 
agarnst loans as an expense WhICh reduces taxable Income unless the loan IS 
contractually delmquent 90 days or more as of the end of the tax year Therefore, a 
DPM lender will have to pay taxes In cash on noncash mcome earned ThIs may 
dIscourage lenders from makmg DPM loans 

There does not appear to be any flexIbIlIty rn rnterpretatIon of the tax law 
However, there IS a prOVISIon In the law WhICh authonzes Parhament to WaIve the 
payment of taxes The consensus of oprnlOn IS that there IS a reasonable prospect 
that ParlIament would grant the WaIver for the capItalIZed portIon of Interest Income 
on DPM loans SInce there IS a pubhc benefit, namely Increasrng the affordabIhty of 
hOUSIng Deferrrng tax hability untIl the tIme when the deferred rnterest IS actually 
collected would prOVIde greater conSIstency between the econOmIC nature of the DPM 
financmg structure and the payment of taxes However, defernng taxes also would 
reduce government revenues, and, hence the budgetary cost saVIngs resultIng from 
ImplementatIon of the DPM 

Proper Accountmg and Management of Credit R.1sk 

It IS Important that DPM loans be accounted for properly on the books ofDPM 
lenders Proper accountIng Includes recordIng of the rnterest Income at the contract 
rate and expenses assocIated WIth fundrng and servICIng the DPM portfoho, mcludIng 
appropnate proVIslOnmg. where necessary, to accurately reflect the lender's 
evaluatIon of the credIt nsk m the portfoho CredIt nsk rnvolves two components the 
nsk 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 IS sold or 
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othel"Wlse dIsposed of or If the loan goes mto foreclosure, the net realIZable value 
(NRV) of the home WIll not be suffiCIent to payoff the full amount due The 
antIcIpated decrease m the amount of subsIdy paId, combIned WIth the escalatIng 
loan balance due to Interest capItalIZation, mcreases the nsk of dehnquency and 
default over tune as the borrower assumes a larger payment obhgatIon The 
borrower's Income may not Increase at a rate suffICIent to maIntrun a reasonable 
payment-to-mcome ratIo m 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 Hungruy make It dIfficult for a 
lender to realIZe the value of the collateral secunng the loan If the borrower defaults 
ThIS Issue 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 securmg the DPM may not be realIZable In 
foreclosure, It WIll be cntIcal to assurmg that the lender WIll be paId m full If the 
property IS dIsposed of through sale, mhentance or bankruptcy 

The nsk of loss on dIsposItIon of the house would not become a senous 
concern untIl the ratIo between the outstandmg balance and the NRV of the home 
Increases SIgnIfIcantly Currently, loan to value ratIos at ongmatIon are very low and 
even WIth mterest capItalIZatIon. It would be a number of years before the 
outstandmg balance on the loan would exceed the ongInal purchase pnce of the 
house If the avrulabIlrty of DPM fmancmg encourages borrowers to Increase the 
amount of mortgage finanCIng. the nsk of madequate 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 portfoho are Important 
accountIng and regulatory Issues whIch should be resolved before the program IS 
Introduced 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 m large mcreases In the payments reqUlred. and that the mterest 
capItalIZatIon may mcrease the loan-to-value ratIo, It may be appropnate for DPM 
lenders to adopt more strmgent underwntIng cntena and to set up prOVISIOns agrunst 
a DPM portfoho untIl there IS enough hIStOry of performance to base proVIsIOmng on 
the expenence method 

Loan underwntIng whIch takes the escalatIon of mortgage payments Into 
account would reduce the need for hIgher levels of proVIslOrung DPMs could be 
underwntten bke "teaser" ARMs m the US, 1 e the payment to mcome ratIo IS 
appbed to the hIgher payment requrred m the future as well as the payment m the 
first year In other words, the maxunum payment to mcome ratIo allowed could be 
based on, let us say, the thIrd year's payments dIVIded by the borrower's mcome at 
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the tune hel she applIes for the loan A payment to mcome ratIo based on projected 
future payments could be hIgher than the current 33 percent so that affordabIhty IS 
not reduced too severely, say 38 or 40 percent The ffilmmum mcome to quahfy 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 thIrd year payment to Income ratIo 

ProVIslOnmg for performing DPM loans may not be a regulatory requIrement, 
SInce the current bankIng law and the dIrectIve on proVIslonmg only requIre that 
proVISIons be establIshed for loans whIch are contractually delmquent SInce the 
DPM contract WIll requIre mterest capItalIZatIon, even though mterest WIll not be paId 
current, the loan WIll not contractually delInquent ProVIsIOnmg for the capItalIZed 
Interest on DPM loans, at least In the ImtIal years of the loan, would be based 
pnmarIly on uncertaInty about the borrowers' abIlIty to pay potentIally much hIgher 
mortgage payments m the future 

DetermInmg what IS an adequate prOVISIon for DPM loans WIll be cWIicult, 
SInce not only IS there no expenence m Hungary WIth DPM finanCIng, there IS lIttle 
expenence WIth market rate mortgages of any type Generally, the adequacy of 
prOVISIOns IS determIned by the judgment of the lender, the regulators and the 
lender's audItors of the nsk of future loss m a loan portfolIo UntIl there have been 
several years of expenence WIth the abIlIty of borrowers to meet the mcreased 
payments requIred for DPM loans, It may be adVIsable to prOVISIon conservatIvely, 
perhaps at rates of 20 to 50 percent of the Interest capItalIZed A 20 percent proVISIon 
would be eqUIvalent to the proVIslonmg ratIo requIred under the bankIng dIrectIves 
for loans classIfied "substandard" A 50 percent prOVISIOn would be eqUIvalent to the 
proVIsIonmg ratIo requIred for loans classIfied "doubtful" ProVIsIOmng 100 percent 
of the capItalIZed Interest IS 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 Hunganan tax law, reducmg the mterest 
Income generated by the DPM by settIng up a prOVISIOn for capItalIZed mterest would 
not reduce the tax habIllty of the DPM lender 

LiqUlcbty 

Regulatory concerns about the Impact of DPM lendIng on an InstItutIon's 
finanCIal condItIon center on hqUldlty, capital and earnmgs Because the cash flows 
from a DPM loan are less than tradItIonal financmg structures, the bank may have 
to utIlIZe other cash resources to meet the cash demands of ItS depOSItors and other 
credItors and to pay cash expenses The cash flow pressure WIll not become a 
senous problem unless the lender does a large volume of DPM loans relatIve to ItS 
other loans and Investments ThIS IS hIghly unlIkely for Hunganan banks, mcludmg 
the OTP because current loan to depOSIt ratIos are very low As dIscussed preVIously, 
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any lIqUldrty problem can be mrtIgated by appropnate pncing and structunng of the 
DPMfmancmg 

CapItal Adequacy 

The Impact of Interest capItalIzatIon on a lender's capItal and earmngs may be 
a source of greater regulatory concern The fmancial projectIons for the fIrst five 
years of a HUF 1 millIon DPM loan applymg the Interest rate subSIdy as addItIonal 
Interest paId mdlcate that even when 50 percent of the mterest capItalIZed IS 
prOVISIoned, suffiCIent margmal net profIts are generated to prOVIde the capItal 
requIred to support the loan portfolIo 

Another capItal adequacy Issue relates to dIVIdend payouts on DPM earmngs 
AccountIng mcome WIll flow through the profit and loss statement to after tax profits 
If the InstItutIon has a hIgh dIVIdend payout ratIo, It could be paYing out cash whIch 
It dId not receIve For example, If the OTP paId out over 90 percent of ItS profits m 
dIVIdends, as It dId m 1991, and net mcome from the DPM accounted for 20 percent 
of net profit, OTP would have to draw from ItS cash accounts to make the required 
dIVIdend payment to make up for the lack of cash profits generated by the DPM TIus 
sItuatIon can be aVOIded If an mstItutIon's Board of DIrectors adopts a diVIdend 
polley WhICh requIres that the dIVIdend payout ratIo be applIed only to cash eammgs 
on a DPM The finanCIal analysis ofDPM loan structure optIons presented m Exlnblt 
2 assumes a 50 percent dIVIdend payout ratIo, based on the net cash avaIlable for 
dIstnbutIon from a HUF 1 millIon loan Net profit attnbutable to mterest 
caplta.hzatIon on the DPM portfolIo could be retained In a non-dIstnbutable capItal 
sub-account untIl mterest IS actually receIved The negatIve result of adoptIng such 
a dIVIdend polIcy IS that the dIVIdend mcome receIved by an InstItutIon's 
shareholders, Includmg the GOH, WIll be reduced 

SUMMARY AND CONCLUSIONS 

In summary, DPM loans can be structured to meet the objectIves of redUCIng 
GOH SubSIdIes, mamtammg affordablhty and proVIdmg a safe, sound, and profItable 
mvestment opportunIty for finanCIal mstItutIons In fact, the DPM structure should 
permIt 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 savmgs In the subSIdy cost If the SUbSIdy IS applIed 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 
wluch employs a 10 percent DPM payment rate and apphes GOH Interest rate 
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SubsIdIes to reduce the borrower's payment IS more costly, less fmancIally Viable and 
Involves somewhat greater credIt nsk for the lender The other structunng opbons 
analyzed would realIZe larger GOH subsIdy reductIons, stIll mcrease housIng finance 
affordabIlrty and be more sound mvestments for mortgage lenders Further analysIs 
of financmg optIons should be undertaken before the terms of the DPM loan are set 

The success of the DPM financmg scheme wIll depend on the thoroughness of 
the planrung for ItS ImplementatIon The legal, accountIng, tax and regulatory Issues 
whIch the DPM financmg structure raIses appear to have reasonable solutIons 
However, these Issues should be resolved to the satIsfactIon of all partIes mvolved 
before the program IS launched ThIs will entaIl extenSIve finanCIal analYSIS under 
alternatIve structures and scenanos, draftIng of mortgage documents, establIshment 
of pohcles and procedures, and reView and approval by the relevant authontIes 



EXHIBIT 1 

AFFORDABILITY OF DPM LOANS UNDER 

ALTERNATIVE FINANCING STRUCTURES 

,,' I 



Loan 
Amount 25% 

500000 2000,000 
600000 2,400,000 
700,000 2800,000 
800,000 3,200,000 
900000 3600,000 

1,000000 4,000,000 
1,100,000 4,400000 
1,200000 4800,000 
1,300,000 5200,000 
1,400,000 5,600000 
1,500,000 6,000,000 
1,600,000 6,400 000 
1700,000 6,800000 
1,800,000 7200000 
1,900,000 7,600,000 
2,000,000 8,000,000 
2,100,000 8,400,000 
2,200000 8,800,000 
2300,000 9,200000 
2400,000 9,600 000 
2,500,000 10,000,000 
2,600,000 10,400000 

L- 2,700,000 10,800,000 

~2 

ANALYSIS OF MORTGAGE AFFORDABILITY 
UNDER CURRENT SUBSIDY STRUCTURE 

Assumptions 
Initial Mortgage Interest Rate 
Initial Deep Subsidy Rate on fIrSt HUF 400,000 
Initial Shallow Subsidy Rate on Balance of Loan 
Term to Maturity 
Maximum Initial payment to Income ratio 

Maximum House Price at Loan-la-Value Ratios of 

30% 35% 40% 50% 

1666,667 1,428,571 1250000 1000000 
2000,000 1714286 1,500,000 1,200000 
2,333,333 2,000000 1,750,000 1400,000 
2,666,667 2,285,714 2,000,000 1,600,000 
3000000 2,571,429 2,250,000 1800,000 
3333,333 2,857,143 2500000 2,000,000 
3,666,667 3142,857 2,750,000 2,200000 
4,000,000 3,428,571 3000000 2,400000 
4,333333 3,714,286 3,250,000 2600,000 
4,666667 4,000,000 3,500,000 2,800,000 
5000,000 4,285,714 3750000 3,000,000 
5,333333 4,571429 4,000,000 3,200,000 
5666667 4,857,143 4,250,000 3,400000 
6000,000 5,142857 4,500,000 3600,000 
6,333,333 5,428,571 4750,000 3800,000 
6,666,667 5,714,286 5,000000 4,000,000 
7000,000 6000,000 5250,000 4,200,000 
7,333333 6,285714 5,500000 4,400,000 
7,666,667 6,571429 5,750000 4600,000 
8,000,000 6,857,143 6,000000 4800,000 
8,333333 7,142857 6,250000 5,000000 
8666667 7,428571 6,500000 5200,000 
9,000,000 7]14,2f.!~ _ 6,75Q,ooo 5,400,000 

60% 

833333 
1,000000 
1,166,667 
1,333 333 
1,500,000 
1,666667 
1833,333 
2,000000 
2,166667 
2,333,333 
2,500,000 
2,666,667 
2,833,333 
3,000,000 
3,166,667 
3333,333 
3,500000 
3666,667 
3,833,333 
4,000,000 
4,166,667 
4,333,333 
4500000 

2600% 
7000~ 
3000~ 

240 
3300% 

Initial 
Mortgage 
Payment 

10897 
13076 
15,256 
17,435 
19,614 
21794 
23,973 
26153 
28,332 
30,511 
32,691 
34,870 
37,049 
39229 
41,408 
43,588 
45,767 
47,946 
50126 
52305 
54484 
56,664 
58,843 

Mlmmum 
Initial 

Imtlal Imtlal Borrower 
Subsidy Borrower Income 
Amount Payment Required 

6756 4141 12548 
7,410 5666 17171 
8064 7192 21794 
8,718 8,718 26,417 
9,371 10243 31040 

10,025 11,769 35,663 
10679 13294 40285 
11,333 14,820 44,908 
11,987 16,345 49531 
12,640 17,871 54154 
13,294 19396 58777 
13948 20922 63,400 
14,602 22,448 68,023 
15,256 23973 72646 ! 
15,909 25499 77269 ! 

16,563 27,024 81,892 I 
17217 28,550 86,515 I 
17,871 30075 91 138 
18525 31601 95,760 
19179 33,127 100,383 
19832 34652 105006 
20486 36,178 109,629 
21,140 37703 114252 



Loan 
Amount 25% 

500000 2,000000 
600,000 2400,000 
700,000 2,800,000 
800000 3200000 
900,000 3,600,000 

1000,000 4000,000 
1,100000 4,400,000 
1200,000 4800,000 
1300,000 5,200000 
1,400,000 5,600000 
1,500,000 6,000000 
1,600,000 6400,000 
1700,000 6800,000 
1,800 000 7,200000 
1,900,000 7,600,000 
2,000,000 8000,000 
2,100,000 8,400,000 
2200,000 8800,000 
2,300000 9200,000 
2400,000 9,600000 
2500,000 10,000,000 
2,600,000 10,400,000 
2,700000 10800,000 

~ 

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

Assum~/ons 
DPM payment rate 
Subsidy as % ,nterest paid on outstanding loan balance 
Term to Maturity 
M8)omum 100t,atf:)~ment to Income ratio 

MS>Clmum House Pnce at Loan-la-Value Ratios of 

30% 35% 40% 50% 

1666,667 1,428571 1,250000 1,000,000 
2,000,000 1,714,286 1500,000 1,200,000 
2,333333 2000,000 1,750,000 1,400,000 
2666,667 2,285,714 2,000000 1600000 
3,000000 2,571429 2,250,000 1800,000 
3,333333 2857143 2500,000 2,000,000 
3666,667 3,142857 2750,000 2200,000 
4,000000 3428,571 3000000 2,400,000 
4333333 3714,286 3250000 2,600000 
4,666667 4000000 3,500000 2,800000 
5000,000 4285714 3,750000 3000,000 
5,333,333 4,571429 4,000,000 3200,000 
5,666667 4857,143 4,250000 3,400000 
6,000,000 5,142,857 4,500,000 3,600,000 
6,333333 5,428,571 4,750000 3,800,000 
6666,667 5,714286 5000,000 4,000000 
7000,000 6,000,000 5,250,000 4,200000 
7,333333 6,285,714 5,500000 4400,000 
7666,667 6,571,429 5,750,000 4,600,000 
8,000000 6,857143 6,000,000 4,800000 
8,333,333 7,142857 6,250000 5,000000 
8666667 7,428,571 6500000 5200,000 

60% 

833333 
1000000 
1166,667 
1,333 333 
1,500,000 
1666,667 
1833,333 
2000,000 
2166667 
2,333333 
2,500000 
2666,667 
2,833333 
3000,000 
3,166667 
3,333 333 
3,500000 
3,666,667 
3833,333 
4000000 
4,166667 
4333,333 

9,000000 7,714286 6,750000 54oo,OOQ __ 4t~00 000 

100tiai 
Payment to 

Amortize 
atPaymen 

Rate 

4825 
5,790 
6,755 
7,720 
8685 
9650 

10615 
11580 
12545 
13510 
14,475 
15,440 
16,405 
17,370 
18,335 
19,300 
20,265 
21,230 
22195 
23,161 
24,126 
25,091 
26,056 

1000% 
400% 

240 
3300% 

Interest 
Rate 

SubSidy 

1,667 
2,000 
2333 
2667 
3000 
3,333 
3667 
4000 
4,333 
4,667 
5,000 
5,333 
5,667 
6,000 
6333 
6,667 
7,000 
7,333 
7,667 
8000 
8333 
8667 
9000 

Inrtlal 
Borrower 
Payment 

3158 
3790 
4,422 
5054 
5685 
6317 
6949 
7580 
8212 
8844 
9475 

10107 
10739 
11,370 
12,002 
12634 
13,265 
13,897 
14529 
15161 
15792 
16424 
17056 

MIOImum 
100tiai 

Borrower I 
Income ! 

Required 

9571 
11485 
13,399 
15314 
17,228 
19142 
21,056 
22970 
24885 
26,799 
28,713 
30627 
32542 
34456 
36370 
38284 
40198 
42113 
44,027 
45941 
47,855 
49769 
51684 



Loan 
Amount 25% 

500,000 2,000,000 
600,000 2400,000 
700,000 2,800,000 
800,000 3,200,000 
900,000 3,600,000 

1,000,000 4,000,000 
1,100,000 4,400,000 
1,200,000 4800,000 
1,300000 5,200,000 
1400,000 5600,000 
1,500,000 6,000,000 
1600,000 6400,000 
1700000 6800,000 
1,800,000 7,200,000 
1900,000 7,600,000 
2,000,000 8,000,000 
2,100,000 8,400,000 
2,200,000 8,800000 
2300,000 9200,000 
2,400,000 9,600,000 
2,500,000 10,000,000 
2,600000 10,400000 
2700,000 10800,000 

~ 

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

AssulTJe!!°ns 
OPM payment rate 
Subsidy as % Interest paid on outstanding loan balance 
Term to Maturity 
M8)umum I"'tlall>~ment to Income ratio 

M8)umum House Pnce at Loan to Value Ratios of 

30% 35% 40% 50% 

1,666,667 1,428,571 1,250000 1000000 
2,000000 1,714286 1500,000 1,200000 
2,333,333 2,000,000 1,750,000 1,400 000 
2666,667 2,285,714 2,000,000 1,600,000 
3000,000 2571,429 2250,000 1,800,000 
3,333,333 2,857,143 2,500,000 2,000000 
3,666,667 3,142,857 2,750,000 2,200,000 
4000,000 3,428,571 3,000,000 2,400000 
4333,333 3,714,286 3,250000 2,600000 
4,666667 4000000 3500,000 2,800,000 
5,000000 4285,714 3,750,000 3,000,000 
5,333,333 4,571,429 4000,000 3200,000 
5,666667 4857143 4250,000 3400,000 
6,000,000 5142,857 4,500,000 3,600000 
6,333,333 5,428571 4750,000 3,800,000 
6,666,667 5,714,286 5,000,000 4,000,000 
7,000,000 6,000000 5,250,000 4,200,000 
7,333,333 6,285,714 5500,000 4400,000 
7,666667 6571,429 5,750000 4,600000 
8000,000 6,857,143 6,000000 4800,000 
8,333,333 7,142,857 6250,000 5000,000 
8666,667 7428,571 6,500000 5200,000 
9000000 7,714,286 6750,000 5,400000 

Imtlal 
Payment to 
Amortize 

atPaymenl 
60% Rate 

833333 5,505 
1,000,000 6,607 
1,166667 7,708 
1,333,333 8,809 
1,500,000 9,910 
1,666,667 11,011 
1,833,333 12,112 
2,000000 13,213 
2,166,667 14,314 
2333333 15415 
2,500,000 16,516 
2666,667 17,617 
2833,333 18718 
3,000,000 19,820 
3,166,667 20,921 
3333,333 22,022 
3,500,000 23,123 
3666,667 24224 
3,833,333 25,325 
4,000,000 26,426 
4,166,667 27,527 
4,333,333 28,628 
4,500000 29729 

1200% 
400% 

240 
3300% 

Interest 
Rate 

SubSIdy 

1,667 
2000 
2,333 
2,667 
3000 
3,333 
3667 
4,000 
4,333 
4667 
5,000 
5,333 
5,667 
6,000 
6,333 
6,667 
7,000 
7,333 
7,667 
8000 
8333 
8667 
9,000 

--

Minimum I 

Initial I 

Initial Borrower I 

Borrower Income 
I 

Payment Required 

3839 11633 
4607 13,959 
5374 16,286 
6142 18612 
6,910 20,939 
7678 23,265 
8,445 25592 
9,213 27,918 
9981 30,245 

10749 32571 
11 516 34,898 
12284 37224 
13052 39,551 
13,820 41877 
14587 44204 
15355 46,530 
16,123 48857 
16,891 51,184 
17658 53510 
18426 55,837 
19194 58,163 
19962 60,490 
20,729 62816 



~ 
\f~ 

Loan 
Amount 

500,000 
600,000 
700000 
800,000 
900000 

1,000000 
1,100,000 
1,200000 
1,300,000 
1,400,000 
1500,000 
1,600,000 
1,700,000 
1,800,000 
1900,000 
2,000,000 
2,100,000 
2200000 
2,300,000 
2400,000 
2500000 
2600000 
2700000 

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

25% 

2,000,000 
2400000 
2800,000 
3200,000 
3600,000 
4000,000 
4,400000 
4,800000 
5,200000 
5,600000 
6,000,000 
6,400,000 
6,800,000 
7,200000 
7,600000 
8,000,000 
8,400,000 
8,800000 
9,200000 
9600000 

10,000,000 
10400,000 
10800000 

Assuf1}~/ons 
Imtlal Borrower Payment Rate 
Imtlal Subsidy Rate 
Term to Maturity 
M8)(lmum Inltlal~ment to Income ratio 

M8)umum House Pnce at Loan-to-Value Rabos of 

30% 35% 40% 50% 

1666667 1,428571 1,250000 1000000 
2,000,000 1,714,286 1,500,000 1,200000 
2333333 2000,000 1750,000 1,400,000 
2666,667 2,285,714 2,000,000 1,600,000 
3000,000 2571,429 2250,000 1,800,000 
3333333 2857,143 2,500000 2,000,000 
3666667 3142857 2,750000 2200000 
4,000000 3,428571 3000000 2,400000 
4,333,333 3714,286 3250000 2,600000 
4,666,667 4000,000 3,500,000 2800,000 
5,000,000 4285,714 3750,000 3000,000 
5,333333 4,571429 4,000000 3,200000 
5666667 4857,143 4250000 3400,000 
6,000000 5,142,857 4,500,000 3600000 
6333,333 5428,571 4750,000 3800,000 
6,666,667 5,714,286 5,000,000 4,000,000 
7,000000 6,000,000 5,250000 4,200000 
7333333 6285714 5,500000 4400000 
7,666,667 6,571,429 5,750,000 4,600,000 
8000,000 6857,143 6000000 4800,000 
8333,333 7,142,857 6,250000 5,000000 
8666667 7428,571 6500,000 5,200000 
9~0Q()~00Q_ Z, 7!~~ 6,750000 5,400QO(!_ 

60% 

833333 
1000,000 
1,166667 
1333,333 
1,500000 
1,666667 
1833333 
2000,000 
2166,667 
2,333,333 
2,500,000 
2666,667 
2,833333 
3,000000 
3,166,667 
3333333 
3,500,000 
3666,667 
3,833,333 
4,000,000 
4166,667 
4333,333 
4500000 

1000% 
400% 

240 
3300% 

Inrtlal 
Interest 

Rate 
SubSidy 
Amount 

1,667 
2,000 
2333 
2667 
3,000 
3333 
3667 
4000 
4,333 
4,667 
5,000 
5,333 
5,667 
6000 
6,333 
6667 
7,000 
7,333 
7667 
8,000 
8333 
8667 
9000 

Initial 
Payment to 
Amortize at 
Borrower 

Rate 

4825 
5,790 
6,755 
7,720 
8685 
9650 

10615 
11,580 
12,545 
13,510 
14475 
15440 
16,405 
17370 
18,335 
19,300 
20265 
21230 
22,195 
23161 
24126 
25,091 
26056 

MInimum 
Initial 

Borrower 
Income 

ReqUired 

146221 
11546 
20470 
23394 
26,319 
29243 
32167 
35092 
38016 
40,940 
43,865 
46789 
49713 
52,638 
55562 
58,4861 
61 410 I 
64335 
67,259 
70 183 
73108 
76,032 
78956 

, 
'\ 



Loan 
Amount 

500000 
600,000 
700000 
800000 
900,000 

1,000,000 
1,100,000 
1200,000 
1300000 
1,400,000 
1500,000 
1600000 
1700,000 
1,800000 
1,900,000 
2,000,000 
2100,000 
2,200,000 
2300000 
2,400000 
2500,000 
2600000 
2,700000 

~ 

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

25% 

2,000000 
2400,000 
2800000 
3,200,000 
3600,000 
4,000,000 
4400,000 
4,800000 
5,200 000 
5600,000 
6000000 
6,400,000 
6,800000 
7,200,000 
7,600,000 
8000,000 
8,400000 
8800 000 
9,200000 
9600,000 

10,000,000 
10,400000 
10800000 

AssumPtions 
Inllial Borrower Payment Rate 
Inllial Subsidy Rate 
Term to Maturity 
M8)(lmum Inllial payment to Income ratio 

M8)(lmum House Price at Loan to-Value Ratios of 

30% 35% 40% 50% 

1,666,667 1428,571 1250,000 1000000 
2000000 1,714286 1,500000 1,200 000 
2,333333 2000,000 1750,000 1,400,000 
2666,667 2285714 2,000000 1,600000 
3000000 2,571429 2,250,000 1,800,000 
3333,333 2,857143 2,500000 2,000,000 
3666667 3142,857 2,750,000 2200,000 
4,000,000 3428571 3,000000 2,400,000 
4333,333 3,714,286 3,250000 2,600,000 
4666667 4,000,000 3500000 2800,000 
5,000,000 4285714 3,750000 3,000,000 
5,333,333 4571429 4,000,000 3,200,000 
5,666667 4857,143 4250,000 3,400,000 
6000,000 5,142,857 4,500,000 3,600,000 
6,333333 5,428,571 4,750,000 3,800,000 
6,666,667 5,714,286 5,000,000 4,000,000 
7,000,000 6000,000 5250000 4,200,000 
7,333333 6,285,714 5500000 4,400000 
7666,667 6571,429 5,750000 4,600,000 
8000000 6,857143 6,000,000 4800,000 
8333,333 7,142857 6,250,000 5,000,000 
8,666,667 7428571 6,500,000 5,200,000 
9000000 7,714,286 6750,000 5,400000 

60% 

833,333 
1000000 
1166,667 
1333333 
1,500,000 
1,666,667 
1833,333 
2000000 
2166,667 
2333333 
2500000 
2,666,667 
2,833333 
3000,000 
3,166667 
3333,333 
3500,000 
3666667 
3833,333 
4000000 
4,166,667 
4333,333 

1000% 
500% 
240 

3300% 

Inllial 
Interest 

Rate 
Subsidy 
Amount 

2083 
2500 
2917 
3,333 
3,750 
4,167 
4,583 
5,000 
5,417 
5833 
6,250 
6,667 
7,083 
7,500 
7,917 
8,333 
8,750 
9,167 
9583 

10,000 
10417 
10833 

4 500 OO<! _.~ ,250 

Initial 
Payment to 
Amortize at 
Borrower 

Rate 

4825 
5,790 
6755 
7,720 
8685 
9650 

10,615 
11580 
12545 
13510 
14475 
15,440 
16405 
17,370 
18335 
19,300 
20,265 
21230 
22,195 
23,161 
24,126 
25091 
26,056 

MInimum 
Initial 

Borrower 
Income 

Required 

14622 
17546 
20470 
23394 
26319 
29,243 
32167 
35,092 
38016 
40940 
43865 
46789 
49713 
52638 
55,562 
58486 
61410 
64,335 
67259 
70183 
73,108 
76032 
78956 



EXlUBIT2 

FINANCIAL ANALYSIS OF ALTERNATIVE DPM LOAN STRUCTURES 

for a HUF 1 MUllon Loan 

at a Contract Interest Rate of 26 Percent 



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

ASSUMPTIONS 
Loan Amount (In HUF) 1,000,000 
DPM Contract Rate 
Years 1·2 26% 
Years 3 5 26% 
Years 6·10 26% 
Years 11·20 26% 
DPM Payment Rate 10% 
Loan Term In Months 240 
GOH Interest Subsidy Rate, Computed Seml·Annuaily 
Years 1·5 4% 
Years 6-10 3% 
Years 11·15 1% 

Prior (Beg Bal x (Payment to 
Month Annual Cont Amortize Beg 

Ending Rate/12) Bal over 
Balance Rem Term) 

(a) (b) (c) (d) 
Interest Actual 

As of Beginning Due at Payment 
End of Loan Contract Made at 
Month Balance Rate Prnt Rate 

1 1000000 21,667 9,650 
2 1,012,016 21,927 9,650 
3 1,024,293 22,193 9,650 
4 1,036,836 22,465 9,650 
5 1049,651 22,742 9,650 
6 1062743 23,026 9,650 
7 1076,119 23316 10469 
8 1,088,965 23,594 10,469 
9 1102,090 23,879 10,469 
10 1,115500 24,169 10,469 
11 1129,200 24466 10,469 
12 1,143196 24769 10469 

Tot Yr 1 1000000 278213 120,717 

13 1,157,496 25,079 11,358 
14 1,171,218 25,376 11,358 
15 1,185236 25680 11358 
16 1199,558 25990 11,358 
17 1,214,190 26,307 11,358 
18 1,229,140 26,631 11,358 
19 1,244,413 26,962 12,323 
20 1259053 27,279 12,323 
21 1,274010 27,604 12,323 
22 1.289,291 27,935 12,323 
23 1,304,903 28273 12323 
24 1320,853 28618 12,323 

Tot Yr2 1 157496 321736 142,084 

(Pmt Made 
or Beg Bal 
x Contract 
Rate/12) 

(e) 

Total 
Interest 

Paid 
9650 
9,650 
9,650 
9,650 
9650 
9,650 

10,469 
10,469 
10,469 
10,469 
10,469 
10,469 

120717 

11,358 
11,358 
11358 
11,358 
11,358 
11,358 
12,323 
12,323 
12,323 
12323 
12323 
12323 

142084 

Contract Interest Due Computed Monthly 
Actual Payment Due Adjusted Semi Annually 

MINIMUM MONTHLY INCOME TO AFFORD 
1 st yr pmt/lncome of 33% 
1 st yr pmt/lncome of 30% 
1 st yr pmt/lncome of 25% 

3rd yr pmt/lncome of 38% 
3rd yr pmt/lncome of 40% 

(Beg Loan Bal (Total Prnt 
x SubSidy Due@Prnt 
Rate/12) Rate minus 

SubSidy) 
(f) (g) 

Subsldy@ 
4%/3%/1% 
Interest on Borrower 

Beg loan Bal Payment 
3,333 6,317 
3,333 6,317 
3,333 6,317 
3,333 6,317 
3,333 6317 
3,333 6,317 
3587 6,882 
3,587 6,882 
3,587 6,882 
3,587 6,882 
3,587 6,882 
3,587 6,882 

41,522 79,194 

3,858 7,500 
3,858 7,500 
3858 7,500 
3,858 7,500 
3,858 7,500 
3,858 7,500 
4,148 8,175 
4,148 8,175 
4,148 8,175 
4,148 8,175 
4,148 8,175 
4148 8,175 

48,038 94046 

(Interest Due 
@Contract 
Rate minus 
Prnt Madel 

(h) 
Interest 

CapitalIZation 
or (Principal 
Repayment) 

12,U16 
12,2n 
12,543 
12,815 
13,092 
13,376 
12,847 
13,125 
13,409 
13,700 
13,997 
14300 

157,496 

13,721 
14,018 
14,322 
14,632 
14,949 
15,273 
14,640 
14,957 
15,281 
15,612 
15,950 
16,296 

179,652 

19999 
21,998 
26398 

24,515 
23,289 

(Beg Loan Sal 
+ Interest 

Capltahzed • 
Principal Pcud 

(0 

Ending 
Loan 

Balance 
1,U12,U16 
1,024,293 
1,036,836 
1,049,651 
1.062743 
1,076,119 
1,088,965 
1,102,090 
1,115,500 
1,129,200 
1,143,196 
1,157496 
1,157496 

1,171,218 
1,185236 
1,199,558 
1,214,190 
1,229140 
1244 413 
1,259,053 
1,274010 
1,289291 
1,304,903 
1,320 B53 
1,337,149 
1337,149 



Financial AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of Beginning Due at Payment Total 4%/3%/1% Caprtahzatton 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 

25 1,337149 28972 13,369 13369 4457 8912 15602 1352751 
26 1352751 29,310 13,369 13,369 4457 8,912 15,940 1368691 
27 1,368 691 29655 13369 13369 4457 8,912 16,286 13849n 
28 1,384,977 30008 13,369 13,369 4,457 8,912 16638 1 401 615 
29 1,401,615 30,368 13,369 13369 4457 8,912 16,999 1 418,614 
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 1452,589 31473 14,506 14506 4787 9,719 16967 1469556 
33 1469,556 31,840 14,506 14506 4787 9,719 17,335 1,486,891 
34 1486,891 32216 14,506 14,506 4787 9,719 17,710 1,504 601 
35 1 504 601 32,600 14,506 14506 4787 9719 18094 1522 695 
36 1522 695 32992 14506 14506 4787 9,719 18486 1541182 

Tot Yr3 1337149 371282 167,250 167,250 55,463 111 787 204033 1,541,'82 

37 1 541,182 33,392 15,739 15,739 5,137 10,601 17,654 1,558,835 
38 1,558,835 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 10601 18427 1595,298 
40 1595,298 34,565 15,739 15,739 5,137 10601 18,826 1,614,124 
41 1614,124 34,973 15,739 15,739 5,137 10,601 19,234 1,633358 
42 1633,358 35,389 15,739 15,739 5137 10,601 19651 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 , 690 891 
45 1690 891 36636 17,077 17,077 5510 11,567 19,559 1,710449 
46 1710,449 37,060 17077 17077 5,510 11,567 19,982 1730432 
47 1,730432 37493 17,077 17,077 5,510 11,567 20415 1750847 
48 1750847 37,935 17,077 17,077 5,510 11,567 20,858 1771,705 

Tot Yr4 1 541182 427419 196,896 196896 63,884 133 012 230,523 1 n1 705 

49 1,771,705 38,387 18,530 18,530 5,906 12,625 19,857 1,791562 
50 1,791,562 38,817 18,530 18,530 5906 12,625 20,287 1,811,849 
51 1811,849 39,257 18,530 18,530 5,906 12,625 20,726 1832,575 
52 1,832575 39,706 18,530 18,530 5906 12,625 21175 1,853,750 
53 1853,750 40,165 18,530 18,530 5,906 12,625 21634 1,875385 
54 1,875,385 40,633 18,530 18,530 5,906 12,625 22, 103 1,897,488 
55 1 897,488 41,112 20108 20,108 6,325 13,783 21005 1,918492 
56 1 918,492 41,567 20,108 20108 6,325 13,783 21460 1939952 
57 ',939,952 42032 20,108 20,108 6,325 13,783 21,925 1,961,8n 
58 ',961877 42,507 20108 20108 6,325 13,783 22,400 1,984276 
59 1984,276 42,993 20,108 20,108 6325 13,783 22885 2007,161 
60 2007,161 43488 20,108 20,108 6,325 13783 23,381 2,030,542 

Tot Yr 5 1,771 705 490665 231828 231828 73,384 158,444 258837 2030542 



Financial AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of Beginning Due at Payment Total 4%/3%/1% Capitalization Ending 
End of Loan Contract Made at Interest Interest on Borrower or (Pnnclpal Loan 
Month Balance Rate Pmt Rate Paid Beg Loan Bal Payment Repayment) Balance 

61 2030,542 43,995 21,820 21820 5,076 16,744 22,175 2,052717 
62 2052,717 44476 21820 21820 5076 16744 22655 2075372 
63 2075,372 44966 21,820 21,820 5,076 16,744 23,146 2,098,518 
64 2098518 45468 21820 21,820 5,076 16744 23,648 2,122,165 
65 2122165 45,980 21,820 21,820 5,076 16,744 24160 2,146,325 
66 2,146325 46,504 21,820 21,820 5076 16,744 24,683 2,171,009 
67 2171,009 47,039 23680 23680 5,428 18,252 23,359 2,194,368 
68 2, 194 368 47,545 23,680 23680 5,428 18252 23,865 2,218,232 
69 2,218,232 48,062 23680 23,680 5,428 18,252 24,382 2,242,614 
70 2242,614 48,590 23680 23680 5428 18,252 24,910 2,267,525 
71 2267525 49,130 23680 23680 5,428 18,252 25450 2,292974 
72 2292974 49681 23680 23680 5428 18252 26001 2318976 

Tot Yr6 2030542 561434 273001 273,001 63023 209,977 288434 2318976 

73 2,318,976 50,244 25699 25,699 5,797 19902 24,546 2,343,521 
74 2343,521 50776 25,699 25699 5797 19,902 25,077 2,368 599 
75 2,368,599 51320 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 2420,395 52,442 25,699 25,699 5,797 19,902 26,743 2,447,138 
78 2447,138 53,021 25699 25,699 5,797 19,902 27322 2,474,460 
79 2,474460 53,613 27,892 27,892 6,186 21,706 25,722 2,500,182 
80 2,500,182 54,171 27,892 27,892 6,186 21,706 26279 2,526461 
81 2526461 54,740 27,892 27892 6,186 21,706 26848 2,553309 
82 2,553,309 55,322 27892 27,892 6186 21,706 27,430 2,580739 
83 2580739 55,916 27892 27,892 6186 21706 28024 2,608763 
84 2608763 56523 27,892 27,892 6186 21,706 28631 2637,395 

Tot Yr 7 2318976 639963 321544 321544 71902 249642 318419 2,637395 

85 2637,395 57,144 30273 30,273 6593 23,680 26870 2,664265 
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 28047 2,719,765 
88 2719,765 58,928 30,273 30273 6,593 23,680 28,655 2748420 
89 2748420 59549 30,273 30,273 6,593 23,680 29,276 2,777,696 
90 2,777,696 60,183 30,273 30,273 6,593 23,680 29,910 2,807606 
91 2807606 60,831 32860 32,860 7,019 25,841 27,971 2,835,577 
92 2835,577 61438 32860 32860 7,019 25841 28,577 2,864154 
93 2864154 62057 32860 32860 7019 25841 29196 2893 351 
94 2893351 62689 32860 32860 7019 25841 29829 2923180 
95 2923180 63336 32860 32860 7019 25841 30475 2953655 
96 2953 655 63996 32860 32860 7019 25841 31136 2984791 

Tot Yr8 2637395 726197 378801 378801 81675 297126 347396 2984 791 



FInancIal AnalysIs of OPM Loan 

Interest Actual Subsldy@ Interest 
As of Beglnntng Oueat Payment Total 4%/3%/1% CapitalizatIon Ending 
End of Loan Contract Made at Interest Interest on Borrower or (Pnnclpal Loan 
Month Balance Rate Pmt Rate PaId Beg Loan Bal Payment Repayment) Balance 

97 2,984,791 64,670 35,671 35671 7,462 28209 29,000 3,013791 
98 3013,791 65299 35,671 35,671 7,462 28209 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 31596 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 69,299 38,724 38724 7,921 30,803 30575 3,228993 
105 3,228,993 69,962 38,724 38,724 7,921 30,803 31237 3260,231 
106 3260,231 70,638 38724 38,724 7,921 30,803 31914 3292145 
107 3292145 71,330 38724 38724 7921 30,803 32,606 3324750 
108 3,324750 72036 38724 38724 7,921 30,803 33,312 3,358,062 

Tot Yr9 2,984 791 819,640 446368 446368 92299 354069 373,272 3,358,062 
109 3,358,062 72,758 42043 42,043 8,395 33647 30715 3,388,n8 
110 3,388n8 73424 42,043 42,043 8395 33,647 31,381 3,420,159 
111 3,420159 74103 42,043 42043 8,395 33647 32,061 3,452220 
112 3452220 74798 42043 42,043 8,395 33,647 32,756 3,484975 
113 3,484975 75508 42043 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 3,552631 
115 3,552631 76,974 45,649 45,649 8,882 36,768 31,324 3,583,955 
116 3,583,955 n,652 45649 45,649 8,882 36,768 32003 3,615,958 
117 3,615,958 78346 45649 45,649 8,882 36768 32,696 3,648655 
118 3,648655 79,054 45,649 45,649 8,882 36,768 33,405 3,682060 
119 3,682,060 79,n8 45,649 45,649 8,882 36,768 34129 3716,188 
120 3716188 80,517 45649 45649 8882 36768 34,868 3751 056 

Tot Yr 10 3358062 919,145 526151 526151 103 660 422491 392994 3751 056 
121 3,751,056 81273 49,570 49570 3,126 46,445 31,702 3,782759 
122 3782759 81960 49570 49570 3126 46,445 32,389 3,815,148 
123 3,815,148 82662 49,570 49,570 3,126 46,445 33,091 3,848239 
124 3,848,239 83,379 49,570 49,570 3,126 46,445 33,808 3,882047 
125 3,882,047 84111 49,570 49,570 3126 46,445 34541 3916588 
126 3916,588 84859 49,570 49,570 3,126 46,445 35,289 3951877 
127 39518n 85,624 53,834 53834 3293 50541 31,790 3,983 666 
128 3,983666 86,313 53,834 53,834 3293 50,541 32,478 4016145 
129 4,016,145 87,016 53834 53,834 3,293 50,541 33,182 4049327 
130 4049,327 87,735 53,834 53,834 3,293 50,541 33,901 4083228 
131 4083,228 88470 53,834 53,834 3,293 50,541 34636 4117863 
132 4117863 89,220 53,834 53,834 3,293 50,541 35,386 4,153,249 

TotYr11 3751056 1,022 622 620,429 620,429 38515 581,915 402,193 4,153 249 



Financial Anatysls of oPM Loan 

Interest Actual Subsldy@ Interest 
As of Beginning Due at Payment Total 4%/3%/1% Capitalization 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 

133 4,'53,249 89,987 58,472 58472 3,461 55,011 31,515 4,184 764 
134 4184.764 90,670 58472 58,472 3461 55,011 32,198 4216,962 
135 4216,962 91,368 58,472 58,472 3,461 55,011 32895 4249857 
136 4249,857 92,080 58,472 58,472 3,461 55,011 33,608 4283465 
137 4283,465 92,808 58,472 58472 3,461 55,011 34336 4317,801 
138 4,317801 93,552 58472 58,472 3461 55011 35,080 4352881 
139 4352,881 94,312 63,519 63519 3,627 59891 30794 4383 675 
140 4383,675 94,980 63 519 63,519 3,627 59,891 31,461 4415136 
141 4,415,136 95,661 63,519 63,519 3,627 59891 32143 4447,278 
142 4447278 96358 63 519 63519 3627 59,891 32839 4480118 
143 4,480118 97069 63519 63519 3,627 59891 33,551 4513668 
144 4513668 97796 63,519 63519 3627 59891 34278 4547946 

Tot Yr 12 4153 249 1,126642 731945 731,945 21,764 689,415 394 697 4547946 
145 4,547,946 98,539 69,011 69,011 3,790 65,221 29,528 4,5n,473 
146 4,5n,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 30821 4638461 
148 4638461 100,500 69,011 69,011 3,790 65,221 31,489 4669950 
149 4669950 101,182 69011 69,011 3,790 65221 32.171 4702121 
150 4702,121 101879 69,011 69,011 3,790 65,221 32868 4734989 
151 4,734,989 102,591 74992 74992 3,946 71,047 27,599 4762588 
152 4,762,588 103,189 74992 74,992 3,946 71,047 28197 4,790 785 
153 4790,785 103,800 74,992 74992 3,946 71,047 28808 4819593 
154 4,819593 104425 74,992 74,992 3946 71047 29432 4849025 
155 4,849025 105,062 74,992 74992 3946 71,047 30070 4879095 
156 4879095 105714 74992 74992 3946 71047 30721 4909816 

Tot Yr 13 4,547946 1225,893 864022 864022 46,415 817,607 361 871 4909816 
157 4,909,816 106,379 81,509 81,509 4,092 n,417 24871 4934687 
158 4,934,687 106,918 81,509 81,509 4,092 n,417 25,409 4960096 
159 4,960,096 107,469 81,509 81,509 4092 n,417 25,960 4986056 
160 4986056 108,031 81,509 81,509 4092 n417 26,522 5012579 
161 5012,579 108,606 81,509 81509 4092 n417 27097 5039676 
162 5,039,676 109,193 81,509 81,509 4,092 n,417 27,684 5067360 
163 5067,360 109,793 88613 88613 4,223 84,390 21180 5088540 
164 5088540 110,252 88613 88,613 4,223 84,390 21,639 5110180 
165 5110180 110,721 88,613 88613 4,223 84,390 22, 108 5132288 
166 5,132288 111200 88,613 88613 4,223 84390 22587 5154 874 
167 5154,874 111,689 88613 88613 4223 84390 23,076 51n,951 
168 51n951 112189 88613 88613 4223 84390 23576 5201527 

Tot Yr 14 4909816 1312439 1020728 1020728 49886 970842 291 711 5201527 



F Inanelal AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of BegInnIng Due at Payment Total 4%/3%/1% CapltahzatlOn EndIng 
End of Loan Contract Made at Interest Interest on Borrower or (Pnnclpal Loan 
Month Balance Rate Pmt Rate Paid Beg Loan Bal Payment Repayment) Balance 

169 5,201527 112700 96363 96363 4335 92028 16,337 5217 864 
170 5,217,864 113,054 96,363 96363 4335 92028 16,691 5234555 
171 5,234,555 113,415 96,363 96,363 4335 92,028 17,053 5,251608 
172 5,251,608 113785 96363 96,363 4335 92,028 17,422 5269030 
173 5,269,030 114,162 96,363 96,363 4335 92,028 17,800 5286 830 
174 5286,830 114,548 96363 96,363 4335 92,028 18,185 5305015 
175 5,305,015 114942 104 826 104,826 4,421 100,405 10,116 5315132 
176 5,315,132 115,161 104,826 104,826 4421 100,405 10,336 5,325467 
177 5,325467 115385 104 826 104826 4421 100 405 10560 5,336027 
178 5336027 115614 104 826 104826 4421 100405 10,788 5346,815 
179 5,346815 115848 104 826 104 826 4421 100405 11,022 5357838 
180 5,357,838 116,086 104 826 104 826 4421 100405 11,261 5,369099 

Tot Yr15 5,201527 1374,700 1207129 1207129 52533 1154 596 167571 5369099 
181 5,369,099 116,330 114,077 114,077 0 114077 2,253 5,371,352 
182 5,371,352 116,379 114,077 114077 0 114077 2,302 5,373653 
183 5,373,653 116,429 114,077 114077 0 114077 2,352 5376005 
184 5,376,005 116,480 114077 114,077 0 114077 2403 5,378408 
185 5,378,408 116532 114,077 114.077 0 114077 2455 5380862 
186 5,380,862 116,585 114,077 114,077 0 114,077 2,508 5383370 
187 5,383,370 116640 124,207 116,640 0 124207 (7568) 5375803 
188 5,375803 116,476 124,207 116,476 0 124207 (7.732) 5368071 
189 5,368071 116,308 124,207 116.308 0 124207 (7,899) 5,360 172 
190 5,360,172 116137 124,207 116.137 0 124207 (8070) 5,352,102 
191 5352, 102 115,962 124207 115962 0 124207 (8,245) 5343857 
192 5,343,857 115784 124207 115784 0 124207 (8424) 5335433 

Tot Yr 16 5,369099 1,396043 1429709 1381 771 0 1429709 .(33,666) 5335433 
193 5,335433 115,601 135320 115,601 0 135320 (19,719) 5,315714 
194 5,315,714 115,174 135,320 115,174 0 135,320 (20,147) 5295567 
195 5,295,567 114.737 135,320 114,737 0 135320 (20,583) 5,274984 
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) 5,232470 
198 5,232470 113,370 135,320 113370 0 135,320 (21,950) 5210520 
199 5,210520 112895 147545 112,895 0 147545 (34 651) 5175869 
200 5,175869 112,144 147545 112144 0 147545 (35,402) 5140 468 
201 5,140,468 111,377 147545 111,377 0 147545 (36169) 5104 299 
202 5104,299 110593 147,545 110593 0 147545 (36952) 5067347 
203 5,067,347 109,793 147,545 109793 0 147,545 (37,753) 5,029 594 
204 5029,594 108 975 147,545 108 975 0 147545 (38571) 4991023 

Tot Yr 17 5,335433 1,352785 1697194 1,352,785 0 1,697194 (344 410) 4,991023 



FinancIal AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of Beglnntng Due at Payment Total 4%/3%/1% Capitalization Ending 
End of Loan Contract Made at Interest Interest on Borrower or (Pnnclpal Loan 
Month Balance Rate Pmt Rate Paid Beg Loan Bal Payment Repayment) Balance 

205 4991023 108,139 161046 108,139 0 161,046 (52,907) 4938,116 
206 4,938,116 106,993 161,046 106,993 0 161,046 (54,054) 4,884062 
207 4,884,062 105,821 161,046 105821 0 161,046 (55,225) 4,828837 
208 4,828,837 104,625 161,046 104 625 0 161,046 (56,421) 4,772,416 
209 4772,416 103,402 161,046 103402 0 161,046 (57,644) 4,714,m 
210 4,714,772 102,153 161,046 102153 0 161,046 (58,893) 4,655879 
211 4,655,879 100,877 176045 100,877 0 176,045 (75168) 4580711 
212 4,580,711 99,249 176045 99,249 0 176045 (76,797) 4,503 914 
213 4,503 914 97,585 176,045 97,585 0 176045 (78,461) 4,425454 
214 4425454 95,885 176045 95885 0 176045 (80161) 4345293 
215 4345293 94148 176045 94148 0 176045 (81 897) 4,263396 
216 4263,396 92,374 176045 92374 0 176,045 (83,672) 4,179724 

Tot Yr 18 4,991023 1211,251 2,022550 1211251 0 2,022,550 (811,299) 4179724 
217 4,179,724 90,561 192873 90561 0 192,873 (102,312) 4,077412 
218 4077,412 88,344 192873 88,344 0 192,873 (104,529) 3,972883 
219 3,972,883 86079 192873 86,079 0 192,873 (106 794) 3,866,089 
220 3866089 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) 3,645509 
222 3,645,509 78,986 192,873 78.986 0 192,873 (113,887) 3,531,622 
223 3,531622 76,518 212099 76518 0 212,099 (135,580) 3,396,042 
224 3.396042 73,581 212099 73581 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) 2,971 419 
227 2.971.419 64381 212.099 64381 0 212,099 (147718) 2823,701 
228 2823701 61180 212099 61,180 0 212.099 (150919) 2,672782 

Tot Yr 19 4,179724 922890 2429832 922890 0 2429832 11506 942) 2,672782 
229 2,672782 57,910 234980 57910 0 234980 (177 070) 2495712 
230 2495712 54,074 234980 54074 0 234,980 (180,906) 2314806 
231 2,314,806 50,154 234980 50154 0 234,980 (184,826) 2, 129980 
232 2,129,980 46,150 234980 46,150 0 234,980 (188,830) 1,941150 
233 1,941150 42058 234980 42058 0 234980 (192922) 1748228 
234 1,748228 37.878 234980 37878 0 234,980 (197,102) 1551,126 
235 1,551,126 33,608 266,113 33608 0 266,113 (232506) 1 318621 
236 1 318621 28570 266113 28570 0 266,113 (237,543) 1,081077 
237 1,081,077 23,423 266113 23,423 0 266113 (242690) 838387 
238 838,387 18165 266113 18,165 0 266,113 (247948) 590439 
239 590439 12,793 266,113 12,793 0 266113 (253,321) 337,118 
240 337,118 7,304 266,113 7,304 0 266,113 (258,809) 78309 
241 78309 1697 80006 1697 0 80006 (78309) 0 

Tot Yr20 2,495712 355874 2851586 355874 0 2851586 (2,495712) 0 



FINANCIAL PROJECTIONS FOR DPM LOANS 

ASSUMPTIONS 

Deposits to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Wtd Ave Cost of Deposits 1300% Capitalized 2000% 
HG Loan Funds 4% of Loan 40000 Tax Rate 4000% 
HG Onlendlng Rate 1900% General ProvISion as % 125% 
Servicing Fee as % of of Increase In DPM Loan Balance 
Average Loan Balance 100% 50% of Interest Paid on Deposits 

Marginal DPM Administrative Costs IS paid out In cash the balance 
as a % of Interest Income 500% IS retained 10 depOSit accounts 

INCOME STATEMENT Year 1 Year 2 Year 3 Year 4 Year 5 

Interest Income Collected - Borrower 79.194 94046 111 787 133.012 158.444 
Interest Income Collected SubSidy 41522 48038 55463 63.884 73384 
Interest Income Earned but not Collected 157496 179652 204033 230523 258837 
Total Interest Income 278213 321736 371282 427419 490665 
Interest Expense - DepOSits 119600 127374 135653 144.471 153 861 
Interest Expense - HG Loan 7600 7600 7600 7600 7600 
Net Interest Income 151 013 186762 228.029 275348 329204 
Servicing Income 10768 12451 14367 16.537 18982 
AdministratIVe Expense 13.911 16087 18.564 21371 24533 
Net Income Before ProvIsion 147.870 183126 223832 270.515 323652 
PrOVIsion for Capltahzed Interest 31,499 35930 40.807 46.105 51.767 
Net Income Before Tax 116371 147196 183,026 224410 271885 
Taxes 59,148 73251 89533 108,206 129461 
Net Income After Tax 57223 73945 93493 116,204 142424 
General Reserve 1969 2246 2550 2882 2.882 
Income Available for Distribution a 0 0 4.021 12.285 
DIVIdends Patd @ 50% 0 0 0 0 0 
To Proflt/Loss In Balance Sheet 55.254 71700 90942 113.323 139542 

BALANCE SHEET 
Assets 
Cash (8,974) (15064) (16971) (12950) (664) 
Total DPM Loans Outstanding 1000000 1 157496 1337149 1 541 182 1 771 705 2030542 
Total Assets 1000,000 1.148522 1322 085 1 524211 1758755 2029877 

liabilities 
Short Term DepOSits 920000 979800 1043487 1111314 1 183549 1260480 
ProvISion For Capltahzed Interest 0 31499 67430 108236 154 341 206108 
Long Term Subordinated HG Loan 40000 40000 40000 40000 40000 40000 
Capital Reserves 40000 40000 40.000 40000 40000 40000 
Revenue Reserve 55254 126954 217,896 331219 
Proftt/Loss In the Balance Sheet 55254 71700 90942 113,323 139542 
General Reserve 1,969 4214 6765 9646 12528 
Totaillablirties and Capital 1,000000 1 148522 1322 085 1,524211 1758755 2029877 

Total Adjusted Capital 80000 137223 211 168 304 661 420 865 563289 
Capital Adequacy RatiO 800% 1186% 1579% 1977% 2375% 2774% 



FINANCIAL PROJECTIONS FOR DPM LOANS 

ASSUMPTIONS 

Deposits to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Wtd Ave Cost of Deposits 1300% Capltahzed 5000% 
HG Loan Funds 4% of Loan 40000 Tax Rate 4000% 
HG Onlendlng Rate 1900% General ProvIsion as % 125% 
Servicing Fee as % of of Increase In DPM Loan Balance 
Average Loan Balance 100% 50% of Interest Paid on Deposits 

Marg.nal DPM Adm.n.strat.ve Costs IS paid out In cash the balance 
as a % of Interest Income 500% IS retained In deposit accounts 

INCOME STATEMENT Year 1 Year 2 Year 3 Year 4 YearS 

Interest Income Collected Borrower 79194 94046 111 787 133,012 158444 
Interest Income Collected - SubSidy 41,522 48038 55463 63884 73384 
Interest Income Earned but not Collected 157496 179652 204033 230523 258837 
Total Interest Income 278213 321736 371282 427419 490665 
Interest Expense DepOSits 119600 127374 135653 144 471 153 861 
Interest Expense - HG Loan 7600 7600 7600 7,600 7600 
Net Interest Income 151013 186762 228029 275,348 329204 
Servicing Income 10,768 12451 14367 16,537 18,982 
Adm.nlstrat.ve Expense 13,911 16087 18564 21371 24,533 
Net Income Before PrOVIsion 147870 183126 223832 270515 323652 
ProvIsion for Capltahzed Interest 78748 89826 102016 115262 129418 
Net Income Before Tax 69,122 93300 121816 155253 194234 
Taxes 59,148 73251 89533 108,206 129461 
Net Income After Tax 9,974 20050 32,283 47,047 64773 
General Reserve 1,969 2246 2550 2,882 2882 
Income Ava.lable for Distribution 0 0 0 4,021 12285 
DIVidends Pa.d @ 50% 0 0 0 0 0 
To Profit/Loss In Balance Sheet 8,005 17804 29,732 44166 61891 

BALANCE SHEET 
Assets 
Cash (8,974) (15064) (16971) (12950) (664) 
Total DPM Loans Outstandtng 1000000 1157496 1337149 1541182 1 771 705 2030542 
Total Assets 1,000000 1 148522 1322 085 1524211 1758755 2029877 

Liabilities 
Short Term Deposits 920000 979800 1043487 1111314 1183,549 1260480 
PrOVIsion For Capitalized Interest 0 78,748 168,574 270591 385,853 515271 
Long Term Subordinated HG Loan 40,000 40,000 40,000 40000 40000 40000 
Capital Reserves 40000 40000 40000 40000 40000 40000 
Revenue Reserve 8005 25809 55542 99,708 
Profit/Loss .n the Balance Sheet 8,005 17804 29732 44,166 61891 
General Reserve 1969 4214 6765 9646 12528 
TotallJabtiltles and Capital 1000000 1,148522 1322 085 1524,211 1 758755 2,029877 

Total Adjusted Capital 80000 89974 110 024 142307 189354 254127 
Capital Adequacy RatiO 800% 777% 823% 923% 1069% 1252% 



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS 

Year 1 Year 2 Year 3 Year 4 Year 5 

CASH GENERA TED BY 

Borrower Payment 79,194 94,046 111.787 133.012 158,444 
GOH Subsidy Payment 41,522 48,038 55,463 63884 73,384 
Servicing Fee 10,768 12.451 14367 16,537 18982 

TOTAL SOURCES OF CASH 131,485 154.535 181.617 213.433 250810 

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 
Administrative Expense 13,911 16087 18564 21371 24533 
Taxes 59,148 73.251 89,533 108.206 129461 
DIVIdends 0 0 0 0 0 

TOTAL USES OF CASH 140,459 160624 183,524 209.412 238,525 

NET INCREASE OR (DECREASE) IN CASH (8,974) (6,089) (1,907) 4021 12.285 



DPM STRUCTURE 2 

Borrower Rate of 10 Percent 

Interest Rate Subsidy of 

4%/3%/1% 

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

ASSUMPTIONS 
Loan Amount (In HUF) 1,000,000 
OPM Contract Rate 
Years 1 ~2 26% 
Years 3~5 26% 
Years 6~10 26% 
Years 11 ~20 26% 
Borrower Payment Rate 10% 
Loan Term In Months 240 
GOH Interest Subsidy Rate, Computed Semi-Annually 
Years 1-5 4% 
Years 6-10 3% 
Years 11 15 1% 

Prior (Beg Bal x (Borrower 
Month Contract Payment + 
Ending Rate/12) SubSidy 
Balance Payment) 

(a) (b) (c) (d) 
Interest 

As of Beginning Oueat Actual 
End of Loan Contract Payment 
Month Balance Rate Made 

1 1,000,000 21,667 12,984 
2 1 008,683 21,855 12,984 
3 1017554 22047 12,984 
4 1,026,618 22,243 12,984 
5 1,035,878 22444 12,984 
6 1045338 22649 12.984 
7 1055 004 22,858 13,780 
8 1064081 23055 13,780 
9 1073356 23,256 13,780 
10 1082832 23461 13780 
11 1092512 23671 13,780 
12 1,102403 23885 13,780 

Tot Yr 1 1,000 000 273092 160584 

13 1,112,508 24,104 14,625 
14 1,121,987 24,310 14,625 
15 1,131,672 24,520 14,625 
16 1,141 567 24,734 14625 
17 1151,676 24,953 14,625 
18 1,162,004 25,1n 14,625 
19 1,172,556 25,405 15,520 
20 1,182,441 25,620 15,520 
21 1,192,541 25838 15520 
22 1,202,860 26,062 15,520 
23 1213403 26290 15,520 
24 1224174 26524 15520 

Tot Yr2 1112508 303537 180867 

(PmtMade 
or Beg Bal 
x Contract 
Rate/12) 

(e) 

Total 
Interest 

P8Id 
12,984 
12,984 
12,984 
12,984 
12984 
12,984 
13,780 
13780 
13,780 
13780 
13,780 
13780 

160584 

14,625 
14,625 
14,625 
14625 
14,625 
14625 
15,520 
15520 
15,520 
15,520 
15520 
15520 

180867 

Contract Interest Due Computed Monthly 
Actual Payment Due Adjusted Semi Annually 

MINIMUM MONTHLY INCOME TO AFFORD 
1 st yr pmt/lncome of 33% 
1 st yr pmt/lncome of 30% 
1 st yr pmt/lncome of 25% 

3rd yr pmt/lncome of 38% 
3rd yr pmt/lncome of 40% 

(Beg Loan Bal (Payment to 
X Subsidy Amortize at 
Rate/12) Borrower 

Rate) 
(t) (g) 

Subsldy@ Borrower 
SubSidy Rate Payment 
xBeg Loan @Payment 

Balance Rate 
3,333 9,650 
3,333 9,650 
3,333 9,650 
3,333 9,650 
3,333 9650 
3,333 9,650 
3,517 10,264 
3,517 10264 
3,517 10,264 
3,517 10264 
3,517 10,264 
3,517 10264 

41100 119,484 

3,708 10,917 
3,708 10,917 
3,708 10,917 
3708 10,917 
3,708 10,917 
3,708 10,917 
3,909 11,611 
3,909 11,611 
3,909 11,611 
3,909 11,611 
3,909 11,611 
3909 11611 

45701 135166 

(Interest Due 
@Contract 
Rate minus 
Pmt Madel 

(h) 
Interest 

CapitalizatIOn 
or (Principal 
Repayment) 

8,683 
8,871 
9,063 
9,260 
9,460 
9,665 
9,078 
9,275 
9,476 
9,681 
9891 

10,105 
112,508 

9,479 
9,685 
9,895 

10,109 
10,328 
10,552 
9886 

10,100 
10319 
10,542 
10,n1 
11004 

122 670 

30173 
33190 
39,828 

33,534 
31,857 

(Beg Loan Bal 
+ Interest 

Capltahzed 
Principal Paid) 

(Q 

Ending 
Loan 

Balance 
1008,683 
1,017,554 
1,026,618 
1,035,878 
1045,338 
1055,004 
1064081 
1073356 
1,082,832 
1092512 
1 102403 
1,112508 
1112508 

1,121,987 
1,131,672 
1141,567 
1151,676 
1,162,004 
1,172,556 
1,182,441 
1,192,541 
1,202860 
1,213,403 
1,224174 
1,235178 
1235178 



Financial AnalysIs of DPM Loan 

Interest Subsidy @ Borrower Interest 
As of Beginning Oueat Actual Total Subsidy Rate Payment Capitalization Ending 
End of Loan Contract Payment Interest x Beg Loan @Payment or (Pnnclpal Loan 
Month Balance Rate Made Paid Balance Rate Repa~ment) Balance 

25 1235,178 26762 16467 16467 4,117 12350 10295 1245,473 
26 1,245,473 26,985 16.467 16,467 4,117 12,350 10,518 1255,991 

I 
27 1,255991 27,213 16,467 16,467 4117 12,350 10746 1266 737 
28 1,266,737 27,446 16467 16467 4117 12,350 10,979 1,277 716 
29 1,277,716 27,684 16467 16,467 4,117 12,350 11,217 1,288,933 
30 1,288,933 27927 16,467 16,467 4,117 12,350 11,460 1,300,392 
31 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 1,322034 
33 1,322,034 28,644 17,471 17,471 4,335 13136 11174 1,333,207 
34 1,333 207 28,886 17471 17471 4335 13,136 11,416 1344,623 
35 1,344 623 29133 17,471 17,471 4,335 13,136 11663 1356,286 

I 36 1,356,286 29386 17,471 17471 4335 13136 11916 1368201 
Tot Yr3 1235,178 336649 203626 203,626 50711 152914 133,024 1,368201 

37 1,368,201 29644 18,533 18,533 4,561 13972 11,111 1379313 
38 1,379,313 29,885 18533 18533 4561 13,972 11352 1,390 665 
39 1,390,665 30131 18,533 18,533 4,561 13,972 11,598 1402263 
40 1402,263 30382 18,533 18533 4,561 13,972 11849 1,414,113 
41 1,414,113 30639 18533 18,533 4,561 13,972 12106 1426,219 
42 1,426,219 30901 18,533 18,533 4561 13972 12369 1438,588 
43 1,438,588 31169 19,657 19,657 4,795 14862 11,512 1,450,100 
44 1,450,100 31,419 19657 19,657 4,795 14,862 11,761 1461,861 
45 1461,861 31,674 19657 19,657 4795 14,862 12016 1473,8n 
46 1,473,877 31,934 19,657 19,657 4,795 14862 12277 1486154 
47 1,486,154 32200 19,657 19,657 4795 14862 12,543 1498697 
48 1,498697 32,472 19,657 19,657 4,795 14,862 12,814 1511511 

Tot Yr4 1368,201 372451 229141 229141 56136 173006 143 310 1 511 511 

49 1,511,511 32,749 20,847 20,847 5,038 15809 11902 1523 413 
50 1,523,413 33,007 20,847 20,847 5,038 15,809 12160 1535,573 
51 1,535,573 33,271 20,847 20,847 5,038 15,809 12,423 1,547,997 
52 1,547,997 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 1573,657 
54 1,573,657 34096 20,847 20847 5,038 15,809 13249 1586905 
55 1 586,905 34,383 22,106 22106 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 1,611725 34,921 22,106 22,106 5290 16816 12815 1624,540 
58 1,624,540 35,198 22,106 22,106 5,290 16,816 13,092 1637,632 
59 1,637,632 35,482 22,106 22,106 5,290 16,816 13,376 1651,008 
60 1651,008 35772 22106 22106 5290 16,816 13,666 1664 673 

Tot Yr5 1 511,511 410883 257,721 257,721 61968 195,752 153162 1664 673 

qo 



Financial AnalysIs of OPM Loan 

Interest Subsldy@ Interest 
As of Beginning Oueat Actual Total Subsidy Rate Capltahzatlon Ending 
End of Loan Contract Payment Interest x Beg Loan Borrower or (Principal Loan 
Month Balance Rate Made Paid Balance Payment RepaymentJ Balance 

61 1,664 673 36,068 22,050 22,050 4,162 17889 14018 1,678691 
62 1,678,691 36,372 22,050 22050 4162 17,889 14321 1 693 012 

I 63 1,693,012 36,682 22050 22,050 4,162 17,889 14,632 1,707,644 

I 64 1707,644 36,999 22,050 22,050 4,162 17,889 14949 1,722 592 
65 1,722,592 37,323 22,050 22,050 4,162 17,889 15272 1,737,865 
66 1,737,865 37,654 22,050 22050 4,162 17,889 15,603 1,753,468 
67 1,753,468 37,992 23509 23,509 4,384 19,126 14483 1767,951 
68 1,767,951 38306 23,509 23509 4384 19126 14,796 1,782,747 
69 1,782,747 38,626 23,509 23509 4384 19126 15,117 1797,864 
70 1797864 38954 23,509 23509 4384 19,126 15444 1 813309 
71 1 813309 39,288 23509 23,509 4384 19126 15779 1829088 
72 1829088 39630 23509 23509 4384 19126 16121 1845209 

Tot Yr6 1664 673 453 893 273357 273357 51272 222,085 180,535 1845209 

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 1,875368 40,633 25062 25062 4,613 20,449 15,571 1,890 939 
76 1,890,939 40,970 25,062 25,062 4613 20449 15909 1,906 848 
77 1,906,848 41,315 25,062 25,062 4,613 20,449 16253 1,923,101 

I 
78 1,923101 41667 25062 25,062 4,613 20,449 16606 1,939,707 

I 
79 1939,707 42,027 26,713 26,713 4,849 21,864 15,314 1,955020 
80 1,955,020 42,359 26,713 26,713 4,849 21,864 15,645 1,970666 

I 
81 1,970,666 42,698 26,713 26,713 4,849 21864 15,984 1,986,650 

I B2 1986650 43,044 26713 26713 4,849 21864 16,331 2,002981 
83 2002981 43,398 26,713 26713 4,849 21,864 16,685 2019,665 
84 2019665 43759 26713 26713 4849 21864 17,046 2,036711 

Tot Yr 7 1845209 502,153 310650 310650 56,774 253876 191,503 2036711 

85 2,036,711 44,129 28,470 28470 5092 23378 15659 2052370 
86 2,052,370 44.468 28,470 28470 5.092 23,378 15998 2,068368 
87 2,068,368 44,815 28,470 28470 5,092 23.378 16,345 2084.712 
88 2084 712 45,169 28,470 28470 5092 23,378 16,699 2101411 
89 2,101,411 45531 28,470 28470 5092 23378 17060 2118,472 
90 2,118,472 45,900 28,470 28,470 5,092 23,378 17430 2135,902 
91 2135,902 46278 30,338 30338 5340 24,999 15940 2151 841 
92 2,151,841 46,623 30,338 30,338 5,340 24.999 16,285 2,168126 
93 2168,126 46,976 30,338 30338 5,340 24,999 16,638 2184 764 
94 2, 184 764 47337 30338 30,338 5340 24,999 16,998 2201762 
95 2201.762 47,705 30,338 30338 5,340 24,999 17366 2.219128 
96 2219128 48081 30338 30338 5340 24999 17743 2,236871 

Tot Yr8 2036711 553,011 352851 352851 62589 290262 200 160 2236871 



FInancIal AnalysIs of DPM Loan 

Interest Subsldy@ 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 

I 97 2236871 48466 32325 32325 5592 26732 16,141 2253 012 
98 2253 012 48,815 32325 32325 5592 26,732 16491 2269,503 
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 5,592 26,732 17,213 2.303,564 
101 2,303,564 49,911 32.325 32.325 5,592 26.732 17,586 2,321.150 
102 2,321.150 50.292 32.325 32325 5592 26732 17,967 2.339.117 
103 2.339.117 50681 34,436 34436 5.848 28.588 16,245 2,355362 
104 2.355362 51,033 34,436 34,436 5848 28588 16597 2371960 
105 2,371 960 51.392 34436 34436 5848 28588 16957 2,388916 
106 2388916 51,760 34436 34436 5848 28588 17324 2,406,241 

I 107 2406241 52135 34436 34436 5.848 28588 17700 2423,940 
I 108 2423940 52519 34436 34436 5,848 28588 18,083 2.442023 
Tot Yr9 2.236871 605713 400,561 400,561 68640 331 921 205,152 2,442023 

I 

I 109 2.442023 52911 36679 36679 6105 30574 16,232 2458,255 
110 2,458,255 53262 36679 36,679 6,105 30,574 16.583 2.474,838 

I 111 2,474,838 53,621 36,679 36679 6,105 30,574 16943 2,491,781 
I 

112 2,491,781 53,989 36,679 36,679 6,105 30,574 17310 2509090 
113 2509090 54,364 36679 36,679 6105 30,574 17,685 2526775 

I 
114 2,526,775 54,747 36,679 36,679 6105 30574 18,068 2,544 843 

I 115 2,544 843 55,138 39,062 39,062 6,362 32,700 16,076 2560,919 
116 2,560,919 55,487 39,062 39,062 6,362 32,700 16,425 2,577344 

I 117 2,577 344 55842 39.062 39062 6,362 32,700 16781 2594,125 
118 2,594,125 56,206 39062 39062 6362 32,700 17,144 2,611269 
119 2611 269 56.577 39.062 39062 6.362 32,700 17.516 2,628784 
120 2628784 56957 39,062 39062 6362 32700 17.895 2646679 

Tot Yr10 2442023 659101 454445 454445 74803 379642 204656 2646679 

121 2.646,679 57,345 37182 37182 2206 34976 20,163 2,666842 
122 2.666842 57.782 37,182 37,182 2,206 34,976 20,600 2,687442 
123 2687442 58.228 37182 37,182 2206 34976 21046 2.708.489 
124 2,708,489 58684 37.182 37.182 2206 34976 21502 2729991 
125 2,729991 59.150 37.182 37182 2,206 34,976 21968 2,751 959 
126 2,751.959 59,626 37,182 37.182 2206 34,976 22.444 2,774403 
127 2.774403 60,112 40,106 40,106 2312 37794 20.006 2,794,409 
128 2,794409 60,546 40,106 40,106 2312 37794 20439 2,814848 
129 2814848 60,988 40,106 40106 2,312 37794 20,882 2,835.730 
130 2.835730 61,441 40.106 40,106 2,312 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 2878,862 62.375 40,106 40106 2,312 37,794 22.269 2,901,131 

Tot Yr 11 2646679 718179 463727 463 727 27105 436622 254452 2.901,131 



Financial AnalysIs of DPM Loan 

Interest Subsldy@ Interest 
As of Beginning Due at Actual Total Subsidy Rate Capitalization Ending 
End of Loan Contract Payment Interest x Beg Loan Borrower or (Pnnclpal Loan 
Month Balance Rate Made Paid Balance Payment Repayment) Balance 

133 2,901,131 62858 43262 43262 2,418 40,844 19596 2,920727 
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 2,961,202 
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 21350 3003450 
138 3,003450 65,075 43262 43,262 2,418 40,844 21,813 3,025,263 
139 3025263 65547 46667 46,667 2521 44,146 18881 3044144 
140 3044,144 65956 46667 46,667 2,521 44,146 19,290 3,063,434 
141 3063,434 66374 46667 46667 2521 44146 19708 3083142 
142 3083,142 66801 46667 46,667 2521 44146 20,135 3,103276 
143 3103 276 67238 46667 46667 2,521 44146 20,571 3,123847 
144 3,123847 67,683 46667 46667 2,521 44,146 21017 3144864 

Tot Yr 12 2,901131 783,303 539570 539570 29632 509,938 243,733 3144,864 

I 145 3,144 864 68,139 50,341 50,341 2,621 47,721 17,797 3,162,661 

I 146 3,162,661 68,524 50,341 50,341 2,621 47,721 18,183 3,180844 

I 
147 3,180.844 68 918 50,341 50.341 2,621 47.721 18,5n 3,199,421 
148 3.199,421 69,321 50.341 50,341 2,621 47,721 18979 3218,401 
149 3,218401 69.732 50341 50,341 2,621 47.721 19.391 3237791 
150 3237,791 70,152 50,341 50.341 2,621 47,721 19,811 3,257,602 
151 3257,602 70,581 54,308 54,308 2,715 51,594 16,273 3,273 875 
152 3273875 70,934 54,308 54308 2,715 51,594 16626 3,290 501 
153 3290,501 71,294 54308 54308 2,715 51,594 16,986 3,307487 
154 3,307487 71,662 54.308 54308 2,715 51,594 17354 3,324840 
155 3,324840 72038 54308 54308 2715 51594 17.730 3,342,570 
156 3,342570 72422 54308 54308 2715 51,594 18,114 3,360684 

Tot Yr 13 3,144 864 843 719 627898 627898 32012 595,886 215820 3360684 

157 3,360,684 72,815 58592 58,592 2,801 55,791 14223 3,374907 
158 3.374,907 73,123 58.592 58,592 2,801 55,791 14531 3,389438 
159 3,389438 73,438 58.592 58,592 2.801 55,791 14,846 3,404.284 
160 3,404,284 73.759 58592 58592 2801 55 791 15168 3.419452 
161 3,419,452 74,088 58592 58,592 2,801 55,791 15496 3,434,948 
162 3,434948 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 60344 11548 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 63219 2,876 60,344 12,054 3,486,179 
166 3,486.179 75,534 63219 63219 2,876 60,344 12.315 3,498494 
167 3,498,494 75801 63,219 63.219 2876 60.344 12,581 3.511,075 
168 3511075 76073 63219 63219 2876 60344 12,854 3523929 

Tot Yr 14 3360684 894112 730867 730867 34057 696809 163 245 3523 929 



Financial AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of Be9lnnln9 Due at Payment Total Subsidy Rate Capltahzatlon 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 

169 3523,929 76,352 65284 65284 2,937 62,347 11,068 3534,997 
170 3,534 997 76,592 65,284 65,284 2,937 62,347 11308 3546305 
171 3546305 76,837 65284 65,284 2,937 62347 11,553 3557858 
172 3,557,858 n,087 65,284 65284 2,937 62347 11803 3569661 
173 3,569661 n,343 65,284 65,284 2937 62,347 12059 3581,720 
174 3,581,720 n,604 65,284 65,284 2,937 62,347 12,320 3,594040 
175 3594,040 77,871 71,017 71,017 2,995 68022 6,854 3600,894 
176 3,600,894 78,019 71017 71017 2,995 68,022 7,002 3607896 
177 3,607896 78,171 71,017 71017 2995 68,022 7,154 3615,050 
178 3,615050 78,326 71017 71017 2995 68,022 7309 3622,359 
179 3,622359 78,484 71017 71,017 2995 68022 7,467 3629,826 
180 3,629,826 78646 71017 71,017 2,995 68022 7629 3637456 

Tot Yr 15 3,523,929 931332 817805 817,805 35,590 782216 113526 3637456 

181 3,637,456 78,812 77,285 77285 0 n285 1,526 3638,982 
182 3,638,982 78,845 77,285 n,285 0 n,285 1559 3,640541 
183 3,640,541 78,878 n,285 77,285 0 77,285 1,593 3,642,135 
184 3642,135 78,913 77,285 77,285 0 n,285 1,628 3,643,762 
185 3,643,762 78,948 77,285 77,285 0 n285 1,663 3,645,425 
186 3,645,425 78,984 77,285 77,285 0 77,285 1699 3,647,124 
187 3647124 79,021 84148 79021 0 84148 (5,127) 3641997 
188 3,641997 78910 84148 78910 0 84148 (5,238) 3636759 
189 3,636,759 78,796 84,148 78796 0 84148 (5,351) 3631408 
190 3,631408 78,681 84,148 78,681 0 84,148 (5,467) 3,625,941 
191 3625941 78,562 84148 78562 0 84148 (5,586) 3620355 
192 3,620355 78441 84148 78441 0 84148 (5707) 3614648 

Tot Yr 16 3637456 945791 968599 936122 0 968599 (22,808) 3614648 

193 3,614,648 78,317 91,677 78,317 0 91,677 (13,359) 3,601288 
194 3,601,288 78,028 91,677 78,028 0 91,677 (13,649) 3,587,639 
195 3,587,639 77,732 91,677 77,732 0 91,677 (13,945) 3,573695 
196 3,573,695 77,430 91,677 n,430 0 91,677 (14,247) 3559448 
197 3559448 77,121 91,677 77,121 0 91,677 (14,555) 3544893 
198 3544893 76806 91,6n 76806 0 91677 (14,871) 3530022 
199 3,530,022 76,484 99959 76,484 0 99959 (23475) 3506547 
200 3,506 547 75975 99,959 75,975 0 99,959 (23,984) 3,482563 
201 3,482563 75,456 99,959 75456 0 99,959 (24503) 3458,059 
202 3,458,059 74,925 99,959 74925 0 99,959 (25,034) 3433 025 
203 3433 025 74382 99959 74,382 0 99959 (25,577) 3407,448 
204 3,407,448 73,828 99,959 73,828 0 99,959 (26,131) 3,381,317 

Tot Yr 17 3,614,648 916,484 1,149815 916484 0 1149815 1233,330) 3381317 



Financial AnalysIs of DPM Loan 

Interest Actual Subsldy@ 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 Paid Balance Pay!"ent Re~aymentt Balance 

205 3381317 73262 109106 73,262 0 109106 (35844) 3345474 
206 3345,474 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 (37414) 3271439 
208 3,271439 70,881 109,106 70,881 0 109,106 (38,224) 3,233,215 
209 3,233,215 70,053 109,106 70,053 0 109,106 (39,053) 3,194,162 
210 3194,162 69,207 109,106 69,207 0 109,106 (39,899) 3,154264 
211 3,154 264 68,342 119267 68,342 0 119,267 (50,925) 3103,339 
212 3103 339 67,239 119267 67,239 0 119,267 (52,028) 3,051,311 
213 3,051311 66112 119,267 66112 0 119267 (53,155) 2998155 
214 2998,155 64960 119267 64960 0 119267 (54,307) 2943848 

I 215 2943,848 63,783 119267 63783 0 119267 (55484) 2,888,364 
I 216 2888364 62,581 119267 62581 0 119267 (56686) 2831678 
Tot Yr 18 3381317 820,598 1370237 820598 0 1370237 J549639) 2831678 

217 2,831,678 61,353 130,668 61,353 0 130,668 (69,315) 2,762364 
218 2,762,364 59,851 130,668 59,851 0 130668 (70,816) 2,691548 

I 219 2691,548 58,317 130,668 58,317 0 130,668 (72,351) 2,619197 
I 

220 2,619,197 56,749 130,668 56,749 0 130,668 (73,918) 2,545278 
I 

221 2,545,278 55,148 130668 55,148 0 130,668 (75,520) 2,469,759 
222 2,469,759 53,511 130,668 53,511 0 130,668 (77,156) 2,392,602 
223 2,392,602 51,840 143693 51,840 0 143,693 (91,853) 2,300,749 
224 2,300749 49,850 143,693 49850 0 143693 (93,843) 2,206906 
225 2,206,906 47,816 143,693 47,816 0 143 693 (95,876) 2111,030 
226 2111,030 45739 143693 45,739 0 143,693 (97954) 2,013,076 
227 2,013076 43617 143,693 43,617 0 143,693 (100,076) 1913000 
228 1913000 41448 143693 41448 0 143693 (102244) 1 810756 

Tot Yr 19 2831 678 625,239 1,646162 625239 0 1,646162 J1020,923) 1810756 

229 1810756 39233 159194 39,233 0 159194 (119,961) 1,690,795 
230 1690,795 36,634 159,194 36,634 0 159,194 (122,560) 1,568234 
231 1568,234 33,978 159,194 33,978 0 159,194 (125216) 1443,018 
232 1443,018 31265 159,194 31265 0 159,194 (127929) 1,315,090 
233 1315,090 28,494 159,194 28,494 0 159194 (130,701) 1,184,389 
234 1,184 389 25662 159194 25662 0 159,194 (133 532) 1050857 
235 1050857 22,769 180286 22,769 0 180286 (157518) 893 339 
236 893339 19,356 180,286 19356 0 180286 (160931) 732408 
237 732408 15,869 180,286 15,869 0 180,286 (164,418) 567,990 
238 567,990 12306 180,286 12,306 0 180,286 (167980) 400,010 
239 400010 8,667 180,286 8,667 0 180,286 (171,620) 228,391 
240 228391 4,948 180,286 4,948 0 180 286 (175338) 53053 
241 53053 1,149 54202 1149 0 54,202 (53 053) 0 

Tot Yr 20 1690 795 241097 1,931892 241097 0 1 931 892 (1690 795) 0 



FINANCIAL PROJECTIONS FOR DPM LOANS 

ASSUMPTIONS 

Deposits to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Wtd Ave Cost of Deposits 1300% Capitalized 2000% 
HG Loan Funds 4% of Loan 40000 Tax Rate 4000% 
HG Onlendlng Rate 1900% General ProvIsion as % 125% 
Servicing Fee as % of of Increase In DPM Loan Balance 

Average Loan Balance 100% 50% of Interest Paid on Deposits 
Marginal DPM AdministratIVe Costs IS paid out In cash, the balance 
as a % of Interest Income 500% IS retained In deposit accounts 

INCOME STATEMENT Year 1 Year 2 Year 3 Year 4 Year 5 

Interest Income Collected - Borrower 119484 135,166 152,914 173006 195,752 
Interest Income Collected - SubSidy 41100 45,701 50711 56136 61968 
Interest Income Earned but not Collected 112,508 122 670 133,024 143 310 153 162 
Total Interest Income 273092 303537 336,649 372451 410883 
Interest Expense - Deposits 119600 127,374 135,653 144 471 153 861 
Interest Expense - HG Loan 7600 7600 7600 7600 7600 
Net Interest Income 145,892 168563 193,396 220380 249,422 
Servicing Income 10,551 11,727 13,005 14.386 15,868 
AdministratIVe Expense 13,655 15,1n 16.832 18623 20.544 
Net Income Before PrOVISion 142,789 165,113 189,568 216.144 244.746 
PrOVISion for Capitalized Interest 22,502 24,534 26,605 28,662 30.632 
Net Income Before Tax 120,287 140,579 162,963 187,482 214113 
Taxes 57,116 66,045 75.827 86,457 97,898 
Net Income After Tax 63,172 74534 87,136 101,024 116,215 
General Reserve 1,406 1,533 1,663 1,791 1,915 
Income Available for Dlstnbutlon 32.965 40085 48.544 58,612 70,616 
plVldends Paid @ 50% 16,483 20042 24,272 29,306 35,308 
To Profit/Loss In Balance Sheet 45,283 52958 61,201 69927 78992 

BALANCE SHEET 
Assets 
Cash 16.483 36525 60.797 90,103 125411 
Total DPM Loans Outstanding 1,000,000 1,112,508 1,235.178 1.368,201 1,511511 1664,673 
Total Assets 1,000,000 1,128,991 1271,703 1,428,998 1601,614 1,790,084 

liabilities 
Short Term Deposits 920,000 979,800 1043487 1111314 1,183,549 1,260480 
PrOVISion For Capitalized Interest 0 22502 47,036 73640 102,302 132935 
Long Term Subordinated HG Loan 40,000 40,000 40,000 40,000 40,000 40,000 
Capital Reserves 40,000 40,000 40,000 40,000 40,000 40,000 
Revenue Reserve 45,283 98,241 159,442 229,369 
Profrt/Loss In the Balance Sheet 45,283 52,958 61,201 69,927 78,992 
General Reserve 1,406 2,940 4,603 6,394 8,308 
Totaillabtllties and Capital 1,000,000 1,128,991 1271,703 1,428,998 1,601,614 1,790,084 

Total Adjusted Capital 80,000 126.689 181,180 244,045 315,763 396,670 
Capital Adequacy RatiO 800% 1139% 1467% 1784% 2089% 2383% 



FINANCIAL PROJECTIONS FOR DPM LOANS 

l.SSUMPTIONS 

)eposlts to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Ntd Ave Cost of Deposits 1300% Capitalized 5000% 
-iG Loan Funds 4% of Loan 40,000 Tax Rate 4000% 
iG Onlendlng Rate 1900% General ProvIsion as % 125% 
3ervIClng Fee as % of of Increase In DPM Loan Balance 
Average Loan Balance 100% 50% of Interest Paid on Deposits 

Marginal DPM AdministratIVe Costs IS paid out In cash, the balance 
as a % of Interest Income 500% IS retained In deposit accounts 

NCOME STATEMENT Year 1 Year 2 Year 3 Year 4 Year 5 

nterest Income Collected - Borrower 119484 135,166 152,914 173.006 195,752 
nterest Income Collected - SubSidy 41100 45701 50,711 56136 61,968 
nterest Income Eamed, but not Collected 112,508 122,670 133 024 143310 153,162 
fotallnterest Income 273092 303537 336649 372451 410883 
nterest Expense - Deposits 119600 127,374 135653 144 471 153,861 
nterest Expense - HG Loan 7,600 7,600 7600 7,600 7,600 
'>Jet Interest Income 145,892 168,563 193,396 220,380 249422 
3ervICIng Income 10,551 11,727 13,005 14,386 15,868 
~dmlnlstratlVe Expense 13,655 15,1n 16,832 18,623 20,544 
"et Income Before PrOVISion 142,789 165,113 189,568 216144 244,746 
~rovlSlon for Capitalized Interest 56254 61,335 66,512 71.655 76,581 
"et Income Before Tax 86.535 103,n8 123,056 144,489 168,164 
faxes 57,116 66045 75,827 86,457 97898 
"et Income After Tax 29419 37,733 47,229 58031 70266 
General Reserve 1 406 1 533 1,663 1.791 1 915 
ncome Available for Distribution 32.965 40,085 48,544 58612 70,616 
DIVidends Paid @ 50% 16,483 20042 24,272 29306 35,308 
ro Profrt/Loss 10 Balance Sheet 11,530 16,157 21,294 26934 33,044 

BALANCE SHEET 
Assets 
Cash 16,483 36525 60,797 90103 125411 
Totaf DPM Loans Outstanding 1,000,000 1112,508 1235178 1368,201 1,511511 1664673 
Total Assets 1,000,000 1128991 1271,703 1428,998 1601614 1,790084 

uabllities 
Short Term Deposits 920,000 979,800 1043487 1111314 1,183 549 1260480 
PrOVIsion For Capitalized Interest 0 56,254 117,589 184,101 255,755 332,337 
Long Term Subordinated HG Loan 40,000 40,000 40,000 40000 40,000 40000 
Capital Reserves 40,000 40000 40000 40000 40000 40000 
Revenue Reserve 11,530 27,687 48,982 75,916 
Profrt/Loss In the Balance Sheet 11,530 16,157 21294 26.934 33,044 
General Reserve 1,406 2940 4,603 6,394 8,308 
Total liabilities and Capital 1 000,000 1,128991 1271703 1,428,998 1,601,614 1,790,084 

Totaf Adjusted CapltaJ 80000 92937 110627 133584 162309 197268 
CapltaJ Adequacy RatiO 800% 835% 896% 976% 1074% 1185% 



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS 

Year 1 Year 2 Year 3 Year 4 Year 5 

CASH GENERA TED BY 

Borrower Payment 119,484 135,166 152,914 173,006 195752 
GOH Subsidy Payment 41100 45,701 50,711 56,136 61968 
Servicing Fee 10,551 11,727 13005 14386 15,868 

TOTAL SOURCES OF CASH 171,136 192,594 216630 243,527 273,589 

CASH USED BY 

Payment of Interest on Deposits 59800 63687 67827 72,235 76,931 
(@ 50% of Interest Due) 
Payment of Interest on HG Loan 7,600 7,600 7,600 7,600 7600 
AdministratIVe Expense 13,655 15,177 16,832 18,623 20544 
Taxes 57,116 66045 75827 86457 97898 
DIVIdends 16483 20042 24272 29306 35308 

TOTAL USES OF CASH 154,653 172551 192,358 214,221 238,281 

NET INCREASE OR (DECREASE) IN CASH 16,483 20,042 24,272 29,306 35,308 



DPM STRUCTURE 3 

Borrower Rate of 10 Percent 

Interest Rate SubsIdy of 

5% in Years 1 to 4 
4% in Years 5 to 7 

2% in Years 8 to 10 



I 

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

ASSUMPTIONS 
Loan Amount (In HUF) 
DPM Contract Rate 

1 000.000 

Years 1-2 26% 
Years 3 5 26% 
Years 6-10 26% 
Years 11-20 26% 
Borrower Payment Rate 10% 
Loan Term In Months 240 
GOH Interest Subsidy Rate. Computed Semi-Annually 
Years 1-4 5% 
Years 5-7 3% 
Years 8·10 2% 

Pnor (Beg Bal x (Borrower 
Month Contract Payment + 

Ending Rate/12) Subsidy 
Balance Payment) 

(a) (b) (c) (d) 
Interest 

As of Beginning Due at Actual 
End of Loan Contract Payment 
Month Balance Rate Made 

1 1,000 000 21667 13817 
2 1.007,850 21,837 13.817 
3 1,015,870 22,011 13,817 
4 1024,063 22,188 13,817 
5 1.032.434 22,369 13.817 
6 1.040987 22.555 13817 
7 1,049725 22744 14,586 
8 1057,883 22,921 14,586 
9 1 066217 23,101 14.586 
10 1.074732 23.286 14586 
11 1,083432 23474 14586 
12 1092,320 23667 14.586 

Tot Yr 1 1000000 271819 170419 

13 1,101,400 23.864 15,397 
14 1,109867 24,047 15.397 
15 1118.518 24235 15,397 
16 1127355 24426 15397 
17 1 136385 24,622 15,397 
18 1.145.609 24,822 15.397 
19 1.155.034 25,026 16.250 
20 1,163,810 25.216 16,250 
21 1,172,776 25,410 16,250 
22 1.181.936 25,609 16,250 
23 1191 294 25,811 16,250 
24 1,200855 26.019 16250 

Tot Yr 2 1 101 400 299,105 189882 

(Pmt Made 
or Beg Bal 
x Contract 
Rate/12) 

(e) 

Total 
Interest 

Paid 
13,817 
13,817 
13,817 
13,817 
13817 
13,817 
14,586 
14586 
14.586 
14,586 
14.586 
14586 

170419 

15.397 
15,397 
15,397 
15397 
15397 
15397 
16,250 
16.250 
16,250 
16,250 
16,250 
16250 

189882 

Contract Interest Due Computed Monthly 
Actual Payment Due Adjusted Semi-Annually 

MINIMUM MONTHLY INCOME TO AFFORD 
1 st yr pmtflncome of 33% 
1 st yr pmt/lncome of 30% 
1 st yr pmt/lncome of 25% 

3rd yr pmt/lncome of 38% 
3rd yr pmt/lncome of 40% 

(Beg Loan Bal (Payment to 
x Subsidy Amortize at 
Rate/12) Borrower 

Rate) 
(f) (g) 

Subsldy@ Borrower 
Subsidy Rate Payment 
x Beg Loan @Payment 

Balance Rate 
4167 9650 
4,167 9,650 
4,167 9,650 
4167 9,650 
4,167 9,650 
4,167 9650 
4374 10212 
4374 10.212 
4.374 10,212 
4374 10212 
4374 10,212 
4,374 10,212 

51243 119.176 

4,589 10,808 
4589 10,808 
4.589 10.808 
4589 10808 
4,589 10,808 
4,589 10,808 
4,813 11,438 
4,813 11,438 
4,813 11,438 
4813 11,438 
4,813 11438 
4813 11.438 

56411 133 471 

(Interest Due 
@Contract 
Rate minus 
Pmt Made) 

(h) 
Interest 

Capitalization 
or (Principal 
Repayment) 

7,850 
8.020 
8,194 
8,371 
8,553 
8738 
8,158 
8334 
8515 
8.700 
8.888 
9,081 

101400 

8,467 
8.650 
8838 
9029 
9,225 
9425 
8.776 
8,966 
9,160 
9,358 
9,561 
9,768 

109,223 

30095 
33.104 
39725 

32782 
31.143 

(Beg Loan Bal 
+ Interest 

Capitalized 
Pnnclpal Paid) 

(I) 

Ending 
Loan 

Balance 
1,007,850 
1,015870 
1,024063 
1.032,434 
1040987 
1049725 
1057883 
1,066.217 
1,074732 
1.083 432 
1.092320 
1 101400 
1 101400 

1,109867 
1,118.518 
1127355 
1 136385 
1145609 
1,155034 
1,163 810 
1,172,n6 
1,181,936 
1,191.294 
1,200,855 
1 210,623 
1,210623 



Financial AnalysIs of DPM Loan 

I Interest Subsldy@ Borrower Interest 
As of Beginning Oueat Actual Total SubSidy Rate Payment Capltahzatlon Ending 

I End of Loan Contract Payment Interest x Beg Loan @Payment or (Pnnclpal Loan 
Month Balance Rate Made Paid Balance Rate Repayment) Balance 

25 1.210623 26230 17149 17149 5.044 12104 9082 1 219705 
26 1.219.705 26427 17149 17.149 5044 12.104 9.278 1228.983 
27 1.228983 26.628 17,149 17.149 5.044 12.104 9,479 1238463 
28 1.238,463 26.833 17149 17.149 5044 12.104 9685 1,248148 
29 1248,148 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 1268,151 
31 1.268.151 27,477 18,094 18,094 5,284 12,810 9.382 1277,534 
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 1296,913 28.100 18,094 18,094 5284 12.810 10,006 1.306.918 
35 1,306918 28317 18.094 18,094 5284 12.810 10222 1317.141 
36 1 317141 28538 18094 18094 5284 12810 10.444 1.327585 

Tot Yr3 1 210623 328418 211457 211457 61969 149487 116961 1327585 

37 1,327,585 28,764 19.089 19089 5.532 13.557 9.675 1337260 
38 1337,260 28,974 19,089 19,089 5,532 13,557 9,885 1,347145 
39 1,347,145 29,188 19,089 19,089 5,532 13,557 10099 1,357244 
40 1,357,244 29,407 19089 19,089 5,532 13557 10,318 1367562 
41 1367,562 29631 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 1,398830 
44 1,398830 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 1,419395 
46 1,419,395 30,754 20,135 20,135 5,787 14,348 10,618 1430014 
47 1,430,014 30984 20,135 20,135 5,787 14,348 10,848 1,440 862 
48 1440,862 31.219 20135 20135 5.787 14,348 11,083 1451945 

Tot Yr4 1327585 359707 235347 235347 67,911 167435 124,360 1451945 

49 1,451,945 31,459 18816 18,816 3,630 15,186 12,643 1,464,588 
50 1464,588 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 1490,702 32,299 18,816 18,816 3.630 15,186 13,483 1 504185 
53 1,504.185 32,591 18,816 18.816 3,630 15,186 13,775 1,517,959 
54 1,517,959 32,889 18,816 18,816 3630 15186 14073 1,532033 
55 1.532033 33194 20065 20065 3,830 16,235 13129 1,545162 
56 1,545162 33,479 20065 20065 3,830 16,235 13413 1558575 
57 1 558575 33,769 20,065 20065 3830 16,235 13,704 1,572,279 
58 1,572,279 34,066 20,065 20.065 3,830 16,235 14001 1,586,280 
59 1 586280 34369 20,065 20065 3830 16,235 14.304 1,600 585 
60 1,600,585 34,679 20065 20065 3,830 16,235 14,614 1,615.199 

Tot Yr 5 1,451,945 396,539 233,285 233,285 44,760 188.525 163,254 1615,199 



Financial AnalysIs of DPM Loan 

I 
Interest Subsldy@ Interest 

As of Beginning Due at Actual Total Subsidy Rate CapitalizatIOn Ending 
End of Loan Contract Payment Interest x Beg Loan Borrower or (Pnnclpal Loan 
Month Balance Rate Made Paid Balance Payment Repayment) Balance 

61 1 615,199 34,996 21395 21395 4,038 17,357 13,601 1628800 
62 1,628800 35,291 21395 21,395 4038 17357 13896 1,642695 
63 1,642,695 35,592 21,395 21,395 4,038 17,357 14,197 1,656892 
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 22811 22,811 4,253 18,557 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 1,744431 37,796 22 811 22,811 4.253 18.557 14985 1 759417 
71 1 759,417 38121 22 811 22 811 4,253 18.557 15,310 1774727 
72 1774727 38452 22 811 22811 4253 18557 15642 1 790369 

Tot Yr 6 1 615199 440403 265233 265233 49748 215485 175170 1790369 

73 1,790 369 38,791 24,317 24,317 4,476 19.841 14474 1,804,843 
74 1,804,843 39,105 24,317 24317 4,476 19,841 14788 1,819,631 
75 1,819631 39425 24,317 24,317 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 1,850176 
77 1,850,176 40,087 24,317 24,317 4,476 19841 15,770 1,865,946 
78 1,865,946 40,429 24,317 24,317 4,476 19,841 16,112 1,882,058 
79 1,882,058 40,778 25,919 25,919 4,705 21,214 14,859 1896,916 
80 1.896916 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 1,927606 41765 25919 25,919 4,705 21,214 15,845 1,943 452 
83 1,943 452 42108 25919 25919 4,705 21,214 16,189 1,959640 
84 1959640 42,459 25919 25919 4,705 21,214 16539 1 976180 

Tot Yr7 1790369 487229 301,417 301 417 55086 246331 185,811 1 976180 

85 1976,180 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 2010,225 
87 2,010,~5 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 2064109 
90 2,064,109 44,722 25,977 25,977 3,294 22,684 18,745 2,082854 
91 2,082854 45,129 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 
93 2117,787 45,885 27849 27849 3471 24,378 18,036 2135823 
94 2,135,823 46,276 27,849 27,849 3,471 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 2,192311 

Tot Yr8 1,976180 539,089 322 958 322 958 40590 282,368 216,131 2192,311 



Financial AnalysIs of DPM Loan 

Interest Subsldy@ Interest 

I As of Beginning Due at Actual Total Subsidy Rate Capltahzatlon Ending 
End of Loan Contract Payment 

I 
Interest x Beg Loan Borrower or (Pnnclpal Loan 

Month Balance Rate Made Paid Balance Payment Repayment) Balance 

97 2192,311 47500 29,854 29,854 3654 26200 17,646 2,209957 
98 2,209,957 47,882 29,854 29854 3654 26,200 18029 2227986 
99 2,227,986 48,273 29,854 29,854 3,654 26200 18419 2246405 
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 2304,093 49,922 32,000 32,000 3,840 28160 17,922 2322015 
104 2,322,015 50,310 32,000 32,000 3,840 28160 18,310 2340,325 
105 2,340325 50,707 32,000 32000 3840 28160 18,707 2,359,032 
106 2,359,032 51,112 32,000 32,000 3840 28,160 19,112 2,378,145 
107 2378,145 51,526 32000 32000 3840 28160 19527 2397,671 
108 2397671 51950 32000 32000 3840 28,160 19,950 2417,621 

Tot Yr9 2192,311 596,432 371,122 371122 44964 326,158 225,310 2417 621 

109 2,417,621 52,382 34,298 34,298 4029 30,268 18,084 2,435,705 
110 2,435,705 52,n4 34298 34,298 4029 30268 18476 2454181 
111 2,454181 53,174 34298 34298 4,029 30,268 18,876 2,473057 
112 2,473,057 53,583 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 54428 34,298 34298 4,029 30,268 20,130 2532175 
115 2,532,175 54,864 36,757 36,757 4220 32,537 18,106 2550282 
116 2,550,282 55,256 36,757 36,757 4,220 32,537 18,499 2568780 
117 2,568,780 55,657 36,757 36,757 4,220 32,537 18,900 2,587,680 
118 2,587680 56066 36,757 36,757 4,220 32,537 19309 2606989 
119 2606,989 56,485 36,757 36,757 4,220 32,537 19,727 2,626,716 
120 2626716 56,912 36757 36757 4220 32537 20,155 2646871 

Tot Yr 10 2417621 655581 426330 426330 49498 376832 229,251 2646871 

121 2,646,871 57349 34,979 34979 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 2,692096 58,329 34,979 34979 0 34979 23,350 2715447 
124 2715447 58,835 34,979 34979 0 34979 23856 2,739303 
125 2739303 59,352 34,979 34,979 0 34979 24373 2763 676 
126 2,763676 59880 34,979 34,979 0 34,979 24,901 2788sn 
127 2,788,5n 60,419 37,987 37987 0 37987 22,432 2811009 
128 2811,009 60905 37,987 37,987 0 37987 22918 2833926 
129 2833,926 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 2,881262 
131 2,881,262 62,427 37,987 37,987 0 37,987 24,440 2,905702 
132 2905,702 62,957 37,987 37,987 ° 37,987 24,970 2,930,672 

Tot Yr 11 2646,871 721,596 437,796 437,796 0 437,796 283,801 2,930672 



Financial AnalysIs of OPM Loan 

Interest Subsldy@ Interest 
As of Beginning Oueat Actual Total Subsidy Rate Capitalization Ending 
End of Loan Contract Payment Interest x Beg Loan Borrower or (Pnnclpal Loan 
Month Balance Rate Made Paid Balance Payment Repayment) Balance 

133 2,930,672 63,498 41260 41260 a 41260 22238 2952910 
134 2,952,910 63,980 41260 41260 0 41,260 22,720 2,975,630 
135 2975,630 64,472 41,260 41,260 0 41260 23212 2998842 
136 2998,842 64,975 41260 41,260 0 41,260 23,715 3,022,556 
137 3,022,556 65.489 41260 41,260 0 41260 24,229 3,046,785 
138 3046.785 66,014 41,260 41.260 0 41,260 24,754 3,071,539 
139 3,071539 66,550 44,821 44,821 0 44,821 21,729 3,093,268 
140 3,093,268 67,021 44821 44,821 0 44,821 22200 3115468 
141 3115468 67,502 44821 44821 0 44,821 22,681 3,138,149 
142 3,138149 67,993 44821 44,821 0 44 821 23172 3,161321 
143 3161,321 68495 44821 44,821 a 44821 23,674 3184 996 
144 3,184 996 69,008 44821 44821 0 44,821 24187 3209183 

Tot Yr 12 2.930672 794996 516485 516485 0 516,485 278511 3209183 

145 3,209183 69,532 48,697 48,697 0 48,697 20,836 3,230019 
146 3,230019 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 0 52,917 19,475 3,360,642 
152 3360,642 72,814 52,917 52,917 0 52917 19,897 3,380539 
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 3442853 
156 3442853 74595 52,917 52917 0 52917 21678 3,464 531 

Tot Yr 13 3209183 865031 609683 609683 0 609683 255,348 3464 531 

157 3464 531 75.065 57515 57,515 0 57515 17.550 3482 081 
158 3,482.081 75,445 57,515 57,515 0 57,515 17,930 3,500,010 
159 3500,010 75,834 57,515 57,515 0 57515 18,318 3,518329 
160 3518,329 76,230 57.515 57,515 0 57,515 18,715 3,537,044 
161 3537.044 76,636 57515 57,515 0 57,515 19,121 3556,164 
162 3556164 77,050 57515 57,515 0 57,515 19,535 3,575699 
163 3,575699 77,473 62,528 62,528 0 62,528 14945 3,590645 
164 3590,645 77.797 62528 62,528 0 62,528 15269 3,605914 
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 3,637452 
167 3,637,452 78,811 62,528 62,528 0 62,528 16283 3,653 736 
168 3,653,736 79164 62528 62528 0 62,528 16,636 3,670372 

Tot Yr 14 3,464 531 926,101 720260 720,260 a 720260 205841 3,670372 



Financial AnalysIs of DPM Loan 

Interest Actual Subsldy@ Interest 
As of Beginning Due at Payment Total Subsidy Rate Capltahzatlon Ending 
End of Loan Contract Made at Interest x Beg Loan Borrower or (Principal Loan 
Month Balance Rate Pmt Rate Paid Balance Payment Rep~yment) Balance 

169 3670,372 79525 67997 67997 0 67997 11,528 3681900 
170 3,681900 79775 67997 67.997 0 67997 11778 3.693.678 
171 3,693,678 80,030 67.997 67997 0 67997 12033 3705,711 
172 3,705,711 80,290 67,997 67,997 0 67997 12,294 3,718,005 
173 3,718,005 80,557 67,997 67,997 0 67,997 12,560 3.730565 
174 3,730,565 80,829 67,997 67,997 0 67997 12,832 3,743,397 
175 3,743,397 81,107 73,968 73968 0 73,968 7.139 3,750535 
176 3,750,535 81,262 73,968 73,968 0 73,968 7293 3,757829 
177 3,757,829 81,420 73.968 73.968 0 73968 7,451 3,765280 
178 3765280 81.581 73968 73.968 0 73968 7613 3,772.892 
179 3,772,892 81,746 73968 73,968 0 73968 7778 3780670 
180 3780670 81.915 73968 73968 0 73968 7946 3788616 

Tot Yr15 3670372 970.035 851791 851,791 0 851 791 118,244 3788,616 

181 3,788616 82,087 80,497 80497 0 80497 1,590 3790,206 
182 3,790206 82, 121 80,497 80,497 0 80,497 1,624 3,791,830 
183 3,791,830 82.156 80.497 80,497 0 80,497 1.659 3.793,490 
184 3,793,490 82,192 80,497 80,497 0 80497 1,695 3795,185 
185 3.795,185 82.229 80,497 80,497 0 80497 1,732 3,796,917 
186 3.796.917 82.267 80,497 80,497 0 80,497 1,770 3,798687 

I 187 3.798687 82,305 87,645 82305 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 

I 
189 3,787891 82,071 87,645 82,071 0 87645 (5,574) 3,782.317 
190 3782,317 81,950 87645 81,950 0 87645 (5,695) 3776623 
191 3,776,623 81,827 87.645 81,827 0 87,645 (5,818) 3,770805 
192 3770805 81701 87645 81701 0 87645 (5,944) 3,764 860 

Tot Yr 16 3,788616 985,095 1008850 975024 0 1008850 J23756) 3764860 

193 3,764,860 81,572 95.487 81,572 0 95487 (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 95487 (14,839) 3707367 
197 3,707,367 80,326 95,487 80,326 0 95487 (15,160) 3692207 
198 3,692207 79,998 95,487 79998 0 95,487 (15,489) 3,676,718 
199 3,676,718 79,662 104,113 79,662 0 104113 (24,451) 3652267 
200 3652267 79,132 104,113 79132 0 104113 (24981) 3,627287 
201 3,627287 78,591 104,113 78,591 0 104113 (25,522) 3601,765 
202 3,601,765 78,038 104,113 78038 0 104113 (26,075) 3,575690 
203 3.575690 77,473 104,113 77,473 0 104113 (26640) 3549050 
204 3,549050 76,896 104,113 76896 0 104113 -<27.211) 3521,834 

Tot Yr17 3,764860 954,570 1,197,597 954 570 0 1 197597 (243 027) 3521,834 



Financial AnalysIs of OPM Loan 

Interest Actual Subsldy@ Interest 
As of Beginning Oueat Payment Total Subsidy Rate Capitalization Ending 
End of Loan Contract Made at Interest x Beg Loan Borrower or (Pnnclpal Loan 
Month Balance Rate Pmt Rate Paid Balance Payment Repayment) Balance 

205 3,521,834 76,306 113,640 76,306 0 113640 (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) 3,367,5n 
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) 3285,344 
211 3,285,344 71,182 124224 71182 0 124,224 (53,041) 3232,303 
212 3,232,303 70,033 124,224 70,033 0 124224 (54,190) 3178,113 
213 3,178,113 68859 124224 68859 0 124224 (55.364) 3122.749 
214 3122 749 67660 124224 67660 0 124224 (56,564) 3066185 
215 3066185 66434 124224 66434 0 124224 (57790) 3008,395 
216 3008,395 65.182 124224 65182 0 124224 (59,042) 2,949.354 

Tot Yr 18 3,521,834 854699 1,427179 854699 0 1427,179 (572480) 2,949354 

217 2,949,354 63903 136,098 63,903 0 136,098 (72,195) 2,877,159 
218 2,877,159 62,338 136,098 62338 0 136098 (73,759) 2,803.399 
219 2,803,399 60,740 136,098 60,740 0 136,098 (75,357) 2,728,042 
220 2,728,042 59,108 136,098 59,108 0 136,098 (76,990) 2,651052 
221 2,651,052 57,439 136,098 57439 0 136,098 (78,658) 2,572394 
222 2,572394 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 2,298,618 49,803 149,664 49,803 0 149,664 (99,861) 2,198,757 
226 2,198,757 47,640 149,664 47640 0 149664 (102,024) 2,096,733 
227 2,096,733 45,429 149,664 45,429 0 149,664 (104,235) 1,992,498 
228 1992498 43,171 149,664 43171 0 149664 (106,493) 1,886,005 

Tot Yr 19 2949354 651222 1,714571 651222 ° 1 714571 (1063349) 1 886005 

229 1,886,005 40863 165810 40863 0 165810 (124,946) 1761,058 
230 1,761,058 38,156 165,810 38,156 0 165,810 (127,654) 1,633405 
231 1633,405 35,390 165 810 35390 0 165,810 (130419) 1,502,985 
232 1,502,985 32,565 165,810 32565 0 165,810 (133,245) 1,369740 
233 1,369740 29,678 165,810 29678 0 165810 (136,132) 1233608 
234 1,233 608 26728 165,810 26,728 ° 165,810 (139,082) 1094,527 
235 1,094 527 23,715 187,779 23715 0 187,779 (164,064) 930,463 
236 930,463 20,160 187779 20160 0 187,779 (167619) 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,n9 (174,961) 416,634 
239 416,634 9,027 187,779 9,027 0 187,n9 (178,751) 237,882 
240 237,882 5,154 187,779 5,154 0 187,779 (182,624) 55258 
241 55,258 1,197 56,455 1197 0 56455 (55258) ° Tot Yr20 1 761 058 251 117 2012175 251 117 0 2012,175 (1,761,058) 0 



FINANCIAL PROJECTIONS FOR DPM LOANS 

l,SSUMPTIONS 

)eposlts to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Vtd Ave Cost of Deposits 1300% Capitalized 2000% 
-IG Loan Funds 4% of Loan 40000 Tax Rate 4000% 
-iG Onlendlng Rate 1900% General ProvIsion as % 125% 
3ervlclng Fee as % of of Increase In DPM Loan Balance 
Average Loan Balance 100% 50% of Interest P81d on Deposits 

\1arglnal DPM AdministratIVe Costs IS paid out In cash the balance 
as a % of Interest Income 500% IS retained In deposit accounts 

NCOME STATEMENT Year 1 Year 2 Year 3 Year 4 Year 5 

nterest Income Collected - Borrower 119,176 133 471 149,487 167,435 188 525 
nterest Income Collected - SubSidy 51243 56411 61,969 67,911 44760 
nterest Income Earned, but not Collected 101400 109,223 116,961 124360 163254 
otallnterest Income 271 819 299105 328,418 359707 396 539 

nterest Expense - Deposits 119,600 127374 135653 144471 153 861 
nterest Expense - HG Loan 7,600 7,600 7,600 7,600 7600 
"et Interest Income 144,619 164,131 185,164 207,636 235,078 
3eMcing Income 10,498 11,550 12,681 13,888 15,321 
\dmlnlstratlVe Expense 13,591 14,955 16421 17,985 19,827 
"'et Income Before ProvIsion 141,526 160,726 181,425 203,539 230,571 
Jrovlslon for CapitalIZed Interest 20,280 21,845 23,392 24,872 32,651 
"'et Income Before Tax 121,246 138,881 158,032 178,667 197,921 
faxes 56,610 64,290 72570 81,415 92229 
~et Income After Tax 64,636 74,591 85,463 97,251 105,692 
'Jeneral Reserve 1,268 1,365 1,462 1555 2,041 
ncome Available for Dlstnbutlon 43,315 50,899 59,720 69,998 52,020 
')lVldends P81d @ 50% 21,658 25,450 29,860 34999 26010 
fa ProfJt/Loss In Balance Sheet 41,710 47,n6 54140 60,698 n,642 

BALANCE SHEET 
Assets 
Cash 21,658 47,107 76,968 111,967 137976 
Total DPM Loans Outstanding 1,000,000 1,101,400 1,210,623 1,327,585 1,451,945 1,615,199 
Total Assets 1,000,000 1,123,058 1,257,731 1,404,552 1,563,912 1753,175 

liabilities 
Short Term Deposits 920,000 979,800 1,043487 1,111,314 1,183,549 1260480 
PrOVISion For Capitalized Interest 0 20,280 42,125 65517 90,389 123,040 
Long Term Subordinated HG Loan 40,000 40,000 40,000 40,000 40,000 40,000 
Capital Reserves 40,000 40,000 40000 40,000 40,000 40000 
Revenue Reserve 41,710 89,486 143,627 204,324 
Proflt/Loss In the Balance Sheet 41,710 47,n6 54,140 60,698 n,642 
General Reserve 1,268 2,633 4,095 5,649 7,690 
T otaillabliities and Capital 1,000,000 1,123,058 1,257,731 1,404,552 1,563,912 1,753,175 

Total Adjusted Capital 80,000 122,978 172,119 227,721 289,974 369,656 
Capital Adequacy RatiO 800% 1117% 1422% 1715% 1997% 2289% 



FINANCIAL PROJECTIONS FOR DPM LOANS 

ASSUMPTIONS 

Deposits to Fund Initial Loan Amount 920000 Annual ProvIsion as % of Interest 
Wtd Ave Cost of Deposits 1300% Capltaltzed 5000% 
HG Loan Funds 4% of Loan 40000 Tax Rate 4000% 
HG Onlendlng Rate 1900% General ProvIsion as % 125% 
Servicing Fee as % of of Increase In DPM Loan Balance 
Average Loan Balance 100% 50% of Interest Paid on Deposits 

Marginal DPM AdministratIVe Costs IS paid out In cash, the balance 
as a % of Interest Income 500% IS retained In deposit accounts 

INCOME STATEMENT Year 1 Year 2 ~ Year 4 Year 5 

Interest Income Collected - Borrower 119,176 133,471 149,487 167,435 188,525 
Interest Income Collected - Subsidy 51243 56,411 61,969 67,911 44,760 
Interest Income Earned but not Collected 101400 109223 116961 124,360 163254 
Total Interest Income 271819 299,105 328418 359,707 396539 
Interest Expense - Deposits 119600 127374 135653 144471 153,861 
Interest Expense - HG Loan 7600 7600 7,600 7600 7,600 
Net Interest Income 144,619 164,131 185,164 207,636 235,078 
SeMclng Income 10498 11550 12.681 13888 15,321 
AdmtnlstratlVe Expense 13.591 14,955 16,421 17,985 19,827 
Net Income Before ProvIsion 141,526 160,726 181,425 203,539 230,571 
PrOVISion for Capltaltzed Interest 50,700 54,612 58,481 62,180 81,627 
Net Income Before Tax 90,826 106,114 122,944 141,358 148944 
Taxes 56,610 64,290 72,570 81,415 92,229 
Net Income After Tax 34,216 41,824 50,374 59,943 56,716 
General Reserve 1,268 1,365 1,462 1,555 2,041 
Income Available for Dlstnbutlon 43,315 50,899 59,720 69,998 52,020 
OMdends PaId @ 50% 21,658 25,450 29,860 34,999 26,010 
To ProfrtlLoss In Balance Sheet 11,290 15,009 19,052 23,389 28,665 

BALANCE SHEET 
Assets 
Cash 21,658 47,107 76,968 111,967 137,976 
Total DPM Loans Outstanding 1,000000 1101,400 1,210,623 1,327,585 1,451,945 1615,199 
Total Assets 1,000,000 1,123,058 1257,731 1404,552 1,563,912 1,753,175 

LJabllttles 
Short Term Deposits 920,000 979,800 1,043,487 1,111,314 1,183,549 1,260,480 
ProvIsion For Capitalized Interest 0 50700 105,312 163,792 225,972 307,599 
Long Term Subordinated HG Loan 40,000 40000 40,000 40,000 40,000 40000 
Capital Reserves 40,000 40,000 40,000 40,000 40,000 40,000 
Revenue Reserve 11,290 26299 45,351 68,741 
Profit/Loss In the Balance Sheet 11290 15,009 19,052 23,389 28,665 
General Reserve 1,268 2,633 4095 5,649 7,690 
TotalLJabllltles and Capital 1,000,000 1123 058 1,257731 1404,552 1,563,912 1,753,175 

Total Adjusted Capital 80,000 92,558 108932 129,446 154,390 185,096 
Capital Adequacy RatiO 800% 840% 900% 975% 1063% 1146% 



STATEMENT OF CHANGES IN CASH POSITION FOR DPM LOANS 

Year 1 Year 2 Year 3 Year 4 YearS 

CASH GENERATED BY 

Borrower Payment 119176 133 471 149,487 167435 188525 
GOH Subsidy Payment 51243 56411 61,969 67,911 44,760 
SeMclng Fee 10,498 11 550 12,681 13,888 15,321 

TOTAL SOURCES OF CASH 180,917 201,432 224,138 249234 248,606 

CASH USED BY 

Payment of Interest on Deposits 59800 63 687 67,827 72,235 76,931 
(@ 50% of Interest Due) 
Payment of Interest on HG Loan 7,600 7600 7,600 7,600 7,600 
AdministratIVe Expense 13,591 14,955 16,421 17,985 19,827 
Taxes 56,610 64,290 72,570 81,415 92,229 
DIVIdends 21658 25450 29860 34,999 26,010 

TOTAL USES OF CASH 159259 175982 194278 214235 222,596 

NET INCREASE OR (DECREASE) IN CASH 21,658 25,450 29,860 34,999 26,010 



ANNEXG 

MANAGING CREDIT RISKS 

THE PROBLEM 

The mam objectIve of the HousIng Guaranty Program IS to assIst the 
Government of Hungary In creatIng a VIable market-based housmg finance system 

A market housmg finance system places three pnmary nsks on a lender 
Interest rate nsk, hqmdity nsk, and credIt nsk The mterest rate nsk concern IS 
largely alleVIated by the use of a vanable market rate mortgage Instrument It would 
be reduced even further by secondary market fundmg oflendmg The hqmdity Issue 
IS 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 nsk also appear m 
another part of thIs Annex 

The thrrd nsk--WIth respect to tImely repayment--Is consIdered to be the major 
obstacle to the creatIon of a market finance system In Hungary The reasons for thIS 
vary--from those specIfic to the Hunganan sItuatIon to those related to all countnes 
undergomg Simllar econOmIC volatIlIty and upheaval What IS most Important to note 
IS that changes m the system and the econOmIC situatIon make credit nsk a greater 
problem than before Further, to WaIt untIl these problems and Issues are resolved 
would cause a sigruficant delay m the ImplementatIon of a market-based hOUSIng 
fmance system A diScussIon on the specIfic weaknesses In the system appears 
below 

Foreclosure and Evlctton 

The one Item that IS consistently referred to as the most Important constraInt 
In the development of a market-based system IS the absence of appropnate 
foreclosure and eVIctIon procedures m the case of senous dehnquencies HaVIng a 
foreclosure prOVISion that IS effiCient and thus effectIve IS the frrst step necessary to 
create a "true mortgage" WIth collateral It serves to permIt the borrower to truly put 
up hIs or her home as collateral agamst repayment of the loan In addItIon, effectIve 
eVIction procedures are needed to free up the property for resale and to prOVIde a 
senous, Immediate mcentIve to aVOId foreclosure 

The Government of Hungary recognIZes the cntIcal need for actIon m thIS area 
For example, OTP has over 3 5 percent of Its housmg loans m default for over one 
year and there IS httle It can do to enforce the hens on these propertIes or seek other 
other remedIes The current GOH hOUSIng pohcy 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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alternanve housmg to the government and (2) would reduce the degree to wluch the 
former owner IS enntled to housmg of eqUIvalent qualIty 

Although thIS new approach would mcrease the "threat of eVIcnon" (albeIt to 
alternanve houSIng), lustoncal dIfficulnes m eVIcnon and SOCIal reacnon to It suggest 
that It may take long before thIS IS a bonafIde deterrent to non-payment USIng 
rental expenence as an analogy, It usually takes several years to eVIct a non-paYing 
tenant and only a very small percent of these tenants are ever eVIcted 

The Partlal 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 IS less than the contract 
rate, the result WIll be neganve amortIzanon or capItahzanon 

ThIS capItahzanon IS a potennal credIt concern, SImply because It shIfts the 
vananon In the loan-to-value rabo over the lIfe of the loan from its current rapId 
dechne under the onslaught of mflanon to more closely that of a normal loan In a 
10w-mflatIon enVIronment EspecIally In a volatIle econOmIC enVIronment, changes 
In the collateral value may not necessanly occur proporbonately With changes m the 
mortgage balance The borrower's downpayment IS expected to conbnue to be very 
SIgnIfIcant (about 50%) However, unusual situanons In less volanle econOmIC 
enVIronments than Hungary have caused slffillar credIt problems (e g , the southwest 
US In the 1980's and CalIforrua today) 

There IS also a credIt nsk m the way the borrower's payment IS computed It 
IS not connected to changes in wages or capped m any way, except as one mIght 
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 In more stable econOmIes 

Lack of Institutlonal Market Lendlng Procedures 

The best way to reduce credIt nsk IS to ongmate (WhIch mcludes underwnte) 
and serVIce (WhICh Includes default management) properly and prudently 
Unfortunately, the OTP has only had a few years m WhICh It had any real reason to 
ongInate and serVIce loans In such a way No other lender has even had thIS amount 
of bme to attempt proper hOUSIng lendrng Samples of delInquent loans as well as 
the analySIS of mortgage experts result In the same conclUSIOn although the OTP 
has worked dlhgently at Improvmg ItS situabon, It recognIZes that addibonal effort 
IS needed--especlally In SerVICIng delInquent loans and In prOVIdIng management 
accurate Informabon on loan performance 
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Ancillary Lending Support 

There are many Industnes that support the housmg 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 m loans In Hungary--and expected to 
contInue albeIt shghtly higher--can not be rehed upon as a credIt protectIon If the 
value is over-stated Although expenenced and qualIfIed appraIsers are avaIlable In 
Hungary, there IS mconslstency due to a lack of mformatIon and dIfferences In 
methodology and expenence TheIr jobs have been made even more dIffIcult due to 
the dIstortIon m hOUSIng pnces and components Wlnle thIS IS hkely to Improve over 
tIme as the appraIsers gaIn expenence and the market becomes less volatIle, It 
prOVIdes an addItIonal credIt nsk concern 

• Title Registration 

TItle regIstratIon problems also create credIt nsk Under the proposed 
foreclosure law change, the lender Will be able to foreclose However, If tItle IS not 
good or IS not free of hens and there IS no addItIonal protectIon, such as tItle 
msurance, the lender may stIll not be able to grun possessIOn of the property 

In Hungary, the Government dealt With the Issue of clrums by pnor land 
owners through the use of a compensatIon coupon system Under thIs system, m 
heu of gIVIng back property to these owners, the Government gave coupons whIch 
could be used to mvest In numerous enterpnses ThIs solutIon has not ehmmated 
tItle concerns, however There are conihctIng claIms among dIfferent levels of 
government and state-owned busmesses plus a large accumulatIon of "off-record" 
mterests 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 IS no way to ensure that mtervenmg hens have not occurred pnor 
to a lender regIstenng a loan on a home 

• Mortgage RegistratIon 

A thIrd concern IS the long delays m mortgage regIstratIon--often up to one and 
a half years Although the pomt has been made that foreclosure takes so long that 
the mortgage will be registered before foreclosure could occur, there IS no protectIon 
for other hens to pnme the mortgage dunng thIS long delay ThIS, coupled With the 
fact that the mortgage IS not the pnme hen, mcreases lender risk 
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• CredIt History Data 

Lastly, the lack of relIable credltmformatIon InhIbIts the lender's abIlIty to test 
two of the three components ofunderwnnng--demonstratIon of the borrower's abulty 
and theIr WIllingness to pay WIthout bemg able to check on other debts the 
borrower may have or have access to a relIable credIt hIstOry, the lender can not 
appropnately evaluate the applIcatIon 

The Government mtends to address part of thIS problem under ItS housIng 
polIcy program It plans to make It eaSIer for banks to check WIth each other 
regardmg whether a potentIal borrower has other loans ThIS WIll capture 
mformatIon pectammg to a borrower's debt-to-mcome ratIo However, It 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--especlally m Budapest--exIsts m the form of 
condomIruum ownershIp Thls IS partIcularly SIgnIfIcant due to the problems 
assocIated WIth deferred mamtenance on major structural components of the 
common areas 

Hungary's condomIruum law does permIt the aSSOCIatIon to undertake 
rehabIlItatIon actIVItIes WIth a majonty vote ThIS permIts the assocIatIon to take on 
necessary mamtenance and charge members appropnate assessments 

The senous nature of the condItIon of the COndOmlllium buudmgs affects a 
lender's credIt nsk m several ways To Improve the project's condItIon, the 
condoffillllum owner IS lIkely to face sigruficant assessments Unless these 
assessments are projected and thus can be mcluded m the lender's underwntIng 
analySIS (and the housmg ratIos), these addItIonal costs can mcrease the part of the 
owner's mcome allocated to housmg very sigruficantly DIfficulty m enforcmg 
assessment hens may further add to thIs burden smce the share of fellow owners 
could end up m the assessments of paymg owners 

Changes In the Lending System 

PreVIously, the OTP had several advantages to protect Itself agamst non-paYIng 
borrowers These advantages no longer exISt or are less relevant than before, In 
addItIon, they are not applIcable, effectIvely, to other lenders who mIght want to enter 
the housmg finance market 

The OTP's greatest protectIon was that It had an automatIc nght to garrush 
wages SInce everyone was effectIvely employed by the state, thIS enabled the OTP 
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to make Itself whole Without needmg foreclosure nghts 

Currently, thIS automatIc nght no longer exIStS Although the government may 
stIll be WIllmg to allow the OTP to garnIsh wages, more and more borrowers are 
employed by pnvate 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 In unemployment means, m the context of garnlshmgwages, that there 
are no wages to take However, Its lffiportance regardmg credIt nsk IS much more 
SIgnIfIcant smce unemployment IS the most Important borrower reason for default 
Fmally, the expedIted process for garmsmng avrulable preViously to OTP has been 
struck down by the courts 

POLICY AND PROGRAM GOALS OF THE HG-OOI 

The analYSIS of factors contnbutIng to credIt nsk results In several 
conclUSIOns Frrst, there are a vanety of factors mcreasmg credIt nsk m Hungary 
With a drlIenng degree of Importance Second, although the Government IS 
attemptIng to address some of these Issues, suffiCIent change IS not bkely to occur 
rapIdly The result IS a recommended program m WhICh the Government will prOVide 
IncentIves to banks to ongmate and servIce loans and to share nsks m an effiCIent 
and equItable manner 

Procedural and LendIng Changes 

It IS not pOSSIble m a market system to ehmmate 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 nsk reductIon IS pOSSIble, it IS recommended that the 
Housmg Guaranty Program prOVide pohcy and techmcal aSSIstance support 

The most Important change the Government can make IS to proceed towards 
changes that create an effiCIent foreclosure and eVictIon system The fear of lOSIng 
one's home is the greatest finanCIal deterrent to nonpayment The ablhty of the 
lender to take posseSSIOn and sell the home on equal market footIng With other 
homes prOVides the lender With 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 eVIcbon process However,those preVIously m effect In 
Hungary, such as wage garnIshment. are no longer useful tools The approach 
recommended In thIS paper m the follOWing secbon on "Credit RIsk Shanng Program" 
is another way to reduce lender concerns However, It IS Important to recogmze that 
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WIthOut proper legal enforcement of the lender's secunty mterest m the collateral, all 
partIes end up paymg through lngher msurance prennums The best solutIon IS for 
the Government to move toward the dIrectIon of foreclosure and eVIctIon TIus effort 
IS an Important component of the pohcy objectIves of the Housmg Guaranty program 

Other legal Issues should also be addressed Improved tItle procedures are 
needed to ensure that possessIOn can be achIeved If foreclosure IS possIble The 
Government of Hungary should be encouraged to make necessary changes to Improve 
the pnonty of a mortgage loan A more efficIent mortgage regIstratIon system IS also 
cntIcal, the one to two years It now takes to regtster a mortgage enables other hens 
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 lIkehhood of losses--better lendmg Appropnate underwntIng and 
serVICIng reqUIrements must be deSIgned These requIrements must be supported 
WIth adequate documentatIon and procedures, mcludlng strong management 
controls In additIon, there must be suffiCIent methods for qualIty control and 
audItIng to make sure that the reqUIrements and procedures are followed and that, 
If they are followed and problems stIll exISt, changes are made to reduce or ehnnnate 
the cause of the problems 

As noted, the OTP IS workIng on makmg Improvements that will reduce nsks 
The OTP should be encouraged to contInue makIng thIS progress and to do so In a 
way that results m greater umfornnty among dIfferent branches The OTP should 
become a model for good market lendIng that can be studIed by other lenders 
entenng the market TechnIcal aSSIstance should be offered to the OTP and to other 
lenders m theIr development of these Improved systems 

Housmg finance lenders can not Improve the qUalIty of the system WIthout 
Improvement also commg from aUXIlIary Industnes The appraIsal mdustry must 
become better able to prOVIde valId appraIsal InformatIon upon WhICh lenders base 
the loan amounts and constructIon comnntments The need for rehable credIt 
InformatIon is paramount to makIng proper deCISIons regardmg a borrower's abIhty 
and willmgness to pay In regard to the latter, the Government has expressed 
Interest m pursumg ways to estabhsh better mformatIon sharmg among banks ThIS 
IS a very important start to narrOWIng thIS Information gap The Housmg Guaranty 
Program should support trammg programs for appraIsers and prOVIde technIcal 
aSSIstance m the development of better credIt ratIng tools 

The last area In the procedural and lendmg process recommended for focus 
under the Housmg Guaranty Program concerns problems WIth condonnmum 
structures It IS not feaSIble to ehmmate from the Program unItS In bUIldmgs WIth 
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senous structural problems An alternatIve IS to prOVide trrurung that assIsts 
aSSOCiatIons With planrung and executIon of project lffiprovements 

CredIt RlSk Shanng Program 

There are many ways to desIgn a program that mvolves nsk sharmg among 
dIfferent partIes Included m thIS lIst are senIor subordmated structures or loans, 
whIch means that the cash flow pays first to the senIor tranche and then to other 
tranches m order of theIr pnonty Another pOSSIbUIty IS to pool together all or part 
of the loans and msure the pool, the nsk-sharmg could be m what percentage of the 
loan IS put m the pool that IS then Insured If the causes of the nsk can be targeted -
such as death, unemployment, or dIsabIlIty - then a speCIal msurance pohey could 
be created to cover only the specIfic nsk Lastly, a consortIum of lenders could pool 
theIr nsk by each haVing a partICIpating mterest In the loans or a guarantee fund 
Insunng the loans 

All these alternatIves were conSIdered for Hungary The first two were rejected 
because theIr value IS pnmanly m 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 headmg ''The Problem" demonstrates, the credIt nsk concerns are not 
llffilted to one targeted Insurable factor The last optIon IS currently not feaSIble 
because, baSIcally, only one lender, OTP, ongmates loans so there IS no consortIum 
With WhIch to share nsk 

The proposal that IS beIng recommended IS one that prOVides credIt 
enhancement dIrectly to the source of concern - the mortgage The proposal IS a 
mortgage msurance program created by the Government but m WhICh there IS a 
degree of nsk shanng As noted m Annex H, "ManagIng LIqrndity RIsks", thIS 
approach should faclhtate resale of the loans when It IS appropnate to deSIgn such 
a program, but ItS pnmary purpose IS credIt enhancement of the mortgages 

The Housmg Guaranty Program prOVides tIme for deSIgn of the mortgage 
Insurance program Although thIS Annex suggests a specIfic deSIgn framework, thIS 
deSIgn is mtended to demonstrate the feaslblhty of the concept and not be Viewed as 
a defirutIve program requIrement 

When the detalled program deSIgn work occurs, there are several general 
concepts that should be taken mto conSIderation 

• The mortgage msurance program IS not the first Government-related 
credIt enhancement program m Hungary There are other examples, 
noted m thIS 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 utJ.hze eXlstmg structures 
and busmesses For example, It may be possIble to expand one of the 
Government-related credIt enhancement functIons to mclude mortgage 
Insurance or to handle admmistratIve functIons A pnvate company 
mIght also serve as a contractor responsIble for admmistratIon of the 
program 

• The program should be set up so that It can evolve when relevant polIcy, 
legal, and econOmIC changes occur For example, the deSIgn descnbed 
In thIS Annex prOVides for reImbursement of claImS pnor to foreclosure 
and sale Due to the current meflicient foreclosure and eVictIon process, 
any other approach would not prOVide suffiCIent relIef to lenders to 
encourage theIr partICIpatIon m the program However, once the 
foreclosure process is effiCIent, the program could be sIglllficantly 
altered so that clrums would not be made untIl after the home IS sold 
ThIS Will also elimInate the need for the mortgage Insurer to buy the 
loan from the lender and all the addItIonal functIons resultmg from thIS 
actIvity 

• The deSIgn should take mto conSIderatIon ways that best produce 
OpportunItIes to facIlItate lIqUIdIty optIons and to benefit from 
accountmg and regulatory rules 

• Government Risk and Ownership 

If pnvate mortgage Insurance were feaSIble, then thIs would be the optIon fIrst 
conSIdered for thIs program ThIs IS not realIstIc, however, due to Hungary's current 
credIt nsk problems - plus the sIgmficance of the lack of effectIve foreclosure and 
eVictIon procedures and nghts ThIS IS further supported by Hungary's small SIZe 
whIch makes It dIfficult for a pnvate fisurer to dIversIfy 

In heu of a pnvate mortgage msurer, the mortgage msurance program 
developed With Housmg Guaranty aSSIstance could be 100% Government owned, 
along the Imes of the US Federal Housmg AdmIllistratIon There are already 
examples In Hungary, however, that suggest that It may be pOSSIble to use pnvate 
msurers or other guarantee funds to share In the nsk and/or serve as agents to 
handle operatIonal and admIllistratIve tasks 

ConcordIa Insurance Brokers Ltd , WhICh IS owned proportIonately by OTP and 
an Amencan/BntIsh company, IS mterested m shanng In the component of the nsk 
associated With dIsabIlIty and death but less lIkely to handle the nsk of 
unemployment and unWIllmg at thIS tIme to cover any other nsk Issues AB-Aegon 
also has worked on SImIlar programs The Hunganan FoundatIon for Enterpnse 
PromotIon, whIch funds as well as credIt enhances loans for small and medIum SIZed 
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busInesses, has expressed mterest m pursumg some of these same actIVItIes 

Another optIon would be to create a facIlIty that IS owned by the Government 
and other fmancIaI mstItutIons and msurance comparues, along the lInes of the 
Hunganan CredIt Guaranty Rf TIus 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 retams a proportIonate share of ownershIp and four of the nme pOSItIons on the 
Board of DIrectors The remammg ownershIp IS 28 banks WIth stock ownershIp 
proportIonate to theIr SIZe and a small amount of pnvate shareholders 

Although a mortgage msurance facility IS unlIkely to attract banks other than 
the OTP as the CredIt Guaranty Rf could do, a small ownershIp requIrement could 
be made of all banks elIgIble for the mortgage msurance program Or the CredIt 
Guaranty Rf mIght mcorporate all or part of the actIVItIes and responsIbilitIes of a 
mortgage msurance fund 

DeSIgn of the specIflc ownershIp and management detaIls WIll be requIred pnor 
to dIsbursement of the second tranche under the HOUSIng Guaranty Program The 
deSIgn should take mto conSIderatIon use of exiStIng mstItutIons and programs and 
the future evolutIon of the program to an even more pnvately owned company 
Regardless of the specIfic ownershIp deSIgn, the program would be created by the 
Government and mItIally capItalIZed by the Government WIth support from the 
Housmg Guaranty funds 

• Risk Shanng 

As noted above, the Government's nsk mIght be reduced by havmg ItS portIon 
of the losses covered by a government/pnvate mstItutIons consortIum or by other 
means of reInsurance In addItIon to thIS nsk responsIbIlIty, however, there are two 
other partIes sharmg m the nsk beSIdes the government-related mstItutIon ("the 
mortgage Insurer") the borrower and the lender The borrower nsks hIs eqUIty 
contnbutIon (the downpayment) as well as potentIally any pnncIpal payments The 
lender and the mortgage Insurer would share the remammg loss as of the date m 
whIch the claIm IS acted upon by the mortgage msurer (the "stop-loss date") 

There are many alternatIves to conSIder when determmmg what the shared 
nsk should be between the lender and the government Under the Government's 
hOUSIng polIcy paper, there IS a proposal for shared nsk of the loss after foreclosure 
of 80% for the Government and 20% for the lender Although thIS splIt IS reasonable, 
another pOSSIbilIty mIght be to have the Government responSIble for most or all of the 
loss due to admmIstratIve expenses of delmquency 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 IS to aVOId the pOSSIbilIty that the lender 
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Ill1ght not servIce as aggressIvely If It had to lose part of the cost of thIs aggressIve 
ServICIng 

The program IDlght work as follows (subject to further refinement pnor to 
dIsbursement of funds under the second tranche) A loan would be In default after 
ItS first IDlssed payment The lender would follow stnct gUldelInes on delInquency 
mamtenance that would mclude prOViSIons for loan workouts If appropnate If, after 
150 days, the loan IS sbliin default, the lender would file a claIm and 30 days later, 
at the stop loss date, the mortgage msurer would settle the claIm The claIm would 
cover the proportIonate share of adrnmistratIve, penalty, and Interest costs owed from 
the date of the first dehnquent payment The mortgage Insurer would then purchase 
the mortgage and pursue foreclosure to recover ItS losses It may also hIre a debt 
collectIon firm to servIce the debt on a contIngency baSIS If there IS an addItional 
loss at foreclosure, then the mortgage Insurer would have thIS loss If, however, there 
IS sufficient value In the property and the court dlstnbutes the funds accordIngly, the 
mortgage Insurer could get reImbursed for all adrnmistratIve and Interest costs, 
IncludIng those that were lender losses In the latter case, the mortgage Insurer 
would obtam the full amount to compensate It for the former Instances when It has 
a larger loss 

I tIS 1Illportant to note IS that thIS recommendatIon IS based upon the mortgage 
Insurer bUYing 100% of the loan balance, less the lender's share of the loss ThIs 
requIres the mortgage msurer to have suffiCIent capItal whIch mitIally could come 
from the HOUSIng Guaranty funds and a Government contnbutIon The reason for 
thIS approach IS that the lengthy tIme and uncertamty of foreclosure requIres the 
lender to receIve cash pnor to foreclosure 

It IS pOSSIble that the borrower WIll bnng the loan current after the mortgage 
Insurer has purchased the loan In such case, the mortgage Insurer IDlght hold 
auctIons to sell loans to Interested lenders or, pOSSIbly through a SUbSIdIary. 
aggregate these loans and Issue mortgage-backed bonds or secuntIes 

To Illustrate how the proposed program would work (WIthOUt adjustIng for any 
Government mterest rate subSIdy), a loan WIth an ongmal balance of HUF 1 IDIlhon, 
a payment rate of 10% and a contract rate of 26% would have a balance of 
apprOXImately HUF 1 5 IDIlhon at the end of the fourth year AssUIDlng that thIS IS 
the first date of nonpayment WIth the stop loss date occurrmg 180 days later, the 
costs taken mto conSideratIon to deterrnme what the mortgage Insurer pays the 
lender when it fulfills ItS obhgatIons and buys the loan are the extra adIDllllstratIve 
costs for sefVIcmg the loan, not covered by the sefVIcmg fee, dunng the penod of 
dehnquency IDlght be HUF 22,500 (25% on the balance), the Interest due from the 
date of the first debnquent payment untIl the stop loss date would be SIX tImes the 
monthly Interest due or apprOXImately HUF 200,000, the penalty fee (6% on the 
nonpayment) would be HUF 22,500 The mortgage msurer would pay the lender HUF 
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1 5 rrnlhon plus the admrnistratIve costs of HUF 22,500 (assumrng thIs nsk falls 
entrrely on the mortgage msurer) plus 70% of the aggregate unprud mterest and 
penalty fee (HUF 212,000) or HUF 1 37 millIon The mortgage rnsurer mIght then 
gIve the servIcIng of the loan over to a collectIOn agency whIch would continue to try 
to brmg the loan current whIle SImultaneously proceedrng to foreclose on the loan 

Several dIfferent procedural and program features were consIdered and more 
should be InvestIgated dunng the actual deSIgn of the program For example, there 
was consIderatIOn for an alternatIve approach WhICh would rnvolve eIther wrutIng 
untIl foreclosure to determrne proportIonate losses or to use an apprrusal to estImate 
the eventual loss at the time the stop loss date These Ideas were rejected because 
of the extenSIve time It takes for foreclosure whIch mcreases the time before the 
lender would get prud and further dlffilllishes the effective value of the appraIsal 

Another option was to reward lenders when there IS a pattern of no losses once 
the mortgage rnsurer has foreclosed and receIved funds from the courts As noted 
above, the mortgage Insurer could end up With a reImbursement that covers more 
than ItS losses If pOSSIble, a process should be developed that repays lenders With 
loans where thIS conSIstently happens - perhaps by chargIng theIr customers lower 
premIums and thus makmg them more competitive Or, If the mortgage msurer IS 
partially owned by the partiCIpating mstItutIons, there could be a dIVIdend when 
these profits happen The dIfficulty m ImplementIng any of these options under the 
current envrronment, however, IS the long tIme It will take before It IS known that 
there IS a profit 

PROGRAM REQUIREMENTS 

To quahfy for the program, loans WIll have to be underwntten and servIced 
accordIng to the mortgage Insurer's gUidehnes These gilldehnes will be carefully 
formulated after analYSIS of the determrnants of default In OTP's current portfoho and 
expenence of other mortgage credIt enhancement rnstItutions and lenders rn market 
systems The mortgage rnsurer Will try to ensure that these requIrements are 
followed by offenng traming and aSSIstance to lenders conductIng audIts, and 
suspendmg or termrnatIng lenders that do not fulfill theIr obhgabons 

The borrower WIll pay for the mortgage Insurance There are a vanety of ways 
In whIch the borrower could make this premIum payment - rncludmg an up-front fee, 
amorbzrng the premIum over the hfe of the loan, a percentage added to the payment 
or contract rate, or a combrnatIon of these options It may also be pOSSIble for the 
program to have a feature whIch prOVIdes for a reImbursement of part of the premIum 
If the pool of msured loans perform better than expected (a mutual mortgage 
Insurance fund) or on a personal baSIS after a speCIfied bme penod or when the loan­
to-value ratio based upon a new apprrusal reaches a speCIfied pOInt In addItion, the 
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program could proVIde for "LTV pncmg" - that IS dIfferent prennums dependIng upon 
the loan-to-value rano 

Pnclng the prennum WIll be very dIfficult due to the lack of credIble and 
adequate data and the lack of expenence With the DPM and new lendmg procedures 
There may also be pressure on the Government to subSIdIZe the Insurance premIUm 
because it Will add to housmg costs and thus reduce affordablhty As much as 
possible, the prennum should cover expected losses and be deternnned based upon 
prudent techmques apphed by mortgage credIt enhancers In market systems 

PROPOSED TIMETABLE 

The HOUSIng Guaranty Program requrres that the mortgage msurance program 
be deSIgned before the second dIsbursement The program IS to be fully Implemented 
before the thrrd tranche IS pernntted 

The program Will have several stages 

• General program framework desIgn The work product would be a 
charter or foundanon document With background documents detailing 
In narranve form the program reqUlrements WIth adVISOry assIstance, 
thIS task should be accomphshed m three months 

• Government approval ThIS may requrre legIslanve acnon and thus It 
IS not pOSSIble to predIct a hmeframe Its lack of approval, though, WIll 
Impact dIsbursement of funds under the Housmg Guaranty Program 

• Detrul of program development and lmplementanon The mortgage 
Insurer must estabhsh underwnhng and serVIcmg standards for loans 
It Insures plus ItS own mternal pncmg, audIt, quahty control, serVIcmg, 
and admmlstranve processes The nmeframe for thIs can be 
consohdated If the standards and procedures for OTP are m 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 



ANNEXH 

MANAGING LIQUIDITY RISKS 

THE PROBLEM 

There are several reasons why the Government of Hungary and the OTP are 
Interested m addressIng the subject of hqUldity Therr concerns result from the 
Impact of movmg towards a market housmg fmance system that Involves a long-term 
mortgage mstrument, mcorporabon of match funmng and nsk-based capItal rules, 
cash needs of lenders other than the OTP, and portfoho management fleXJ.bIhty To 
address these concerns, they are lookIng appropnately to the solubons found In other 
countnes for fundIng long-term mortgage loans the sale of secunbes or bonds With 
long-term matunbes to mvestors With specIal Investment needs 

Matunty Gap and Cash Flow Concerns 

Recent regulabons promulgated by the State Banking SupervIsIOn COffiffilttee 
requrre a constant covenng of Immemate hablhbes With hqUId assets and some 
negobated matchmg of terms over a longer bme penod The objecbve IS to ensure 
that assets and habIhbes parallel suffICIently to aVOId a hqUIdity and mterest rate 
IDlsmatch 1 

The mortgage Instrument that IS proposed for Hungary, the DPM, IS a 20-year 
mortgage With the potenbal of sigruficant capitallZabon - at least dunng the current 
hIgh Inflabon penod There IS no fundmg mstrument for OTP or other potenbal 
hOUSIng finance lenders to match the cash flow and term of thIS mortgage 

OTP IS suffiCIently hqUld 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 expenence has been that although bme deposIts are short, 75% of 
these habIhtIes can be consIdered as permanent resources With an effectIve matunty 
of 5 years or more 

The OTP analYSIS has been based on past actIVItIes As long as OTP s portfoho 
structure remaIns unchanged, It should have excess hqUldity that compensates for 
the matunty gap However, the bank IS mOVIng m ways that IndIcate a change m 
drrectIon and It WIll most hkely need to lIDplement better match fundIng methods In 
the future 

I This provision of the regulation appears to be intended to address both interest rate risk and 
liquidtty 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 

I 

'~ 
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Also 1Illportant IS the DPM's Impact on matchmg assets for other banks The 
creatIon of a market system eventually requrres competItIon It IS 1Illportant, 
therefore, to create a framework that realIstIcally enables other lenders With smaller 
depOSIt bases, or even mortgage bankers relymg on mvestor fundIng, to enter the 
field ThIS reqwres a process that enables these lenders to handle the matunty 
concerns and resultIng cash flow problems associated With these longer term assets 

Por1jolio Management 

LIqUIdIty analYSIS Includes conSIderatIon of current concerns as well as long­
term projectIons Part of a future onented outlook IS to prOVIde for flexIbIlIty m 
changmg portfolIo charactenstIcs ThIs becomes even more 1Illportant If the portfoho 
IS made Up SIgnIficantly of assets With long matuntIes, as Will be the case for lenders 
holdmg DPMs 

The need for portfolIo management flexIbIlIty could affect the desrre on the part 
of banks to use therr funds for long-term mortgage assets versus shorter-term 
commerCial loans Even the OTP, whlch has enough assets In other categones to 
enable It to properly manage ItS portfoho, WIll eventually need to conSIder whether It 
makes good bus mess sense to mcrease ItS asset SIZe m Ilhquid long-term product 
In addItIon, other lenders facmg greater competItIon for resources WIll have to 
conSIder portfolIo management flexIbilIty m theIr analYSIS of a busmess plan that 
Includes housmg finance 

RISk-Based Capital GUidelines 

The DPM somewhat complIcates the Issue of capItal reserves because It 
capItalIzes a portIon of the mflatIon premIUm In mterest rates, rather than havmg It 
paId currently on the growmg loan balance The bankIng regulators are lIkely to 
requrre the rabo to apply to the capItalIZed loan balances Under the current 
standard vanable rate mortgage, the bank IS more hqUId and can more easily reduce 
ItS asset base to meet capItal needs Although not a problem for OTP at the moment, 
other banks With less lIqwdity could have to look for other avenues to qUIckly adjust 
therr portfolIo 

Investor Market 

Eventually, the OTP Will want long-term secuntIes to fund the long-term 
market-based loans reqUIred for affordable housmg finance For other lenders not 
already offenng housmg loans, such fundmg Instruments may be cntIcal to enable 
these lenders to partICIpate m thls busmess 

Currently, the proper enVIronment does not exIst m Hungary to meet thIs need 
for long-term fundmg The legal system was not deSIgned to accommodate all the 
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vanous types of secuntIes used to fund long-term mortgages mother countnes The 
Investor communrty for tlus type of product--usually Insurance companIes and 
pensIOn funds--Is stIll relatIvely small Lastly, the market for "long-term" bonds IS 
very new and IS VIrtually monopohzed by three-to-five year government bonds whIch 
receIve "favored" treatment as an mvestment for the typICal mstItutIonal buyer of 
mortgage-based secuntIes 

THE RESPONSE 

At tlus pomt In the development of Hungary's market housIng finance system, 
IIqilldrty Issues appear to have lIDphcatIons that are somewhat prospectIve Taken 
m context WIth other more ImmedIate needs, solutions to lIqUIdIty concerns should 
be developed m 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 housmg polIcy paper supports actIVItIes that would create the 
proper enVIronment for long-term mortgage-based secuntIes TIus paper contams 
two prOVIsIons dIrectly related to faCIlItatIng the development of a secondary mortgage 
market WIthOUt specIfymg how thIS market should look One polIcy statement would 
requIre the Government to establIsh the condItIons needed for the Issuance of 
mortgage bonds The other statement proVIdes for government studIes on the 
possIbility of establIshmg a specIahzed housmg loan mstItute, one optIon supported 
by the MImstry of Fmance IS a secondary market InstItutIon lIke the US's FannIe 
Mae 

The mvestor commumty IS begmrnng to show SIgnS that there WIll be an 
Increasmg demand for long-term bonds Although the Government contInues to 
dommate the market, the aVaIlability of longer government bonds tests the market 
and creates receptIVIty to such mstruments 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 proIDlse but a long­
term outlook mdIcates that eventually these mvestors WIll also have needs for these 
secuntIes 

Type of Liquidity Facility 

Investors In other countnes look for nsk protectIon, SImplICIty, and a IIqilld 
market when purchaSIng mortgage-based secuntIes If any of these factors are 
IDlssIng, a hIgher YIeld will be demanded to offset the OIDlSSIOn 
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The credIt enhancement proposal descnbed In Annex F In the form of Insured 
mortgages prOVIdes a framework for the development of hquIdrty Instruments By 
Insunng the mortgages, the nsk protectIon could be passed through to the mvestor 
It mIght be possIble for lenders to aggregate these msured loans and use them to 
back bonds or sec untIes whIch the market could consIder credIt enhanced due to the 
nature of the underlymg collateral 

The exIstence of msurance on the underlymg mortgages. however. may not be 
VIewed as suffiCIent protectIon by mvestors In the above example. the mvestor would 
know that the mortgage Insurer would cover 70% of the loss However, the Investor 
would have to rely upon the lender for the remammg coverage and thIS may be 
InsuffiCIent to entIce the Investor from more nsk-free or hIgher YIeldIng Investments 
In addItIon. thIS would reqUIre the Investor to know the credItworthIness of each 
lender m order to properly assess the value of the bond To offset these concerns. 
pool Insurance covenng the part of the payment not msured by the mortgage msurer 
mIght be needed AlternatIvely. it may be pOSSIble to structure the pool Into semor 
and subordmated tranches WIth the lender retaImng the subordInated portIon 
assocIated WIth the 30 percent loss exposure 

Lastly. Investors want hqmd mstruments to facIhtate theIr portfoho 
management capabIhty ThIs reqmres 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 bearmg theIr IndIVIdual lender names 

To address these concerns. It may be necessary eventually for Hungary to 
create a condUIt that would aggregate the Insured loans and Issue bonds or secuntIes 
backed by these loans ThIS condmt would be responsIble for IntervenIng between 
the Investor and the lender to ensure that the lender meets hIS nsk -sharmg 
obhgatIon The condmt would also prOVIde one name to these bonds to slffiphfy the 
market More research IS needed to determIne whether thIs condmt can be 
completely pnvate or whether It will requIre. as IS the case mother countnes, lffiphcIt 
or exphCIt government guarantee 

FURTHER INVESTIGATION 

Lender demand for greater access to long-term funds IS not expected to be 
cntIcal at the mceptIon of the Housmg Guaranty Program The creatIon of a credIt 
enhancement facIhty and demonstratIon. through OTP. of prudent and effectIve 
lendmg WIth a market-based mortgage WIll first be reqUIred to encourage other 
lenders to partICIpate m the program 

A cntIcal component of the HOUSIng Guaranty Program IS to promote 
competItIon To encourage other lenders to partICIpate. the need for long-term 
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fundIng wlll become mcreasmgly Important For tins reason, the Housmg Guaranty 
Program should support the Government of Hungary m Its study of solutIOns to 
bqUIdity problems by proVIdmg techmcal adVISory assIstance ImtIatIon of such a 
study IS a condItIon for the second dIsbursement The study should result In speCIfic 
proposals to facilitate fundIng sources for housmg 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 Issues noted above that Impact the hqUldity problem .As examples, the study 
group will want to conSIder 

• PotentIal buyers of mvestments fundmg DPMs Investor needs dIctate 
to a great extent the types of Instruments used to fund mortgage loans 
Because the DPM has partlcular cash flow charactenstIcs, these must 
be taken mto conSIderation - pOSSIbly by defmmg the proper mvestor 
audIence or by resultIng m the development of Instruments that have 
dIfferent cash flows than the mortgages bemg funded 

• The Impact ofnsk-based capItal regulatIons The proposal for a shared­
nsk mortgage msurance program may prOVIde an OPPOrtunIty to create 
a credit-enhanced mortgage secunty or bond that IS treated more 
favorably by bank regulators ThIs could result m a larger mvestor 
audIence conSIstIng of other finanCIal mstItutIons 

• Portfobo management reqUIrements The need for bqUld assets should 
be taken mto conSIderatIon when analYZIng alternatIve approaches In 
partlcular. the study should conSIder whether to back bonds WIth 
mortgages insured under the program proposed m the annex on credIt 
nsks (Annex G) prOVIdes suffICIent unIfOrmIty for Hungary's developIng 
capItal markets or whether It WIll be necessary to have one or two 
genenc labels on mstruments to make an effiCIent market 



ANNEX I 

PROSPECTIVE PARTICIPATING INSTITUTIONS 

INTRODUCTION 

The success of the Hungary HG-OOI program WIll depend on actIve 
partIcIpatIon by Hunganan financIal InstItutIons Currently the Hunganan housIng 
finance market IS dOffilnated by a smgle mstItutIon, the state-owned NatIonal SaVlngs 
and CommercIal Bank, the Orszagos Takarekpenztar es Kereskedelffil Bank Rt (OTP) 
In order to facllitate the development of a more competItIve and efficIent housIng 
finance system, appropnate mcenbves should be offered to encourage the entry of 
other financIal msbtubons and msbtubonalinvestors such as Insurance companIes 
and penSIOn funds mto the Hunganan hOUSIng finance market 

THE STRUCTURE OF THE HUNGARIAN BANKING SYSTEM 

The connnued hberalIzatIon of the Hunganan finanCIal sector WIll be cntIcal 
to the development of a market-based housmg finance market ThIs hberalIzatIon 
process began m 1987 With the creation of the first two-ber bankmg sector In 
Eastern Europe, In whIch the commercIal bankmg actIVltIes of the National Bank of 
Hungary, the Magyar NernzetI Bank (MNB), were separated from ItS central bankmg 
functIon and the estabhshment of pnvately owned Jomt stock company banks was 
authonzed Three new state-owned commercIal banks were estabhshed whIch took 
over the commercIal portfoho of the MNB the Hunganan CredIt Bank, Budapest 
Bank and the CommercIal and CredIt Bank In the five years smce the Hunganan 
bankIng system was hberalIzed, the bankIng sector has expanded sIgmflcantly 
Currently the bankmg system conslsts of the MNB, 29 commercIal banks, of whlch 
12 are banks With foreIgn ownershlp partIclpatIon, 5 speclalIzed Insbtubons and 257 
savmgs cooperabves In addIbon, there are 17 representative offices of foreIgn banks 
and fmanclal mstItubons m Hungary 

Desplte the relatively large number of fmanclal msbtubons m Hungary, 
consIdenng Its population of 10 ffilllion, the bankmg market IS hlghly concentrated 
The three banks created from the MNB m 1987, along With the state-owned OTP and 
ForeIgn Trade Bank, dommate the Hunganan bankmg market Collecbvely, these 
fIve large commerclal banks control 73 percent of all domesbc bank assets In 
Hungary, about 77 percent of total bank employment and 90 percent of commerCIal 
bank branches 

Concentrabon In the retail segment of the bankmg market lS even greater Of 
the large commerCIal banks, only the OTP, the Post and Savmgs Bank CorporatIon 
and the CommerCIal and CredIt Bank partICIpate to any SIgnIficant degree In the 
retaIl banking market These mstItutIons account for approXllllately 80 percent of 
the retaIl market The OTP IS the only Hunganan finanCIal mstItutIon offenng a full 
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range of retaIl bankIng servIces to the general pubhc, although several other banks 
have announced theIr mtentIon to expand retrul bankmg actIVItIes The OTP offers 
Hunganan fonnt and foreIgn currency current accounts and term deposIts, 
commercIal, consumer and mortgage loans, credIt and debIt cards, and ATMs The 
OTP IS the largest bank m the country In terms of total assets and has the most well 
developed natIonWide branchmg system It IS clearly perceIved as the bank for 
households and IndIVIduals and most Hunganan famlhes have at least one account 
With the OTP 

Savmgs cooperatIves also serve the retrul bankmg market and are Important 
prOVIders of retrul finanCIal servIces m the markets outsIde Budapest These 
cooperatIves have about 1,800 offices servmg 2 millIon members and account for 
about 20 percent of total household deposIts Because of therr generally weak 
fmanclal condItIon and lack of management and operatIonal expertIse, the saVIngs 
cooperatIves are not as actively Involved m the lendmg market Apprmamately 20 
percent of the total assets of the saVIngs cooperatives conSIst of retaIl loans 

The fIve speCIalized finanCIal mstItutIons dIffer from the commercIal banks In 
that they are authonzed to perform only a certrun defmed set of finanCIal actiVItIes 
The specialIzed finanCIal InstitutIons concentrate m agncultural fmancmg, trade 
finance, leaSIng and venture capital finance 

THE LEGAL FRAMEWORK OF THE BANKING SYSTEM 

The new Bankmg Act enacted In 1991 establIshed standards for bank 
estabhshment, safety and soundness, accountIng, finanCIal solvency, capItal 
adequacy and prudentIal regulatIon conSIstent With European CommunIty bankmg 
drrectIves Under the Act, Hunganan banks are hcensed as umversal banks, With 
authonty to conduct a broad range offmanclal actIVIties The BankIngAct's strmgent 
capItal and safety and soundness prOVISIons have had a sIgmficant Impact on 
Hunganan banks As the tIghter standards have been Imposed, weaknesses m the 
Hunganan bankIng system have been revealed Bank performance In 1992 was 
adversely affected as the banks were forced to recogrnze the Imbedded losses m therr 
asset portfolIos Asset qUalIty IS the pnnclpal concern for the bankIng system, 
partIcularly m the three large banks whIch mhented the MNB's portfolIo of loans to 
state owned enterpnses Other weaknesses include declmmg capItal adequacy, a 
lack of retrul expenence, products and servIces, lack of modern technology resulting 
In an meffiCIent payments system and unrelIable accounting, and a lack of well 
developed bankmg servIces dehvery systems through branch networks The 
weaknesses m the bankIng system have made some Hunganan commerCIal banks 
meffectIve competitors, partIcularly vulnerable to competition from the grOWing 
number of sophIstIcated mternatIonal banks In Hungary 

WhIle bank performance can be expected to contInue to be depressed m 1993 
and 1994 as the banks work out of theIr portfohos of non-performmg loans, the 
ultImate result of stnct finanCIal regulatIon and superVISIon WIll be a stronger, more 
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competItIve bankIng system Hunganan banks are now requIred to comply WIth the 
financIal reportIng reqUIrement of InternatIOnal AccountIng Standards (IAAS), wluch 
should create some financIal mtegnty m the bankIng system, while stnct loan loss 
proVIslOnmg and capItal adequacy requIrements IS forcIng more ngorous credIt 
underwntIng, seIVlcmg and supeIVlsion 

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

At ItS current stage of development, most Hunganan commercIal banks lack 
the InstItutIonal Infrastructure, management expertIse and expenence to become 
effectIve competItors m the consumer and mortgage fmance markets Therefore, 
there are few prospects for entry mto the housmg finance market among the state 
owned or controlled commerCIal banks, the InternatIonal JOInt venture banks or the 
pnvate Hunganan banks WhICh have been establIshed smce the lIberalIzatIon of the 
bankmg laws As the Hunganan bankmg market matures, commerCIal banks seekIng 
sources of stable, low cost depOSIts and profitable lendmg opportumtIes can be 
expected to expand theIr retaIl bankmg actIVitIes ThIS trend IS already begInmng to 
emerge m several of the larger commercial banks The losses WhICh many banks have 
suffered m theIr commercIal loan portfolIos have led managements and board to seek 
less nsky lendIng opportunItIes If the legal, structural and finanCIal weaknesses of 
Hunganan mortgage fmance can be addressed successfully, these banks may fmd 
mortgage lendIng an attractIve bUSIness opportunIty In a recent newspaper artIcle, 
the Charrman of the Budapest Bank IndIcated that lus bank would conSIder offenng 
mortgages, were It not for "Hungary's antIquated land recordatIon system " 

Other InstItutIons wluch could playa role m the Hunganan housmg finance 
market over the next five years mclude the country's system of 257 savmgs 
cooperatIves and the emergmg lIfe msurance Industry The saVings cooperatIves have 
had lIIDlted mvolvement In the mortgage market In 1992, the ongmated over HUF 
3 bIllion m hOUSIng loans, or approxnnately 1 ° percent of all mortgages ongmated m 
the country Dunng the fIrst four months of 1993, the typICal savmgs cooperatIve 
ongInated about HUF 1 IDlllion In hOUSIng credIt per month WIth an average loan 
amount ofHUF 400,000, thIS translates mto an average monthly loan volume of only 
two to three loans per mstItutIon 

Other pnvate fmanclal mstItutIons tradItIonally mvolved In hOUSIng fmance, 
lIke msurance companIes and penSIon funds, are stIll m theIr Infancy and are 
unlIkely to play any role m the housmg fmance market for some tIme to come The 
realIty of the Hunganan hOUSIng finance market today and for some years to come 
IS that the OTP IS the Hunganan hOUSIng finance market and that efforts to lIberalIze 
and ratIonalIze tius sector must focus ffilhally on OTP 
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THE STRUCTURE, OPERATIONS AND FINANCIAL POSITION OF THE OTP 

The OTP Will be cnbcal to the success of the Hungary Housmg Guaranty 
Program due to Its dommant posrbon ill the HungarIan housmg finance market The 
OTP also Will be the first fmancIaI mstItubon to use the deferred payment mortgage 
Instrument ExtenSIve techmcal assIstance will have to be prOVIded to OTP to 
develop the pohcles. procedures. documents and operatIonal systems needed to 
effectIvely Implement and manage a DPM mortgage lendmg program Because of the 
ItS current profitablhty and capItal adequacy problems. the OTP may requrre 
suffiCIent finanCIal mcentIves to fully partICIpate m and support the HOUSIng 
Guaranty program 

The Role of the OTP in the Hunganan Financial Sector 

The OTP IS the largest bank m Hungary. based on total assets, and ranks 
second m terms of total eqUIty As of December 31, 1992. OTP had total assets of 
HUF 764 3 bIllIOn. whIch represents almost one-thrrd of total bankmg assets In 
Hungary OTP's market share m 1992 was about the same as m 1991, IndIcatIng the 
bank's ablhty to retam ItS market pOSItIon In a more competItIve market enVIronment 

OTP's dOmInant market pOSItIon IS pnmanly m the retaIl bankmg market The 
bank does not hold a sIgmficant share of the commerCIal bankmg market, SInce It 
was only authonzed to engage In commerCIal hnes 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 savmgs bank, the OTP IS the 
pnnclpal retaIl bankmg instItutIon m Hungary and IS 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 
In the HungarIan bankmg system The OTP also held 38 percent of all consumer 
credIt outstandIng The OTP's commandIng pOSItIon m the retaIl bankmg sector IS 
strengthened by ItS abIlIty to dehver bankmg servIces and products through a well 
developed natIonWide branchmg system As of the end of 1992, the bank had over 
400 branch offices located throughout Hungary 

OTP's dommance of the housmg fInance market In Hungary IS even stronger 
As of the end of 1992, OTP held HUF 162 bIlhon in hOUSIng credIts, WhICh accounted 
for 91 percent of all housmg loans m the countty The OTP IS the only HungarIan 
fmanclal instItutIon With expenence and expertIse m lendIng for housmg 

The OTP serves as the pnnclpal 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 bIlbon, representIng 82 percent of all depOSIts of 
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local governments m the bankIng system and 64 percent of all credIts extended to 
local governments by finanCIal mstItutIons Durmg 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 lendmg servIces, the OTP prOVIdes other finanCIal 
management and adVIsory servIces to local governments The OTP also has 
partIcIpated m the estabhshment of several InstItutIons to serve the needs of local 
governments and has been m dIScussIons With local governments about the 
pOSSIbility of orgaruzmg development banks to fmance development projects 

HIStory of the Bank 

The OTP was establIshed In 1949 as the NatIonal Savmgs Bank Its prmcipal 
actIVItIes at that tIme were gathenng retaIl depOSIts, extendmg credIt for speCIfic 
purposes and managmg the state's lottery actIVItIes The bank's actIVItIes have 
expanded SIgnIficantly m the 44 years smce ItS establIshment FIrst, OTP became 
actIve m real estate development and sales and m the finanCIng of home purchases 
Later the bank was authonzed to accept depOSIts from local governments and hold 
household foreIgn exchange depOSIts In the 1980s the bank became mvolved m the 
Hunganan secuntIes market, both as an Issuer and a trader 

The most SIgnIficant changes m the OTP's actIVItIes have occurred smce 1989 
In 1989 the bank was granted a commerCIal bankIng hcense under whIch It was 
authonzed to conduct corporate and mternatIonal bankIng actIVItIes Like other 
commerCIal banks m Hungary, the OTP has a unIversal bank hcense whIch confers 
the authonty to engage m a Wide range offmancial and non-finanCIal actIVItIes 

The 1991 Banking Act reqUIred banks to dIvest themselves of certam non­
bankIng actIVItIes, such as real estate development and foreIgn trade As a result, the 
OTP has transferred some of these actIVItIes to SUbSIdIary and affihate companIes 
The bank IS phasmg out of ItS real estate development busmess and all remaIlllng 
real estate actIVItIes are conducted through a wholly owned SUbSIdIary, Real Estate, 
Ltd 

Legal and OWnership Status 

In 1991, the OTP converted to a pubhcjOlnt 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 Issued "preference," 1 e preferred, shares 
to the pubhc equal to 5 percent of ItS common eqUIty As of the end of the year, OTP 
preference shares had a market value of HUF 99 rrulhon In Apnl 1993 the AV Rt 
offered an addItIonal HUF 100 rrulhon of OTP preference shares WhICh will pay a fixed 
12 percent dIVIdend OTP preferred shares are traded In the market and were 
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recently quoted at 50 bid Smce OTP IS perceived as a somewhat more secure 
Investment than many other state owned enterpnses bemg tendered to the publIc, 
brokers expect the current tender and any future sales of OTP shares to find a 
recepbve market 

Over the next five years, publIc ownership of OTP shares can be expected to 
Increase as the law governing ownership of Hunganan banks goes Into effect The 
law requrres that after December 31, 1996, the GOH may not hold more than 25 
percent of the outstandmg shares of a bank The law does proVide for the posslbllrty 
that the percent of GOH ownershIp of a financial msbtubon may exceed the 25 
percent cellmg, but In order to qualIfy under thiS prOViSion, a fmanclal msbtubon 
must have been "establIshed to execute a partIcular financial actIVity" and a separate 
act must have been passed which sbpulates that the state may own more than 25 
percent of the shares The OTP does not meet either of these tests since It IS lIcensed 
as a commercial bank, not a specialIZed fmanclallnsbtutIon, and no leglslabon has 
been enacted to exempt the bank from comphance With the 1996 deadhne 

Subsldlanes and Affihates 

As a uruversal bank, OTP has the authonty to mvest m a broad range of other 
fmanclal and nonfinancial firms As of the end of 1992, the bank had equity 
Investments in 96 other firms totalhng HUF 4 2 bllhon Almost half of the bank's 
equity mvestments are m other finanCial msbtubons, mcludmg other Hunganan 
banks, Insurance companies, secunbes brokerages, and leaSing comparues The 
largest mvestments are in the wholly owned Garancla Insurance Company, Ltd and 
the Hunganan Internabonal Bank, Ltd 

Financial Performance 

Balance Sheet Composition 

Prehmmary finanCial data for 1992 mdlcate that OTP had total assets of HUF 
7643 billIOn, total depOSits and other mterest beanng habllibes ofHUF 716 9 billion 
and total loans outstandmg of HUF 3067 billIOn The bank's assets and mterest 
bearmg lIabilibes mcreased at nommal rates of 143 and 159 percent respecbvely 
over 1991, rates of growth which represent a dechne In real terms at the 1992 
average inflabon rate of 23 percent 

The OTP's pnmary source of funds IS 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 
secunbes, 6 percent, and refmancmg credits from the MNB, 2 percent 
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The bank's pnncipal assets are short tenn Interbank deposIts, reserves and 
deposIts at the MNB and government secuntIes As of December 31, 1992, these 
short tenn mvestments accounted for 61 percent of total assets OTP's hIgh level of 
hqillddy was the result of several factors 1992 saw a very rugh rate of growth In 
household savmgs throughout the Hunganan bankmg system and at the OTP In 
partIcular At the same tIme, the slowdown m the economy reduced loan demand 
TIghter credIt underwntIng standards Imposed under the Bankmg Act also reduced 
new loan ongmatIons 

The balance of OTP's assets are pnmanly 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 profItability has dechned steadily smce 1990 1992 profit before 
prOViSIon for nsk reserves was HUF 7 4 bilhon, 39 percent below 1991 The dechne 
m the bank's profitabIhty was due pnmanly to falhng Interest rates on government 
and mterbank mvestments and on the Interest rate paId on depOSIts at the MNB 
ProVlslOnmg for claSSIfied assets also reduced 1992 profitabilrty The OTP mcreased 
ItS nsk reserve by HUF 3 bIlhon, offset m part by ItS partICIpatIon m the government's 
credIt consohdatIon plan 

In Its 1992 annual report, the OTP states that It has met all regulatory capItal 
adequacy and hqUIdity requrrements As of the end of the year, the bank reported 
HUF 28 5 bilhon m eqUIty capItal, only HUF 550 mIlhon hIgher than 1991 However, 
a study of the capItal adequacy of the largest Hunganan banks conducted by CredIt 
Sillsse Frrst Boston (CSFB) for the World Bank show that as of the end of 1992, 
under InternatIonal AccountIng Standards (lAS) the OTP had adjusted capItal of HUF 
-1 8 bIllion and a capItal adequacy ratIo of -0 4% In other words, based on the CSFB 
analYSIS, on an lAS baSIS the OTP IS techrucally Insolvent At the level of nsk 
weIghted assets as of the end of 1992, the bank would requrre HUF 34 8 bIlhon In 
addItIonal capItal to meet the 8 percent regulatory nsk-weighted capItal requrrement 
Therefore, capItal adequacy IS and can be expected to contInue to be the pnncipal 
problem confrontIng the bank Future growth m assets, and partIcularly In loans, 
will be constramed 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 ItS loan 
portfoho and shIftIng assets even more Into low nsk-weighted government secuntIes 
and interbank depOSIts 
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Housing Finance Actlvltles 

OTP grants housIng credIt for several classes ofloans whIch are dIstmguished 
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, "orgarnzed 
resale" loans to finance the purchase of exIStIng umts built by OTP's development 
company and other developers, "pnvate resale" loans to finance the purchase of 
exIstIng homes, and loans for home Improvement and 
rehabIhtatIon 

Loans for Housing Construction and Purchase 

Lendmg In 1991 and 1992 for housmg constructIon and the purchase of newly 
buIlt units was far lower than m preVIous years due to the slowdown m the 
Hunganan economy and stagnatIon m resIdentIal constructIon and m the hOUSIng 
market m general Loans to finance the resale of exIStIng unItS contInued also 
dechned in 1992 

Fmancing for housmg 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 categones of SubSIdIZed credIts are based on 
several vanables famIly SIZe, antIcIpated number of children, amount of the loan, 
and purpose of the loan 

Mortgage loans usually have a 15 year matunty The current Interest rate IS 
28 percent plus a 1 percent servIcmg fee Interest rates are now vanable WIth 
changes determmed by the OTP and the MIIDStry of Fmance OTP has projected a 
dechne in mortgage Interest rates In 1993 as market mterest rates contInue to fall 
The average mortgage loan m 1992 was HUF 275,300 and the average loan-to-value 
ratIo, apprmamately 28 percent The maxunum loan amounts are very much tIed to 
the reqUIrements placed on vanous government subSIdy programs Although loan -to­
value ratIos appear to be very low, the apprrusal process IS not adapted to determme 
true market values 

Lending for Home Improvement and Modernization 

The decrease In lendmg for the constructIon or purchase of new homes was 
offset by an Increase In lendIng for home Improvement and modermzatIon In 1992, 
home Improvement and modernIZatIon lendmg was the largest category of loan III 
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 dunng 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 econolDlc downturn m 1992. the OTP and other Hunganan banks 
expenenced an mcrease m dehnquent and nonperforlD1ng assets At the same tune. 
the Banking Act lIDposed stnct credIt classIficatIon and nsk reserve requIrements 
As a result. nsk management has become a hIgh pnonty for the bank The OTP has 
made Important progress In the last few years In lIDprovmg Its loan ongmatIon and 
servIcmg procedures 

Dunng the pnor penod when OTP was VIrtually guaranteed repayment by the 
government, the OTP lacked many of the mcentIves common to lenders m market 
systems to lend prudently and to manage loans profitably The shIft to market 
mterest rates. the mcreasmg hkehhood of borrower mabIhty to repay loans. the 
ImposItIon of stnct bankIng regulatIon and the greater dIscretIon gIven to the OTP to 
deterlDllle what IS appropnate lendmg have had a major lIDpact on how the OTP now 
approaches the busmess of mortgage lending 

In response to these changes. OTP has taken several Important steps The 
bank has tIghtened ItS credIt and collectIon cntena and IS m the process of reVlsing 
ItS credIt underwntIng manual A RIsk Management DIrectorate has been 
estabhshed to develop and Implement an Internal credIt claSSIficatIon and monitonng 
system The OTP IS one of the foundmg members of the CredIt Guarantee. Ltd. a 
company estabhshed m 1992 to guarantee bank loans Along WIth other commerCIal 
banks. the OTP has jomed the credIt consohdatIon system to reduce ItS 
nonperforlD1ng loan portfoho 

Bank Operations and Systems 

Although the OTP has taken these SIgnIficant steps to Improve ItS nsk 
management pohcles and procedures. major operatIonal. technologIcal. and staffing 
Issues need to be addressed before the OTP can become an effICIent a market hOUSIng 
fmance mstItutIon 

The OTP currently has 12.000 employees workmg In ItS headquarters. 22 
dIStnCt offices. 19 county offices and a network of over 400 branch offIces throughout 
Hungary Of the 400 branch offices. approxrrnately half ongmate and servIce hOUSIng 
loans There are also two computer centers with about 400 employees 

Headquarters IS responSIble for settIng pohcy. proVldmg management support 
to the dlstnct and county offices. auditIng dIStnCt and county offices. organlZmg 
traIrung. and actIng as the haIson With the government The dlstnct and county 
offices momtor the branches The branch offices have dIrect contact With the 
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customer, proVidIng normal bankIng functIons as well as underwnbng and serVIcmg 
loans 

There appear to be great dispantIes among regIOnal and branch offices on 
computer eqUIpment There IS also a lack of unIformrty In the way busmess IS 
conducted Underwnbng pohcles and gUIdehnes are set by headquarters Recently, 
branches were gIVen some discrehon to dIsapprove loans There IS no automahon of 
the onginatIOn process 

Mortgage Underwriting and Sel'Vlclng 

Mortgage loan underwnbng IS somewhat mmlffial because the type of 
InformatIon needed to evaluate a borrower often IS not avaIlable or IS not requested 
pnor to approval The lack of appropnate InformatIon may lessen the credibIlrty of 
data on the portfoho, such as debt-to-mcome and loan-to-value ratios Because the 
foreclosure and eVIctIon process In Hungary IS not effective enough to be a deterrent 
to nonpayment, OTP requIres guarantors It does not appear, however, that thIs IS 
reqUIred In all cases or that guarantors have ever been used to pay the loan when the 
mortgagor was m default 

Mortgage loan sefVIcmg IS managed pnmanly through automatIc WIthdrawals 
from checkmg accounts or automatIc payroll deductIons Although payments are due 
on the first of the month. there IS no penalty through the last day of the month 
IneffICIencIes m the OTP's mortgage sefVIcmg system have created a number of 
problems Processmg of payments IS a problem, the computer IS a batch operation 
and thus there IS a senous lag tIme between payment and branch notIficatIon Rate 
changes are made before the borrower IS no1:Jfied resulbng in payment errors Payoffs 
are another problem, lack of current mformatIon at the branches results m IDlstakes 
and delays m releasmg hens creates major backlogs 

One of the most Important loss preventIon procedures IS not adequately 
practiced by OTP purswng debnquent loans ThIS may be because there IS very 
httle the OTP can do to enforce ItS nghts It does send out letters WIth mcreasingly 
threatenmg statements and charges a 6% penalty fee However, OTP no longer can 
automatIcally use wage garrushment to bnng loans current In addItIon, the most 
Important "threats" to a borrower to encourage payment - foreclosure and eVictIon -
SImply are not practical solutIons 
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THE CURRENT SITUATION 

In Hungary, as m other East European econOIll1es, the supply of mfrastructure 
has lagged behInd econOIll1C development AccordIng to some experts the value of 
deferred mfrastructural Investment IS currently about 900 bilhon HUF The new 
government has had to face an econOIll1C receSSIOn whIle undertakIng the enormous 
problems of the tranSItIon Dunng the years SInce 1989 mfrastructure has receIved 
Increasmg attentIon, but development contInues to be plagued by the shnnkIng In 
real terms of government budgets and household mcomes combmed WIth the 
fragmentatIon and compleXIty created by the process of decentralIzatIon 

There IS 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 IS plentIful, 
whIle sewage treatment plants serve only 45 percent of the sewage dIscharged by 
exJ.stIng 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 In whIch neIghborhood 
aSSOCIatIons formed and users, local, and natIonal government share costs (SIrmlar 
aSSOCIatIons are used for other utIhtIes as descnbed below) 

Of InhabIted houses, 99 percent have electncal connections The road system 
IS qUlte underdeveloped WIth respect to percent paved per area compared to western 
countnes Although the telephone system IS notonously Incomplete (12 telephones 
per 100 Hunganans) and hnes are of poor qualIty, m the last year sIgmficant 
Improvements have been made through mcreased user charges, foreIgn mvestment. 
and the use of telephone bonds 

The Role of Local Govern.ments 

Smce 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 mcreasIng responSIbility for the management and finanCIng 
of Infrastnucture 
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Before 1986 mfrastructure mvestment was undertaken prunanly through an 
expendIture-controlled system A local government would develop Its mvestment 
plan, and the central government would finance those Investments that It approved 
In thIS enVIronment httle If any attentIon was gIven to cost-recovery from users and 
drrect beneficlanes After 1986 a revenue-controlled system began to emerge, gIvmg 
local governments more autonomy m declslon-makmg, but less complete fundIng for 
mvestment projects "Earmarked" and "targeted" SubSIdIes -- whIch are central 
grants Intended to be added to local funds for centrally-pnontIzed mvestment 
projects -- date from thIS penod In the last year these two SubSIdIes have decreased, 
WIth targeted SubSIdIes already subscnbed 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 fmanclal posslblhtIes of local 
governments, chIef among whIch were that the property that was transferred to them 
could be sold and they were given the nght to levy some local taxes 

Local governments are Increasingly turnmg to loans to finance capItal projects 
OTP IS by far the major lender to munICIpal governments Requests for loans to 
fmance water and sewage projects came to approxunately 720 bIlhon HUF last year 
CondItIons for a loan are farrly 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 garnIsh drrectly from the CIty'S account 
The munlclpahty may have to prOVIde cash flow projectIons and an mventory of 
assets if the loan IS large, but smce the collateral IS the budget (and espeCIally the 
large central transfers), httle emphaSIS IS placed on asseSSIng the project beIng 
funded 

The InstItutIonal framework for utIhtIes m Hungary IS m a penod of rapId 
change In 1990 the ownershIp of many utIlItIes was transferred from the central to 
the local level, but that process IS stIll underway and IS resultIng In a number of 
dIfferent arrangements Many aspects of operatIon, finance, and regulatIon have not 
yet been worked out Pubhc utIhty compames have therr own budgets, operate and 
mamtain pubhc servIces Development costs are charged to the mumclpahty In the 
case of Budapest, costs assOCIated With more than one dIStnCt (e g mams, treatment 
plants) are the responsIbility of the CIty while dIStnCtS own the network and other 
truly local assets 

In addItIon to local government fmancmg 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 orgarnzes the 
development. m others the households undertake utIhty connectIons on theIr own 
or In concert With other households 
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A few entrepreneunal 10cahtIes undertake mvestments -- such as mstalhng 
telephone hnes -- m order to attract new households and busInesses, by takmg on 
murncipalloans Up front, and recovenng theIr mvestment through partIal repayment 
from users and through an expansIOn m the tax base 

Pricing 

AccordIng to the 1990 Act on Pnces, eIther the local government or one of the 
mIllistnes has the nght to set the hIghest pnce for each pubhc utIhty In that respect 
the law only says that the pnce must mclude the expenses of efficIent operation and 
the profit reqUIred for efficIent operation -- WithOUt defmmg efficIency or how It will 
be monItored Pnces are mtended only to finance operations and not recovenng 
capItal costs It can be mferred that at the moment the estabhshment of the hIghest 
pnce IS the subject of heavy bargammg between the pubhc utIhty company and the 
gIven authonty Water tanffs, for example, are now set by the Mmistry' of 
Transportation, CommullicatIon and Water Management (MTCWM), after receIvmg 
proposals from IndIVidual water companIes 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 pnce whIch Included a small 
development charge and the MilliStry accepted the proposal 1 The local government 
role m the process IS to approve the company's proposal 

Connection fees are determIned by the local government accordIng to a cost­
based formula (also set by the Mmistry) that IS only allowed to cover SIde pIpes, 
whIch can be a problem where exISting mams 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 unIt (This mIght 
be a quarter or less of the cost of the entrre network development) 

Once pnce-sefung authonty IS transferred, local governments will be m an 
even more dIffIcult posItion than the mmistnes, smce It IS In their mterest on the one 
hand that the pubhc utIhty selVlce company owned by them should operate properly 
at pnces whIch fully cover expendItures, but on the other that local CItIzens be 
protected from drastic pnce mcreases 

In the transItional penod there has already been a senous attempt to cut the 
SubSIdIes whIch had been a long standIng systematic element In centrally planned 
econOmIes Cutting the SubSIdIes has meant a severe tanff mcrease for consumers 
In the water sector, state SubSIdIes began to be hfted several years ago, and 
consumers went from paymg only 10 percent to now paymg the full operating cost 

1 It 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 IS 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 somethmg more 
than 400/mo (the usual sewage fee) to gam access to the sewerage system 

In the past, operating fees and connectIon fees have been sIgmficantly hIgher 
for Indusby than households, but thIS gap IS now narrowmg 

FInancIng IndIvIdual Utdlty Connections 

WIth the declme of state-fmanced constructIon, self-help housmg has become 
the chIef form of new constructIon m Hungary The share of smgle famIly housing 
WIthm 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 unIts TypICally these houses are bUllt on the outskIrts of towns on partIally 
servIced SItes MunICIpal governments sometImes prOVIde assIstance through free or 
cheap land, rnfrastructure proVISIOn. or SubSIdIZed loans Often, however, 
households must pay for their own connections, sometImes out of the subSIdIZed 
loans obtruned for constructIng theIr house 

SubSIdIZed loans are also avrulable for utIhty connectIons for exIStIng housrng-­
In 1992 OTP Issued 109,483 loans to households for utIhty connectIons, mcludlng 
the gas program, With an average loan SIZe ofHUF 44,000 The SubSIdIes have the 
same terms as the general repayment subSIdy for housmg, that IS, repayment IS 
reduced by 30 percent for five years, and 15 percent for the next ten years There IS 
a lImIt of HUF 50,000 per type of UtIlIty. and a total lImIt of 200, 000 per home When 
neIghborhood aSSOCIations are formed to pool efforts to frnancmg ubhty extenSIOns, 
a 70 percent mterest rate subSIdy IS made avrulable by the central government 

In the past a conSIderable portIon of the cost of publIc ubhty development (for 
the local networks) was passed on to the populatIon by the local councils through 
these aSSOCIatIons. partIcularly waterworks aSSOCIations estabhshed In certam 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 In part to 
UtIlIty services, CItIzens had to jom such aSSOCIatIons and Invest the reqUIred 
amounts To slIghtly mItigate the expense, for a few years follOWing the mtroduction 
of the personal Income tax, It was pOSSIble to deduct from the tax base the amounts 
prud mto such aSSOCiatIons and used for the development of publIc utIhtIes, but that 
opportumty has ceased by now 
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HOUSING GUARANTY PROGRAM LENDING FOR INFRASTRUCTURE 

HG funds would be made avaIlable to partIcIpatIng financlallnstItutlOns for on­
lendmg to eIther local governments for Infrastructure prOVISIOn related to housmg or 
to households or developers for UtIlIty connectIons 

Complementary techmcal aSSIstance prOVIded by USAID under a separate effort 
and by other donors IS expected to be underway to also prOVIde adVIce to local 
governments on mfrastructure fmance 
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FINANCING STRUCTURE FOR THE AID HUNGARY 

HOUSING GUARANTY PROGRAM 

INTRODUCTION 

The goverrung consideranons for the financmg structure to be used m the 
Hungary Housmg Guaranty program (HG) are that It be fmancially feasIble for the 
Government of Hungary (GOH), that It proVIde sufficIent financIal mcenbves to the 
Nanonal Savrngs and CommercIal Bank (OTP) and other partIcipanng finanCIal 
Insbtunons to mduce them to partICIpate m the program. that It comply With all 
accounting, legal and regulatory requrrements and that It support the overall 
objectIve of furthermg the transformatIon of the Hunganan fmancial system The 
folloWlng dISCUSSIon presents the general framework for onlendmg of HG resources 
However, the specIfIc onlendmg terms and condibons for the dIfferent types of 
EbgIble ExpendItures may vary 

INSTITUTIONAL RElATIONSHIPS 

The Ministry of Finance (MOF) 

The Mmistry of Fmance WIll be the borrower under the Hungary HG-OOI and 
will onlend the Hunganan fonnt eqUIvalent to PartICIpating InsbtutIons to fund 
Ebgible ExpendItures The MOF will have the responsIbility for program 
Implementabon and accountabUIty for HG resources 

The National Bank of Hungary (MNB) 

The MNB will serve as the agent of the MOF III onlendmg HG finanCIal 
resources to partICIpatIng msbtutIons and Wlll perform the adffimlstrabve and 
reportmg functIons on behalf of the MOF The specIfic funcbons and responsibilibes 
of the MNB and the relabonship between the MNB, the MOF, the PartICIpatIng 
Insntubons and AID WIll be subject to agreement between AID, the GOH and MNB 

Participating Institutions (Pl) 

PartIcipabng msbtutlOns Include all finanCIal msbtutIons hcensed to conduct 
finanCIal insbtubon actIVItIes or bank representabon actIvitIes Wlthm the terntory of 
the Repubhc of Hungary In order to be ehgible to partICIpate m the program, an 
InsntutIon must meet certaIn cntena and must demonstrate the finanCIal and 
managenal capacIty to onlend under the HG financmg cntena or fulfill the 
requIrements for other HG financed actIVitIes 
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The MOF WIll enter mto an agreement WIth a PI to advance funds m an 
amount not to exceed the total amount of loans extended by the PI for ElIgIble 
ExpendItures under the HG program TIus agreement would COmmIt the MOF to 
fund a stated amount of ElIgtble ExpendItures based on loan COmmItments or loans 
actually granted by the PI or a projected semIannual or annual budget of ElIgtble 
ExpendItures A "forward" fundIng cOmmItment based on projected ElIgIble 
ExpendItures would have less admIllistrabve burden and expense and would assure 
the PI that funds would be aval1able when needed If the forward comrrntment 
structure IS adopted, a deCISIon must be made whether the MOF should charge a 
comrrntment fee If no comrrntment fee IS charged, a smgle PI could tie up all the 
program loan funds aval1able for that year But If a comrrntment fee IS charged, the 
"all-m" cost of the financmg would be hIgher, reducIng the PI's profitabIhty and the 
affordabllIty of the mortgage loans bemg funded 

Another alternative IS for the MOF to grant a separate onlendmg credIt drrectly 
to the OTP, the PI whIch IS expected to be the prmcipal borrower of HG onlendlng 
resources, for some portIon of total HG funds aval1able The OTP would become the 
implementIng agency for that portIon of the HG loan and would execute an 
ImplementatIon agreement With AID The remammg resources would be reserved for 
a specifIed penod of tIme for other PIs and would be dIstnbuted through the Window 
at the MNB If the resources set aSIde for other PIs are not fully uhllZed, OTP would 
be gIven access to these funds under the standard terms and condItIons establIshed 
for all PIs 

Reasonable arguments can be made for establIshmg a separate credIt faCIlIty 
for the OTP It IS very bkely that OTP Will be the only PI offenng DPM loans Other 
PIs probably will use the funds for shorter term housmg loans, such as home 
Improvement, reparr and modernIZatIOn loans, constructIon loans to pnvate 
developers With "take out" finanCIng prOVIded by the OTP or loans to local 
governments Because of the mterest capItalIZatIon whIch IS a central feature of the 
DPM, a loan or Investment used to fund a DPM portfolIo may need to be structured 
on a dIfferent baSIS than loans or mvestments for other purposes In addItIon, there 
may be few PIs dunng the mitIal years of the HG program and havmg the MNB as an 
Intermediary between OTP and the MOF only adds an addItIonal layer of 
admIDlstratIve cost 

OPTIONS FOR STRUCTURING AN ONLENDING FACILITY 

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



• 

AnnexK 
Financmg Structure for the AID Hungary 
Housmg Guaranty Program Page 3 

structure to be used Two optIOns for the structure of the onlendmg facility are under 
consIderatIon the standard onlendmg structure m WhICh HG resources fund a loan 
from the MOF to a PI and an onlendmg structure WhICh utIhzes HG resources to fund 
the MOF's mvestment In subordInated debt Issued by a PI 

Structuring the Onlending as a Loan 

The MilliStry of Fmance (MOF) WIll enter mto loan agreements With ehglble PIs 
to extend onlendmg credIts dIrectly or through an onlendmg "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 Ehglble ExpendItures ThIS IS the 
standard structure used mother onlendlng programs Hunganan banks are famIhar 
with thIS type of arrangement because of theIr partICIpation m onlendmg programs 
funded by the World Bank, the EBRD and other donors 

The loan would be a general obhgatIon of the PI whIch IS not tIed to the 
underlymg 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, In turn, would have a general hen 
agamst all the assets of the bank 

Issues Involved in Structuring the Onlencbng as a Loan 

Cash Flow MISmatCh. Smce It IS antIcIpated that a large share of HG resources 
will flow to the OTP whIch, m turn, will use these funds along With ItS own resources 
to ongmate DPM loans, the Issue of matchmg the repayment terms of the onlendlng 
With those of the DPM IS cntIcal For other PIs. the cash flow problem may not be as 
senous. SInce these mstItutIons probably WIll use onlendmg resources for hOUSIng 
loans whIch generate the customary penodlc payments of mterest and pnnclpal 

The problem for the OTP IS that the DPM structure Itself may cause a cash 
shortfall between payments on the DPM and the mterest payable on OTP's deposIts 
Repayment of the onlendmg from the MOF will mtensIfy thIS problem Therefore, the 
repayment terms of the loan from the MOF should match those of the underlYing 
DPM portfolIo 

Structurmg the onlendlng to match the cash flows from the DPM rruses an 
Issue for the MOF smce the payment stream on a DPM type of structure also would 
not match the debt servIce oblIgatIon of the MOF on the HG loan WhIle there IS no 
lmkage between the HG loan and the loans funded With HG resources, the MOF may 
be lookmg to payments from the onlendmg to PIs to meet the GOH s oblIgatIons on 
the HG borrowmg TIus should be determIned before the final finanCIal structure of 
the program IS deSIgned 

, ! 
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Currently Hunganan banks have ample IIqilldrty to fund theIr lendIng 
actIvrtIes, although most of these funds are very short term The BankIng Act Imposes 
stnct lIqUIdIty, or "matched book" reqillrements on the banks whIch preclude most 
mstItutIons from extendmg long term credIt A long term HG-funded loan would 
proVIde the funds needed to permIt the banks to offer housmg loans However, whue 
a long term loan may resolve bqilldrty reqillrement Issues, It does not address the 
Issue of capItal adequacy 

A loan financmg may reqillre the PI to have addItIonal capItal sufficIent to 
Support the loans funded With HG resources Under current State Bankmg 
SuperVISIon (SBS) nsk-based capItal regulatIons, mortgage loans have a 50 percent 
nsk weIghIng. proVIded that the external audItor of the PI determmes that the 
property secunng the loan IS 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 IS strruned today because of the 
ImplementatIon of stnct bankmg regulatIons m 1992 For some banks, thIS may be 
only a temporary problem However, the HG project WIll be mtroduced durmg a tIme 
when many banks are undercapItahzed and may not be able support new growth m 
assets 

The addItIonal capItal needed to support housmg loans made under the HG 
program may be reduced If the proposed mortgage guaranty or Insurance faculty IS 
estabbshed Under current SBS regulatIons. receIvables guaranteed by the GOH 
carry a 0 percent nsk weIghtIng and receIvables guaranteed by Hunganan financIal 
InstItutIons carry a 20 percent nsk weIghtIng m the computatIon of a bank's nsk­
weIghted assets If the mortgage guaranty or msurance meets SBS cntena, a PI may 
be able to reclassIfy the portIon of the mortgage loans guarantIed by the GOH or 
Insured by a government sponsored or owned mortgage msurance faCUlty to a lower 
nsk-welght category, reducmg the amount of capItal reqUIred to support a mortgage 
loan portfoho However, It IS unlIkely that a mortgage guarantee or mortgage 
Insurance will be available untIl the second year of the project Furthermore, based 
on a prevIOUS letter rulmg of the SBS regardmg the state guaranty of "old loans" at 
the OTP, mortgage lenders may not be granted any WaIver on state guarantIed or 
Insured loans from eIther the capItal adequacy or the loan loss proVIsiorung 
requrrements under the Bankmg Law and State Bankmg SuperVISIOn drrectIves 

Stntctunng the Onlendlng as Subordinated Debt 

GIven the need for addItIonal capItal at the OTP and other prospectIve PIs, an 
onlendmg structure m WhICh the onlendlng IS Included m regulatory capItal may be 
very attractIve In essence, the onlendmg WIll prOVIde the capItal as well as the long 
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term fundmg to support Ehgible ExpendItures made under the HG program 
Prehmmary dIScussIons of thIS concept With OTP, MOF and State Bankmg 
SupelVlslOn offiCIals IndICate that onlending as subordrnated debt would be the 
preferred financrng structure 

As rn the Umted States and the EC, Hunganan bankmg law pernnts certarn 
long term debt rnstruments to be mcluded as secondary capItal to meet the nsk­
based capItal reqUIrements AppendIX No 2 to Act No LXIX of 1991 states that 
subordrnated debt may be counted as "addItional elements of capItal" If the debt has 
a matunty greater than 5 years and occupIes "the last place rn the pnonty hst of 
repayments before the repayment of the shareholders of the finanCIal rnstItutIon m 
the event of hquidatIon " 

Hunganan banks currently are ISSUIng subordrnated debt to shore Up theIr 
capItal pOSItIons The matunty of these rnstruments usually IS not more than 7 
years Therefore, the rnstruments can be counted as addItIonal capItal for only 2 
years In contrast, onlendrng under the HG program WIll enable the PI to borrow for 
25 to 30 years and rnclude the borrOWing as addItIonal capItal for 20 to 25 years An 
example WIll Illustrate the benefits to the PI of a financrng structured as subordrnated 
debt If HUF 100 mIlhon IS onlent to a PI as 25 year subordmated debt, the PI could 
count the HUF 100 mllhon as addItIonal capItal elements towards ItS adjusted capItal 
for 20 years In the last five years the subordmated loan would become a hability of 
the PI The PI's adjusted capItal WIll be mcreased by HUF 100 millIon whIch, 
assUffilng a 50 percent nsk-weight for mortgages, can support HUF 25 bIlhon In 
mortgage loans 

Issues Involved in Structunng the Onlenmng as SubordInated Debt 

Cash Flow MISmatch. Even If the onlendlng IS structured as subordrnated 
debt, the cash flow Issues dIscussed above remaIn If a large share of HG resources 
are used to ongrnate DPM loans, the cash flow generated by the DPMs may not be 
suffiCIent to meet the Interest and pnncipal payments requIred on the subordrnated 
debt unless the subordmated debt IS structured so that the repayment terms match 
those of the DPMs beIng financed In addItIon, the PI may have to set up a smkmg 
fund to prOVIde some assurance that the subordrnated debt can be repaId when It 
matures 

Greater RISk Due to Subordmatwn. By defimtIon and regulatIon, the claImS of 
subordrnated credItors must be rnfenor to the claImS of all other credItors Therefore, 
subordmated debt creates greater credIt nsk for the MOF than a senIor loan The 
InstItutIons most hkely to partICIpate m the HG program are not In strong finanCIal 
condItIon If a partICIpatIng mstItutIon IS lIqUIdated, the subordmated debt probably 
W1ll not be repaid There may be less nsk With state-owned mstItutIons such as the 
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OTP, but as the bankIng sector IS pnvatIzed, the default nsk WIll mcrease The only 
solutIon to thIS problem IS credIt enhancement by a thIrd party ThIS Issue should 
be explored WIth the MOF before any deCISIOn IS made about the use of subordmated 
debt as a fmancmg mstrument for the HG program 

ONLENDING RATE AND PI PROFITABILITY 

The onlendmg rate for both the loan and subordmated debt structures could 
be fixed or floatIng Currently mterest rates m Hungary are hIgh compared WIth EC 
countnes It may be assumed that as econOmIC transformatIon progresses, mflatIon 
IS brought under control and the Hunganan fonnt becomes a convertIble currency, 
Interest rates In Hungary WIll move towards mterest rates on the mternanonal 
markets Therefore, It may be more appropnate for the onlendmg rate to be a floatIng 
rate rather than a fixed rate 

If a floatIng rate IS used, the next Issue WhIch must be resolved IS the selectIon 
of the most appropnate interest rate index. The onlendmg rate used for World Bank 
onlendlng programs IS the MNB base rate The base rate IS an admmlstered rate set 
by the MNB to Implement monetary polIcy whIch frequently lags movements m 
market mterest rates In early May, 1993, the base rate was lowered from 20 percent 
to 19 percent, follOWIng the downward trend m Interest rates on bank depOSIts 
Recently a World Bank onlendmg program to entrepreneurs has been cntIclZed 
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 onlendmg rate of 19 percent may be too 
hIgh to prOVIde PIs WIth a suffiCIent net mterest margm to make the finanCIng 
attractIve, espeCIally gIven the hIgh admmlstratIve and overhead costs m the OTP and 
many other fmanclallnstItutIons The base rate today IS hIgher 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, 
Includmg depOSIts and bonds, at 127 percent OTP preferred shares Issued for 
compensatIon vouchers currently have an effectIve dIVIdend YIeld of 18 75% In other 
words, If the PI borrows HG resources to fund any sIgruficant portIon of ItS mortgage 
loan portfolIo, the hIgh cost of thIs fmancmg may reduce the PIs profitabIlIty 

The Interest rate charged for onlendmg of HG resources could be lmked to a 
market mterest rate rather than the base rate Two Interest rate mdlces WIdely used 
In debt financmgs worldWIde are the government bond rate and the Interbank 
borrowmg rate Both rates are quoted In the Hunganan press and III MNB 
publIcatIons SInce It IS antIcIpated that the contract rate on the DPM WIll be 
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adjusted annually or sennannually, the oniending rate could be adjusted 
sImultaneously based on the one year or SIX month Treasury bond rate or the 3 
month to one year Interbank borrowmg rate As of December, 1992, the YIeld on 360 
day and 180 GOH treasury bills was 18 and 17 percent respectIvely In January, 
1993, the 3 month to one year mterbank borrowmg 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 foregomg consIderatIons, It IS recommended that the financmg 
structure for the Hungary HG-OO 1 be as follows 

1 The loans to partICIpatIng InstItutIOns should be offered as eIther senIor 
or subordmated credIts Subordmated credIts should meet all statutory 
and regulatory cntena for mclusIOn as "addItIonal Items of capItal" as 
that term IS defined m the Fmancial InstItutIons Act If the onlendlng 
to partICIpatIng mstItutIons is subordmated, a subordInatIon agreement 
should be executed between the partiCIpatIng InstItutIon and the MOF 

2 For partICIpatIng mstItutIons where the pnmary Ehgtble ExpendIture IS 
deferred payment mortgages, the repayment terms of the onlendmg 
should match those of the underlYIng DPM portfoho 

3 The onlendlng mterest rate should be lmked 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 unplemenhng agent 
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ANNEXL 

POTENTIAL RISKS AND ISSUES 

The recorrunended Housmg Guaranty Program 1S dependent upon certaIn 
acbons to be taken by the Government of Hungary If these acbons are not taken, 
then the Program can not proceed as anbc1pated There are also market changes and 
reallbes that could 1mpact Program success The most cnbcal concerns are 

• Improvements m the foreclosure and evIcbon process The Government 
plans to mtroduce an lffiprovement 1n th1S process but 1t does not have 
control over 1tS passage The Government recogruzes that even 1f th1S 
proposal passes, 1t needs to eventually take more steps that create an 
effic1ent process and 1t also can not ensure at th1S bme what th1S Wlll 
look hke and whether 1t Wlll pass 

• Movement towards a more effic1ent subs1dy system These changes are 
also dependent upon future pohbcal uncertaInbes Although the 
Government can COffiffilt to worklng m this d1recbon, 1t can not ensure 
results 

• Implementabon of a mortgage msurance program Th1S program may 
requrre leg1slatlve approval Wh1Ch can not be guaranteed by the 
Government It WllI also have senous start-up costs and potenTIal 
budgetary 1mpact 1n the future If premlUms are not correctly assessed 

• 

• 

• 

Unwillmgness of other lenders to partlc1pate m the program There are 
reasons other than those addressed m the Housmg Guaranty Program 
that deter lenders from entenng the housmg fmance area, such as start­
up costs and other more profitable demands on resources In add1bon, 
those lenders 1nterested m the program may not be cred1t-worthy 

Lack of mvestors m long-term financmg 1nstruments Although 
msurance compan1es are groWlng, there 1S no guaranty that they Wlll be 
1nterested m these mvestments In add1bon, the type of 1nvestment 
dIctated by the cash flow of the DPM may not be attractIve to the long­
term Investor If funds mobIhzatIon IS cntIcal then the lack of mvestors 
IS a senous potential nsk 

Accounbng, cap1tal and other regulatory 1ssues relabng to the DPM 
Loans Wlth cap1talIzed mterest have accounbng and cap1tal reserve 
1mphcabons that could dlscourage therr use In regard to taxes, the 
cap1talIzed mterest 1S cons1dered to be current 1ncome and thus 
recogruzes current payment of taxes on accrued profits Also, If a hqUld 
secondary market does not anse, bank management and regulators may 
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have concerns about fundrng long-term mortgages such as DPMs on a 
fundIng base of deposIts 

• Worsenmg econOmIC condItIons A contInumg declme m real wages 
would mean that payment burdens on borrowers could nse over tIme, 
Increasmg the hkelIhood of default HIgher unemployment WIll put 
pressure on the Government not to lIDprove eVIctIon procedures 


