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Residential Mortgage Lending Risk Management of and Affordable Housing Market Development in Russia

1. Move to affordable housing market through mortgage lending risk reduction 

Affordable Housing Market Development

Residential mortgage lending risk management has become particular important issue for the affordable housing market development in Russia. The mortgage lending industry successful growth is the only way to provide citizens with greater opportunities to live in better housing. Lowering mortgage risks will finally lead to lower lending interest rates and increase housing finance affordability for Russians, thus permitting them to satisfy their housing needs much better. 

Housing in Russia still remains to be a social problem of critical importance. According to a recent household survey
 by the end of 2003, only 39 percent of households were satisfied with their living conditions, the rest 61 percent would like to improve them. 

It is very important to stimulate the households’ active participation in own home purchase. The households’ personal savings as an additional source of housing investments is expected to impact significantly the simultaneous increase in effective housing demand and in the volume of housing construction. Growing effective demand for  housing  supported with the credit facilities provided by the banks may become a strong driver for economic growth in general. 

The national housing affordability index calculated as a ratio of a standard dwelling (54 sq. m total space in Russia) average market price of to the average household income (a household of three) in 2004, was 4.35. In general, it conforms the mature economies. However, while evaluating the housing affordability for citizens it is necessary  to pay  special attention to financial aspect of the problem. Prior to closing the deal, home purchase typically requires a significant saving period and mortgage loan availability. From this point of view Russia still differs significantly from developed world in terms of Russian citizens’ ability to accumulate savings and raise residential mortgage loans.  

Currently, only a very limited group of high-income citizens can afford buying a suitable dwelling. According to the abovementioned survey, only 12.4 percent of households can finance the home purchase out of their savings or borrowed funds. So, the objective to stimulate an increase in the number of solvent purchasers is directly connected with the task to develop and expand the long-term residential mortgage lending industry. Present living standards of the majority of Russians are rather low and do not permit them to include a modern dwelling purchase as a realistic priority. 

The household survey has demonstrated that 19.2 percent of households see no ways to improve their living conditions. Another 7.1 percent would like to obtain a better dwelling for free in the social housing sector by registering on a waiting list or through being resettled from shared multifamily dwellings. This means that 26.3 percent of households can solve their housing problems only with the governmental assistance. Even with a partial governmental assistance (in the form of downpayment or interest rate subsidies), still 9 percent remain incapable to solve the problem and will have to wait for social housing. 

This may be attributed to a variety of factors:

· high housing prices that are inconsistent with household income level result in the low effective demand shown by majority of the population (disparity between household incomes and desired housing prices);

· Low household incomes; low household motivation to make housing savings due to limited access to residential loans and low confidence in the banks;

· High interest rates on residential loans (10-15 percent per annum in USD) caused by high exposure of the banks to certain risks. 

The housing problem has been inherited from distributional housing policy of the social era, when its solution was a governmental function dependent on its will and capacity to provide free housing. This policy ended with infinite queues and multifamily shared apartments. 

The period of economic reforms in Russia has brought changes to the system of housing finance. The time of dominant governmental support to the housing sector and the practice of governmentally subsidized 25-50 year loans for individual or cooperative housing construction at a token interest rates (0.5 – 2 percent per annum) has passed. 

Now mostly off-budget finance sources have taken place of the centralized system of housing distribution, with the households’ savings as a core among them.. However, the low level of these savings deprives households from the chance to have a better housing. It brings the necessity to undertake special efforts to  mobilize other resources for housing finance, and first, focus  on bank resources such as long-term residential mortgage loans. 

Banking sector: residential mortgage product profile 

Before the August, 1998 financial crisis, retail residential lending was offered by no more than 20 Russian banks. After the crisis several banks suspended this type of operations. But with economic recovery other banks stepped in by gradually extending their mortgage programs. This process was driven at least by the banks’ interest to get into the challenging market in the real sector of economy and regional authorities’ initiatives in implementing certain  local mortgage programs. The RF Central Bank analysis on the Russian mortgage market in 2001 – 2002 has revealed that in 2001 residential mortgage services were provided by 8.5 percent of operating lending institutions (112 banks and lending agencies), and in 2002 – by 11.2 percent (149), while the share of residential mortgage loans in the total consumer lending portfolio during this period did not exceed even 0.5 percent of the total amount of loans originated to households. 

So far, the long-term residential mortgage lending has not yet become an important line of business for Russian commercial banks. There are still only few most active mortgage lenders such as Sberbank of Russia, DeltaCredit, Raiffeisenbank, Vneshtorgbank, National Mortgage Company, Investsberbank, Fora-Bank, International Industrial Bank, United Industrial and Commercial Bank and several others. Although it is possible to notice some positive trends in recent major favorable changes in mortgage lending terms offered by banks (Table 1).

Table 1.  Basic Characteristics of the Residential Mortgage Loan Products Offered by the Major Primary Lenders in Russia (as of December, 2004)

	Bank
	Loan term
	Loan amount
	Interest rate
	Loan currency 

	
	
	
	
	

	
	years
	LTV
	thou USD
	Per annum
	

	Sberbank of Russia
	15
	70%
	up to 60
	18%
	RUR 

	Sberbank of Russia
	15
	70%
	up to 60
	11%
	USD

	Raiffeisenbank
	10
	70%
	25 - 400
	12%
	USD

	DeltaCredit
	10
	70-85%
	10-500
	from 10% (fixed)
	USD

	DeltaCredit
	15
	70-85%
	20-500
	from 10% (variable)
	USD

	Vneshtorgbank
	20
	80-85%
	10-500
	10,5-11,5%
	USD

	National Mortgage Compaby
	10-15
	60-95%
	15-450
	9,9-18%
	USD

	AKB Fora-Bank
	10
	85-70%
	10 - 200
	15%
	USD

	Investsberbank
	5
	80%
	от 10
	14%
	USD

	International Industrial Bank 
	10
	70-80%
	17-200
	15%
	USD

	OPTBank
	10
	70-80%
	15 - 200
	15%
	USD

	First Mutual Loan Association
	15
	80-70%
	10 – 450
	12-15%
	USD

	Moscow Bank
	10
	70%
	3-150
	11%
	USD


First, the loan period has increased from the typical earlier 1-3 to 5–15, or even 20–27 years under certain regional programs. The weighted average life of loans is 10 years.  

Second, the interest rates on mortgage loans have moved downwards from 30 to 10-15 percent per annum for hard currency loans, and from 42 to 15-18 percent for ruble loans. The Agency for Housing Mortgage Lending and several regional programs offer ruble loans at even 8-15 percent per annum. The weighted average interest rate for ruble loans in 2002 was 14.3 percent. 

Role of risk reduction

Despite of the current downward trend in interest rates, mortgage loans remain affordable only for households with incomes above the average. Still too high lending rates reflect high credit risks, inflation rate, cost of finance, operational risks present in Russia. High interest rates remain the main reasons for households’ unwillingness to  buy housing using mortgage loan. As a consequence, the level of mortgage originations, in general, remains very insignificant in Russia. 

In setting final interest rates the banks, first of all, try  to evaluate major risks associated with mortgage product they are going to offer to the clients. Thus risks management system is one of the important components of the bank’s policy aimed at risk reduction.  

Mortgage risk management consists of at least  two major blocks:

· Creation of the legal environment favorable for mortgage risks reduction and risk management opportunities enhancement for mortgage market players; 

· Efficient mortgage risk management by mortgage market players.

2. Housing legislation development and residential mortgage lending risks reduction  

Role of legislation in mortgage lending risks management 

2003 – 2004 has become a period of active legislation improvement aimed at the formation of an affordable housing market. The proposed legislative initiatives include: RF Housing Code, federal law, On Changes to the Federal Law “On mortgage (Pledge of Real Estate)”, amendments to laws regulating the housing and mortgage market taxation, federal law, On Credit Histories, and several others.  

Affordable housing is not necessarily cheap housing. Housing affordability is a qualitative factor. It reflects the existence of certain conditions that enable major average-income population groups to purchase decent housing without subsidies. This can be achieved through implementation of a complex of actions  aimed at stimulating housing construction and housing lending development. The aim of the housing policy is to let citizens improve their housing conditions using market tools rather than wait for free housing from the government. 

According to the household survey, 34.7 percent of households are ready to improve their housing conditions through buying or building a house on the market using personal savings and/or taking a residential mortgage. Housing becomes affordable when and if mortgage loans are easily affordable. The proposed program on an affordable housing market  calls for reducing the level of income a household should have to qualify  to take a mortgage loan to buy a house. It means, that except the low-income population group, the rest should be able to buy housing with the use of mortgage loan.  For low income groups social housing will remain the main instrument.

The approval of the proposed package of laws will help to make housing and home loans more affordable as a result of:

· Lending risks reduction followed by mortgage interest rates reduction ;

· Housing construction cost reduction 

Five legislative initiatives  to reduce mortgage risks

1. Improving foreclosure procedures in case of default.

Legislative initiatives on introducing effective foreclosure procedures are expected to reduce the risk of mortgage lending and protect lender’s rights in case of default. In this respect serious changes to the law, On Mortgage (Pledge of Real Estate), and the Civil Procedure Code of the Russian Federation were suggested to be approved. For instance, the proposed amendment to the law On Mortgage foresees that foreclosure on the mortgaged property and its subsequent sale gives legal rights for eviction of the mortgagor and other persons occupying it  in case the property (a house or an apartment) was pledged under a mortgage agreement or by act of law as a security for a loan originated by a bank, or other lending institution or a legal person for the purchase, construction, capital repair or other improvement of this property, or to refinance such loan . 

Proposed amendments to the Civil Procedure Code (CPC) are aimed to ensure the rights to foreclose on any residential property if it is used as a security for a  housing loan. 

Under the currently effective law, the foreclosure can take place only if the residential property is bought with the loan proceeds and the borrower has more than one dwelling to live in. According to CPC (Art. 446, It. 1), it is impossible to enforce a writ of execution against the property (or parts of it) if it is the only dwelling the debtor and his/her family has for permanent residence. The same is applicable to the land plots occupied by such property or land plots purchased for non-commercial purposes. 

The proposed legislative innovations will reduce the banks exposure to the residential mortgage lending risks by introducingeffective foreclosure procedures in practice. Housing loan affordability is determined by borrowers’ paying capacities,modest housing prices, andthe availability  of low interest rates. Lack of lenders’ rights protection in case of default and difficulties with foreclosure (or sometimes even failure) force banks to include the expected costs of these risks in the interest rate charged to borrowers. As a consequence, interest rates go up, and the loan affordability goes down. 

2. Another legislative proposal suggests changes to the Civil Code of the Russian Federation. In particular, it is proposed to terminate the owner’s and his/her family’s right to use the property (a house, an apartment or other residential unit) if their ownership in this property is to be transferred to another owner. 

Currently the rule of the soviet-era law is still effective. This rule is typical for communities with the lack of real ownership rights. There is no market for housing and housing rights prevail over ownership rights. This situation adversely affects the development of mortgage lending industry because it makes the mortgaged property sale very difficult. As a result, banks refuse to provide loans against residential units encumbered by rights of third parties unless this encumbrance ceases with the sale of the mortgaged property. It is evident that nobody will agree to buy a unit encumbered with third party rights (or it will be sold at a very low price insufficient to cover the lender’s claim). The proposed amendment will help to protect housing ownership rights, create a more favorable housing market, and reduce the risks of mortgage lending. 

It will also facilitate the sale of mortgaged property by saving time and cost of it and enhancing the property liquidity. This will also have a downward effect on interest rates on mortgage loans. 

The proposed amendment will regulate relations between home owners, persons recognized as homeowner’s family members (this status gives them the right to use the homeowner’s property) and buyers. 

This amendment will provide an additional legal ground for termination of the use of property by homeowner’s family members. Specifically, the property title transfer from the former owner to a new one will be considered as such legal ground. Pursuant to this provision a new owner will have the right to claim for the eviction of the former owner’s family from the property and will have an opportunity to buy the property free from any encumbrances. 

It is also proposed to extend and include this provision into the Housing Code of the Russian Federation as one of the rules regulating the use of the property by the homeowner and his/her family members. So, this amendment will bring to an end the ludicrous practice that permits family members of former homeowners to stay in the sold property. 

3. Changing the child welfare authorities’ role in real estate transactions.

The proposed amendments to the RF Civil Code and Mortgage Law repudiate the current obligation of the seller to obtain the approval for property sale and mortgage transactions from the child welfare authorities if this property is used as a place of residence by a minor or by a disabled or legally incapable person It is proposed to limit this obligation only to cases where residential units are inhabited by persons that are under guaradianship or by minors without parental custody. All other persons will have no need to apply to child welfare authority for approval of their real estate transactions. 

The purpose of the proposed amendments is to prevent unreasonable interference of theauthorities in sales and mortgage lending transactions. Functions exercised now by these authorities significantly limit homeowner’s rights . 

Child welfare authorities should step in when interests of minors without parental custody are in danger as a result of a real estate transaction.  In all other cases children’s interests and future are protected by their parents. Child welfare authorities’ interference causes only difficulties for parents in their attempts to improve housing conditions for their children. Currently, these authorities use the vagueness of the legislation to dictate their own, rather biased, terms to families.  

4. Mortgage insurance system development 

These actions are expected to give an impetus to the mortgage market expansion, increase the share of borrowed funds in the cost of purchased  housing, enable those households that meet mortgage lending standards but do not have personal savings to pay a large downpayment to enter the mortgage market, and the general growth of housing affordability. 

Provisions for the introduction of mortgage (credit risk) insurance system are stipulated in Item 4, Article 31 of the law draft, On Amending the Federal Law “On Mortgage (Pledge of Real Estate)”, according to which the borrower under a residential mortgage contract may insure his risk  for non-fulfillment (or improper fulfillment) of his obligations to repay the loan. Under such insurance policy the insured amount should not exceed 20 percent of the pledged property value. 

The insurance policy covers the case when a lender brings a claim to a borrower to repay the balance of a defaulted loan that remains uncovered after the sale of the mortgaged property and proper disposal of respective proceeds in accordance with the Russian mortgage law. 

Insurance indemnity will be paid to a lender if the lender is unable to recover the outstanding amount of the principal and other associated costs after the foreclosure has been finalized on a defaulted loan. 

5. Credit bureau development 

The introduction of credit bureaus will contribute significantly to the housing mortgage market development . As the retail mortgage market in Russia is growing, there is a growing need for information on applicants’ payment discipline and history of their interaction with other lenders. Analysis of prospective borrowers’ credit histories should become a standard underwriting procedure for banks. This may be accomplished only if the necessary legislative, administrative and economic incentives are provided for the formation of a credit bureau. Information on borrowers’ credit histories will help banks make more reasonable credit decisions and reduce underwriting costs, which in turn will have a favorable downward effect on loan interest rates.  

3. Banks’ practices in risk management

Banks play the key role in the advanced mortgage lending system development in Russia. Today there are no other professional players on the mortgage market except for banks. By following comprehensive regulatory and procedural instructions set by their regulator, the Central Bank, banks can ensure a rather high level of  their mortgage programs transparency. Besides, only they can now afford to use new information technologies for mortgage program implementation  which  are absolutely crucial  for running  mortgage operations in a substantial scale. Moreover, today only banks appear to be able to perform more or less efficient finance management in the emerging competitive environment. Being well aware of mortgage lending risks, they try to manage them professionally, first of all, by collecting primary statistical information on every mortgage lending phase and loan portfolio dynamics. In the long run this should help to redistribute risks within the market system through shifting them to those players who can manage them most professionally. New banks’ entrance into this market sector may help to diversify risks in order to prevent situation when all risks are assumed by one player, for example, by the governmental structures, which means  after all by taxpayers in case of systemic problems. 

As for now, only banks appear to be capable to mobilize more or less significant resources to finance residential mortgage loans and only they, according to the effective legislation, are eligible to work with currency resources what gives additional   opportunities both in attracting new sources of long-term funds and in offering a wider range of the loan products to mortgage market (by offering hard currency loans).

The current unique role of the banks’ in the mortgage lending development may be explained mostly by the specific structure of the Russian banking sector, which consists of universal banks only. This may have a different impact on a specific configuration (structure) of the merging mortgage lending system. On the one hand, during the startup period universal banks may help to expand mortgage lending. Their universal nature allows to operate as primary lenders and bear the burden of considerable initial costs of launching mortgage programs and origination of the initial mortgage loan portfolios actually with little or no losses in their profits due to inflow of additional revenues from other operations. Usually this may lead to a rather low efficiency of a mortgage program in general. In this situation universal banks become portfolio lenders performing all three basic functions of any mortgage lending system themselves. They are responsible for loan origination, servicing the originated loans, and they hold the loans as investments.  It means that they have to bear all risks associated with residential mortgage lending. On the other hand, it is worth noting that at the startup period of the merging mortgage market most probably lenders have no other alternative but become portfolio lenders. 

Recently, the Russian mortgage market has witnessed certain changes in its institutional structure: new players entering the market started to position themselves as specialized mortgage banks. However, in Russia there are no laws allowing existence and regulating operations of specialized structures in the in the field of mortgage lending. Named as mortgage banks these new players are in fact universal banks which deliberately keep their banking licensebut limit their operations to residential mortgage lending. Moreover, these first specialization steps on the Russian primary mortgage market fail to bring any functional specialization into the sector that is to change the way how all three basic functions of the mortgage system are organized. There is still prevailing practice of mortgage origination, balance keeping and servicing concentration  in the same universal institution, no matter that this institution is called now “a mortgage bank”. It is possible to assume  that this situation may lead to a very low rates of each function technology development and, as a result, low efficiency of the sector, in general, due to inability to use economies of scale.

Another important aspect of the  primary market specialization problem is availability of efficient mechanisms to transfer ownership rights to mortgages and rights to service loan portfolios. Unfortunately, the existing mortgage market infrastructure in Russia (registries, notaries, mortgage insurance, bank regulations) is associated with high risks and costs, which make the retail mortgage business, taking into account its negligible size, very inefficient. 

Factors preventing mortgage lending development in the banks (according to the bank’s survey
) are described in Table 2.

Table 2. Factors preventing mortgage lending development in the banks

	Problems
	Percentage

	Absence of effective foreclosure and eviction procedure
	89%

	Lack of long term financial resources
	85%

	“Shadow” income of the borrowers
	85%

	Complicated and time consuming procedure of property rights and deal registration 
	55%

	High notary fee and cost of registration
	64%

	High cost of mortgage deals
	55%

	Absence of the Credit Bureau
	49%

	Lack of interest from Realty Agents
	35%

	Lack of experience and trained staff
	33%

	Non customer oriented banking system
	33%


It is evident from an analysis of these limiting factors that bankers evaluate mortgage lending risks as being very high. Of particular concern there are risks caused by external factors and current mortgage legislation.  As a result, developing residential mortgage lending Russian banks should focus on effective risk management. 

1. Credit risk – risk of loan default. 

This risk is caused by legal and judicial difficulties the lender may face in implementing foreclosure, eviction and sale procedures in case of default. Bankers’ assessment of this risk as very high results in overrating mortgage loans. 

To make this type of lending more secure a number of banks have successfully applied the model of three parties sale and mortgage contracts concluded between sellers, buyers-borrowers and lenders. With this model it is possible to simultaneously register the title to the property purchased with borrowed funds and the lender’s lien securing the loan repayment. This substantially reduces the banks’ risk and shortens the transactions’ registration time. Banks in Moscow and St. Petersburg have been pioneers in using this model, but now their example is followed by several other regions. 

Successful dissemination of loan origination and servicing standard procedures based on the advanced world experience is another positive moment in the residential mortgage lending development in Russia. 

Being concerned with the underwriting quality, banks try to maintain in-house borrowers’ credit histories by collecting information on their consumer loans payments and repayment discipline . The banking sector initiated establishment of credit burueas outpacing the law makers in this field. The anticipated approval of the law, On Credit Histories, will create a necessary legal environment for the collection of databases on borrowers’ payment discipline allowing banks to reduce their underwriting costs. 

2. Interest rate risk

Mortgage loans are usually provided at ruble or dollar denominated fixed interest rates. Regions through Russia mostly provide ruble loans , and Moscow and St. Petersburg markets operate mostly with dollar loans. 

Operating in the secondary mortgage market, the Agency for Housing Mortgage Lending (AHML) focuses its activity on the regional markets through setting ruble fixed-interest loan standard and buying ruble fixed-interest loans meeting AHMLs’ standards Originated in the regions, i.e., outside Moscow and St. Petersburg. The AHML’s main concern now is to adjust its interest rate policy to the market situation in anticipation of the future pre-payment risk which causes the need to reinvest prepaid capital on the financial market.  

Currently in Russia, the largest amount of outstanding residential mortgages was originated in hard currency at fixed rates. It results in high debt service payments for the borrowers. Hard currency fixed interest loans may have a greater credit risk, because the majority of the borrowers earning ruble income fear the so called “payment shock” when their ruble incomes may become insufficient to repay currency loans. 

Fixed-rate loans have also higher market risks both for lenders and investors. In high and volatile inflationary environment, interest rate risk management becomes of particular importance for banks and AHML. Realizing this fact, they have shifted their attention to variable interest rates testing new lending programs with variable interest rate loan products. As a consequence, the market range of credit products has recently become wider including new products such as variable interest rate loans with caped payments permitting more reasonable interest rate risks distribution between lenders and borrowers. Strong interest exists to develop credit products with interest-only payments and the principal due at the end of the loan term. 

3. Liquidity risk

The lack of long-term and comparatively cheap credit resources is another serious limitation of the mortgage lending development. This factor was mentioned by 85 percent of respondent banks (Table 2). Currently banks are mostly financing mortgages with short-term resources, and significant number of long-term loans originations may result in serious mismatch of their assets and liabilities causing liquidity problem and non-compliance with the Central Bank liquidity requirements.   

This problem can be overcome by the secondary mortgage market development and improvement of refinancing mechanisms of originated by banks mortgage loans. One of the directions in achieving this objective can be the AHML performance improvements including governmental guarantees backing AHML securities thus making them more attractive to investors. Another efficient mechanism in resolving banks’ liquidity problem is providing the banks with the rights to issue mortgage backed securities with simultaneous strengthening of investment quality of such securities. Now banks are looking forward for  legal regulations governing the rules for mortgage-backed securities issuance , which will help them to attract long-term investors’ resources such as insurance companies and pension funds.  

4. Prepayment risk 

The importance of this risk management grows simultaneously with the growth of the mortgage securities market. Mortgage loan prepayments may cause serious difficulties in protecting interests of investors that put in their money into mortgage-basked securities. Banks that do not issue mortgage backed securities may also meet serious prepayment problems. The question is how to reinvest and guarantee comparable rate of returns on prepaid proceeds . Currently banks often use the following instruments in managing  prepayment risk:

· Establish 3 – 6 months period during which advanced repayment of a loan is prohibited;

· Stipulate in a loan contract a requirement to pay a prepayment penalty that may be valid for the whole loan term, or a period specified by the bank;

· Applying the above two remedies together: first, comes a ban, and than – a penalty;

· Fix a minimum sum of a loan that may be repaid ahead of schedule.

Despite of recent positive changes in the mortgage market development banks continue to face serious problems originating long-term residential mortgage loans to households. 

Therefore, in the context of the current legislation the residential mortgage lending is considered by banks as a very risky and low profit business. 

4. Risk management under regional housing finance programs

At present several cities and regions (Moscow, Moscow Region, Orenburg Region, Samara Region, Saratov Region, Nizhniy Novgorod Region, Irkutsk Region, Ryazan Region and other regions, Udmurtia Republic and Bashkortostan Republic) are making strong efforts to implement their own housing programs. 

Main characteristics of the regional housing programs

Funds allocated by regional and local governments under these programs are used to provide home purchase and construction loans and financial aid for housing improvement to households. 

Budget subsidies for home purchase  may be made in the following forms:

· Interest rate subsidies on mortgage loans originated by authorized banks, i. e. budgetary funds are used to cover the difference between the current market interest rate on similar loans and the concessionary interest rate;

· Subsidies partially covering the purchased dwelling cost (down payment subsidy);

· Providing loanable funds   to banks to make loans

Regions tend to support households’ housing purchases by providing budgetary funds for subsidizing home loans. Typically they use non-transparent schemes and do not calculate the efficiency of budget expenditures and full cost of housing programs to the budget. 

Interest rates subsidies appear to be particularly ineffective. Interest rates are market determined (cost of loan finance for banks; risks of particular banking operations, say, mortgages). In case of interest rate subsidies, the budget compensates the difference between the market (fixed according to bank’s evaluation criteria) and concessionary interest rates. However, considering a rather long residential mortgage loan life period and very volatile money market situation in unstable economies, interest rates may increase and generate a subsequent growth in the governmental obligations’ burden as well. Governments may face the lack of funds to fulfill their obligations and thus expose banks to an additional risk. It is very difficult to estimate up-front the final governmental needs to finance an interest rate subsidy program, since interest rates to a large extent are governed by financial market trends. 

Targeted down payment subsidies to households appears to be more efficient. This type of subsidies increases the paying capacity of households without changing their income level just by reducing the size of a loan and, accordingly, the size of monthly payments. This is a purpose-specific and means-tested subsidy, the design of which allows clear monitoring of budget funds use. It also gives households a chance to select a dwelling by type and quality. This type of subsidy helps to establish a demarcation line and links between the public and market sectors of economy.  

The analysis of regional approaches to the housing problem suggests the conclusion that despite formal differences they are common in the attempt to support regional housing programs with local budgetary resources. Typically all such programs are small-scale due to limited budgetary capacities. It is also used to think that budgetary resources are “cheap”. 

So, it cannot be denied that regional housing programs do help households to purchase better housing by providing them “low-cost” budgetary loans, but at the same time nobody tries to evaluate the efficiency of such programs in order to see what is the final price for results achieved. Such programs are unattractive to the market, investors and banks because they are difficult for risk analysis and evaluation. 

Main disadvantages of regional housing programs

Apart from improvement of housing conditions of quite a few households, regional programs have certain disadvantages, most serious of which are:

· Misappropriation of budgetary resources (resources are allocated via extra-budgetary funds and are not always used in accordance with the purpose and target group they were assigned for);

· Concessionary loans and interest rate subsidies place a burden on regional and local budgets and often fail to reach the target population groups that really need them;

· Commercial banks, insurance, real estate and appraisal companies participating in regional housing programs as authorized agents responsible for loan origination and servicing rather than as real market players;

· Understated interest rates serve as a strong disincentive for institutional and private investors and thus limit the scope of regional housing programs 

· Commercial banks take the position “to wait and see” unwilling to invest financial resources into residential mortgage lending and inclining to shift possible risks of such lending onto budget-supported regional mortgage agencies. 

Still, it is worth noting that the growing market and demand for mortgage loans stimulate the regions’ transition to market-driven forms of housing lending programs finance. For example, Samara, Orenburg and several other regions have plans  to develop mortgage market by introducing market mechanisms in practice and to create secondary mortgage market facilities. 

Risks distribution between regional housing programs participants  

Generally regional housing programs use one of the three models of budget resources spending : interest rates subsidies, down payment subsidies, and funding resources for mortgage originations to lending banks. The distribution of program risks among participants depends on the type of spending model chosen. 

In the case of interest rate subsidies, the interest rate risk is fully carried by regional governments, which might fail to finance the growing difference between the market and program interest rates as a result of sizable upward movements on financial markets, inflation rate, etc. Finally this risk will become a bank problem, which will have to carry and manage the liquidity and credit risks. 

Down payment subsidies sets regional governments free from all risks. All mortgage lending risks (interest rate, liquidity, credit and prepayment risks) will be carried by banks.

If financial resources from the budget are provided to a bank for  residential mortgage loan originations, then the government will have to manage its liquidity risk , and the bank itself will carry the credit, interest rate and prepayment risks. However, these risks are much less hazardous to banks as compared to risks they meet when implementing their own mortgage programs, because budgetary resources are long term and have no or very small cost to banks. 

Still, there may be situations when the liquidity risk becomes a serious problem for banks. For example, a regional administration gives a 4-year interest-free loan to a bank, and the bank extends concessionary loans to households with a payment period of 10-15 and 20 years.  After four years pass, a new administration may come in and after revising its housing policy, it could demandbanks to pay back the loan, which immediately exposes the bank to risk of liquidity. This situation demonstrates the strong political dependence of regional housing programs.

Speaking about regional housing programs, the program launched by AHML deserves comment. It is  based on the idea of developing relations with regional administrations and regional operators on the secondary mortgage market (regional mortgage agencies, housing funds, etc.). AHML suggests the model, when primary lenders, i.e.,  banks, are assigned to regional operators, who are government agencies; the regional operators buy loans from the assigned lenders who have originated the mortgages; the operator pools them and then sells them  to AHML. The operator keeps the servicing function on the mortgages in the sold pool. Under this model every intermediate agency (regional operator) has an income interest, which works against the interest rate reduction. Most of the risks are carried by regional operators in this program:

· Credit risk – is mostly the regional operators risk, because in case of default they are obliged to buy back the mortgage. This obligation is also supported with additional regional government’s guarantees; moreover, possible losses incurred after the sale of pledged property should be equally shared between AHML and regional operators. 

· Liquidity risk – is minimized due to AHML refinancing loans originated by banks via regional operators; In this situation the main task is to increase the AHML resources’ raising opportunities, i.e., its ability to attract long-term investors capital. 

· Interest rate risk – is mostly the AHML and partially the investors risk as a result of governmentally guaranteed securities issuance;

· Prepayment risk is totally the AHML risk, which manages it by establishing a 6 month moratorium on making loan prepayments. 

This approach to mortgage lending system development is rather discouraging for banks, because their participation in the AHML program is limited just to the function of loan origination. However, considering the banks’ attitude to this program, AHML is now devising and testing models for establishing direct relations with banks. 

5. Risk management prospects

The further mortgage risk management system development in Russia needs at least the following to be introduced:

· Interest rate risk management by using various mortgage lending instruments suggesting variable types of loan repayment schedules, variable interest rates as well as by developing the market for mortgage securities issued by banks on redemption terms similar to loan schedule;

· Liquidity risk management by developing the secondary mortgage market of long-term mortgage loans refinancing and attracting institutional investors’ (insurance companies, pension funds) long-term resources to the mortgage market;

· Credit risk management by developing the credit risks insurance system  and the system of credit bureaus for supplying banks with borrowers’ information. 

� The survey was carried out by the IC RAM (Investigation Center of the Russian Association of Marketing) in December 2003 – January 2004 as part of the project “Evaluation of the Scale of Dynamics of Changes in Effective Housing Demand and Housing Construction in Russia” implemented on request of the Trade Foreign Bank (OAO Vneshtorgbank). Apart from the mass survey based on the representative sample of Russian households a series of additional surveys was conducted in 9 cities: Moscow, Saint-Petersburg, Novosibirsk, Krasnodar, Samara, Vladivostok, Yekaterinburg, Kaliningrad, and Moscow Region. Personal interviews with household heads responsible for making housing decisions were used as a survey instrument. In fact, 3,000 respondents were interviewed across Russia plus 400 more respondents interviewed in each of the nine selected cities and Moscow region. 





� The research was carried out by the IC RAM (Investigation Center of the Russian Association of Marketing) in December 2003 – January 2004 as part of the project “Evaluation of the Scale of Dynamics of Changes in Effective Housing Demand and Housing Construction in Russia” implemented on request of the Trade Foreign Bank (OAO Vneshtorgbank). The marketing research used the sample of 100 banks including 3 banks from every of the 9 project regions and Moscow region. Sampling was performed by experts, who gave preference to banks actively operating or starting its operations on the residential mortgage, consumer lending and residential construction lending markets. 
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