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Abstract

Chile' s housing policy is widely regarded as a suc-
cess. For amost a decade, new construction has
been above the level required to provide houses for
new families and replace obsolete structures.  This
raises hopes that within the next decade al families
in Chile will occupy dwellings that comply with
minimum quality and service standards. This is no
small accomplishment for a country just entering
the middle ground in the development scae.
Moreover, the private sector is taking an increas-
ingly active role in housing production and financ-
ing. This too is a significant achievement consid-
ering that in the 1970s most housing was built and
financed by the government. Further, government
assistance is effectively reaching the poor, and most
public resources are benefiting low-income house-
holds. Confidence in the housing policy is high
among the low-income population as expressed in
their high level of participation in a housing savings
program and by the absence of land invasions.

These accomplishments are the result of a long
maturation process in the Chilean housing sector.
Fifty years of government policy have consolidated
the legd, indtitutional, and entrepreneurial founda-
tions of the current housing production and financ-

ing system. Severa success factors can be identi-
fied: an integrated sector approach (which incorpo-
rates the housing needs of all income groups); an
efficient subsidy system (the result of along process
of experimentation); and reforms of the genera
banking system and the socia security system
(which created strong ingtitutions to intermediate
the financia resources accumulated by pension
funds and life insurance companies).

Even with its accomplishments, Chile's housing
sector still faces dignificant challenges. Improve-
ments are needed to more effectively mobilize the
resources devoted to housing. The lack of coordi-
nation between housing and urban development
policies is becoming a maor liability for both effi-
cient housing production and equitable urban
growth. Direct government involvement in house
construction and home financing enforce uniformity
in design and repayment schedules failing to fully
meet the diversified demand of the target house-
holds and to fully mohilize the repayment capacity
of beneficiaries. It is suggested that it may be time
for housing policy to move beyond this basic ap-
proach introducing more flexibility through greater
market participation in low-income housing.



Contents

Fifty Years of Housing Sector Devel opment
1

The Chilean Housing System: A Case of Successful State Intervention
3

Strengths and Weaknesses of Chile's Housing Policy
12

Lessons from the Chilean Housing Experience
17

References
19

Annex
20



Fifty Y ears of Housing Sector Devel opment

THE EVOLUTION OF HOUSING POLICY

The early years, housing as a partial welfare pre-
occupation. Public concern with housing is long
dated in Chile. As early as 1906, the government
enacted legidation to creste Workers Housing
Councils that embarked on housing projects to im-
prove the inadequate dwellings available to moder-
ate-income households through private rentals.
Coverage was minimal when compared to the size
of the potential demand and a great majority of low-
income families did not benefit from the program.
The average number of dwellings initiated in the
1943-58 period was |ess than 6,000 per year.!

A more encompassing effort was that of the 1950s
and 1960s when a broader ingtitutional framework
was edtablished. Legidation providing incentives
for private investment in housing was introduced in
1948 and 1959, and a public indtitution created in
1952 to build affordable housing with public funds.
Urban devel opment laws requiring municipalities to
adopt master plans and specia ordinances to regu-
late low-cost land subdivisions aso date form this
period. A technical agency to supervise the quality
of construction, an essential requirement in a seis-
mic country, was aso established. However, these
efforts proved incapable of supplying the number of
new homes required by a rapidly urbanizing popu-
lation.? Government subsidized housing ended up
benefiting a small group of households while the
majority of low-income families continued to livein
substandard dwellings.

! Housi ng construction figures are taken from Bravo
(1993) Annex 2.

2 The urban population increased from 58.4% in 1950 to
83.3%1in 1992. Therate of growth of the total popula-
tion only dropped bel ow the 2% mark in he 1970s, thus
the cities grew at annual rates of over 2.5% during the
1950s, 1960s and 1970s. Housing demand grew at
higher rates given that the annua growth rate of house-
hold formation remained close to 3% during this period.

Seeking an integrated response.  In the 1960s, the
government implemented a more integrated housing
policy that attempted to provide housing solutions
to all segments of the income distribution via a
combination of publicly and privately financed
schemes. The institutional cornerstones of the pol-
icy were the creation of a Ministry for Housing and
Urbanism (MINVU) to set policy and manage pub-
lic funds, the promotion of a culture of savings in
low-income households through the Popular Sav-
ings Program (PAP), and the establishment of Sav-
ings and Loans Associations (S&L). Public funds
were alocated to MINVU to build low-cost houses
that were sold to |ow-income households under sev-
eral subsidized loan schemes adjusted to house-
holds' needs, savings under the PAP program and
repayment capacity. The S&L captured savings
from middle- and upper-middie income households
and used them to finance mortgage-backed loans for
home purchase. Indexation of loan principa and
payments helped the system to operate in an infla-
tionary environment. However, it was incapable of
providing al the housing required by the rapidly
growing urban population and finaly succumbed
during the inflationary and highly recessive mid-
1970s, in no small measure due to the term risk im-
plicit in its funding structure (short-term deposits
financing long-term loans). Rural housing did not
rank high in the priorities of the MINVU and was
left to agricultural development and peasant support
organizations. Needless to say that little was ac-
complished and most of the rural population contin-
ued living in poor housing. Total house production
increased to a yearly average of 8,000 in the 1958-
70 period, still insufficient to satisfy needs.

Housing asa “right.” The Government of Popular
Unity (1970-1973) extended the government’'s
commitment to provide housing by stating that ade-
guate housing was a right and that the government
had the aobligation to provide it. Consequently, the
early 1970s witnessed a significant public effort to
provide housing through government projects. This
taxed the government’s institutional and financial
capacity and put to test the capacity of the construc-
tion industry. Resource constraints prevented this



policy from making a significant dent in the dismal
housing conditions of the poor. Although housing
dtarts reached historic records, actua delivery of
finished houses (on average, just over 9,000 a year)
was less impressive. Many projects remained in-
complete for lack of building materials or financing.

Land invasions, the systems safety valve. A redl
but undeclared policy of the late 1960s and early
1970s was tolerance of land invasions. Official data
indicates a growing incidence of invasions in this
period, growing from less than 10 in 1968 to more
that 220 in 1970 (Fadda and Ducci 1993). Another
source of substandard housing was government
sponsored incomplete land subdivisions. This re-
duced overcrowding in the existing housing stock
but created neighborhoods that required later inter-
ventions to improve sanitary conditions and provide
secure tenure.  Since 1983 the central government
has financed a Settlement Upgrading Program that
is executed by loca governments. This program
has been partialy financed by the Inter-American
Development Bank. To date it has dmost eradi-
cated substandard settlements. The military gov-
ernment that took over in 1973 severely repressed
land invasions closing this mechanism of land ac-
cess for the poor. The absence of aternative means
to acquire land, in conjunction with the saving re-
quirements and long waiting periods of the govern-
ment sponsored programs, forced large numbers of
new households to share homes (Necochea 1987).
Over the years, the result was a sizable overcrowd-
ing problem. According to McDonad (1994),
overcrowding affected over 600,000 households.

THE LIBERAL REFORM AGENDA

Guiding principles. Starting in 1977, the govern-
ment undertook a thorough reform of the housing
sector based on the neoliberal idesas used to reform
other sectors of the economy. Housing production
and financing was to be left to the private sector
with the government acting as a facilitator. The
historic difficulties encountered by the market to
satisfy the needs of the low-income population were
considered to reside mostly in the insufficient pur-
chasing power of these households. Therefore, the
State, playing a subsidiary role, was to help house-
holds in need, supplementing their purchasing
power with up-front subsidies while private banks
would provide complementary financing. Middle-

and upper-income households were to find financ-
ing in private banks. The securitization of mort-
gages was envisaged as part of the development of
private long-term housing financing, as capital mar-
kets became wider and gained in depth. In 1978,
the government introduced complementary changes
in urban planning that significantly de-regulated
urban development. Rules for incorporating land
into urban uses were smplified and land use regu-
lation made more flexible to alow urban growth to
proceed according to market trends.

Implementation adjustments. The reforms were
conceived to unleash the allegedly repressed poten-
tial of the private sector to finance and build houses,
and to target government support to the households
with limited access to private financing. The new
policies were put into practice in a period of low
economic growth. Thus, their aim was also to boost
the economy through new housing construction.
Consequently, no attempt was made to support the
resae, rehabilitation and improvement of the exig-
ing housing stock, or to support rental housing.

The original concept was modified repeatedly to
accommodate the needs of the trangtion. A few
examples illustrate the point. Initidly, subsidies
were granted to a wide range of households main-
taining the support accorded previously to middle-
income households in order to ensure a minimum
level of demand for privately produced houses.
This digtorted the original objective, which was fo-
cusing public resources only on households in the
lower end of the income distribution structure (these
distortions were largely removed in later years).

The government also had to assume a more active
role than that originally envisaged when the lack of
interest of developers and banks to built and finance
low-income housing became apparent. To this day,
the MINVU directly contracts the construction of
low-income housing with private companies and
assigns the houses to beneficiaries registered on a
nationa list of applicants. Further — in a significant
departure from the origina objective of transferring
to the private sector the full responsbility of mort-
gage financing — the government has been provid-
ing the supplementary loans required by low-
income beneficiaries to pay for the homes as no
banks are yet interested in financing them.



The Chilean Housing System: A Case of Successful State
Intervention

PRAGMATIC RESPONSE: STATE
INTERVENTION WITHIN A LIBERAL
IDEOLOGY

After much trial and error a threetier housing fi-
nancing and production system has emerged. The
system includes:

Government-produced housing (contracted out
to private construction firms) distributed to low-
income families with heavy subsidies and direct
government loans;

Government-assisted housing, a mixed system
which pivots on nonrefundable cash vouchers
supplied by the government, and supplemented
by private bank loans, helping middle- and low-
middle income families to finance houses aso
built by private devel opers; and

Privately financed housing that alow upper
middle- and high-income families to buy
houses built by private developers.

The programs that support government-produced
housing are two-pronged. The quantitatively more
important is the Basic Housing Program (BH) (see
Table 2) that provides a small, complete house fi-
nanced through beneficiaries savings, government
subsidies and a government loan. The Progressive
Housing Program (PH) provides beneficiaries with
afully serviced housing lot and a core house.® This
latter program caters to very low-income house-
holds (earning below US$100 per month) that are
unable to fulfil the savings and loan repayment re-
quirements of the Basic House Program. Therefore,
the Progressive Housing Program has lower saving
requirements than the Basic Housing Program and
does not require beneficiaries to make payments
after the lot is assigned. The program also alows
organized groups of beneficiaries to apply for the
subsidy.

Both programs select beneficiaries from a national
list of applicants using transparent procedures. The

Table 1 Housing finance syssem
(figuresin US dollars)

Financing
Type of housing : nﬁ%‘%ﬁ?ﬁe Pricerange : .
Savings Loan Subsdy
0 4,200 240 0 3,960
Govemment-procuced 220 6,900 300 2,400 4,200
Government-assisted 21 7,000 300 4,000 2,700
= 1,680 45,000 4,500 38,700 1,800
. . Auvailable loans from private banks
Privately financed 1681+ 5to 20 years- indexed - 9% to 12% interest - 25% down payment

Source: Annex

Table 1 describes the basic characteristics of the
Chilean housing subsidy system and the Annex
contains details on the different subsidy schemes.

3 Core house refers to one room plus bath with al the
utilitieson afully serviced lot. This alows the benefici-
aries to settle on the lot while they complete construction
of the house using sdlf help or community-help systems.



procedure in use is based on assigning points to ap-
plicants on the basis of savings (amount and time),
income level, and housing needs (family size, cur-
rent housing conditions). Dwellings are assigned
yearly to households at the top of the national list.
As dated before, the government could not find
private developers willing to supply basic houses
and progressve solutions. Also, developers were
unwilling to provide them on a turnkey bass.
Therefore, the government embarked on the direct
production of houses acquiring land and contracting
the construction of BHs and PHs with private firms.
The government completes the cycle as developer
by digtributing the houses directly to beneficiaries.
Confronted with the lack of interest of private banks
to provide the small loans involved in the financing
of Basc Houses, the government is providing the
loans directly through the MINVU. The portfolio
of loans thus created has consistently carried high
arrears.

The multilateral development banks contributed to
the development of these programs. The World
Bank supported the Basic Housing Program with a
loan whose main thrust was to improve the financ-
ing mechanisms aready in place. The eimination
of the arrears in the government portfolio, the pri-
vatization of loan servicing and the incorporation of
private banks were criticadl goals that ended up
largely unfulfilled. The Inter-American Develop-
ment Bank assisted in the design and initia imple-
mentation of the Progressive Housing Program. A
key design feature of this program was the transfer
of the dwellings to beneficiaries on the basis of a
minimum initial contribution and without any other
repayment obligation. This enables the beneficiar-
ies to devote their savings to improving the core
house provided by the program.

The government-assisted programs that provide
partia financia support for privately produced
houses include severd lines of action, the most im-
portant of which is the Unified Subsidies Program
(USP). This program issues cash vouchers that en-
hance the ability of households to acquire debt. In
so doing the program assists households to buy
dwellings built by private developers. * The Specid

* The Unified Subsidy program operates through a
voucher system. Thisisone of the well-known and
widely copied features of the Chilean housing system.

Workers Program (SWP) provides direct subsidies
to organized groups with either larger savings ca-
pacity than that of the basic housing beneficiaries or
with assistance from other sources (employers,
NGOs). The Rural Housing subsidy provides low-
income rurd families with access to a very basic
shelter (amost for the amount of the subsidy) or to
a better quality home if the household can obtain a
loan. The Urban Renewa subsidy promotes the
renewa of deteriorated sections of inner cities. This
program provides larger subsidies because urban
renewd projects are more costly than greenfield
projects. Eligibility criteria for this latter subsidy
involves not only the applicants (in terms of savings
and capacity to repay a loan), but also the areas
where the house is located (it must be in an area
dated for renewd). Thereis also a subsidy scheme
to assst households interested in renting. The pro-
gram is designed to help families that need housing
urgently but do not have savings. Lease-purchase
agreements with private leasing companies receive
government assistance through subsidies covering
between 5% and 8% of the final cost disbursed in
up to 240 installments as lessors progress in paying
off their lease-purchase agreement.

The system is designed to achieve good vertical
equity, providing a proportiondly larger subsidy as
the cost of the house decreases (see Annex). It is
also designed to encourage the mobilization of
household savings. The smaller the subsidy re-
quested at registration, the larger the probability of

Vouchers areissued yearly to beneficiaries for the total
amount of the corresponding subsidy. Upon settlement
for ahouse, the beneficiary endorses the voucher to the
developer as part of the payment. The remainder of the
house priceis covered by the beneficiary’ s own savings
and amortgage loan provided by a private bank. Origi-
nally, cash vouchers were to be used to purchase new
houses and severd restrictions were imposed on their use
to purchase existing dwellings (the objective was to boost
the construction industry). To date most restrictions have
been lifted and the vouchers can easily be used to buy
existing houses.

> Not all vouchers are cashed before their expiration date
because some beneficiaries may be unable to find a suit-
able house or secure aloan. In the twenty years of op-
eration of the Unified Subsidy Program only 55% of the
vouchers issued have been cashed.



obtaining it, thereby encouraging applicants to opt
for the smalest possible subsidy in each range (and
maximizing household contribution per unit of
housing financed). Savings, as a measure of indi-
vidua effort to procure a home, rank high in the
criteria for alocating subsidies. Current mecha-
nisms for encouraging savings include the require-
ment that applicants open savings account in private
banks and comply with a savings plan. ®

Facilitating private financing for housing is part of
the wider reforms of financia intermediation and
social security. The universal banking systemis, to
date, the main originator of housing loans that are
securitized and sold in the capital markets. Two
instruments exist. The first to be implemented
(1976) was the indexed Mortgage-Backed Bonds
(MB) that are issued as an obligation of the origi-
nating bank and sold to investors in the Stock Ex-
change.” Endorssble Mortgage Credits (EMC)
were introduced more recently (1996) to be issued
by banks and mortgage credit companies. These are
financial assets backed by first mortgages endorsed
by the mortgage originator that transfersto investors
the principal and interest risk of the loan with the
property pledged as collateral. The availability of
these financial instruments and the demand for them
created by inditutiond investors (life insurance
companies and private pension funds) the mayor
purchasers of these long-term obligations, form the
backbone of mortgage financing in Chile.

®Savers enter in a contractual agreement to make monthly
deposits over aperiod of timeto reach a given amount of
savings. Savingsearn ared interest rate. Private banks
verify compliance with the contract and inform the
MINV U to certify subsidy eligibility. At the end of 1997
there were 1.3 million accounts with accumulated bal-
ance of US$680 million and a contracted eventua sav-
ings of over US$1.8 hillion (Pardo 1998). The fact that
not all savers meet their target savings helpsto ration
housing subsidies given that the number of savings ac-
counts open every year is much larger than the subsidies
available.

TAll mortgage-backed loansin Chile are denominated in
aunit of account, the unidad de fomento (UF). Thevalue
of the UF isfixed daily by the Central Bank and follows
inflation very closdly.

HOUSING PRODUCTION

One of the most impressive accomplishments of
Chilean housing palicy is the sustained increase in
the number of dwellings built. Figure 1 shows new
housing congtruction trends in the last fifty years
and the increase in production attributable to the
policy under analysis® The number of new dwell-
ings completed grew from 79,000 in 1990 to
138,000 in 1997, a 75% increase (see Table 2). As
can be observed in Figure 2, a significant increase
in government produced houses explain the
growth of total housing production in the early
1990s. This originates on the resolve of the newly
elected democratic government (Aylwin Admini-
stration, 1990-94) to control land invasions by ac-
celerating the solution of the housing problems of
low-income households. It is notable that this in-
crement in production was attained without ex-
panding MINVU. From 1993 to 1995 privately
financed housing construction increased amost
three-fold accounting for most of the sector's
growth. The volume of government assisted
housing showed little change during the period
(fluctuating between 40,000 and 44,000) reflecting
the stable volume of resources alocated by the gov-
ernment to assist middle- and lower middle-income
households. It isworth noting that private financing
plays a significant role in financing government-
assisted housing, since the Unified Subsidy Pro-
gram covers less than 25% of the total cost of the
dwelling (see the Annex for details on the levels of
subsidy for each of the government assisted housing
programs).

8 Data taken from Bravo L (1993) Annex 2. The humber
of houses required to meet household growth and stock
replenishment were estimated based on the rate of
household formation counting one new house for each
new household and adding restocking needs assuming
that each year 1% of the housing stock islost.



Figure 1 New housing production 1943-1997
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GOVERNMENT INTERVENTION

A more detailed analysis of the concrete modalities
adopted by government intervention sheds light on
little known aspects of Chile's housing policy that
while contributing to increased housing constro-
tion, generate implementation rigidities and pote-
tial resource allocation problems.

Large government intervention in the housing

market. The production figures indicate that, nd-

withstanding its liberal origins and private sector
orientation, Chilean housing policy leads to wig-

spread (athough declining) government interve-

tion. To date the government determines the cha

acteristics of more than haf (57%) of the houses
built (in 1990 this figure was 79%) either directly
(contracting the construction of 28% of the total
number of houses) or indirectly (determining the
maximum price of an additional 29%). Unsubs

dized home production, that is free from goven-

ment interference, accounted for 43% of the total in
1997, the result of steady growth from alow of 22%
in 1990.

Rigidities of the government's housing production
machine. Under the current system, the goven-
ment directly supplies dwellings to beneficiaries
with incomes below US$220who are selected from
a national list of applicants. These households -
cupy the two lowest income quintiles of the income
distribution structure that concentrate almost 45%
of the population. The direct production of houses
through the Basic Housing (BH) and Progressive
Housing (PH) Programs is an anomaly in the ca-
ceptual design of the policy that was necessary le-
cause of the lack of interest of developers in po-
viding housing for this segment of the population.
As aresult of these programs, MINVU is today the
largest developer in the country, annually purcha-
ing land, contracting construction, and delivering
more than 40,000 houses (more than 30% of the
total number of houses built each year and amost
20% of the total square meters of residential buid-
ing). Thislevel of activity has a significant impact
on land prices and the urban development process.
Political commitments to build a large number of
houses annually make MINVU reluctant to modify
the direct house production system notwithstanding
growing indications that it is not allocating e
sources efficiently. The rigidity required by mass

production leads to the systematic repetition of
housing modelsin the urban periphery. This creates
a situation in which many applicants either get too
much or too little housing and usualy in aless than
desirable location. Moreover, maximization of the
number of houses built with limited resources put
quality standards to the test. There are many ind-
cations that government-produced housing creates
of a housing stock of poor quality. (Rojas and
Green 1995).°

High arrears in the government’s loan portfolio.
When confronted with the lack of interest by private
banks to enter the low-income lending market, the
government opted to provide complementary loans
to beneficiaries of the Basic Housing program
through the Ministry of Housing. The US$2,400
loan is amortized in 12 years with a preferential
interest rate of 7% per year™® Government lending
activities are plagued with arrears problems. Even
after severa renegotiations, 60% of the loans are
dill in arrears of over three months. The high &
rears remained even after the government co-
tracted-out the collection process. This situation is
not directly related to the inability of households to
make the payments, but is the consequence of moral
hazard built into the system of direct government
loans. Thereisthe general feeling among benefie
aries that government loans need not be repaid.
This impression is further enhanced by the goven-
ment's reluctance to evict beneficiariesin arrears for
fear of a political backlash, and by the many reme-
gotiations of loans in arrears made in the past

9 Complaints by beneficiaries are common and students
of the Chilean experience often wonder if the stock of
houses being produced will have the assumed fifty years
of useful life. In 1996 almost 10% of thegovernment
contracted houses under the Basic House Program in
Santiago did not withstood well a severe winter storm.
Roofs and walls |eaked due to the poor quality of the
materials and workmanship used in their construction

19 Real commercial interest rates for 12-year mortgages
ranged from 17% to 8.5% in the 1979-1997 period.

! Between 1979 and 1997 the government embarked on
loan renegotiations with beneficiaries at least seven
times. In most of these exercises old mortgage payments
were pardoned in exchange forpayment of thelast in-
stallment and the promise of good behavior in the future.
Sustained incapacity of the government to improve the



This situation turns the loans into de-facto subsidies
for those who default. When added to the aready
high subsidy that beneficiaries of this program e-
ceive, this additional unintended subsidy becomes
highly regressive (Basic Housing beneficiaries end
up receiving a subsidy that is 50% higher than that
received by Progressive Housing beneficiaries who
have lower incomes).

PRIVATE SECTOR INVOLVEMENT

Private sector participation in the production and
financing of housing has risen steadily. This s, in
part, the result of housing policy, but as will be d&-
cussed further below, interventions in the housing
sector alone do not fully explain the outcome. To a
great extent they have been made possible by rag
ca reforms in the financial sector and the social
security system that provided the ingtitutions and
the funds to support growing private sector n-
volvement in housing finance and construction.

Growing private sector involvement in housing.
The data in Table 2 indicates that the private sector
has carved a niche for itself in the Chilean housing
sector. As a result of the country’s growing pr&-
perity, this niche is expanding rapidly. Private se-
tor activity has systematically expanded to capture
the growing unsubsidized housing market resulting
from high employment rates, consumer confidence
and stable interest rates. Privately financed housing
construction grew threefold from 20,000 units in
1992 to almost 60,000 unitsin 1997. This increase
met a growing demand for new housing propelled
by rea salary increases and the availability of long-
term mortgage financing. In the 1987-94 period,
average per capita household income grew by &
most 50% (World Bank 1995) and the value of
mortgage-backed housing financing traded in the
capital markets doubled (Pardo 1998). By al &-
counts thisis an impressive increase. However, the
slowdown of the Chilean economy in 1998 may
reduce the future rate of growth of this sub-sector.

situation strained relations with the World Bank during
the execution of aloan in support of the Basic Housing
Program. The problem did not affect the IDB loan in
support of the Progressive Housing Program that was
purposaly designed without direct loans.

10

Specialization and competition, two forces pulling
the construction and real estate development in-
dustry in different directions. The stability of
housing policy has made it possible for developers
and builders to specialize while tiff competition is
affecting the quality of housing. From the initial
stages of implementation of the new housing policy,
private developers showed interest in participating
in the higher priced homes eligible for the Unified
Subsidy Program. Today, several developers s
cidize in the construction of dwellings that fully
comply with the program’s price requirements.
During the last decade, they built between 20,000
and 22,000 houses annually. The dlocation of a
stable amount of government resources to the po-
gram over the years contributed to the specialization
of the developers. Entrepreneurs interested in this
market know in advance the number of subsidy
vouchers that will be issued every year in the diffe
ent regions of the country.® The stable flow of
financing from the government is a significant fa
ture for entrepreneurs interested in this segment of
the market given the long gestation period of real
estate projects. The other side of the coin isthat this
market has become very competitive. As a result,
cost controls and access to suitably priced land has
become key success factors. The quality of new
homes has suffered as profit margins narrow and
inducements for private developers to improve
quality arelacking.®

Suburban bias, the expansion of the urban fringe.
MINVU's direct housing productionhas a signifi-
cant urban impact in that it leads to construction in
urban fringes where land costs are lower. Chile's
housing policy aso promotes the horizontal expa-
sion of cities by private developers. Cost consil-
erations and consumer preferences have induced the

12 The voucher system generated new business for ente-
preneurs charging devel opers afee for forming groups of
beneficiaries with similar subsidies and repayment &

pacity.

370 be sold in the market, new houses require muni

pal inspection and approval. Thisreview focuses on
structural soundness, safety and compliance with land use
and urbanization regul ations but does not cover quality of
materials and workmanship. Individual buyers do not
have the technical knowledge to assess the quality of
construction



private sector to build mostly single family houses
for this market. The cost of land is a large comm-
nent of affordable housing, often representing up to
40% of total cost. Seeking to reduce costs, devé
opers offer houses in peripheral locations where
undeveloped land is less expensive, greenfield prie
ects alow greater control of costs and make poss
ble the short delivery schedules required to reduce
financial costs. Lot sizes have decreased as land
prices increase even in the periphery. Therefore,
there is an implicit inducement to continue »
panding the fringe of urbanized lands as this str&
egy provides land that is inexpensive and easy to
develop. ™ Housing construction in urban renewal
areas still represents a small fraction of all new co-
struction (1% of total) in spite of the availability of
specia subsidies for new or remodeled houses in
designated areas. This can be attributed to the
greater difficulties of securing developable parcels
in the inner city and execution problems of the ge-
erally less predictable urban renewal projects.

The critical role of social security and financial
reforms in expanding private housing finance.
Chilean’s housing policy has successfully mobilized
private investment. For the last ten years, in add
tion to the complementary financing provided to the
20,000 houses that on average benefit annualy
from government assistance, the capita markets
have provided funds for the mgjority of the units
entirely financed by the private sector (that reached
60,000 in 1997). Since the 1976 reform established
the indexed mortgage backed bonds (MB), the
banking system has been the main originator of
housing loans. More recently, mortgage credit
companies have begun originating mortgages and
selling them in the capital markets. A recent study
indicates that by the end of 1997 there were more
than 440,000 housing finance operations originated
by 15 banks (Pardo 1998).

The significant development of private mortgage
financing in Chile was made possible by financia
market reforms introduced after the 1982 banking
crisis, and by the 1981 reform of the socia security

14 Only recently (1997) the Government introduced some
restrictionsto theincorporation of land to urban uses a
process previously subject to one of the more liberal 1and
development policiesin the Wetern world.
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system. The former strengthened the general bak-
ing system that originates most of the mortgages
the latter greatly increased the supply of long-term
loanable funds. Strong banks support the credit ra
ing of mortgage backed bonds since they are oh
gations of the issuing bank. As stated previoudly,
recent financial reforms allowed the formation of
mortgage credit companies and the issuing of e-
dorsable mortgage credits (EMC). The formation of
private pension funds to administer worker and en-
ployer contributions to individual retirement funds
created a powerful institutional investor in Chile's
capital markets. Further, the system enlarged the
role of life insurance companies that provide ds
ability and survivorship insurance and sell annuities
to retirees. These investors have a natural appetite
for long-term securities that match their obligations.
In 1997 mortgage bond holdings had a value of
US$10.6 billion. Thisis a significant increase from
the 1986 level of US$2.2 billion. Originating banks
held US$2.8 billion in MBs while most of the rest
(US$7.4 billion) was held by private pension funds
and insurance companies (60% and 34% respe-
tively). Today mortgage bonds are widely accepted
in the Chilean capital market; however, Pardo
(1998) reports that in the early years, the Centra
Bank had to create a purchasing power for MBs in
the face of investor reluctance to buy them.

The growth of pension funds and the expansion of
the insurance industry ensure the availability of
funds for expanding housing finance. Assetsin pa-
sion funds have grown from US$299 million in
1981 to US$31.1 billion in 1998, equivaent to 41%
of GNP. Future growth is expected to increase the
accumulation of assets held by pension funds to
53% of GNP by the year 2015. There is ample room
for expanding the share of mortgage-backed secur-
tiesin the portfolio of pension funds, given that cu
rently they represent only 16% of total assets. Ac-
cording to one estimate the demand for securitized
assets originating from institutional investors in
Chile may be over US$12 billion a year> In the
short term, the major limitations to meet this @
mand may come from the lack of experience in
solving the practical difficulties of issuing securities
(Pardo 1998).

%% Personal communication from Mario Abuhadba, Chi-
ean consultant to institutional investors



Strengths and Weaknesses of Chile’s Housing Policy

ACCOMPLISHMENTS

Improvements in the housing conditions of the
population. The number of dwellings constructed
in Chile has been growing for aimost a decade, in
marked contrast with the experience of the previous
forty years (see Figure 1). This has had a direct
impact in the housing conditions of the population.
Government estimates suggest that by 1994, 82,000
dwellings were required each year to accommodate
new families and to account for the obsolescence of
the housing stock. Construction figures above this
threshold, lets say 100,000 per year, help improve
the living conditions of the estimated 800,000 fari
lies living in sub-standard housing (600,000 hous-
holds sharing accommodation with other families
and 200,000 living in homes that require improe-
ments) (McDonald 1994). The target level of
100,000 new units per year has been surpassed
during the last six years. Recent estimates indicate
that in 1998, the nation’s 14.8 million inhabitants
occupied 4.05 million dwellings, aratio of about 3.7
people per dwelling, a significant improvement over
1992 Census figures of 4.1 persons per dwelling.

Targeting of public funds. From the very begin-
ning, the new housing system concerned itself with
targeting government resources. Before the reform,
middle-income and upper-middle-income groups
were receiving an inordinate proportion of goven-
ment subsidies, mostly as interest rate subsidies and
loan defaults’® The reform changed al this. Two
developments were instrumental in improving ta
geting of government expenditures in housing. The

18 According to Castafieda (1990), in 1969 the poorest
30% of the families received only 22% of the subsidies
while 30% of familiesin the middle-income brackete-
ceived 37% of the subsidies and the remaining 40%e-
celved 41%. Thisstructure did not change significantly
until the 1977 reform. Although the Allende Admiia
stration (1970-1973) increased direct government co-
struction for low-income families, it did not eliminate the
subsidies received by middle-income families on the
mortgages financed by the Housing and L oans ingtit-
tions.
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first was the consolidation of a private mortgage-
backed lending mechanism for middle- and upper-
income households. The second was the introdo-
tion of the cash voucher system that created a po-
grammed, transparent and up-front subsidy mecta-
nism. The establishment of a unified, transparent
and formula-driven system to allocate the vouchers
created confidence in the system, protecting it from
undue political pressures. Central to the definition
of the formula are factors measuring social needs
(family size, income, and housing needs) and the
household’ s commitments to solving the problem as
reflected in their saving efforts (time and amount of
savings). These proved effective in screening
households with the most pressing housing needs.
Over the years the targeting mechanisms have been
refined reducing the range of families able to apply
for subsidies to devote more resources to hous-
holds in the lowest deciles of the income distrily
tion structure.

Appropriate targeting of government resources and
the number of houses produced are the towering
accomplishment of the Chilean housing system.
Studies conducted in the mid-1990s suggest that
beneficiaries of the Progressive and Basic Housing
programs closely match the income distribution of
the universe of applicants, indicating that the system
is achieving horizontal equity (see Table 3). The
difficulties encountered by households in the b

tom of the income distribution structure to access
the programs are apparent from the datain Table 3.

This is the result of the savings requirements of the
programs that discriminate against households
without the capacity or discipline for saving.

Mohilization of private financial and entrepreneu-
rial resources. The well-targeted state intervention
in housing has not crowded out the private sector
but opened opportunities for private business to &-
pand participation. Private entrepreneurs, who
compete to capture the market created by goven-
ment vouchers and the availability of long-term i
nancing in the capital markets, have seized this p-
portunity. As the figures show, the private sector
has been expanding its involvement in housing co-



Table 3. Targeting of Progressive and Basic Housing Programs (in %)
Progressive Housing Basic Housing

(%] (%]

2] o 2] o

Criteri Fact = s = S

riteria actor .S g .S g

r=1 @ r=1 @

2 5 g 5

< o} o}
Income (a) Indigent 55.8 475 56.1 52.8
(b) Poor 31.0 35.0 28.3 26.2
Low-income (a) + (b) 86.8 82.5 84.4 79.0
No low-income 13.2 17.6 15.6 21.0
Housing Without potable water 55.9 66.7 44.3 60.1

situation

Without sewerage 57.6 72.7 44.8 62.8
Without electricity 18.1 15.0 9.5 13.4
Poor roofing 59.5 54.2 43.8 54.2
Poor flooring 45.7 39.1 38.7 39.5
Poor walls 71.0 65.5 58.9 69.1

Source: MINVU (1995) quoted from Rojas and Greene (1995)

struction and finance. Note must be made of the
fact that this is not only the result of the housing
reforms. The socia security and financial reforms
of the early 1980s played an essential part in boos-
ing private involvement in housing financing g
plying, respectively, the funds and the intermediary
institutions.

Sustained confidence in government policy. The
sustained high volume of affordable housing po-
duced by the Chilean housing system providedow-
income households assurances that a formal sol-
tion to housing problems is within reach. This &-
plains the high levels of participation in the housing
saving programs required by the government st
sidy system and the absence of land invasions after
the reinstatement of democratic government.

CHALLENGES

Notwithstanding its many accomplishments, Chile's
housing policy has several featuresthat are affecting
its capacity to effectively satisfy an increasingly
diversified demand and to mobilize more private
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resources (especially from lower-income hous-
holds). Further, housing policymakers have shown
little concern for the urban impact of the policy, an
omission that is affecting the attainment of quarit
tative targets and undermining the capacity of
housing to increase the overall welfare of the begs-
ficiaries.

Introduce greater flexibility into housing ddlivery

mechanisms. Since it was introduced, the housing
policy has focused on the attainment of quantitative
housing construction targets. This prompts
MINVU to focus on cost minimization leading it to
adopt rigid production systems for the government
supplied houses!” Standardized housing types are
reproduced endlessly and assigned to households in

very different stages of the family life cycle. Fuo

7 MINVU's argument for continuing the direct co-
tracting of Basic and Progressive Houses is cost related.
Direct contracting, with payments to contractors during
execution, allows the Ministry to produce Basic Houses
for an average of US$6,500 (US$165 per square meter)
one of the lowest building costsin Latin America



ther, new houses are located according to land
prices with little or no reference to beneficiary’s
preferences. Despite the fact that it is the largest
developer of the country, MINVU has yet to come
up with a more demand-oriented approach that
would alow it to better tailor its programs to the
needs and effective purchasing power of the hous-

holds it serves. The rigid financing structure based
on one standard level of subsidy for one type of
house prevents the system from adjusting household
repayments to income. As a result, there are no
assurances that the system is collecting all the e-

sources that beneficiaries could potentially devote
to housing. This design flaw is compounded by the
system’s inability to enforce repayment of the loans
provided by the government. Greater flexibility
certainly can be achieved but at a cost. Allocating
more resources for the lower tier housing programs
will facilitate diversification and allow better houses
to be built. The larger subsidies that would be e-

quired are affordable for a fast growing economy
and the price tag for the government may even be
small if arrears of the loan portfolio are reduced.
Gains will not only be felt on greater beneficiary
satisfaction but also in reduced negative urban m-

pacts.

The initial lack of government support for the pu-
chase of existing dwellings prevented the smooth
transfer of affordable houses that could have co-
tributed to a more efficient allocation of the housing
stock. This rigidity has been recently removed so
improvements should be noticeable in the future.
However, the long tradition of government support
for home ownership, coupled with many years of
rent controls (which were removed in 1979), has
discouraged the growth of the rental market, crp-
pling another mechanism for efficiently allocating
the housing stock. This hampers the mobility of
households. In Chile, familiestend to remain in the
same dwelling throughout most of the family life
cycle. As aresult, not only are resources misalb-
cated (households do not adjust their consumption
of housing to their needs), but the maobility of labor
is dso affected. A rent guarantee fund sponsored
by the government may be instrumental in reme-
ing investor reluctance to build affordable housing
for rent.

Effective mobilization of resources from govern-
ment provided housing. Direct lending by the gw-
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ernment has proven to be inefficient and unequal.
Itsinefficiency is evident in that it has not fully ro-
bilized household resources for the acquisition of a
house. The lack of equity stems from the arrears of
the government portfolio of the Basic Housing Ro-
gram. It leaves these relatively higher-income
households benefiting from subsidies whose moe
tary vaue is greater than those received by the
lower-income beneficiaries of the Progressive
Housing Program. The low recuperation of the
portfolio forces the government to finance most of
the subsidies from annual budget allocations. Cash
flows from the large portfolio of loans accumulated
by MINVU (more than 180,000 loans in the last
seven years aone) could be supplying additiona
resources to finance more subsidies and improve the
quality of housing. The high arrearsin the portfolio
is forcing taxpayers to shoulder the full burden of
the subsidies and perpetuates the cost minimization
strategies that affect the quality of the housing
stock. The rigidity of the housing delivery system
also affects beneficiaries with untapped repayment
capacity who may be willing to spend more for
better quaity houses, but who under current &
rangements are forced to accept the standardized
houses supplied by the government.

Private financing of housing has made sufficient
progress in Chile to be able to meet part of the f-
nancing needs of low-income households. One p
tion to initiate the transition to fully private finan-
ing is a government financed insurance fund to
guarantee loans provided by private banks to
households below certain income thresholds. This
insurance, coupled with expeditious procedures for
repossessing properties and the payment of pra-
essing fees that cover the costs of managing small
loans, should attract banks to participate in this
relatively large market (40,000 loans per year of
approximately US$2,500 each). The additional cost
for the government (insurance payments and bank
fees) will still be less than the cost of the wig-
spread default currently affecting MINV U’ s portb-
lio.

Integration of housing policy and urban develop-
ment policy. The quantitative success of the Chl-
ean housing policy is exacerbating one of its major
design shortcomings, namely, itslack of concern for
urban impacts. Overriding concern for increasing
the housing stock induced MINVU to place its pi-



ority on the number of houses built with the e

sources available to the detriment of the quality of
the resulting urban environment. This approach led
to significant losses of agricultural land (as cities
expand horizontally) and to the creation of large
low-income neighborhoods lacking in basic urban
amenities.

Land development. The housing system has relied
on the massive acquisition of land by private ente-
preneurs in the late 1970s; a strategy made possible
by the relaxation of land use regulations. Constrig-
tion companies and developers bought large tracks
of agricultural lands in the periphery of major cities.
The lands were subsequently subdivided to cater for
the demand created by government programs, the
subsidy vouchers and later the growing demand for
unsubsidized housing. Liberalization of land use
and subdivision regulations in 1978 may account
for the fact that most cities in Chile face low reg-
lation-induced land-price distortions. This facik
tated the implementation of the housing policy.”®
Yet the liberalization also leads to an absence of
incentives for improving efficiency in the use of
serviced land.

Construction companies holding serviceable land
successfully bid for government contracts to build
dwellings for the Basic Houses and supplied houses
within the scope of the different subsidy programs.
The lands with the best amenities and better loa-

tion were used to build houses for the Unified Sb-

sidy Program market. Profit maximization led to
cost minimization in production given the price
caps enforced in the different subsidy programs.
Developers preferred low-density housing schemes
because of the lower construction costs of one or
two story houses. Since average densities is 250
persons per hectare or lower (the equivalent to 50
homes per hectare) the amost 600,000 houses co-

tracted by the government in the more than two
decades spanning 1974-1997 required about 12,000

18 \World Bank/Habitat Housing Indicators show that in
Santiago, the ratio of the median land price of adevé
oped lot at the urban fringe to the median price of und-
veloped raw land averages 2.6. At the sametime, the
ratio of land pricesfor unserviced land with and without
planning permission is0.8. Planning permits do not
delay development. On average they take only 3
months.(World Bank 1994)
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hectares of urban land (Rojas and Greene 1995). In
the Santiago Metropolitan Area alone this accounts
for the shift of over 6,000 hectares of agricultura
land into urban use. ** To this total, the consunp-
tion of land made by the Unified Subsidy Program
and the upper-middle and upper income demand
need to be added

Chile' s housing policy is now faced with a growing
shortage of land at prices compatible with the go-
ernment programs. ©° The rapid exhaustion of sew-
iced land in the periphery of the large citiesis exer
erbated by the lack of investment in trunk infa-
structure during the years of fiscal austerity (1974-
1994). Infrastructure investment levels are recupe-
ating, but not fast enough.

Another related aspect of land consumption is the
fact that the Chilean housing policy does not po-
mote the renewal of inner cities. The current sb-
sidy scheme for urban renewal, athough useful, is
insufficient to promote a significant urban renewal
process. Developers face a mgjor constraint in the
fragmented land tenure structure in the inner cities.
Chilean land legidlation does not contain provisions
for the government to facilitate the renewal process.
Some of the measures that would work in this @
rection include government assistance with land
assemblage or policies to discourage the speculative
retention of land out of the market. Asaresult, the
bulk of the urban development is taking place in the
periphery of the cities leaving large portions of the
central city underutilized.

19 The Santiago Metropolitan Areacontains, in the |-
riphery of the urban area, some of the most productive
agricultural land in the country. The concentration of
good agricultural land makes the problem significant.
Estimates indicate that in the four decades of rapid urban
expansion (1950-1990), Santiago consumed approx-
mately 10% of all class| agricultural land existing in the
country. From 1990 to 1996 the urbanized area of Sani-
ago has been growing an average of 2,000 hectares per
year.

% By 1995 devel opers reported that in the Santiago Mé
ropolitan Areathe cost of raw land represented the
equivaent to 20% to 25% of the final cost of the Basic
Houses. This contrast with their estimation that to make
a11% profit in the operations, the cost of raw land
should not exceed 8% of the total cost.



Urban amenities for low-income households. Par-
ticularly in large cities, Basic Housing and Progre-
sive Housing projects are clustered in the areas
where land is less costly, usualy the urban perif-
ery of the less desirable sections of acity. Thisce
ates large low-income neighborhoods. The reduced
purchasing power of the population prevents the
emergence of privately provided urban services
(education, health, and recreation). The public
sector only partialy responds to these needs. For
instance, government housing projects include
minimal community facilities, at most a meeting
place and small playground. Municipalities expand
the primary education and health infrastructure with
grants from the central government but are not &
ways able to provide for the operation and maing-
nance of the facilities. There are two main reasons
for this. Oneisthat therea estate is exempted from
land taxes, the most important source of revenues
for municipdities. The other isthat the centra go-
ernment, which creates the problem in the first
place with its decision to build the dwellings in a
given municipality, does not contribute to the add

16

tional cost of service provision. The privately
owned and managed urban transportation system
usualy reacts to the demand created by the new
neighbahoods. The low fares charged alow low-
income families access to the system but also force
operators to extend the routes to generate sufficient
revenue. This extends the travel time of the pop-

lation living in the periphery. Average journey to
work in Santiago was reported over 50 minutes in
the early 1990s (World Bank-HABITAT 1994), and
has probably worsened since.

The government faces the challenge of increasing
its investment in the quality of the urban enviro-
ment of the neighborhoods that it creates as a result
of its low-income housing policies. This involves
greater care for investment, operation and maing-
nance of education, health and recreation servicesin
low-income neighborhoods. Adequate transpoid
tion services are also needed for low-income nellg:
borhoods since they have a significant effect in the
quality of life of the households.



L essons from the Chilean Housing Experience

Chile's housing experience provides a wedth of
ideas for policy design and implementation as well
as sobering lessons concerning the costs (both in
time and resources) that must be incurred to obtain
such results.

One key success factor was the integrated approach
to the whole housing sector adopted by Chilean e
formers. The ensuing policy provided aresponse to
all segments of the housing market. This allowed
the targeting of government resources and the -
corporation of private sector financing and co-
struction capacity

The results attained in Chile are the consequence of
many interrelated developments occurring in se-
eral sectors and over an extended period of time.
Execution of key aspects of the 1978 housing sector
reform were made possible by the level of devie
opment of housing and urban development legig-
tion and ingtitutions, a result of over fifty years of
government concern. This is the case of the
voucher system to distribute subsidies that rests on
the operation of efficient bureaucracies. The m-
pressive progress made in private housing financing
isthe result of the reforms introduced in the banking
and social security systems that built strong general
banks and accumulated long-term assets in pension
funds and life insurance companies. The ingtitutions
emerging from these reforms, operating in a stable
macroeconomic environment, were central to &
taining the levels of private involvement in housing
finance that exist today. However, the devel opment
of secondary markets for mortgages has proceeded
at a dower pace than envisaged by policymakers.
Thisis due, in part, to the lack of initial experience
with capital markets. After amost twenty years,
enough experience and actuarial information exist
to now alow full mortgage-backed securities (like
EMB) to increase their share of the market. Still,
progress is highly dependent on favorable maaop-
economic conditions characterized by low inflation,
stable interest rates, rapid growth of the economy
and reasonabl e growth of family income.
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Privatization of housing production and financing
came very dowly in Chile. It was not until the mid-
1990s—after almost a decade of steady economic
growth-that privately financed housing construction
reached a level comparable to government assisted
housing production. Improvements in family n-
come supported this expansion. The growth of pi-
vate house production has also benefited from the
stable demand generated by housing vouchers ¢
sued by the government. Predictability of demand
allowed developers to plan investments and sp-
cialize in specific segments of the market, incres:
ing efficiency in avery competitive environment.

Government housing policy in Chile did not crowd
out the private sector. On the contrary, by provid-
ing well-targeted subsidies to boost demand and by
introducing financial and social security reforms,
the government created the conditions for expad-
ing private involvement in the financing and po-
duction of houses. However, private involvement
has been slow and only took off in the second half
of the 1990s after severa years of high economic
and income growth and macroeconomic stability.
This suggests that housing policy alone cannot e-
sure these results but require reforms of related
sectors and favorable macroeconomic conditions.

The housing production and financing system that
resulted in Chile seems today unnecessarily rigid.
The early stages of implementation that emphasized
production introduced the standardization of house
disign maximum cost limits for subsidized houses
and restricted entry procedures to the system.
These rigidities, which were possibly considered a
tolerable misallocation of resources in the early
stages, may not be efficient today given the prg-

ress attained in private financing and production.
The introduction of more flexibility in the Basic
House program ? for instance by alowing wider
price ranges in elegible houses and the introduction
of government-backed private financing more in
tune with the actual repayment capacity of the
households? should provide an incentive for pr

vate developers to produce for this segment of the
market. Private production will diversify the types



of houses offered allowing greater freedom of
choice to beneficiaries. The initia lack of support
for home purchases from the stock (justified on the
grounds that new housing starts promote economic
growth) unduly retarded the development of this
market. This deprived the housing sector of one
mechanism to efficiently allocate the existing stock.
Similarly, emphasis on owner-occupied housing
retarded the development of rental housing, a sg-
ment that plays a significant role in providing flex
bility for households to cope with changesin family
structure and facilitates geographical mobility.
Well-conceived housing policies should aways
include mechanisms promoting the conservation
and adaptive use of the existing stock.

The lack of concern for urban development impacts
isamaor flaw of Chilean housing policy. Exce-
sive reliance on the automatic adjustment mech-
nisms of the market explains the initial reluctance to
use proactive urban development measures. Single-
minded preoccupations with increasing the number
of houses financed with a given budgetary alloe-
tion explain later reticence to incorporate except the
most limited mitigating measures. As a result, the
government is facing increasing land related co-
straints to put its housing programs into effect and
the quality of life of beneficiaries of government-
assisted housing is decreasing. Based on this exp-
rience it is hard to argue that housing policies
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should be independent of urban development pot
cies. On the contrary, they are but aspects of the
solution of one problem, that of the quality of the
habitat of the population. The key to improving
efficiency in the alocation of urban land is ensuring
that urban land markets convey the correct signals
to developers concerning the true costs of low-
density periphera development. Also important is
government involvement in facilitating the urban
renewal of central sites. Measures to promote these
objectives are amply discussed in the specialized
literature and will not be reviewed here.

Implementation of an integrated housing and urban
development policy requires a great deal of cop-
eration between the public and private sectors.
Promotion of this cooperation requires an instid-
tional setting that value and takes full advantage of
the unique and complementary roles that each can
play. This necessarily leads to more complex
housing production and financing mechanisms than
the ones observed in Chile. The Chilean housing
policy rather schematically separated the private
and public functions and the objectives of housing
and urban development policies. This led to a
situation in which the success of the housing policy
in producing houses and attracting private inves
ment has turned into a failure of the urban devé
opment objective to ensure good living conditions
for the population.
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