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Foreword

The importance of housing around the world cannot be overstated. Housing is a
critical necessity that in some countries is equated with a human right. Housing not
only provides shelter, but is the cornerstone of community life, the center of family
activities, and a reference point for societal esteem, as well as the most important
financial asset most households will ever acquire. In South Asia, which is home to
one in four people on the planet, every second person has an income below the
poverty line, and housing shortages have become a pervasive problem that has defied
resolution for decades. In India alone, more than 25 million families have no home.
Compounding the housing shortages are high room-density figures (more than
3.5 people per room in India and Pakistan) and the pervasiveness of slum dwelling
areas and squatter settlements, sometimes on footpaths or even in abandoned
sewage pipes. Nearly half of the major metropolitan areas in the region are taken up
by slum dwellings—Bangladesh alone has more than 2,100 slums, and India over
52,000. In Afghanistan, about 36 percent of people are not able to meet their basic
needs, and in Kabul city alone, nearly two-thirds of the housing stock has been dam-
aged or destroyed during the last three decades of war. Indian and Sri Lankan mort-
gage markets, the biggest in the region, are still dwarfed by Chinese mortgage
markets, at double the size relative to national income, and Malaysian markets,
roughly four times larger.

Several factors have contributed to the problem of inadequate housing. First,
rapid population growth in the region has added a considerable number of families
to the ranks of those in need of housing. Second, most population growth has
occurred in urban areas, resulting in rapid urbanization. The developing world
absorbs an average of 5 million new urban residents every month and is responsible
for 95 percent of the world’s urban population growth. In 1950, about 232 million
people lived in urban areas, which represented about 17 percent of Asia’s total
population. In 2005, Asia’s urban population had risen to 1.6 billion people, or about
40 percent of the region’s total population. By 2030, one out of every two urban
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residents in the world will be in Asia, and the vast majority of them will be urban
poor, living in poor habitats and in slums. Third, economic growth has contributed
to a significant increase in the size of the middle class in South Asia, where changing
culture and shrinking household size have fuelled demand for homes even further.

Fourth, household savings have been inadequate to fund housing for a consider-
able share of South Asian families, and housing finance has been limited. Banks have
been risk-averse in their exposure to lower-income clients, and slow to acquire mod-
ernized processes of bulk lending to higher-risk clients. Also, innovative microfinance
approaches have not spread as fast as needed. As a result, South Asia has the lowest
penetration of mortgage finance in the world. The supply of low-cost houses has not
been forthcoming on the part of developers, who face their own financing challenges
and regulatory constraints, as well as record high land prices. Fifth, another reason for
the housing shortage is that existing housing stock has been depleted due to poor
maintenance, civil strife, natural disasters, and other factors. The governments in
South Asia cannot be expected to provide a solution to a housing problem of such
proportions. Efforts on the regulatory front to provide an enabling environment with
an aim to promote housing development have in some cases been successful, but
urban planning, serviced land availability, and transport links from outskirts to places
of employment have been generally inadequate. The success stories from both the pri-
vate and public sectors need to be shared across South Asia, since housing is a com-
mon concern that can be better addressed by the exchange of knowledge and better
access to information.

The region’s housing institutions and central banks, aware of the importance of
housing, have taken important steps. In addition to the many ongoing national hous-
ing initiatives, a regional initiative called the South Asia Housing Finance Forum
(SAHF) is a key milestone, which serves as a more permanent platform for housing
issues in the region, with its Secretariat in Delhi, India. The SAHF’s purpose is to
promote better understanding and cooperation among the countries of the region on
issues relating to housing and housing finance. The first Advisory Board of SAHF
is chaired by Abdul Qadeer Fitrat (Da Afghanistan Bank), and consists of Mr. Kam-
ran Shahzad (State Bank of Pakistan), R.V. Verma (National Housing Bank India),
Mohammad Abul Quassem (Bangladesh Bank), PD.]. Fernando (Central Bank of Sri
Lanka), and Zaigham Mahmood Rizvi (SAHF Secretary General). Mr. Fitrat is the
chairman of the Advisory Board.

The forum has functioned since its founding in 2009 as a platform for knowledge
sharing and networking among countries, which will in turn help in policy design,
strategic intervention, and the design of different instruments for low-income hous-
ing and the housing finance market. The forum provides for the exchange of learn-
ing and best practices to facilitate a coordinated approach toward “Housing for All”
in the region. The forum promotes coalition and coordination among the South
Asian countries in determining their housing and housing finance solutions. SAHF
also tracks global housing market events and focuses on initiatives taken by the dif-
ferent member countries in their own regional contexts. The users of the platform
include institutions engaged in housing and housing finance—such as housing



Foreword

finance institutions, builders and other construction agencies—co-operatives,
government agencies, policy and regulatory bodies, and international financial insti-
tutions. The forum uses both a virtual platform (e-Portal) and a physical platform
(conferences, seminars, and publications). Steps have been initiated to expand the
forum’s coverage to the entire Asia-Pacific region.

Expanding Housing Finance to the Underserved in South Asia, a first regional effort
on the topic, examines housing needs and shortages in South Asia, and outlines
shortcomings of the market for home mortgages. The primary purpose of this book
is to pull together housing and housing finance information for the countries of
South Asia. Housing and housing finance data have been scarce in most countries in
the region, preventing policy makers, private sector businesses, and financial sector
stakeholders from enabling and improving these markets. The book presents illus-
trations of best practices and country-specific examples that can enable builder/
developers, mortgage lenders, and land administrators to create foreclosure and
other relevant regulations that will strengthen home ownership in South Asia.
Special emphasis is accorded to innovative solutions for low-income housing.
Finally, the book draws attention to regional challenges to efficient and effective
housing and housing finance markets and suggests an agenda for the future.

His Excellency Abdul Qadeer Fitrat, Governor,
Central Bank of Afghanistan and Chairman of SAHF

Zaigham Rizvi, Secretary General of SAHF
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Chapter n

Introduction

Currently, more than a billion people around the globe live in inadequate housing.
One in every four people on the planet lives in the South Asia region, and more than
14 percent of South Asians have no homes or live in such inadequate housing as
urban slums and squatter settlements. South Asia’s housing and housing finance
markets are dynamic, but limited in their outreach, catering to upper-income
groups. The impressively high growth rates of these markets give hope that housing
and housing finance services have the potential to be expanded to middle- and even
lower-income families. In some countries, such as India, this shift is already afoot.
The challenge is that South Asia is home to about half of the world’s poor people,
and these people require more complex housing solutions because existing market
terms are not directly affordable for them.

The contribution of the housing and real estate sector to overall economic
growth, social uplift, and employment is considerable in the context of the rapidly
expanding economies. Personal residences account for 75-90 percent of household
wealth in emerging-market countries, which amounts to three to six times their
annual income. Housing represents 15-40 percent of the monthly expenditure of
households worldwide. Similarly, economic development investment in housing
accounts for 15-35 percent of aggregate investment, whereas housing construction
and housing-related sectors constitute approximately 9 percent of the labor force
worldwide. In South Asia, 40-50 industries are considered to be directly linked
with housing construction. A unit increase in expenditure in this sector has a
multiplier effect and the capacity to generate income as great as five times the cost
of the unit. If the economy grows at the rate of 10 percent, the housing sector has
the capacity to grow at 14 percent and generate 3.2 million new jobs over a decade
(World Bank 2008a). In India, for example, for every rupee invested in housing,
Re 0.78 gets added to the national GDP. The National Housing Bank of India
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estimates that the construction sector provides direct employment to 16 percent of
India’s workforce; and the housing sector alone is the second-largest employment
generator after agriculture, accounting for 58 percent of the workforce in the con-
struction sector. Although the Pakistani construction sector has only a 2.3 percent
share in GDP, its share of the employed labor force is disproportionately large
(7 percent). Construction in Pakistan has been growing at an average annual rate
of 10.2 percent over the last five years (data from Pakistan’s House Building
Finance Corporation).

Housing finance plays a critical role in the development process by support-
ing strong housing markets, while strengthening the financial sector and con-
tributing to overall economic growth. With strong housing and housing finance
markets come many economic and social benefits, such as greater consumer
savings, more social and labor mobility, and increased investment. In addition,
strong housing markets support job creation in construction and manufacturing,
and they improve living conditions and basic infrastructure. The availability of
housing finance also has social implications. Where the rapid flow of population
to cities puts pressure on the housing supply, and where either new construction
is unable to keep up with escalating demand or the lack of financing makes
housing unaffordable, slums proliferate. Conversely, when mortgage financing is
available, the market for housing grows, and a larger share of the population can
become homeowners.

Housing and housing finance build assets and livelihoods, and thus contribute
toward poverty reduction. However, a housing finance system could provide benefits
to the economy beyond development of a housing market and contributions to
employment and growth. For example, instituting a sound property registration sys-
tem would enable entrepreneurs to use their property as collateral for business loans.
With transparent lending for housing, where risks can be measured and mitigated,
financial institutions would be able to put capital that they might otherwise have
held against residential mortgages to other productive uses, such as business lend-
ing. In addition, housing finance represents an important asset class in the financial
sector—an asset class that could help develop a long-term finance market for other
industries, including infrastructure development. And private sector lending for
housing would free scarce government resources for other social and economic
needs. Mortgage finance contributes to financial sector growth and accounts for a
sizable part of a liberalized financial sector. In the context of the global financial
crisis, it became clear that housing finance is critical to economic stability; and the
sector requires careful focus and prudent development.

South Asian countries have low levels of mortgage debt outstanding (ranging
from 0.1 percent to 7.0 percent), relative to all other regions globally (figure 1.1)
(World Bank 2008a). The low penetration implies room for growth. A number of
countries in the South Asia region are developing reform agendas that would
strengthen their housing finance systems. As a result, additional data, more infor-
mation on good practice in housing finance reforms, and country-specific examples
are in high demand.
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Figure 1.1 Ratio of Housing Debt to GDP, Selected Areas and Countries

South Asia
Afghanistan
Bangladesh

India
Pakistan
Sri Lanka

China

European Union

country/region

42.0
Malaysia
Thailand

50

percent

Source: World Bank 2008a.

Growth Potential of Housing Finance Markets

The world population is expected to reach 7.9-10.9 billion by 2050. Within the next
two decades, 60 percent of the world’s people will reside in urban areas. Urban
growth rates are highest in the developing world, which absorbs an average of 5 mil-
lion new urban residents every month and is responsible for 95 percent of the
world’s urban population growth (World Bank 2008a). Rapid economic growth in
the South Asia region, coupled with significant population increases and growing
urbanization trends (figures 1.2 and 1.3), make for a considerable potential for

Figure 1.2 GDP Growth Rate, 2007 and 2008
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Figure 1.3 Urban Population, 2008

40
35

30 27.1
95 | 24.0

36.2

295

20
15
10

b

0 T T T T
Afghanistan ~ Bangladesh India Pakistan Sri Lanka

15.1

percent of total country population

country

Source: World Bank 2009.

housing and housing finance growth. The factors contributing to urban migration
are greater economic growth, rising income levels, new employment opportunities
in the cities, occupational shift from agriculture to manufacturing and services, and
changing attitudes toward consumption and lifestyle. Household size is shrinking,
and a significant middle class will be forming in the coming decades, mostly com-
posed of young people who are eager to have their own, albeit modest, homes. This
increased demand will add to already existing urban housing shortages. The atti-
tudes to debt are changing, and a decreasing aversion to borrowing is observed, par-
ticularly for home ownership. High economic growth and remittances have created
a plentiful middle class, willing and able to pay for a home; but these factors also have
pushed up urban property prices. These developments are propitious to a scaled-up
outreach of housing and housing finance markets.

It is difficult to make precise estimates of the growth potential of the housing and
housing finance sectors in South Asia; however, it is possible to make some tentative
projections. Afghanistan’s potential financing needs amount to $276 million a year
for home improvement and new construction in Kabul’s informal housing sector
alone, involving total fixed private capital investment of $2.5 billion (excluding land
value). Microfinance clients in Afghanistan have demonstrated a large demand for
housing loans, often under the guise of business microloans. It is estimated that
20-25 percent of business loans there may have been used for home construction and
improvement (data from Da Afghanistan Bank). In Bangladesh, fully 3.5 million
people in rural areas are without shelter. In urban areas, about 21 million people
belong to the lower-income groups, residing in 1.9-3.0 million (mostly temporary)
dwellings that require incremental construction and repair (data from Bangladesh
House Building Finance Corporation). Thus, the potential housing finance demand
is considerable. In India, the National Housing Bank estimates investment for meet-
ing housing needs to 2012 at $108 billion. In urban Pakistan, for 2009 alone, pro-
jected effective demand amounts to 470,000 housing units, at a total construction
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cost of $5.6 billion, or a requirement of $2.0 billion (1.26 percent of Pakistan’s GDP)
in financing. Mortgage financing requirements in Sri Lanka are projected at up to
$8.8 billion by 2020 (data from the Central Bank of Sri Lanka).

Summary of Key Challenges

In South Asia, housing finance reaches the upper-income population groups; and
the main challenge is to expand access to the middle- and lower-income groups,
developing housing and housing finance markets that are both sound and accessible.
The markets need balanced funding models and a diversified toolbox of instruments
for different lenders. Complicating factors include the rapid increase of land prices
in most countries over the past decade; poor legal infrastructure; deficient financial
systems; a dearth of long-term funding at fixed rates; limited developer finance; and
problematic access to housing finance for low-income, rural, and informal popula-
tion groups (box 1.1). Sound and prudential regulations for housing finance, inno-
vative housing finance products, and increased mortgage affordability will con-
tribute to an expanded market for housing and to vibrant and fast-growing housing
finance systems and products. Islamic finance is an area that could match demand in
underserved market segments, and it needs to be developed. A sharper focus on sec-
ondary market finance is appropriate; mortgage refinancing companies are key to
the provision of long-term funding, standardization, and stabilization of mortgage
markets.

One of the most difficult obstacles that the housing and housing finance sectors
are facing at the moment is the inefficiency of the overall regulatory regime, includ-
ing foreclosure and land administration frameworks. Land and titling procedures,
registration procedures and costs, and a poor regulatory framework for housing and
real estate stifle housing markets, as does the lack of an organized database and key
information on the housing and housing finance sectors. Other challenges include
insufficient developed land and inappropriate land planning and urban development

Box 1.1 Twin Challenges: High Property Prices and Expensive Mortgages

In Bangladesh, improving the loan terms from 10- or 15-year maturity and 14-15 percent inter-
est rates to 20-year maturity at 8 percent interest would double the population that can afford
mortgage finance from 0.28 million to 0.56 million households. Lowering the average property
price from a typical Tk 2.0 million ($29,000) to Tk 0.7 million ($10,000) quadruples the market to
2.24 million households, or 40 percent of the urban population.

Source: Author’s calculations.
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policies driving up real estate prices, sluggish building supply, poor government
success in addressing low-income housing needs, and lack of commercially viable
housing microfinance lending. Public-private partnerships and creative cooperative
solutions for low-cost housing are especially promising.

Objectives of the Report

The report reviews key issues affecting the state of development of the housing and
housing finance systems in the South Asia region, including Afghanistan,
Bangladesh, India, Pakistan, and Sri Lanka. Four key dimensions of housing finance
that affect the market include housing availability, financial instruments and institu-
tions, low-income housing, and mortgage market infrastructure. Policy and reform
options to improve the framework for housing finance are discussed in the context
of the South Asia region. The report specifically focuses on taking stock of the cur-
rent state of housing finance in South Asian countries, identifying critical areas for
long- and short-term reform and sharing lessons from reformers both within and
outside the region.

When discussing housing finance in South Asia, one is faced with a segmented
market. The market caters to upper-income groups, where supply is ample from
both developers and financial outfits. Prices in this market are not affordable to the
middle- and lower-income groups. The housing finance market has exhibited fast
growth, very healthy development, and considerable success and sophistication,
driven by steady property price escalation in the past decades. The upper-income
market has remained unaffordable even to middle-class families, however. This
report necessarily focuses on the market shortcomings as they concern these middle-
and lower-income housing and housing finance markets; and frequently it does not
discuss in thorough detail the upper-income, smoothly functioning housing and
housing finance markets in the region.

Scope of the Report

This report is based on five country-specific studies conducted by the World Bank
Group, which were rewritten and updated as needed, and supplemented by further
research on location.! Looking forward, this regional effort hopes to extend its scope
to all countries in South Asia, based on further housing and housing finance work
carried out in the region, notably extending the work to Bhutan, Maldives, and
Nepal.

Note

1. The country-specific studies are Monitor Group (2007) and World Bank (2004, 2006, 2007,
2008b).



Introduction

References

Monitor Group. 2007. “Expanding the Housing Finance Market to Cover Lower Middle
Income Segments in India.” Unpublished manuscript prepared for the World Bank and the
Financial Sector Reform and Strengthening Initiative, Cambridge, MA.

World Bank. 2004. “Housing Finance Reforms in Bangladesh: Unleashing Supply to Meet
Growing Demand.” South Asia Private and Financial Sector, Washington, DC.

. 2006. “Improving the Performance of the Housing, Tourism, and Retail Sectors.”

Foreign Investment Advisory Service, Washington, DC.

. 2007. “Housing Finance in Sri Lanka: Opportunities and Challenges.” South Asia
Private and Financial Sector, Washington, DC.

. 2008a. “Financing Homes: Comparing Regulations in 42 Countries.” Washington,
DC.

. 2008b. “Housing Finance in Afghanistan: Challenges and Opportunities.” South Asia

Private and Financial Sector, Washington, DC.
. 2009. World Development Indicators 2009. Washington, DC.







Chapter E

Housing Demand

Housing shortages are not present at high-income levels in South Asia, but are a con-
cern among middle- and low-income groups. This is the result of rapid population
growth, increased urbanization, high income inequality, and displacement of people
by natural disasters and conflict. Large-scale slums and informal settlements that
prevail in almost all South Asian countries underline the urgency of meeting the
demand for homes.

There is a shortage of more than 38 million housing units in the region, not
counting housing in need of repair or replacement (figure 2.1). Taking into account
average household size, this translates to 212.5 million homeless people, 14 percent
of a total region population of 1.5 billion. The current need for new housing units in
Afghanistan is estimated at more than 1 million, with 70 percent of these units
required in urban areas. In Bangladesh, housing needs extend to about 5 million
units, with 1.0-1.5 million needed in urban areas. The urban housing backlog in
India is estimated at 27 million, and a major part of it is in the low-income category.
About 71 percent of urban households in India live in overcrowded dwellings.
The housing backlog in Pakistan was at an estimated 7.57 million units in 2009—
2.5 million of them in urban areas. Official estimates put the existing demand-supply
gap at 350,000 housing units in Sri Lanka, and the overall shortage could exceed
650,000 units in 2010. In general terms, worse urban shortages are hiding behind
squatter settlements and higher persons-per-room densities. The average persons-
per-room count in urban areas is high: 3.5 in India and Pakistan. That density is
comparable regionally, but worse than in developed countries: density is 0.5 persons
per room in the United States and 1.1 in the European Union. Density in Sri Lanka
is an outlier at 1.1 persons per room.!

South Asian slums and informal settlements are overcrowded and have unsani-
tary living conditions: no proper electricity supply, lack of clean drinking water
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Figure 2.1 Housing Shortages in South Asia, 2008
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and/or heating. Moreover, because properties in shantytowns are devoid of legal
titles, formal financing does not reach these informal settlements. The absence of
legal titles and the constant fear of being expelled from current dwellings also
discourage people from investing in house infrastructure and improving their
homes. Informal settlements provide shelter for 80 percent of Kabul’s population
(2.44 million people) and cover 69 percent of Kabul’s residential land, including
10,000 people living in tents and 5,000 living in destroyed buildings. In the infor-
mal settlements of Kabul (both legal and illegal), it is estimated that more than two
thirds of houses are occupied by more than one family. Almost 9 of every 10 fami-
lies in informal housing live in only one or two rooms (table 2.1) (data from Da
Afghanistan Bank).

Table 2.1 Glum Reality in the Slums: Statistics

Country Slums Statistics
Afghanistan 80 percent of the Kabul population (2.44 million) lives in slums.
Bangladesh There are 2,100 slums; more than 2 million people in Dhaka either

live in slums or are without any proper shelter.

India There are 52,000 slums holding 8 million urban households,
representing about 14 percent of the total urban population.

Pakistan Karachi alone has 600-800 slums, sheltering about
7.6 million people (or 1 million households) out of the total city
population of 15.1 million people.

Sri Lanka A considerable share of the population of Sri Lanka lives in
plantations, slums, and shanties.

Sources: Data from appendixes A through E of this volume.
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Bangladesh has more than 2,100 slums, and more than 2 million people in Dhaka
either live in slums or are without any proper shelter. Of the 3 million urban low-
income Bangladeshi households, roughly half are estimated to be located in slums
(both owner occupied and rented), sometimes on squatted land. Formal slums (with
full land ownership, but in bad maintenance condition and badly overcrowded
because of urbanization) take another quarter of the dwellings in this group. Other
categories of low-income housing include government-provided squatter resettle-
ment camps, plots of land with basic services that are provided on a leasehold basis;
employee housing consisting mostly of small apartments in high-rise complexes
provided by the government; makeshift houses built by squatters on illegally occu-
pied public or private land; and pavement dwellings (data from Bangladesh House
Building Finance Corporation).

The slums and squatter settlements in India number 52,000 and hold 8 million
urban households, representing about 14 percent of the total urban population.
Pakistan’s lower-income groups expand into illegal habitats and squatter settlements
in major cities. More than 50 percent of the urban population lives in slum areas in
Pakistan. Karachi alone has between 600 and 800 shantytowns, sheltering more than
7.6 million people out of the total city population of 15.1 million people. Slums are
not as prevalent in Sri Lanka (only 1.5 percent), although estate housing is charac-
terized by abject living conditions.

Note

1. Unless otherwise noted, all data provided in this chapter are from background papers prepared
by Zaigham Rizvi in 2009.

Reference

World Bank. 2009. World Development Indicators 2009. Washington, DC.

"







Chapter B

Housing Supply

Current State of Housing

Not all houses in South Asian countries are permanent dwellings (table 3.1).
Afghanistan’s housing stock is in poor condition, damaged, or destroyed, with a
majority of housing units located in unplanned areas. In Bangladesh, only 23 percent
of housing in urban areas and merely 2 percent in rural areas is permanent housing.'
Even among the housing defined as permanent, there are many types of dwelling
places with some degree of permanency, ranging from construction with brick
masonry and reinforced cement concrete pillars to tin-roofed and tin-walled houses.
Close to half of all housing units in Bangladesh are constructed entirely of temporary
materials and are predominantly occupied by the rural poor. Fully 3.5 million people
in rural areas are without shelter. In urban areas where incomes are higher, the lowest-
income groups are estimated at 70 percent of the population (about 21 million people
in 3 million households). Urban dwelling units are estimated at between 3.5 and
4.0 million, of which 1.9-3.0 million are temporary. The heterogeneity of housing
makes it difficult to estimate construction and housing materials costs, and compli-
cates the measurement of real estate price indexes.

The Indian housing market is highly fragmented, with the unorganized sector
accounting for more than 70 percent of the housing units constructed. It is estimated
that, at the beginning of 2006, the total housing stock in the country stood at
211.86 million units (153.03 million units in rural areas and 58.83 million units in
urban areas), out of a total of 222.93 million households (156.63 million households
in rural areas and 66.30 million households in urban areas). Of the total estimated
housing stock, 117.63 million houses are pucca houses, 65.53 million units are semi-
pucca houses, and the remaining 28.70 million units are kutcha houses that need

replacement.?
13
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Table 3.1 Prevalence of Temporary Housing in South Asia

Country

Temporary Housing

Afghanistan

No reliable data

Bangladesh 50 percent of all housing
India 45 percent of all housing
Pakistan 39 percent of all housing
Sri Lanka 20 percent of housing units have mud floors

Source: Zaigham Rizvi, 2009.

In Pakistan, about one third of available housing units are urban, and the rest are
rural. Approximately 40 percent of houses are semi-pucca (semi-permanent) houses,
most without planned sanitation or sewerage systems; 39 percent are kutcha (tem-
porary) houses with minimal water supply and sanitation or drainage services; and
only 21 percent are modern brick constructions.

In Sri Lanka, building units are classified as housing units (including single
house, attached house, flat, estate [line room] house, and slum/shanty—the last
being 1.3 percent of all housing units) or other dwellings (including collective living
quarters, institutions, and nonhousing units). Colombo buildings are about 82 per-
cent housing units and 18 percent other dwellings. Estate housing is not present
in Colombo, but is very prevalent in rural areas. For roofing, mostly tiles are used
(58.6 percent), followed by asbestos and metal sheets. About 55 percent of the house-
holds have brick walls and 20 percent have walls of cement block; 80 percent have
cement floors. Nationwide, 20 percent of houses still have mud floors.

Development of Housing Stock

The sheer scale of housing shortages makes it impossible for government alone to
provide sufficient housing for low-income groups. The considerable housing
shortages require a large-scale solution that realistically can be provided only by a
functioning market. In some countries, such as India, private developers have been
stepping in as they discover that cheaper housing is actually capable of presenting
good commercial opportunities. However, most of the industry in South Asia has
remained focused on the upper-income end of the scale. That focus can be cost effec-
tive based on traditional products and processes, without the need for costly inno-
vation. Faster reorientation of the building industry to lower-income construction is
predicated on two conditions: developer finance and efficient land administration.
Sound governance, professional standards and norms, transparency, and good
consumer protection will help as well.

The current land development framework is inefficient in some countries,® and it
acts as a critical bottleneck to the availability of developed land in the market. In
some countries, the government still has to reorient from housing provision to
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regulation. Land development is plagued with legal and administrative burdens,
which increase the costs and time for delivery and reduce the availability of devel-
oped land. The institutional framework for identifying, acquiring, and servicing land
available for construction, and subsequently selling the constructed housing units, is
underdeveloped. Some of the factors causing this shortcoming are poor master plan-
ning, governance issues at national and local government levels, multiple institutions
and administrative procedures, problematic zoning restrictions, restrictive building
codes, and unreliable utility connections. In addition to regulatory inefficiencies,
physical land scarcity is a constraint (for example, in Bangladesh). The conversion of
rural land into urban land at the town periphery is a key means of increasing the
supply of land, which should be most beneficial for the lower classes (including
farmers). The process is made problematic by local and provincial governments’ ill-
inspired interventions, however. Overly restrictive building codes and laws on sub-
division limit the efficient use of urban land and increase the price to consumers,
especially in zones where land prices are high. Poor incentives and poor efficiency
within government-controlled companies, especially in power and gas industries,
can delay large-scale construction projects considerably. Scarcity of developed land
at affordable prices beyond the highest-income groups has been the biggest challenge
for policy makers and the housing sector.

There are roughly 800 developers in Bangladesh, and the market is active and rel-
atively competitive. The housing development process is lengthy and costly. That
results from poor preparation of master plans and the dearth of planning profes-
sionals in the Bangladesh public sector, and from inadequate infrastructure provi-
sion, land acquisition, development, construction, and mortgage financing.

In India, housing construction is managed mostly by the owners who engage the
services of small contractors. In some larger metropolitan areas, builders and develop-
ers have played a role in supplying housing by building high-rise, multifamily units and,
more recently, by developing large-scale vertical and horizontal residential complexes.

Pakistan is another example where the current land development framework is
highly inefficient and acts as a critical bottleneck to the availability of developed land
in the market. Private developers in Pakistan are relatively dynamic and have been
engaging in considerable activity, including large infrastructure projects.

In Sri Lanka, the developer market is not as active; and self-construction is the
norm because owners prefer to act as their own general contractors.

Virtually all developer activity in South Asia is focused on the upper-income sec-
tion of the population. Although the high-end market is small in absolute numbers,
it is large enough to take more than the supply of housing that builders are capable of
producing, and to provide high margins and a quick turnover. That leaves a consid-
erable gap in housing development and provision for middle- and lower-income
groups. In India, however, some medium and small developers see low-income hous-
ing as a good commercial opportunity, and they have developed viable and profitable
models to serve lower-income groups. Their efforts are worthy of emulation across
the region (appendix C, box C.1 and the “Housing Microfinance and Low-Income
Housing” section). Public-private partnerships have also been extremely effective in

15




Expanding Housing Finance to the Underserved in South Asia

16

international experience in assisting and encouraging small-scale developers to build
affordable housing.

Construction Quality and Enforcement of Construction Standards

Poor construction quality and noncompliance with construction standards resulting
from poor enforcement are common features of the South Asian housing market.
There is a lack of quality control in the materials sector, inadequate supervision, and
limited enforcement of building codes. In the absence of oversight, most home con-
struction follows neither the code nor approved blueprints. Moreover, most houses
that are being built are not durable and require much maintenance. There is very
limited application of robust, low-cost technologies in the region, although such
construction is critically needed. Most housing developments are being done by
local, poor-quality construction companies; except in India, no serious attempts
have been made to establish technical collaboration with globally acknowledged low-
cost construction technology providers.

Housing Costs

In the last decade, there has been an unprecedented rise in South Asian property
prices. This rise has impaired affordability considerably, especially for low- and
middle-income families. Increases in housing prices are driven mostly by the costs of
land and construction materials, which in turn are increased by rising demand,
urbanization, high economic growth, increasing remittances, limited availability of
land, speculative trade in real estate, and rising international materials prices.

In Afghanistan, the cost to construct low-income housing might range from $15
to $20 per square foot. High-income dwelling prices stand at $19 per square foot.
Home improvement costs range between $100 and $5,000 per housing unit. In
Bangladesh, prices have grown at 15-16 percent, much above the general cost-of-
living level. The least expensive residential land in Dhaka costs approximately $27 per
square foot, and upscale areas can be priced as high as $60 per square foot. In the case
of India, although urban housing prices have risen by 30-40 percent annually, salaries
have increased by an annual average of 20 percent over the last two years. In South
Mumbai, the price per square foot increased from $215 in 2004 to $430 in 2006. In
central Delhi, land price per square foot doubled from $193 in 2005 to $387 in 2006.
For a typical property in Mumbai, affordability has declined from 4.4 times in 2004
to 5.5 times in 2006 (and prices declined in 2008, resuming their ascent thereafter).

In Pakistan, costs range from $9.6 to $12.0 per square foot for low-cost housing,
from $16.7 to $19.1 per square foot for middle-cost housing, and PRs 26.3 to
PRs 35.8 per square foot for high-end housing. The cost of construction in Sri Lanka
increased about threefold between 1990 and 2005. Building materials that registered
substantial price increases since 1990 include sand (1,070 percent), timber (568 per-
cent), and bricks (678 percent). Labor cost increased by nearly 250 percent during
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that period. Some countries (such as India) have successfully counteracted the land
price increases by carefully crafted land-use policies and urban planning, giving a
chance at housing affordability to middle- and lower-income households.

Housing Price Index

The importance of housing and real estate as major areas for creation of both phys-
ical and financial assets and their contributions to overall national wealth suggest the
need for setting up a mechanism that could track the movement of prices in the res-
idential housing segment. Regular monitoring of house prices can be useful input for
a variety of housing sector stakeholders—including policy makers—and can pro-
mote secondary housing markets. India is the only country in South Asia with a
housing price index, the RESIDEX, launched by the National Housing Bank in 2007
(see appendix C). Price indexes are useful as tools for both housing policy and finan-
cial stability support.

Secondary Property Markets

Secondary markets for property are limited, potentially compounded by a speculative
attitude toward property prices. Secondary markets in South Asia are sluggish, and
suffer from a lack of transparency, from price speculation, and from sales involving
legally imperfect documentation. There is a dual pricing system as a result of high
property costs and in an effort to avoid taxes, which obstructs revenue collection, lim-
its transparency, and acts as an obstacle to market liquidity. Weak market signals in
the mortgage market and a lack of foreclosure enforcement do not help. Institutional
mechanisms and the legal framework are not in place to stimulate a smoothly func-
tioning real estate transactions market. Specifically, bottlenecks are created by the lack
of secondary housing market infrastructure and by a high transfer tax. In Bangladesh,
for example, the transfer tax rate is extremely high (12.5 percent of gross price), and
it strongly discourages the transfer of assets. There is a dearth of real estate specialists,
including brokers and appraisers, and information on market prices and valuation is
poor. Secondary market links supporting both the housing and housing finance
industries could substantially contribute to market growth.

Notes

1. Unless otherwise noted, all data provided in this chapter are from background papers prepared
by Zaigham Rizvi in 2009.

2. A kutcha house is one built with nondurable materials like unburned bricks, mud, thatches,
leaves, and either timber or bamboo. A pucca house is one built with permanent materials like
oven-burned bricks, concrete, iron, or other metal sheets and timber. A semi-pucca is a hybrid
of kutcha and pucca construction materials.

3. India is an example where the framework does function well.
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Housing Finance Institutions
and Instruments

Financial markets, dominated by large banking sectors in South Asia, have seen a
gradual liberalization in recent decades, and have been exhibiting remarkable
growth as a result (box 4.1).! Yet outreach remains limited, in view of extensive rural
populations and predominating informality of finances for lower-income groups.
Financial services have been limited to basic products, and have extended in a very
modest manner into housing or related insurance products. Most banks avoid lend-
ing for housing, which typically involves long-term commitments to clients. Among
the main reasons for this are the lack of an adequate supporting legal framework,
including poor foreclosure and eviction procedures and land titling regimes; absence
of reliable property valuation; lack of a well-functioning collateral system; a missing
yield curve; and absence of long-term treasury instruments in some countries. Fur-
ther complications include weak competition in the financial sector, poor trans-
parency, underdeveloped market structural features such as second-tier lenders, and
the lack of a level playing field for financial institutions. Funding distortions tend to
handicap the most dynamic and efficient actors; and in some countries, a legacy of
a high level of nonperforming housing loans among state-owned banks plagues the
system to this day.

However, housing finance is growing at very high rates, albeit from a very low
base, spurred on by high excess demand and market innovations to increase supply
(figure 4.1). In Bangladesh, the sector as a whole stood at Tk 142.5 billion, or a little
over 6 percent of total credit to the private sector. In India, mortgage growth was
about 30.0 percent in 2003—07, before the impact of the global financial crisis was
felt. In Pakistan, the housing market grew only by 1.3 percent from March 2008 to
March 2009, but earlier growth rates were in double digits. In Sri Lanka, housing
lending makes up about 3.4 percent of total financial assets.

19
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Box 4.1 Successful Financial Sector Development in India

The Indian financial sector has steadily increased its spread and outreach in the past several
decades. The banking and nonbanking sectors experienced market-based reforms. Interest
rates were liberalized. Capital markets were deregulated and opened to international flows.
Private entry into banking and insurance increased the contestability of the domestic financial
market. Important public sector financial institutions, such as ICICI Bank, were made private,
thus putting competitive pressure on the system. As a result, financial depth has increased sub-
stantially, and regulatory oversight and risk management have been strengthened. Outcomes
on nonperforming assets and capital-to-risk-weighted assets have improved significantly, and
compare favorably with international benchmarks. Banks have experienced strong balance
sheet growth, improved financial health, increased competitiveness, and productivity gains
through adoption of technology, wider outreach, and larger allocations of credit to important
productive sectors. India’s capital markets have deepened and matured over time to become
the largest markets in developing countries, relative to GDP (155 percent in 2007, 53 percent in
2008 after the crisis). The size of the government bond market is also significant, at about
42 percent of GDP. India’s ratio of financial assets to GDP, at approximately 170 percent, is higher
than that in such middle-income countries as Brazil and Mexico. The ratio of domestic bank credit
to GDP has been growing steadily, from 29.0 percent in 2000 to 54.5 percent in 2008.

Source: World Bank 2009.
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Figure 4.1 Growth Rates of the South Asia Housing Finance Industry, 2007-08
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Traditional Mortgage Lending

In South Asia, the banking sector generally dominates the financial system, and non-
banking financial institutions play a small role. In India, for example, nonbanking
assets amount to barely 0.2 percent of banking assets. Traditionally, banks have also
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Table 4.1 Typical Mortgage Terms in South Asia

Country Mortgage Terms
Afghanistan $10,000-$20,000, 12%, 20-year maturity
Bangladesh $36,300-$43,600, 14-15%, 10-15-year maturity; restrictive loan-to-

cost maximumes (capped at 70% generally, but averaging 50% in

practice); interest rates mostly variable

India $30,000 on average, 12%, 13-year maturity, “plain vanilla” home
amortizing loans, on predominantly floating rates and with
prepayment penalties; average loan-to-value ratio of 65% (maximum

85% at origination)

Pakistan $21,000-$44,400 on average, 15-17%, 12.5-year maturity on
average
Sri Lanka $10,000-$40,000, 15-17%, 15-25-year maturity on average;

generally fixed rates by state-owned banks and variable rates by

private banks

Source: Zaigham Rizvi, 2009.

been the providers of housing finance. Their services have been limited to the upper-
income, formally employed population groups. In some state-owned commercial
banks, a legacy of inefficiency subsidies and resultant bad mortgage debt still per-
sists. Private and foreign banks are more aggressive in new financial services, includ-
ing housing finance, although foreign banks have specialized more in construction
lending and larger housing finance, feeling a weaker local experience and higher
transaction costs. Nevertheless, mortgage products remain inflexible and mostly
unaffordable. Mortgage terms are geared to high-income borrowers, with minimum
loan amounts of approximately $20,000-$30,000 in most countries and interest rates
in the teens. Maximal maturities are low (10-20 years), and loan-to-value ratios are
cautious (starting at about 50 percent). Fixed-rate mortgages are hard to get
(table 4.1). The country appendixes in this volume provide a detailed review of
housing finance market players and available statistics.

The outreach of financial services in Afghanistan remains very limited, although
they are expanding. The housing sector, in particular, has almost no access to bank
credit. The absence of major laws, including the long-awaited mortgage law, is at the
root of these developments. Two state-owned banks, Bank-e-Millie Afghan and
Pashtany Bank, have made small forays into the housing finance market. Most com-
mercial banks, along with microfinance institutions, are keen to launch housing
finance products in the near future. Traditional mortgage finance in Bangladesh
dominates the market as well (table 4.2), with nationalized commercial banks and
private and foreign commercial banks holding 23.6 percent and 35.7 percent market
shares, respectively.

The housing finance market in India is serviced by a variety of financial institu-
tions, including scheduled commercial banks, scheduled cooperative banks, regional
rural banks, housing finance companies (HFCs), and state-level apex cooperative
housing finance societies. The housing finance market is concentrated, with four
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Table 4.2 Total Mortgage Balances Outstanding and Market Shares

State Private
Specialized Specialized Islamic
Country Bank Mortgage Mortgage Mortgage Mortgage
(Balance) Financing (%) Financing (%)  Financing (%) Financing (%)
Afghanistan (no 100 0 0 No separate estimate
balance available) exists; amount is
included in “Bank
Mortgage Financing”
column
Bangladesh 64 17 12 7
(Tk 142.4 billion)
India 66 4 30 No separate estimate
(Rs 3,970.0 billion) exists; amount is
included in “Bank
Mortgage Financing”
column
Pakistan 76 13 0 11
(PRs 89.9 billion)
Sri Lanka 75 25 0 0

(SL Rs 181.0 billion)

Source: Zaigham Rizvi, 2009.

financial institutions controlling more than two thirds of the market. In contrast to
other South Asian countries, the central bank, Reserve Bank of India, shares regula-
tory oversight of the housing sector with the National Housing Bank, the second-tier
refinancing institution that is also responsible for regulating HFCs. Indian banks
account for roughly two thirds of the market, having overtaken the HFCs, which had
enjoyed a considerable lead. Lending for housing by commercial banks as a percent
of gross credit outstanding was up from roughly 4 percent in 2001 to about 11 per-
cent in 2008.

In Pakistan, the share of commercial banks in housing finance grew from 10 percent
in 2003 to more than 70 percent in 2009. However, the state-owned Bangladesh House
Building Finance Corporation (BHBFC) is the only institution that caters to the financ-
ing needs of middle- and low-income groups, servicing some 71 percent of housing
finance borrowers. Banks dominate housing lending in Sri Lanka as well, where private
specialized mortgage lenders are not well developed. In fact, banks and state-owned
specialized mortgage lenders are the sole players in the country’s market.

State-Owned Specialized Housing Banks

To fill in the gaps left by commercial bank mortgage lending, especially for lower-
middle- and low-income, remote rural, or informally employed population groups,
South Asian countries have established state-owned housing banks, which usually
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enjoy privileged terms and funding. Generally, these banks have been inefficient in
terms of operating costs and delays. They have failed to reach the lower-income
groups or people who are informally employed. Afghanistan experimented unsuc-
cessfully with a state housing bank prior to 2002, but its operating performance and
loan portfolio were so weak that it failed to obtain a provisional license in 2003 under
the new Banking Law. A new specialized institution is being planned, under a public-
private partnership, with management control in the private sector. The proposed
institution will have a business focus on the middle- and high-income end of the
population.

The BHBEC, the state housing bank, remains a dominant market player, despite
its modest size (about 1,100 loans disbursed annually to a total of Tk 1.2 billion, with
an overall 45,000 loans in stock and 550 employees). The institution is beset by a
poor governance structure, misaligned operational incentives, high nonperforming
loans, and ill-targeted government subsidies. The bank takes months to approve a
loan, suffers prohibitive operating costs per loan, and offers a limited product range.
In spite of these shortcomings, it is the only institution serving the low- and middle-
income housing segment and a wider geographic area beyond Dhaka and a few
larger cities.

India’s National Housing Bank is a second-tier housing finance institution that
refinances primary lenders, including HFCs and banks. It also lends directly to proj-
ects undertaken by public housing agencies for housing construction and develop-
ment of housing-related infrastructure. This is the only second-tier institution in the
South Asia region’s housing finance market (box 4.2).

Compared with the commercial banking sector, Pakistan’s HBFC is remarkably
focused on lower-income groups. The average loan size is PRs 1.08 million, com-
pared with an average of PRs 2.29 million in the case of private sector banks,

Box 4.2 Securitization in India

There have been more than 500 issuances of asset-backed securities in India, amounting to
Rs 900 billion as of mid-2009. Although asset-backed securitization has grown on the back of
the retail boom, mortgage-backed securitization remained rare because regulations and liquid-
ity issues make direct assignment preferable. There is no secondary market for these securities
as yet, and cross-border issuances are not currently allowed. The residential mortgage-backed
securities issues were based on conforming mortgages with standardized pool selection crite-
ria. The requirements included a seasoning rule and consistent performance, high collection effi-
ciencies, consistent payments to investors, servicer audit, special-purpose vehicle audit, and
surveillance by rating agencies. The 14 deals made by the National Housing Bank were pre-
dominantly direct assignment deals, asset-backed securities transactions with simple struc-
tures, single tranche, and credit enhancement (primarily cash collateral). For more information,
see the “National Housing Bank” and “Securitization” sections of appendix C.
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PRs 1.75 million for public sector banks, and PRs 2.68 million for foreign banks. The
institution has been reforming and modernizing in the past few years, and can show
some impressive results in operating costs and shortened delays for loan approvals.
The central bank, State Bank of Pakistan, is now working to set up a long-term
liquidity institution (the Pakistan Mortgage Refinance Company). In Sri Lanka, state
banks are similarly inefficient and poorly competitive. Their focus is more on lower-
income clients, but their impact on the market is weak.

Private Specialized Mortgage Lenders

In response to remaining excess demand for home funding, many innovative private
sector specialized institutions have appeared, extending the housing market down
the income scale (box 4.3 and the “Power of Microfinance” section of chapter 5). The
microfinance sector has expanded into housing from the lower end of the income
spectrum, lending for home improvement instead of home purchase. These initia-
tives have been sensitive to the specificity of low-income group needs—the lack of
formal documentation or even title to the land; irregular earnings that cannot be
documented; and cultural, religious, and gender constraints such as the reluctance of
women in some regions to leave their houses. These institutions have not only diver-
sified products but also segmented clients to handle risk better and process a larger
number of smaller mortgages more cheaply and efficiently. The sector still struggles
with attaining access to long-term, low-cost funding, in a market competition with
banks that have access to cheap deposit funds.

As a case in point, over the last decade, Indian HFCs have lost considerable mar-
ket share to commercial banks that have the cheaper funding advantage—access to
deposits. Some HECs are public or use government funding to cope with the lack of

Box 43 Dynamic Specialized Mortgage Lenders in Bangladesh

Private institutions specializing in housing finance in Bangladesh have made remarkable strides
in a short time. The management teams at Delta Brac Housing Finance Corporation Limited,
National Housing Finance and Investments Limited, and IDLC Finance Limited, aspiring to the
same professional standards as their counterparts in other areas of the world, have made sub-
stantial progress in underwriting, loan servicing, streamlining local decisions, eliminating delays,
and increasing transparency. With a national market share of 6.7 percent, Delta Brac has done
particularly impressive work in putting together credit histories of potential borrowers and
beginning to correlate credit history with loan performance. Still, these institutions focus on
clients at the upper- and upper-middle-income levels. Specialized financial institutions have also
made strides in loan servicing. A vigilant surveillance system, keeping careful track of delin-
quencies and communicating with borrowers via cell phones and automated messaging at the
first sign of trouble, maintains nonperforming loans at 0.5 percent.
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a level playing field in funding costs. A funding advantage is also enjoyed by HFCs
owned by commercial banks. For the rest, funding sources include commercial
banks, bonds and debentures, refinancing from the National Housing Bank, term
deposits (because HFCs are not allowed to have checking and savings accounts),
loan assignment, and mortgage-backed securitization. But HFCs perform an
extremely useful role in the housing finance market. They provide smaller loans to
lower-income clients, and their performance is comparable to that of banks—a
capital-to-risk-weighted-assets ratio well above the prescribed 12 percent and non-
performing loans at 2.2 percent (banks maintain them around 1.0 percent). HDFC
Bank, the largest HFC in India, has an asset size of more than Rs 850 billion and
3.3 million mortgages financed (compared with 4.5 million financed by the entire
banking sector). It enjoys a widespread geographic presence, a very nominal share
of nonperforming loans, the right to accept deposits, and a position in the financial
market permitting it to float its own bonds and mortgage-backed securities. Its total
loan write-offs since inception are only 4 basis points of cumulative disbursements,
and its cost-to-income ratio is 8.8 percent—one of the lowest in financial services
in Asia.

The lack of a level playing field for funding is a pervasive factor in most South
Asian countries. In Pakistan, funding disadvantages have eliminated the specialized
housing finance sector, including companies like Asian Housing Finance Limited,
Citibank Housing Finance Company, and International Housing Finance Limited.

Islamic Housing Finance

South Asia has a considerable potential to absorb Islamic financial opportunities and
instruments. This mode of finance can play an important role because it often targets
customers with lower-than-average incomes. One of the most popular housing prod-
ucts in Islamic finance is diminishing musharakah, a declining-balance/shared-equity
partnership. With this product, both parties share the risks and obligations related to
the property. Ownership of the property is divided into equal units and is purchased
regularly by the customer. Under this arrangement, leasing and selling contracts must
be conducted separately. The main steps involved in diminishing musharakah require
the consumer to select a house and obtain approval for financing. The financier and
consumer then jointly buy the house and obtain joint-ownership title through a
musharakah agreement. The consumer leases the house from the financier, and even-
tually buys out the financier’s equity, thus getting sole title to the property.

A simplified version of home finance is a sort of lease-buyback arrangement.
Under these loans, known as murabaha, the bank buys the property and resells it to
the client at a markup, owning the property outright until final payment—an
arrangement offering the bank a level of security not available with a traditional
mortgage. The murabaha may enable banks to overcome some difficulties posed by
poorly functioning foreclosure frameworks. Although Islamic banking is growing
substantially and has massive untapped potential, there is a need to introduce more
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Shar’ia-compliant products to meet the varied needs of customers. Although Afghan
banks are only experimenting with such instruments, the Islami Bank Bangladesh
Limited (Bangladesh) holds a 6.6 percent market share of housing finance in
Bangladesh, and is the largest private commercial bank. In Pakistan, Islamic housing
finance increased by 43 percent from January 2008 to March 2009. Islamic banks
more generally have an 11 percent share in total outstanding loans in Pakistan, and
they have showed the highest growth in the financial sector (21.5 percent). It is sur-
prising that Islamic banks have not played any role in lower- and middle-income
home financing.

Large-Scale Project Finance

One of the major stumbling blocks for large-scale construction market development,
especially for low-income housing, has been the dearth of developer financing. Fund-
ing for builders is limited because of the underlying risks involved. As a result, land
acquisition for housing development is mostly funded by equity. That in turn con-
fines development projects to an inefficiently small scale. Although construction
loans are available, they have low loan-to-value ratios and carry such high rates of
interest that developers consider them to have little value. Owing to the lack of robust
construction financing, the ultimate buyer of the property usually finances the con-
struction costs through installment payments. Even if used, construction loans can
run into titling transfer problems in some countries. These loans also transfer risk
from the developer to the homebuyer because the latter pays significant advances to
the developer before construction is completed. The advances are paid entirely in
cash, from savings. This also reduces affordability and further limits the market for
new construction to clients who can pay fully up front—the upper-income groups.

In most South Asian countries, such as Afghanistan, developers fund entirely
out of own equity. Bangladesh developers fund mostly out of equity as well.
Developer finance from both banks and capital markets is somewhat more avail-
able in India, although still used exclusively for upper-end construction. In
Pakistan, banks shy away from funding developers as well. There is little trans-
parency in the ownership of land for development, which makes collateral
insecure. The situation is similar in Sri Lanka, where private commercial banks
are not overly eager to finance development because of the complications to
obtaining a clean title to the land to be developed. As a result, builders focus on
high-end condominiums, whose prices increase so fast that they sell for cash in
installments during construction.

Informal Housing Finance

Low-income groups in South Asia, rural dwellers, and those with irregular or informal
incomes have little chance of obtaining home funding from the formal financial sys-
tems. Those population groups fund their homes through savings and borrowing from
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the informal market, including family and friends. Afghan businesses and home-
owners, for example, must rely almost entirely on friends, relatives, and moneylenders
to meet their financing needs. The hawala system, an underground banking network
based on traditional methods of paperless transactions, does not provide a significant
source of housing finance. Despite the need, less than 10 percent of credit in urban
areas is obtained from local moneylenders because of the high interest charged and
onerous potential repercussions of delinquency. Informal credit is generally a short-
term loan for consumption to cope with temporary shortfalls in cash flow.

Similarly, much of the funding for house construction in India comes from informal
sources that include households’ cash savings and loans and gifts from relatives, mon-
eylenders, shopkeepers, and landlords. This informal sourcing can be attributed to the
inadequacies of the existing formal financing system and the still-timid steps of micro-
finance institutions into the housing sector. In the absence of both formal and infor-
mal home funding, low-income households resort to rental housing. Rental markets
are very strongly developed in India, where 29 percent of urban low-income groups
and 4 percent of rural ones are housed in urban rented units. The informal rental mar-
ket in slum areas is characterized by slumlords who organize squatting or sell hutments
to the urban poor, with some amount of administrative protection at the local level.

Homeowners' Insurance

In South Asia, life insurance and property insurance are confined to the upper-
income population groups, covering a very small portion of homeowners. Mortgage
insurance and title insurance are generally not available. Credit guarantee mecha-
nisms may serve as a good intermediate step to provide risk mitigation to financial
institutions and collect data that can be used to price the mortgage insurance.

Risk Management

The ability of South Asian financial institutions to identify and assess risks is crucial
to their viability and sustainability. Mortgage markets in South Asia are exposed to
several key risk aspects, including liquidity risk (maturity mismatch), market risk
(interest rate risk), credit risk, and risk stemming from the poor legal framework.
Risk management is sound for banks, but less so for their state-owned specialized
cousins that are also frequently not regulated by commercial bank rules.

The most serious risk in incomplete financial markets is liquidity risk resulting
from term mismatch. Housing loans are long term, but both banks and nonbanking
financial institutions fund these assets with short-term liabilities. Bank short-term
assets are relatively stable, provided there is a steady core deposit base (which is not
always the case in South Asia). The more risky approach is to fund housing finance
liabilities with short-term resources from the capital market, as the global financial
crisis amply demonstrated. Nonbanking financial institutions suffer more strongly
from this fundamental term structure mismatch. Smaller housing finance institutions
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mostly operating in the private sector are unable to raise long-term funds. This inabil-
ity creates a situation where they are forced to lend over a shorter term, all the while
bearing an exposure to their mismatched maturity position. Commercial banks
actively engaged in providing mortgage financing are better able to cope with the lig-
uidity risk, relying on demand and time liabilities; and are able to benefit from higher
yields. However, this poorly mitigated exposure creates interest rate risk and maturity
mismatches, and will prove increasingly costly in a tightening prudential regulatory
environment. Financing long-term mortgages with short-term liabilities is not sus-
tainable and could lead to credit shortages and instability of the financial system. In
the long run, a viable funding structure for housing loans is required, such as a mort-
gage refinancing company, mortgage guarantee facility, and eventually recourse to the
capital markets. At present, however, the option of going for outright securitization is
remote because of institutional inadequacies and cost constraints. The capital markets
and market-based funding sources have not yet developed for long-term instruments
of finance. A refinance facility could provide liquidity to the financial institutions with
recourse. Challenges in creating such a structured funding mechanism include the
low volume of long-term mortgage loans, compared with the total deposit base of all
banks; the general use of cost-efficient funding for housing through demand and time
liabilities; and the broad spread between the weighted average cost of deposits and the
price of housing loans.

In spite of a historically relatively stable macroeconomic environment in most of
the region, market risk stemming from interest rate fluctuations is not well managed
by housing finance outfits; instead, it is passed on to the clients. At present, banks are
mitigating interest rate risk by offering adjustable rate mortgages, whereby interest
rate risk associated with housing finance is borne by the borrower. This could fur-
ther translate into a credit risk in a rising interest rate scenario so as not only to
restrain housing demand but also to pose a systemic risk. The practice also limits the
outreach of the mortgage market.

Credit risk is not particularly problematic for housing lenders at this stage of
housing finance market development, but will become increasingly important as
mortgages are extended down the income scale to less affluent, middle-class, and
eventually low-income borrowers. Furthermore, most commercial banks currently
have limited their credit risk by maintaining a trivially small exposure to the hous-
ing sector. Credit risk is being managed by increasingly better client information and
a more efficient use of credit bureau data. Mortgage origination and servicing
require specialized human skills, investment in infrastructure, and information
technology. Third-party specialists provide appraisal, legal, brokerage, and other
services. Absent the technology and systems for efficient operations, banks find it
hard to profitably offer a rich range of relevant products to tackle term mismatch
and interest rate and credit risks more successfully.

The mortgage finance market is exposed to a further set of risks stemming from
an underdeveloped legal framework. These risks are caused by a poorly defined basis
of ownership and title, which creates a risk factor for the banks on the legality and
enforceability of borrower property rights. Dysfunctional secured transactions laws
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create the risk of failure of loan collateral enforceability or, at the very least, the risk
of an exceedingly costly and lengthy foreclosure. Poor professional support for the
real estate industry creates its own risks, including unreliable property valuation.

Secondary Market for Mortgage Finance

The first step toward a second-tier structure for mortgage finance is usually a mort-
gage refinance/liquidity facility (box 4.4). This is a specialized second-tier institution
that provides short-term liquidity, long-term funding, or guarantees to housing
finance lenders. It acts as an intermediary between lenders and capital markets, and
issues bonds to raise long-term finance while purchasing loans with recourse or
receiving assignment of mortgages/loans. The mortgage refinance facility helps
develop the primary mortgage market by providing financial resources to enable
primary lenders to grant more loans at fixed rates and for longer tenures; helping
primary lenders to narrow the gap between the maturity structure of the housing
loans and the source of funds; promoting sound lending norms and eligibility crite-
ria, enabling smaller lenders to access long-term funding and to foster competition;
lowering the cost of long-term funding (scale effect, liquidity, prime standing, lim-
ited intermediation cost); and acting as a catalytic tool for housing finance market

Box 4.4 Malaysia's Experience with Housing Finance Reforms

Since the 1980s, the Malaysian government's policies have been directed toward low-income
group housing and toward encouraging private sector participation in low-cost housing provi-
sion. As a result of enabling policies, the private sector has accounted for 66-75 percent of
houses developed. By the 1970s, commercial banks and finance companies had replaced
Malaysia Building Society Berhad in providing housing finance; and their current share is 82 per-
cent. The government also promoted the sector, via savings promotion (for example, the
employee provident fund, which can be used for education, housing, or medical needs). Various
tax exemptions were also used to spur new housing purchases for low-income groups. The
central bank also promoted the low-income housing market, via interest-rate ceilings. Most
recently (in the 2008 budget), a guarantee fund was established to facilitate lending to house-
holds in the informal sector. However, the major effect came with the setting up of the
Malaysian national mortgage corporation Cagamas Berhad. As a result of competition among
banks, mortgage rates dropped, maturities lengthened, and banks moved to hybrid mortgages
(interest rates fixed for one to five years and floating thereafter). During the financial crisis,
Cagamas successfully provided liquidity to the banks, thus avoiding a credit crunch. Finally,
Cagamas deepened the bond market, linking housing finance with the capital markets. Lessons
from the Cagamas success story suggest that political stability, government support, and coor-
dination among government agencies are crucial for the success of low-cost housing finance
market development. Private sector participation is also important. Product customization is of
the essence. Legal and regulatory issues can make a considerable difference as well.
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development. Unlike securitization, mortgage refinance facilities do not need a fully
developed primary market with the history required to value securities.

To develop the capital market for housing finance, it is necessary to provide more
private debt securities (bonds) with different maturities and rates; to issue secured
and simple instruments with risk that is easy to assess and with no valuation issues;
and to create potentially liquid investment vehicles, as well as a yield curve. The
intrinsic benefits of securitization remain, however, in spite of its potentially
dangerous results if handled in an unstable manner. Capital markets can provide
liquidity relief to commercial banks and nonbanking financial institutions; and they
can help a bank cover an unexpected short-term deposit outflow (or other tempo-
rary losses of funds), thereby avoiding potentially costly short-term borrowing or
asset liquidation. The mechanism provides long-term investment opportunities to
institutional investors, contributes to the deepening of the bond market, and can be
further used to attain specific policy objectives (that is, it may set criteria for refi-
nancing of loans to low-income groups). Securitization produces instruments that
are well secured, simple to value, and potentially liquid—frequently in a poorly
developed, illiquid, and risky market. To establish a mortgage refinancing facility,
financing institutions must have effective funding needs, and a sufficient demand for
and supply of housing and housing finance should exist. A functioning primary
mortgage market, based on a sound infrastructure, is a very important precondition,
as is the existence of a capital market and a relatively diversified investor base. The
legal system should provide adequate enabling regulations, including allowing the
effective assignment/transfer of mortgage loans. Commitment by the central bank
and/or government to support the new institution in its initial phase and to help
promote name recognition is of the essence.

Prudential Regulation and Oversight

Most countries in South Asia do not have specific prudential regulations for housing
finance, although the level of sophistication ranges from low in Afghanistan (where
only now are major laws being enacted, including the Mortgage Law 2009 and the
Secured Transaction of Movable Property Law 2009), to high in India (where Basel
II is being implemented and a number of rules strengthening the financial system
have been introduced [box 4.5]). Specialized state-owned housing banks, such as
Pakistan’s HBFC, are not under the general banking supervision of the central bank,
thus introducing a major potential instability risk in the financial system. In India,
HFCs are not under central bank supervision, and that might introduce a lack of
coordination and weaknesses in the prudential supervision of the financial system.
In some countries, such as Bangladesh, housing finance issues are covered under the
prudential regulations for consumer finance. These generalized arrangements miss
out on important rules suited exclusively to housing finance activities, such as a reg-
ulatory ceiling on the “mortgage debt-to-advances” ratio on the mortgage lending of
commercial banks.
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Box 45 India’s Recent Prudential and Supervisory Strengthening
for the Financial Sector

In the past decade, India’s central bank, the Reserve Bank of India (RBI), carried out a phased
introduction of prudential norms on capital adequacy, income recognition, asset classification,
and provisioning to bring Indian banks in line with international practices. It also strengthened
the corporate governance of banks. A credit bureau was established, and significant changes
were made to improve the execution of collateral. The RBI was strengthened substantially, in
both its monetary policy functions and in its regulation of the banking system; and it is widely
regarded as a credible, reputable, and expert institution. Higher levels and standards of disclo-
sure were achieved to enhance market transparency. Micro prudential measures were insti-
tuted, risk-based supervision was introduced, and the supervision process was streamlined
with a combination of on-site and off-site surveillance along with external auditing. The owner-
ship of public sector banks has been broadened through disinvestment up to 49 percent, and
banks have been listed. A mechanism for greater regulatory coordination was instituted for reg-
ulation and supervision of financial conglomerates. Finally, measures were taken to strengthen
creditor rights.

Specifically, a number of steps have been taken to improve banking, including the introduc-
tion of core banking solutions, installation of automated teller machines, enhanced working
hours, simplification of procedures and forms, guidelines on fair practices, and guidelines on
credit card operations. The Enforcement of Security Interest and Recovery of Debts Laws
(Amendment) Act 2004 and the Securitization and Reconstruction of Financial Assets and
Enforcement of Security Interest Act 2002 have been enacted to facilitate quick and effective
recovery of nonperforming assets. The Credit Information Companies (Regulation) Act 2005
has been enacted to facilitate setting up of credit information companies for collection, sharing,
and dissemination of credit information, which will help significantly improve the quality of credit
appraisals and decisions. To further accelerate the process of reforms in the banking sector, the
government has amended the RBI Act of 1934. Amendments also have been proposed in the
Banking Regulation Act of 1949.

More recently, RBI has taken some further necessary actions to strengthen prudential
norms for the banking sector. Among others, these actions include (1) issuing prudential
guidelines regarding capital adequacy, pursuant to the Basel Committee on Banking Super-
vision's International Convergence of Capital Measurement and Capital Standards: A
Revised Framework; (2) adopting prudential norms on off-balance sheet exposures for
scheduled commercial banks; and (3) strengthening prudential norms for valuation, classifi-
cation, and operation of commercial banks’ investment portfolios. Updated guidelines were
issued in July 2008. The guidelines required all banks to migrate to the Basel Revised Frame-
work on March 31, 2009, and to maintain a minimum capital-to-risk-weighted-assets ratio of
9 percent. New guidelines on prudential norms for off-balance sheet items were issued in
August 2008. These guidelines included directives on provisioning norms for derivative
exposures and on computing credit exposure on account of derivatives. The norms for val-
uation, classification, and investment portfolios were updated and issued in July 2008; they
covered issues such as internal controls and accounting. Stress testing also has been insti-
tuted as a regular measure in the banking system.
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More recent regulations, linked to the aftermath of the global financial crisis, have
brought about a slew of liquidity and other support for housing finance institutions,
not all of which is benign. In Bangladesh and India, subsidized credit lines were
extended to mortgage lenders. If care is not taken, such schemes might distort the
system and introduce a nonlevel playing field.

A Word on the Global Financial Crisis

The global financial crisis has been high on the economic priority list; and its impact
has spread worldwide, starting in housing markets in developed countries and with
the subprime crisis. The subprime crisis revealed that securitization markets could
be dangerous, and thus produced a deep loss of confidence in the instrument. It is
important to note that subprime issues are not typical in developing countries. The
subprime crisis was characterized by features completely foreign to developing hous-
ing markets—low interest rates, high loan-to-value ratios, an explosion of claims
within the financial system, extension to clients with poor credit, and complexity of
the securitization process and underlying rating and valuation models. In contrast,
markets in South Asia are very limited and generally accessible only to people in the
top income bracket, loan-to-value ratios are low, and market complexity is manage-
able. Islamic banking is even less vulnerable to subprime pressures, on the face of it.
The global financial crisis is a very relevant experience, however, in a scenario where
housing finance markets do grow at a faster speed and expand successfully to a much
larger portion of the population.

In hindsight, the global financial crisis has had very little impact on South Asian
countries, relative to expectations. Liquidity was down, and some dampening effect
on economic growth was noted. Central banks in most countries stepped in to cush-
ion the blow, providing liquidity to key sectors and complimenting fiscal stimulus
solutions with monetary policy, to the extent allowed by national reserves. (RBI, in
particular, was very successful in its policies).

Note

1. Unless otherwise noted, all data provided in this chapter are from background papers prepared
by Zaigham Rizvi in 2009.

Reference

World Bank. 2009. World Development Indicators 2009. Washington, DC.



Chapter B

Low-Income Housing Finance

The formal financial system is limited to upper-income groups in South Asia.
However, market outreach can be stretched down the income scale through innova-
tion and enabling regulation. Mortgage services could be offered to the middle-class
population and even to lower-middle-income groups. But there will be some income
groups at the bottom of the scale for whom mortgages and new home purchases will
remain unaffordable, even in developed housing finance markets. In India, lower-
income rental markets can be trusted to service some of the very-low-income
demand, although in suboptimal living conditions. In all countries, microfinance
institutions (MFIs) target some of these clients for home improvement, incremental
construction, and repair loans as well.

The Power of Microfinance

Microfinance is most developed in Bangladesh, and is picking up with a fast pace in
India and elsewhere. Since 1987, when Grameen introduced its first housing loan fol-
lowing a devastating flood, MFIs have made progressive forays into servicing the
housing finance market.! Currently, the Grameen housing portfolio is at $3.3 mil-
lion, with 89 percent repayment rates. So far, it has financed 674,435 homes. Loans
are usually for very small amounts,? maturity is only a few years, interest rates are
relatively high, and repayment is guaranteed by a community-group approach.
Collateral is typically not required. Repayments are made weekly.

The challenges facing housing microfinance programs include affordability
constraints, especially for rural households; high land prices in the case of urban
clients; commercial viability of the microfinance lenders; and need for new
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products, including savings-for-housing instruments, and for mechanisms
limiting disaster and disability/death risk in housing lending. Careful blending of
government policies, smart subsidies, planning, public-private partnerships, and
technical assistance for housing microlending would be required to further
develop the low-income housing and housing finance markets. Success stories,
such as the new low-income housing lending mechanisms in India, would provide
useful models as well. Afghanistan’s MFIs are still gathering experience, detailed
knowledge of the housing microfinance market, capacity in loan appraisal tech-
niques, effective guarantee mechanisms to limit risks from mortgage lending,
lending methodologies and policies designed for high-risk areas, and cost-effective
ways to reach rural clients. In contrast, a small but well-developed network of
microfinance lenders in Sri Lanka (amounting to 0.1 percent of financial institu-
tion assets) is currently funding housing repair and upgrades. Pakistan’s MFI
market has a very limited outreach at barely 2 percent of the population, and
generally is not engaged in housing finance (Nenova, Niang, and Ahmad 2009).
The appendixes in this volume discuss in detail the microfinance industry for
each South Asian country.

Affordability of Housing

The lack of affordable housing is pervasive because of high interest rates, high real
estate prices, high costs of building materials, few world-standard and low-cost tech-
nologies, inflexible financing products, informality, and costly regulations. In
Afghanistan, estimates suggest that about 80 percent of the population cannot afford
new low-cost home purchase. As a consequence, housing solutions include home
additions, rent, and sharing with friends and relatives for free. These figures amount
to about a third of the population in Bangladesh. In India, affordability is a barrier
for some 30 million households. The lowest two income segments making up two
thirds of the population cannot be profitably provided with a dwelling or a mortgage
in Pakistan. Likewise, approximately 40 percent of the population in Sri Lanka can-
not afford low-cost housing. Subsidies for housing have been used to help house-
holds acquire formal sector housing, curb the expansion of informal settlements,
and upgrade existing informal housing.

Low-Cost Market Solutions

India’s Monitor Group, in an effort spearheaded and supported by the National
Housing Bank, has developed a viable model for providing housing to both formally
and informally employed low-income groups. Its studies show that even at prevail-
ing real estate prices, a significant portion of lower-income households may be
able to afford housing. Low-cost housing—units of 200-350 square feet priced at
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approximately Rs 200,000-320,000 ($4,300-$6,900)—would be affordable without
subsidies to 23-28 million Indian households. Those households already pay rents
comparable to the mortgage payments they would otherwise shoulder; and they live
in small, one-room units that are badly designed and maintained, with poor living
conditions and sometimes with shared service facilities. The obstacles to their
obtaining home financing are irregular incomes, the lack of credit histories, and
coordination failures preventing developers from funding low-cost construction for
low-income families. Several solutions have been pilot-tested and found effective,
sustainable, profitable, and feasible in market conditions. Annex C2 to appendix
C presents an approach that potentially could serve 5-6 million households just
above the affordability threshold (those with monthly incomes of Rs 5,000-8,000)
and a further 4-5 million households in the next-higher income bracket
(Rs 8,000-11,000). For informally employed groups earning more than Rs 5,000 a
month, viable solutions may be provided by certain business models (such as finan-
cial institutions using intermediaries like MFIs or nonbanking financial institutions
to target their clients) and products (like a savings-for-housing product, a group
liability product, a lease-to-purchase product, and others) (Monitor Group 2007).

The Indian case also provides useful lessons for market or near-market solutions
for other income groups. For Indian households just below the affordability
threshold (those earning between Rs 2,500 and Rs 5,000 a month), a comprehensive
housing program is suggested. The program would involve a combination of
market-based solutions to lower the cost of the units (such as low-cost construction
technologies and smaller housing units), policy initiatives to make the houses more
affordable (such as reduction in stamp duties), and some support from the govern-
ment (such as up-front cash contributions to buy down the monthly installments
and partially finance up-front costs for financial institutions). Suppliers may need
additional policy measures (such as measures to provide developers with access to
nonprime land, with a stipulated percentage to be used for housing this segment,
and tax incentives on constructing and financing such housing) to stimulate them to
serve this segment.

Market and near-market solutions still will leave a large number of urban lower-
income groups who would not be able to afford such housing. For very-low-income
levels, there is a role for government subsidies. Government programs, however,
are not as efficient as could be achieved under a commercially based approach; and
some programs have been poorly targeted to households with incomes higher than
the lower-income groups, or have been excessively directed at civil-force staff. A
more efficient approach to government housing provision for lower-income groups
would be to rely on public-private partnerships through which government-
provided land is competitively awarded to developers of low-cost housing, with
accompanying enabling regulation and basic infrastructure service provision. The
country appendixes in this volume provide a detailed review of existing government
and nongovernmental organization programs for housing, housing finance, and

social services related to housing.
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Notes

1. Unless otherwise noted, all data provided in this chapter are from background papers prepared
by Zaigham Rizvi in 2009.

2. For Grameen, the average loan size is about Tk 13,847, or $277.
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Chapter n

Regulatory Framework for Housing
and Housing Finance

Systems of housing finance cannot function efficiently without supportive mortgage
market infrastructure that provides efficient mechanisms for buyers and sellers to
engage in arm’s-length transactions. At the same time, lenders ideally will have suf-
ficient credit information on prospective borrowers and legal recourse to enforce
mortgage contracts to reduce risks associated with providing mortgage finance at
reasonable terms and conditions. In practice, this means that mortgage finance will
be more widely available when property rights are ensured; when transferring own-
ership can be done quickly, securely, and at reasonable cost; when credit information
on potential borrowers is available; and when enforcement of mortgage contracts is
fair and efficient. In South Asia, however, many aspects of a functional mortgage
market infrastructure are missing or incomplete. The main concerns include the
inability to establish clear titles to property, high costs of registering liens, and lack
of secured transactions and/or foreclosure laws. Credit information is poor, and
there are few housing and housing finance professionals to support market func-
tioning. Each country system of policies and institutions is unique and exhibits
particular weaknesses, which make it difficult to generalize the policies and reforms
required. Those unique systems are described in detail in each country appendix.
Overarching issues are reviewed below.

Land Administration
Establishing landownership, land registration, and titling remains problematic in all
South Asian countries. The structure of land administration and land record systems

contains weaknesses and dysfunctional elements. Inefficiency in the process of
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property registration and title transfer matters because it can create a bottleneck in
the housing finance system and can substantially increase the costs of a housing
transaction. Registration of real property rights affects secured housing finance at
almost every step. It enables the creditor to determine that the borrower owns the
property and has the right to pledge it. And it makes it possible to identify any third-
party rights to the property that might interfere with enforcement of the mortgage
right. Speed, low cost, and simplicity are fundamental to an efficient system for reg-
istering property and mortgages and for transferring titles, and security of land
rights is the most important prerequisite for robust housing markets.

Establishing and registering property in South Asia can be challenging, and trans-
ferring title is often fraught with difficulties because laws and supporting regulations
are complicated and outdated and frequently lack the support of an effective legal
framework. The main concerns include the inability to establish clear titles to prop-
erty and the high costs of registering liens. In addition, poor recordkeeping, with
paper records being the norm, often leads to errors or opportunities for corruption
that undermine the security of ownership. A large proportion of transactions is not
recorded because of the costs involved in property registration procedures.

In most of South Asia, land registration remains a lengthy, cumbersome, and
costly procedure. No coherent land registration law exists in Afghanistan, and
70 percent of residents live on property that has not been registered formally.! Fur-
thermore, the titling process can take more than 30 days. The Afghani government
has committed to lowering the cost of land registration (which includes stamp duty
and legal and other charges) from 10 percent of the property value to 2 percent. In
Bangladesh, registering property involves eight procedures, takes 245 days, and costs
10.2 percent of the property value. Registration officers are not entitled to question
the validity of documents brought for registration. Furthermore, their office does
not store supporting documents for verification, so even if registration officers
knowingly register false transfers, they cannot be prosecuted. An average of 83 days
and eight procedures are required to register property in Sri Lanka, at a cost of
5.1 percent of the property value. Registration fees and stamp duties amount to
approximately $1,846, compared with $113 in India and $1,300 in Pakistan. Stamp
duties alone represent 3—5 percent of the transaction price. Property registration in
India involves five procedures completed in 44 days at a cost of 7.4 percent of the
property value. In Pakistan, it requires six procedures, takes 50 days, and costs
7.2 percent of the value to register the property (World Bank 2008).

Figure 6.1 highlights some of the bottlenecks and costs associated with property
registration in the region. In Organisation for Economic Co-operation and Develop-
ment countries, property registration costs 4 percent of the property value and takes
25 days; but in Pakistan, India, and Bangladesh, costs are more than double that
amount and the time required to register is almost double that in most countries
(World Bank 2008).

Even within one country, it is not uncommon for property registration processes to
vary from region to region. In the case of India, time and cost to register property dif-
fer from city to city. In Gurgaon, it takes only 26 days and 7.7 percent of the property
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Figure 6.1 Cost and Time to Register a Property in South Asia
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value to register property—easier than in Guwahati, where it takes 84 days and
15.4 percent of the property value to do so. If all cities were to adopt India’s best prop-
erty registration practices, India’s global ranking would improve by 35 ranks (to 70 out
of 181 economies) on the ease of registering property, overtaking Hong Kong, China,
and Kuwait. Computerization and proper staffing are most responsible for shortening
delays. If the registration system is unified across offices, as in Jaipur, the encumbrance
search and sale deed registration can be done in any subregistrar’s office, regardless of
the office’s jurisdiction. Offices that complement technological improvements with
staff training and performance management reap the fruits of their efforts. Gurgaon,
India’s top performer for registering property, is a case in point. The Haryana Urban
Development Authority, in charge of title transfer, hired a consulting company to
develop customized software and train one employee from each unit. The authority
now requires all its employees to be proficient in the new computer system. As a result,
its offices take only 15 days to transfer a property title (World Bank 2008).

The number of institutions and registration procedures required to execute
property transactions in Pakistan also needs to be reduced. Multiple institutions and
procedural differences between and within states create market distortions and inef-
ficiencies in the property development market. The distortions result in improper
registrations and a culture favoring informal property transactions—an obstacle to
effective liens and asset securitization.

Administrative Efficiency of Land Offices and Cadastral Records

Jurisdiction over land matters is often diffused under several government agencies,
making simplification and improvement of procedures difficult. In Bangladesh, the
matters fall under the purview of both the Ministry of Land and the Ministry of Law,
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with little coordination between them. The land administration system is obsolete in
India; and duplication of functions among the land revenue department, the survey
and land records department (now increasingly integrated with the land revenue
department, at least at higher levels), local bodies, and the stamps and registration
department increases transaction costs and introduces a major source of tenure inse-
curity because of the potential inconsistency of records. The present system of land
records in Pakistan is fragmented, being administered by various landowning agen-
cies at the provincial, district, and city government levels, and by autonomous land
development authorities. The multiplicity of land administrators makes land admin-
istration complex, function duplication increases cost, and the lack of coordination
creates ample space for errors.

To make land disputes worse, cadastral maps may not exist or may not be reli-
able in South Asia. In Afghanistan, cadastral maps exist for only about 800,000
properties. In all countries, land records could benefit from computerization. Out-
dated processes, corruption, and irregularities characterize the Bangladesh land
survey process. A Land Registration Act was put into force on July 1, 2005, to help
reduce false and multiple registrations of land. A pilot project to computerize land
records has been completed in the Demra region of the Dhaka district, and is
planned for replication elsewhere. In India, spatial records were not regularly
updated, have considerable coverage gaps in both urban and rural areas, and do not
follow common standards across the country. Their physical condition is precari-
ous. Unless alternative options, such as use of satellite imagery, are explored, recon-
stituting village maps in a vast plurality of areas remains a daunting proposition. In
a bid to streamline property registration, selected cities have computerized their
land records, making it easier for entrepreneurs to search for encumbrances and
register their sale deeds. In Pakistan, the governments of Punjab and Sindh have
started computerizing files, and pilot tests are being implemented in Balochistan as
well. A nationwide land record system would be the ultimate goal. Sri Lanka is in
the pilot stage of implementing a title registration system and a computerized
cadastre in a few selected jurisdictions.?

Property Taxation

The property tax framework is weak in South Asia, where high taxes for land regis-
tration and transfer discourage formal property declaration or promote underre-
porting of property prices. Registration fees in Bangladesh recently were cut by
1.0 percent, although they remain high overall at 10.2 percent. Simple reforms can
have a big impact. Bangladesh can encourage formal property transactions by fur-
ther reducing the registration fees and stamp duties (3 percent and 5 percent of the
property value, respectively). By contrast, the stamp duty in Pakistan is 3 percent and
the registration fee is 1 percent of the property value. In Sri Lanka, there is no
separate registration fee; it is subsumed within a stamp duty set at 4 percent of the
property value. In India, the stamp duty in some states is as low as 5 percent of
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property value and the registration fee can be only 1 percent. Reductions in fees typ-
ically lead to more revenues because more properties are registered and there is less
underreporting of property values. Property tax is the main source of local govern-
ment revenues in most good-practice countries (World Bank 2008).

The stamp duty to be paid for registering deeds in India ranges between 3.0 per-
cent (New Delhi) or 4.0 percent (Ranchi) and 12.5 percent (Kochi) of the prop-
erty’s market value; it is often somewhat higher in cities and municipal corpora-
tions than in rural areas. Several states have cut their stamp-duty rate: Delhi (from
8.0 percent to 6.0 percent for men and from 6.0 percent to 4.0 percent for women),
Gujarat (reduced to 4.9 percent in 2006), Orissa (from 11.0 percent to 5.0 percent
in 2008), and Uttar Pradesh (reduced to 5.0 percent in 2005). In addition, a regis-
tration fee that ranges between 0.5 percent and 2.0 percent of the market value
must be paid. Deed registration costs, charged by subregistrars’ offices in most
cities, also vary significantly: from 1.0 percent of the property value in Ahmedabad
to 8.5 percent in Guwahati. Registration of mortgages requires payment of the reg-
istration fee plus a share of the mortgage value (0.1-2.0 percent). High stamp
duties discourage registration. Despite recent reductions of stamp duty by some
states, rates remain very high by international standards (having an average of only
slightly below 10 percent of the value of the transaction). This discourages formal
land transactions and leads the parties involved to avoid registration through such
means as powers of attorney and other side agreements, thereby reducing govern-
ment revenue and threatening to undermine the completeness of the land admin-
istration system (World Bank 2008).

In Pakistan, in response to falling property tax revenues resulting from poor
enforcement and the prevalence of cash transactions, some provinces have initiated
reform in improving enforcement and lowering fees. The Punjab government expe-
rienced a marked increase in revenues after decreasing property rates in 2003—-04.

Multiple Legal Regimes

The coexistence of modern, Islamic, and traditional laws in South Asia also poses
landownership problems. The inefficiency of modern laws discourages property reg-
istration. In Pakistan, where an oral gift of immovable property under Islamic law
commands widespread juristic acceptance, the courts often have insisted on rigorous
evidence that such a gift has been made. Another feature of the law that adds to
uncertainty of ownership rights is the acceptance of the concept of benami (absen-
tee) ownership. This acceptance leads to the claim that the ostensible owner of a
property is not, in fact, the real or beneficial owner. Such a claim inevitably results in
complex litigation, with the so-called real owner seeking to avoid the transactions
entered into with the ostensible owner.

In Afghanistan, land title has been complicated by several incompatible legal
regimes in place: customary law (Rawaj), civil law (Qanoon Madani), religious law
(Shar’ia), and statutory or national state law. In addition, frequent regime change
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has led to more than 60 different land laws and amendments to the state law. This
lack of clarity regarding the legal structure makes the establishment of a clear title
to the land a major problem, further complicated by the past quarter-century of
conflict. Corruption and forgeries often lead to several competing claims to the
same piece of property. In Kabul, an estimated 70 percent of residents live on prop-
erty that has not been registered formally. Simple, affordable procedures for
property transfer and registration would encourage people to use formal registra-
tion, limiting the opportunity for corruption. A recent move toward formalization
has been successful and quickly should help improve the transparency of the
secondary property market. The government has committed to lowering the cost
of land registration (stamp duty and legal and other charges) from 10 percent of
the property value to 2 percent. In addition, an effort has been made to reconstruct
and improve the land records, which nearly were eliminated during the past 25 years
(World Bank 2008).

Land Titling

Without a regime ensuring security of landownership, banks are unwilling to lend in
the housing sector; and other private enterprises, such as developers, are reluctant to
do housing business. In Bangladesh, land title authentication is much easier in the
case of government-owned land, whereas the verification of title for private land is
rather cumbersome and time consuming (60 days). Titling is even more complicated
in the case of new developments where property sales are made before construction
is completed (World Bank 2008).

In India, as elsewhere in South Asia, there is no entity that provides indemnity for
its opinion on property titles, although plans are being taken forward in this regard.
There is general difficulty in obtaining information, which is costly and time con-
suming. The concept is widely accepted in the developed markets and would be a
valuable tool for enhancing the credit quality in India’s growing housing finance
market.

The land titling system in Pakistan is rendered ineffective by several problems,
including the lack of a sole land allotment authority, poor coordination among dif-
ferent recordkeeping agencies, divergent recordkeeping systems and methods in
different departments, and manual documentation without safety and security of
records. Both the lack of transparency and prevalent incentives to take bribes lead to
avoidance of official land registration.

Poor Capacity of Registration/Titling Professionals

Poor capacity of registration and titling professionals or specialists impedes the
improvement of South Asia’s mortgage market infrastructure. Few personnel have
the necessary skills, capacity, and training to carry out procedures related to land
titling and registration. Even when trained professionals are available, they do not
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have the necessary infrastructure to do the job well. In Bangladesh, for instance, there
currently is no single repository responsible for gathering, processing, and dissemi-
nating information relating to housing and housing finance. Bangladesh Bank
gathers some data on housing finance from the country’s banks and other financial
institutions. However, crucial databases of housing, real estate and land pricing,
construction costs, and housing finance information used by modern housing
finance instructions are not available in any South Asian country.

Foreclosure

Lenders need adequate information on prospective borrowers to make informed
decisions, and ensuring that creditors are protected in the event of nonpayment is an
important factor in the health of a mortgage market (even more so when housing
loans carry longer terms). Without these key features, mortgage lending can be
extremely risky and mortgage markets may be thin or nonexistent. Credit informa-
tion on borrowers and mortgage foreclosure laws and processes are key to the
availability of housing finance products.

An inefficient foreclosure law that translates into delays and outcome uncertainty
increases lender costs for offering mortgages. When lenders adjust for these costs, the
outcomes may be higher interest rates, larger downpayments, or credit rationing.
These costly outcomes for borrowers can be avoided, in part, with more efficient
foreclosure processes that balance the rights of borrowers and creditors. Faster fore-
closure processes can mean greater certainty in realizing collateral rights, and there-
fore may lower the risks of lost value for the creditor. More rapid foreclosure also
means lower costs and thus greater proceeds from the sale of a home. Enhanced
proceeds benefit not only the creditor and the debtor, but also the government
through greater tax revenues.

In many South Asian countries, foreclosure is stigmatized as an inhumane proce-
dure that puts defaulting homeowners on the street. Developed rental markets might
address such concerns. In the experience of Bangladesh and Pakistan, the mere threat
of foreclosure is sufficient to motivate payment from potentially defaulting borrow-
ers. In several countries (such as Bangladesh), the state-owned housing bank enjoys
special foreclosure rights, which create an uneven playing field and distort the
market. National foreclosure provisions are discussed in each of the country appen-
dixes in this volume.

Time required to foreclose on a property in selected South Asian economies
can be fairly short in best-case scenarios. For example, assuming the borrower
does not contest and voluntarily concedes the property, foreclosure can be accom-
plished in up to 187 days in India, 131 days in Pakistan, and 71 days in Sri Lanka
(figure 6.2), partly because these countries allow for a nonjudicial process that
gives the creditor the power to sell pledged property without court intervention.
Under a power-of-sale procedure, a creditor may proceed directly to the sale of a
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Figure 6.2 Time to Foreclose on Property in South Asia
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property by auction or private transaction after a notice to the debtor. All too
often, however, disputes stretch interminably, paralyzing the efficient functioning
of the foreclosure law.

In South Asia, banks willing to provide a mortgage loan also may face discourag-
ing and costly obstacles to enforcing the loan’s security. Currently, in spite of recent
improvements, foreclosure remains a complex, expensive, and uncertain procedure.
Costs to foreclose on a property vary from country to country: from 2.2 percent of
property value in India to 6.4 percent and 12.3 percent in Sri Lanka and Pakistan,
respectively. Afghanistan did not have mortgage or securities laws until 2009, and the
enforcement of both laws is still pending (World Bank 2009).

In Afghanistan, it costs 3 percent of the value of the contract (the loan amount)
to execute the collateral registration and another 3 percent to release the property
from registration. The government recently committed to reducing the cost of lien
registration from 6.00 percent to 0.50 percent (0.25 percent at registration and
0.25 percent at release), which should encourage financial institutions to formalize
collateral registration. Afghani judges and lawyers do not have good training in
property law. Tribal or informal means of dispute resolution are used in most cases
(World Bank 2009).

In Bangladesh, the Money Loan Court Act 2003 set up a special court to deal
exclusively with loan defaults exceeding Tk 500,000 (about $7,250), prescribed time
limits for granting judgments, imposed restrictions on appeals, and provided
judiciary support to lenders when evicting convicted defaulters. As a result of weak
enforcement of the foreclosure framework, the procedure remains complex, lengthy,
and ultimately ineffective. The situation is very similar in Pakistan, where the
Financial Institutions (Recovery of Finances) Ordinance, 2001 provided for a non-
judicial foreclosure, but where the law is not being enforced uniformly because it has
not been upheld in some state lower courts. Lawyer fees in Pakistan commonly
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amount to almost 5.0 percent of property value, compared with 1.9 percent in
Sri Lanka and 0.3 percent in India (World Bank 2008).

In contrast, India successfully improved its foreclosure procedure in 2003 when
an enabling law was passed to facilitate out-of-court settlement—the Securitiza-
tion and Reconstruction of Financial Assets and Enforcement of Security Interest
Act 2002. One of the objectives of the law was to remove recoveries from the
courts’ domain. A creditor is now allowed to acquire the mortgaged property if a
defaulter fails to pay within 60 days of being informed of possible foreclosure/
auction. Appeals may be made only to a specialized Debt Recovery Tribunal within
45 days. After the new foreclosure law took effect, the time needed to enforce a
security was considerably reduced: from worst-case scenarios averaging 10-20 years
to roughly 7 years with full delays and to six months in best-case scenarios. A non-
judicial foreclosure also was instituted in Sri Lanka by the Debt Recovery (Special
Provisions) Act No. 2 of 1990 and the Recovery of Loans by Banks (Special Provi-
sions) Act No. 4 of 1990. The nonjudicial foreclosure excludes smaller loans, which
limits its effectiveness. Furthermore, the eviction powers of lenders remain weak.
As a result, the nonjudicial foreclosure is used mostly as a threat—and an ineffective
one at that.

Despite a few improvements, lengthy and rather defective foreclosure and
eviction processes represent a major hurdle in the growth of the mortgage busi-
ness in South Asia. Foreclosure procedures require an overhaul, transforming
them into a quicker, and more simplified process of collateral disposal in case of
default.

Credit Information

Readily available and reliable credit information is essential for the growth of a
healthy mortgage market. Credit registries allow lenders to acquire important data
on the reliability of borrowers, thus ensuring sustainable business operations. Most
countries in South Asia have a credit bureau collecting borrower information
(although Afghanistan is a notable exception). Most of the data are not computer-
ized, allowing the possibility of error as well as rendering information dissemina-
tion rather cumbersome and fraught with delays (table 6.1). Most credit bureaus
cover only larger loans, and they may not collect both positive and negative infor-
mation about borrowers. Similarly, coverage does not include information from
retailers, trade creditors, utility companies, and nonfinancial institutions. Not much
historical data have accumulated because most South Asian credit bureaus have
been overhauled only recently. The quality of information can be further enhanced
by giving borrowers the legal right to inspect and correct their data. South Asian
credit bureaus need to be improved significantly. They are of little use to banks and
other financing institutions if the information recorded is inaccurate, unreliable, or

insufficient.
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Table 6.1 Typical Data Collected by Credit Bureaus in South Asia

Country

Credit Information Collected

Afghanistan

None; there is no credit bureau.

Bangladesh

The public credit registry collects data on loans exceeding $800
(excluding microfinance institution, utility, retailer, and trade creditor
data). The data are kept manually and extend only two years back.

India

The private Credit Information Bureau of India Ltd. covers more than
78 million individual borrowers (10.2% of adults) and more than a
million firms. Data collected are both positive and negative, without
a loan or other size limit (excluding microfinance institution, utility,
retailer, and trade creditor data). The data are computerized and go
back several years.

Pakistan

The public Credit Information Bureau collects data on both
consumers (at most, 12% of adults) and firms (estimated at up to
2 million), without a loan or other size limit (excluding microfinance
institution, utility, retailer, and trade creditor data). The data are
computerized and go back several years.

Three private credit bureaus—DataCheck Ltd., News-VIS Credit
Information Systems, and ICIL/PakBizInfo—have opened recently,
with narrower coverage than the public bureau.

Sri Lanka

The public Credit Information Bureau covers 80 percent of all loans
by value, on individuals and companies. Both positive and negative
data are collected on performing loans exceeding SL Rs 500,000,
on 90-days-overdue loans exceeding SL Rs 100,000, and on
90-days-overdue credit card balances exceeding SL Rs 5,000
(excluding microfinance institution, utility, retailer, and trade creditor
data). The data are computerized, although manual reports are used,
and they go back several years.

Source: Zaigham Rizvi, 2009.
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Chapter

Policy Options to Improve the
Framework for Housing and
Housing Finance

Although economies in South Asia share a common need for expansion in the hous-
ing and housing finance markets, each country is at a very different level of market
development; and specific policy directions have been suggested in each country
appendix to address carefully the specific areas of importance in each system. Four
common priority topics emerge across the region and are noted below: (1) land
administration, (2) market information provision, (3) access to long-term funding,
and (4) servicing low-income groups through innovative housing finance solutions.

Efficient Land Administration

A number of steps remain to be taken to improve landownership, registration, and
titling processes in South Asia. Clear and consistent laws and regulations on land reg-
istration and titling must be put in place and enforced. In each country, a designated
authority should be assigned to take charge of dealing with land-related regulations
and titling procedures. The titling processes need to be made less costly and more
efficient because cumbersome procedures involving many steps lead to corruption
and inefficiency. Stamp duty and legal charges should be reduced significantly. Land
registration should be carried out in a transparent manner with clear recordkeeping.
Computerized information and registration systems, property and ownership data-
bases, and cadastral surveying would increase transparency and the enforcement of
creditor rights. Land transfer procedures also need to be revised, simplified, and
homogenized across different country regions. As land administration systems
become simpler, cheaper, faster, and more reliable, an increasing number of transac-
tions will be formalized, thus eliminating uncertainty in property ownership and
easing ambiguities resulting from application of traditional and Islamic laws.
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Housing and Housing Finance Information and Transparency

The availability of ready and easy-to-consult information on property prices and real
estate data; housing supply and demand; construction; and various housing finance
data and pricing information, including credit records, is indispensable for the
smooth functioning of the housing and housing finance markets. It is important to
provide periodic surveys to the market, including collection, analysis, interpretation,
and publication of data on the performance of the housing and housing finance sec-
tors. The data should be electronic and available by subscription to all paying par-
ties. Relevant information to collect includes

+ housing supply information, such as new construction and sales, vacancies, qual-
ity and condition of property, prices, and dwelling characteristics;

+ housing demand data, such as demographic trends and housing needs, charac-
teristics of occupants of the existing stock (crowding indicators), affordability
(availability of income indicators are of paramount importance for this), and

buyer’s intentions;

+ housing finance data, such as sensitivity of monetary indicators to residential and
commercial property exposures of lenders and investors (for example, inflation
rates, interest rates), fiscal indicators and degree of reliance on housing-related
developments (such as property taxes, construction industry contribution to
GDP and employment), lending volumes by category of financial institution,
loan characteristics (loan-to-value ratios, debt service ratios, prices, locations,
borrowers); and

+ construction input data, such as production capacity, price of materials, labor
and land, and availability and quality of materials.

Long-Term Funding Availability through Mortgage Refinancing

South Asian housing markets lack long-term funds. This paucity of funds puts non-
banking financial institutions on an unequal footing with banks, which can benefit
from their deposits as a source of cheap funding. To address liquidity and risk of
term mismatch, international best practice suggests the creation of a mortgage refi-
nance facility, a type of housing fund that takes mortgages off the balance sheets of
financial institutions and injects the required liquidity so further mortgage lending
is possible. The same effect can be achieved by securitization in countries where the
institutional and developmental prerequisites for securitization are present. A mort-
gage refinance facility also prepares the market for securitization in the long run.

A secondary mortgage facility is a financial institution designed to support long-
term lending activities by primary mortgage lenders. Its core function is to act as an
intermediary between mortgage lenders and the bond market, with the objective of
providing long-term funds at better rates and under better terms and conditions
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than lenders might be able to obtain if acting alone. The liquidity facility would be
able to issue its own private bonds, thus separating market long-term debt from
interest rate subsidies and enabling more efficient and transparent targeting of the
subsidy. A facility could refinance all eligible lenders (both banks and finance com-
panies) that provide as collateral high-quality mortgage loans. The facility would
issue low-risk private bonds among institutional investors. This mechanism would
centralize funding requirements, catalyze the primary market for housing finance,
provide matching funds at an acceptable cost, encourage discipline by requiring
higher lending and servicing standards, and provide some form of institutional sup-
port to help build the link to securitization in the long term.!

Expanded Housing Finance to Low-Income Groups through
Product Innovation

In view of the very low incomes and widespread inability to afford housing in South
Asia, expanding access to housing finance to lower-income groups will remain the
main challenge. The customer base will broaden naturally in response to reduced
intermediation costs, more competition, more efficient institutions, fixed (and
lower) interest rates, and longer loan maturities. Tax-deductible mortgage payments
would make mortgages further affordable to the middle-income groups. Strength-
ening the enforceability of mortgage rights would have the additional effect of
extending mortgage finance to lower-income groups because financial institutions
would become less sensitive to client income and would rely more on the value of the
enforced collateral instead.

Pure market-based solutions are likely to work for many currently underserved
lower-income customers, as experience in India shows (annex C2 of appendix C).
The “employer-facilitated” model is a fundamental business innovation that makes
the provision of low-income housing attractive to the private sector. Alternative
models are required for the informal sector (self-employed and salaried unorganized
employees). Further innovative products and instruments include the contractual
savings scheme, mortgage product customization, reengineering of lending
processes to allow for better risk mitigation and client segmentation, an interest risk
mitigation fund, and a financial guarantee facility (see the “Policy Options to
Improve the Framework for Housing Finance” section of appendix C). Significantly
scaling up South Asian housing finance markets crucially hinges on product innova-
tion, which would bring down lending costs, customize loans to client needs, enable
financial institutions to better manage risk, and help extend supply farther down the
income scale. Innovations and rapid scaling-up of housing finance markets require
active capacity-building efforts for financial institutions, developers, regulators, and
other housing market participants. These efforts could include streamlining for
small-mortgage processing, new product development, demand aggregation, risk
assessment, loans servicing, consumer information and protection, and defined
business standards.
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Microfinance will be of central importance in extending the outreach of the
housing finance market, particularly in rural areas and for house upgrades and
maintenance in urban slums. To solidify the link between microfinance and housing,
the policy maker would need to tackle three challenges: (1) improving the commer-
cial sustainability of microfinance housing products, (2) strengthening the microfi-
nance regulatory framework, and (3) extending microfinance for housing to urban
households.

Below a certain income and affordability level, pure market-based solutions will
not be enough; and home ownership will need to be promoted through a combina-
tion of market-based levers, policy initiatives, and direct support from the govern-
ment. When even those measures are inadequate, rental housing remains the only
solution. Detailed studies of the existing rental framework are required, with a view
to streamlining efficiency and protecting both tenant and landlord. Some of the
more effective levers that could be used to bridge the affordability gap are smaller-
size units, low-cost technologies, standard construction norms, tax exemptions,
credit guarantees, and land policies geared to low-income groups.

Targeting the lower-income groups where unsubsidized housing is not affordable
would require assistance programs that target bankable lower-income households
and a scheme designed to leverage public spending by market resources. The most
efficient subsidy schemes are those that are directly allocated to the beneficiaries and
that include a preliminary savings requirement as an eligibility criterion to trigger a
leverage effect with private resources. The assistance scheme could be linked to the
savings-for-housing scheme, given the synergies between the two mechanisms.
Savings-for-housing schemes would go a long way toward spreading housing finance
outreach by helping lower-income savers in building up downpayments. Islamic
finance can play a considerable role in enlarging housing finance access because it
often targets customers with lower-than-average incomes.

Note

1. A best-practice example is that of Malaysia’s national mortgage corporation Cagamas Berhad.
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Afghanistan

Afghanistan’s conflict-ridden past and rapid current growth in both income and popula-
tion pose unique challenges for the housing and housing finance sectors. The population
is expected to grow to 37 million by 2015. Urbanization is high at 24 percent, and
returning refugees are exacerbating the housing gap. The estimated housing shortage
presently stands at 1.0-1.5 million, 70 percent of which is in urban areas; and it is
expected to reach 1.5 million by 2015. The rehabilitation and new construction in Kabul
alone is estimated at $2.5 billion of fixed capital investment. A large part of existing
housing is in need of an upgrade. Informal settlements shelter 80 percent of the popula-
tion and cover 69 percent of the residential land in Kabul. The quality of housing stock
is poor and construction standards are weakly enforced. As evidenced by a shortage
of 1.0-1.5 million units, both public and private housing provision has been lagging.
Limited government capacity and an insufficiently supportive legal framework for
private sector involvement have been responsible for this shortcoming. Low-income
housing cost is high because of costly imported materials, unskilled labor, and a lack of
low-income developers jeopardizing affordability.

Although the financial sector in Afghanistan has experienced considerable growth
since 2004, long-term and housing finance has remained limited. Afghanistan’s housing
finance-to-GDP ratio is less than 1 percent, compared with 50-70 percent in developed
countries and with 7 percent in India. Most of the secondary market transactions in
housing are for cash. The banks’ lending ability is restricted to short maturities of three
to five years for housing finance. Whereas the banks have excess liquidity, the tenure of
their liability book does not permit them to create long-term assets. The financial system
has experimented timidly with traditional and Islamic housing finance products and
with developer financing, but penetration and affordability are limited to the upper-
income bracket. Diversified products, including home insurance, are rare or nonexistent.
The vast majority of the population relies on informal sources of finance—friends,
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relatives, and moneylenders—as does more than 85 percent of the economic activity in
Afghanistan. These considerations suggest a microlending approach, mostly oriented
toward home improvement loans. The microfinance sector is making initial expansion
efforts into low-income housing, relying on its comparative advantage of experience and
knowledge of the borrowers. The sector is also uniquely suited to serve women, who have
limited access to formal finance because they lack guarantees and title deeds and because
of various cultural factors. Potential demand is considerable. Estimates suggest a total
financing need of $276 million a year for home improvement and new construction in
Kabul’s informal housing sector. Future growth of the microlending sector might create
funding bottlenecks, pushing microfinance institutions toward market funding and
commercial sustainability, and possibly toward a second-tier institution for provision of
long-term funding.

Lack of an appropriate legal and regulatory regime has prevented commercial banks
and, to a lesser extent, microfinance institutions from entering the housing finance mar-
ket. Inadequate enforcement of laws and structural weaknesses in the housing market
have made housing finance an overly risky proposition. Among the reasons commercial
banks cite for staying out of the housing market are the inability to establish clear title
to property, the high cost of registering liens, and the lack of secured transaction or
foreclosure laws.

Much work is needed to promote an enabling environment for housing and housing
finance supply and demand. Among the key policy measures for housing are those
needed to improve the security of ownership, titling, and registration, and to build the
capacity of secondary participants in the housing market. Innovative mortgage products
better suited to different market segments and risk profiles are essential, as are capacity
building in the financial sector, expanded access to finance, and a source of long-term
funding such as a liquidity facility. A regulatory framework for property insurance, life
insurance, and (in the medium to long term) mortgage guarantees and mortgage insur-
ance should be developed. Microlending could be promoted through a joint public-
private effort. Finally, the central bank’s supervisory and regulatory framework needs to

be strengthened.

Overview

The Afghan economy has sustained strong GDP growth in the past few years, with per
capita annual income rising from $123 in fiscal 2001/02 to $300 in fiscal 2005/06 (fig-
ure A.1).! Inflation is in single digits after a sharp spike in fiscal 2007/08 (figure A.2).
Interest rates on central bank securities have been in the single digits. Projected annual
GDP growth for the medium term is 10-12 percent, which would lead to a steady rise
in per capita annual income to about $482 by 2010. According to United Nations’ esti-
mates, between 2000 and 2015, the population is expected to increase by 14 million
(from 24 million to roughly 37 million people). Rapid population growth and urban-
ization compound the housing problem in Afghanistan, especially in such cities as
Jalalabad, Kabul, Kandahar, and Maser-e Sharif. Of the country’s total population—
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Figure A.1 Growth of Nominal GDP, 2003-07
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Figure A.2 Rates of Inflation, 2003-07
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23.6 million, according to the population census of fiscal 2005/06—an estimated
24 percent lives in urban areas and 76 percent in rural areas (2008 estimate). More than
half of this growth will be in urban areas, where the housing deficit is already severe
(Bedforth 2007). The country also has the youngest population in the world, with an
estimated 57 percent under the age of 18. As these young people start to seek jobs and
places to live, pressure on the urban housing sector will increase. The rising income lev-
els may provide opportunities for a growing housing market, as long as the right kinds
of policies and interventions are put into place (World Bank 2008).

A third of the country’s population is concentrated in 5 of its 34 provinces:
Kabul (3.07 million), Herat (1.55 million), Nangarhar (1.26 million), Balkh
(1.07 million), and Kandahar (1.00 million). These provinces have large urban con-
centrations and perennial housing shortages. Estimates of Kabul’s population vary
significantly—reports from the Afghanistan Research and Evaluation Unit put the
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Kabul population in excess of 3.0 million in 2005. Population growth is now
estimated at approximately 5 percent. This rapid growth and urbanization result in
substantial migration into informal settlements, and they challenge urban plan-
ning as the city expands in an ad hoc manner.

In spite of strong financial sector growth, financial services in Afghanistan still
have very limited outreach (figure A.3 and table A.1). Performance and efficiency
indicators have been weak, although financial stability measures have remained
strong (tables A.2 and A.3). The housing sector has almost no access to bank credit,

Figure A.3 Bank Assets, Liabilities, and Capital, 200409
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Source: Data from Da Afghanistan Bank, 2009.
Table A.1 Financial Access, 2009
Indicator Afghanistan Nepal Pakistan Sri Lanka
Demographic branch penetration 0.6 6.0 15.0 29.0
(branches per 100,000 people)
Demographic ATM penetration 0.09 13.00 16.00 30.00
(ATMs per 100,000 people)
Deposit accounts per 1,000 people 26 6 12 30
Loan accounts per 1,000 people 2 7 1 30
Geographic branch penetration 0.031 6.000 12.000 18.000
(branches per 1,000 sqg. km.)
Geographic ATM penetration (ATMs 0.04 12.00 12.00 30.00

per 1,000 sqg. km.)

Source: Data from Da Afghanistan Bank, 2009.
Note: ATM = automated teller machine.
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Table A.2 Bank Performance, 2009

Indicator Afghanistan Nepal Pakistan Sri Lanka
Return on equity 10 6 15 29
Return on assets 2 14 25 20

Source: Data from Da Afghanistan Bank, 2009.

Table A.3 Financial Stability, 2009

Indicator Afghanistan Nepal Pakistan Sri Lanka
Capital adequacy ratio 32 6 25 20
Nonperforming loans 0.7 7.0 23.0 19.0
Liquid assets ratio 25 6 25 13

Source: Data from Da Afghanistan Bank, 2009.

and mortgage finance is very limited. In Doing Business 2010: Reforming Through
Difficult Times, the World Bank ranked Afghanistan 168th among 183 economies on
the ease of getting credit, a measure that reflects the quality and coverage of the credit
information system and the legal rights of borrowers and lenders.? The country has
2 state-owned and 14 private commercial banks now in operation, and 15 microfi-
nance institutions providing financial services to urban and rural borrowers. But
most banks avoid lending for housing, which typically involves a long-term com-
mitment to the client. Among the main reasons for this avoidance are the lack of an
adequate supporting legal framework, including poor foreclosure and eviction pro-
cedures; poor land titling regimes; absence of reliable property valuation/appraisals;
lack of a well-functioning collateral system; and poorly trained judges.

Despite its recent economic growth and its maintenance of relatively low infla-
tion, Afghanistan continues to face acute poverty. Meeting the challenges of allevi-
ating poverty, correcting poor social indicators, and improving the security situa-
tion are the government’s main fronts. Doing so will require sustainable economic
growth, continued macroeconomic stability, and a more developed financial sector.
Development of the housing and real estate sector is globally acknowledged to be a
main contributor to industrial growth and employment and an important asset
class in the financial sector. Housing and housing finance build assets and liveli-
hoods, and thus contribute to poverty reduction. They also stimulate savings and
can be used as collateral for loans by home entrepreneurs. The share of mortgage
debt to GDP in developed economies like the United States (6570 percent), the
European Union (42 percent), Canada (40 percent), China (15 percent), and
Malaysia (26 percent) is considered to be an important indicator of the roles of
housing and housing finance in economic development. The figure for Afghanistan
is insignificant at less than 1 percent.
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Housing Demand

Potential housing demand is considerable. A long history of conflict, high popula-
tion growth, rapid urbanization, and returning refugees results in housing shortages
and a large amount of illegal and overcrowded housing without access to basic city

services.

Housing Shortage

More than 6 million displaced persons are putting upward pressure on demand for
housing. Returnees find their houses badly damaged by war and repeated earth-
quakes and their land in the hands of others—either legally appropriated under suc-
cessive governments or illegally grabbed. In Kabul, an estimated 700,000 returnees
have settled since 2001 (UNHCR, Pakistan Population Census Organization, and
Pakistan Ministry of States and Frontier Regions 2005).

The Ministry of Urban Development estimates the current need for new housing
units in Afghanistan at more than 1 million, with 70 percent of these units required in
urban areas. The shortfall is likely to reach 1.5 million units by 2015 (figure A.4).> In
Kabul alone, the rehabilitation and new construction may involve fixed private capital
investment of $2.5 billion (excluding land value) (World Bank 2008, p. 16). Despite the
housing shortages, only 0.5 percent of Kabul’s population can be considered homeless
in a stricter sense, including 10,000 people living in tents and 5,000 living in destroyed
buildings (World Bank 2005a). Many people construct their own dwellings: in Kabul
and Jalalabad, approximately 60 percent of households surveyed in an Afghanistan
Research and Evaluation Unit study have built their own homes, 20 percent are rent-
ing homes, and the rest are living rent free as beneficiaries of charity (Schiitte 2006).
People migrating to the cities—generally poor—also mostly construct their own
houses: the United Nations Children’s Fund estimates that approximately 80 percent
of the new houses constructed in Kabul in the 1990s were self-built (Schiitte 2006).

Figure A.4 Projected Demand for Housing, 2006-14
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Squatters and Informal Settlements

Informal settlements provide shelter for 80 percent of Kabul’s population (2.44 mil-
lion people) and cover 69 percent of Kabul’s residential land (World Bank 2005b).
Insecure titles and poor service provision make conditions in these settlements diffi-
cult. A World Bank study called for upgrading rather than demolishing the informal
settlements and for regularizing the tenure of their households (World Bank 2008).
Security of title also is linked to quality of housing. Insecure title may discourage
households from improving the conditions of their housing—but investments in
home improvement can serve as an explicit strategy to secure tenure (Schiitte 2006).

Even in illegal settlements, most inhabitants pay rent to someone to avoid evic-
tion. Indeed, rising rents have led to the eviction of a large number of people from
the slums, forcing them into even more meager shelter. In the informal settlements
of Kabul (legal and illegal), it is estimated that more than two thirds of houses are
occupied by more than one family.* Almost 9 of every 10 families in informal hous-
ing live in only one or two rooms (Aga Khan Trust for Culture 2006).

Housing Supply

Housing provision, both public and private, has been lagging. Limited government
capacity and an insufficiently supportive legal framework for private sector involve-
ment have been responsible for this shortcoming.

Current State of Housing

The condition of the housing stock in Afghanistan is very poor. Most housing units
are located in unplanned areas. A considerable share is damaged or destroyed. Roads
and drains are nonfunctional. A vast majority of the population has no access to safe
water, sanitary toilets, and solid waste collection; and there are no landfills. Aside
from some improvements to the roads and, to a lesser extent, the water system, the
challenges in housing supply and infrastructure remain.’

The government is working on a national housing program to build 150,000
units. This project is in its planning stage. In the past, the government had distrib-
uted 450,000 plots and expected those who received them to do construction on
their own. Unfortunately, houses were built on only 15 percent of the plots; the rest
either were sold or are still vacant. The Ministry of Urban Development is also plan-
ning a project of 20,000 low-income developed plots for construction of housing
units around the city of Kabul. Under this project (which is in an advanced stage),
the government intends to provide fully developed/serviced plots, equipped with all
residential infrastructure. The construction will be done under a public-private
partnership model. The government intends to use a cross-subsidy model, whereby
it will allocate 75 percent of the units (15,000) to the low-income segment. To cross-
subsidize the low-income segment, the remaining 25 percent of the units will be
sold later at the then-prevailing market price. The commercial areas will be
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Box A.1 Meeting Housing Needs: Efforts from the Public Sector

The Ministry of Urban Development, projecting substantial investment needs in the housing
sector, has recommended designing an incentive system for developers to alleviate the urban
housing shortages. It plans to build a large “new city” near Kabul (with 250,000 housing units
costing $13,000 per home) to house 700,000 inhabitants. The government will donate the land
to a developer, whose profit will be guaranteed by fixed prices. The project is expected to cost
$250 million. Plans call for it to be completed by 2013, with a pilot site for 20,000 homes
launched in the near future. In addition, the Ministry of Urban Development plans to sign an
agreement with a U.S.-based housing company to construct 10,000 single-story houses for
middle- and lower-middle-class inhabitants of Kabul. The land will be free of cost, and the sales
price of each house will be $20,000. The ministry's efforts to promote such housing projects
have been under way for the past three to four years, slowed mainly by difficulty in mobilizing
financial resources.

Both the Kabul and Jalalabad municipalities have implemented programs to transfer land to
needy (unsheltered) families. This land is sold for prices below market value as long as the fam-
ilies build houses in the short term. Kabul has distributed 22,000 plots at an average price of
$5,200, with the title transferred after 40 percent of the construction is completed. Jalalabad
has distributed 4,400 plots at an average cost of $5,000. Neither land transfer program has had
much impact on the housing stock. One reason for that lack of effect is tenure issues: although
the municipal authorities claim they are able to provide clear titles to the land, the title transfers
took almost three years for many families because of squatters on the land. A second reason
is real concern about ensuring that the land goes to those who are eligible rather than to spec-
ulators. (The main requirement for eligibility is that the recipient owns no other land in Kabul.)

The Ministry of Education plans to implement a housing incentive scheme that will encour-
age female teachers to move to rural areas by giving them land. \When Parliament passes leg-
islation authorizing the distribution of land to teachers (which it is expected to do), the main
tasks will be to identify land, review applications (from a potential pool of 181,000 eligible staff),
distribute land, and provide households with access to mortgage loans to construct their
homes. But availability of housing finance is a key missing piece.

Housing initiatives that offer land free of cost raise some economic issues. Although the
housing shortage is acute, housing development programs that provide substantial subsidy
through free land are not targeted to those who most need housing support. Instead, they are
directed to middle-class residents, most with businesses or salaried employment, who could
be served profitably by the private sector. The subsidies could be better targeted to improving
water, sanitation, access roads, and other infrastructure provision.

Source: World Bank 2008.
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designed to cater not only to the population of the project (120,000-150,000 peo-
ple), but also to the general public. The commercial areas and the community cen-
ter will be sold at the going market rate to further cross-subsidize the low-income
segment. The ministry estimates the subsidy amount of $12,000 per household,
which is the estimated cost of developing the residential infrastructure and utilities
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Box A2 A Housing Developer in Need of Finance: Shelter for Life

Working with nongovernmental organizations in Kabul, Shelter for Life, a private, voluntary
organization based in the United States, has completed and distributed houses for 3,000 fami-
lies. It also plans a project to provide affordable apartments for middle-class residents: a mid-
rise complex (three to five stories) with 40-60 units. The Kabul municipality has offered the
program land with clear title free of charge. The land is in Mikro-Rayon, an area with good exist-
ing infrastructure. Shelter for Life is the lead contractor and developer for the project, and is
interested in partnering with financial institutions to provide the mortgage finance to borrowers
when construction is completed.

Shelter for Life has community development as its overarching goal: it strives to integrate its
reconstruction projects with community development programs designed to enable independ-
ence and self-sufficiency. This process begins with the physical reconstruction of the commu-
nity: shelters, schools, clinics, and infrastructure. The program equips people with the training,
tools, and materials they need to permanently rebuild their communities. Beyond Afghanistan,
Shelter for Life is working in Indonesia, Irag, Pakistan, Sri Lanka, Sudan, Tajikistan, and the
United States.

Source: World Bank 2008.

supply. At present, the housing finance market is not geared to provide long-term
mortgages for 20-25 years, but that is essential for the success of the project. Several
other public sector initiatives are in the planning and development stages (box A.1).
Municipalities, the Ministry of Refugees and Repatriation, and the Ministry of
Urban Development have undertaken housing construction for returnees from
Pakistan and the Islamic Republic of Iran. Progress in new construction has been
slow because of limited capacity, the scarcity of serviced land, and lack of funds for
constructing infrastructure. Some private initiatives are under way (box A.2).

Poor Construction Quality and Lack of Enforcement of Construction
Standards

The quality of construction has become a major source of concern in Afghanistan.
The main reasons are lack of quality control in the materials sector, lack of supervi-
sion, and corruption in the enforcement of construction standards. The Afghan
National Standards Authority, established by the Ministry of Commerce in May
2004, is responsible for setting standards for both imported and locally sourced con-
struction materials. Results will depend on enforcement of these standards, however,
and the enforcement authority generally has been ineffective.

The enforcement of building codes—the responsibility of municipalities—also
has been poor. People building in zoned areas are required to get proper building per-

mits, issued only after the municipality approves blueprints and title. In reality, there
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is no oversight, and most home construction follows neither the code nor approved
blueprints. City engineers often ignore code violations for a small payment.

Housing Costs

The cost to build a 200-square-meter apartment for upper-middle-class housing is
estimated to be $41,000. The cost to construct low-income housing (estimated for a
two-room dwelling) might range from $5,000 to $10,000. A microfinance institution
involved in lending for housing estimated that the cost to upgrade a two-room house
would be $500-$600. Overall estimates from a construction company, microfinance
institutions, and commercial banks suggest costs of $100-$5,000 for home improve-
ment, depending on the type of upgrading done (for example, adding an extra room,
building a kitchen, building a bathroom, fixing the ceiling, fixing the flagstones,
painting the home, replacing doors and windows, installing plumbing and a water
supply connection, installing wiring for electricity); and they suggest costs of
$10,000-$40,000 to build a new apartment or house, depending on the location
(rural or urban) and the construction materials used. In comparison with home
improvement and construction costs in the low-income category, these estimates
appear to be on the higher side. The obvious reasons are unavailability of imported
construction materials, lack of a skilled labor force, and absence of organized devel-
opers for the low-income category. Again, when these costs are viewed from the per-
spective of affordability, they are very high for micro- and low-income categories,
and thus present a major challenge for the housing finance market.

Housing Finance

Most of the secondary market transactions in housing are for cash. The banks’ lend-
ing ability is restricted to short tenures of three to five years for housing finance.
Although the banks have excess liquidity, the tenure of their liability book does not
permit creating long-term assets. Because there is no developed financial market, the
availability of long-term funds is the binding constraint on the banks to provide
long-term housing finance.

The Financial Sector

Afghanistan’s financial sector is developing, but lending remains very limited, con-
fined to trade financing and short-term business loans to customers well known to
the lender. Most banks have avoided lending for industrial financing or housing,
which typically involves long-term commitments to the client.

The outreach of financial services in Afghanistan remains quite limited. There has
been significant growth in private commercial banks since 2004. In 2002, there were
only 3 state-owned banks in Afghanistan. In 2009, there were 17 licensed banks,
including 10 private and 2 state-owned relicensed commercial banks and 5 branches
of foreign banks operating in Afghanistan. The banks are concentrated mostly in
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Kabul; and they provide services primarily to international donors, large businesses,
foreign nongovernmental organizations, and foreign government agencies. They do
not have any visible role in housing finance. There is also a small but growing num-
ber of nonbanking financial institutions, including a credit union and 15 microfi-
nance institutions that provide financial services to urban and rural borrowers. A
leasing finance company is also operating in Kabul, although with limited capital. In
addition, there are 111 money service providers and 37 foreign exchange dealers
licensed by Da Afghanistan Bank (DAB; the central bank). Although financial serv-
ices are expanding, these institutions have yet to broaden their offerings to meet new
demands, such as those for long-term loans. The housing sector, in particular, has
almost no access to bank credit.

Liquidity. At present, the banking sector in Afghanistan is composed of 10 private
sector commercial banks, 2 state-owned relicensed banks, and 5 foreign banks. The
banks have very nominal advances and are flushed with excess liquidity, which is
either being placed interbank, in DAB capital notes, or in overseas markets. On
average, the banks are two-thirds liquid; but some banks’ advances stand at less than
10 percent. Creating a vibrant investment environment remains a major challenge
for Afghan financial managers.

On the liability side, a sizable portion of bank deposits (in some banks, up to
90 percent) is in the bank’s current account to avoid interest. In some cases, this
placement lowers the average cost of bank funds to below 1 percent. On the asset
side, 15-25 percent of bank advances is in corporate assets—specifically not long-
term productive assets, but under overdraft facilities. The excess liquidity of com-
mercial banks and other financial institutions is mostly being invested in DAB capi-
tal notes of up to six months’ maturity, earning 13—15 percent interest. Some of these
excess funds are invested in overseas markets. Because this situation has made bank-
ing relatively easy and risk free, the banks are not proactive in developing the
demand for funds. No commercial banks are involved in housing finance, mainly
because of the unavailability of long-term funds, poor title and loan security, and
lengthy court procedures for foreclosure. The banks plan to review their positions
after the announcement of a long-awaited mortgage law.

Long-Term Funds. At present, DAB issues no Treasury instruments, T-bills, or
medium- or long-term bonds. Instead, it issues an instrument called a “capital note,”
which has up to a six-month maturity to help banks manage the statutory liquidity
ratio and to invest surplus liquidity. Preparations to float Treasury instruments are
under way, and DAB may start issuing short-term Treasury instruments by the year
2011. Therefore, it is going to be quite a few years before Afghanistan’s financial mar-
ket will have long-term Treasury instruments or will develop a long-term yield curve.
Until the financial market has long-term Treasury instruments and a long-term yield
curve, it will not be easy to raise long-term, market-based funds, which are essential
for the housing finance industry. In the interim, DAB is considering promoting and
supporting some capital market instruments that will be issued by the commercial
banks.
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Although the availability of long-term funding remains a challenge, the problem
is largely not a financing issue: commercial banks held current deposits of about
$1.20 billion against outstanding loans of $0.74 billion in January 2008, and they are
seeking ways to safely lend their available funds. Instead, the problems are an ineffi-
cient financial intermediary function for generating long-term funds and the lack of
a legal regime that supports long-term loans (such as those for housing). The conse-
quence is that houses are purchased on a cash basis, precluding all but the wealthy
from participating in the market. In more developed markets, where the risk is
clearer, the capital markets take some of the burden of long-term lending by creat-
ing funding and guarantee instruments for the housing market. Efforts now to
develop a secondary mortgage market in Afghanistan would be very premature.
However, creating a sound primary mortgage market could help lay the groundwork
for eventual secondary market activities.

Ensuring clean titles and banks’ ability to place liens on properties and to enforce
those liens in the event of default would give eventual investors in mortgages or
related financial assets the confidence that the ultimate collateral is sound and acces-
sible. Similarly, standardizing mortgages would help make them more marketable or
more readily securitized instruments in the long run. In Afghanistan, where a
48-month loan is considered a long-term loan with a marginal interest of 20 percent,
banks will need to be able to access other funding or guarantee sources to develop a
housing finance product.

Traditional Mortgage Lending

Housing finance, whether formal or informal, is not significant in Afghanistan.
The country has no bank or financial institution providing long-term mortgage
financing. Before 2002, a government-owned housing finance bank was operating
in Afghanistan, but its operating performance and loan portfolio were so weak that
it failed to obtain a provisional license in 2003 under the new banking law (the Law
of Banking in Afghanistan).

Two state-owned banks, Bank-e-Millie Afghan and Pashtany Bank, have made
small forays into the housing finance market. Bank-e-Millie Afghan has no estab-
lished mortgage loan product. Each of its housing loans is unique, but it generally
charges interest of about 12 percent for a two-year loan, with the loan sizes ranging
from $400 to $10,000. Another product designed by Bank-e-Millie Afghan would
range from $10,000 to $20,000, with a monthly payment of more than $100 over a
20-year period. Most commercial banks, along with microfinance institutions, are
keen to launch housing finance products in the near future.

In the microfinance sector, one institution has extended loans for home improve-
ments to clients in Kabul’s informal settlements. The loans, mostly short-term ones
ranging in size from $400 to $2,000, are intended primarily for home repairs.

The financial sector needs innovative product diversification and customization.
Because the client base in Afghanistan is quite varied in nature on all socioeconomic
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parameters, there is a dire need to devise tailor-made housing finance products for
different market segments. Traditional mortgage finance poorly suits Afghanistan’s
socioeconomic conditions because it requires regular monthly payments over long
periods. Most low-income households are self-employed, and their incomes vary
greatly. Mortgage lending requires a valid and safe title, usually not readily available,
as well as standard documentation for income verification (such as a salary certificate).
Banks cannot verify the income of self-employed clients. Small loans to low-income
households are less profitable and they stunt banks’ equity and asset growth. Banks
have little capacity to make small loans to many low-income households because the
term-risk problem (funding long-term assets with short-term liabilities) is exacer-
bated. Amortization schedules in traditional mortgages require “tilting” real payments
toward the first years of a loan—a serious problem for low-income households.
Traditional mortgage finance will only reach a modest fraction of households, even
when all reforms are in place. Therefore, the financial institutions, once motivated to
go for housing finance, will have to design, develop, and market segment-specific
products.

Specialized Mortgage Finance

Prior to fiscal 2001/02, one specialized housing finance institution was operating in
the public sector. However, because of the institution’s poor performance, it was not
relicensed to resume its operations. Because the commercial banks are not proac-
tively coming forward to meet the demand in housing finance, the need for special-
ized housing finance is now being felt. DAB intends to set up such an institution
under a public-private partnership, with management control in the private sector.
The proposed institution will have a business focus on the middle and the high end
of the population. With nearly 80 percent of the population poor and likely candi-
dates for low-income and microfinance for housing, the possibility of setting up a
separate housing finance institution to cater exclusively to the needs of the low end
of the market must be explored.

Islamic Mortgage Finance

Being predominantly a Muslim country, Afghanistan has a great potential demand
for Shar’ia-compatible housing finance products. The popular preference for Islamic
banking is demonstrated also by the fact that 70-80 percent of banking deposits are
kept in current accounts to avoid interest for the depositors. At the moment, some
banks are operating Islamic banking windows, alongside their conventional banking
operations. However, this dual practice has not proved to be successful. DAB is con-
sidering inviting the private sector to set up exclusively Islamic commercial banks,
and currently is drafting Islamic banking laws to allow issuance of Islamic banking
licenses and to develop the regulatory regime. Shar’ia-compatible mortgages surely
would provide a substantive boost for the housing finance market, as well as access
to finance overall.
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Not much work has been done by the banks in this area, and most Islamic finance
is done on “lease-buyback” arrangements. To meet this demand, some banks provide
home purchase loans that are structured not as traditional mortgages but as lease-
buybacks. Under such loans, known as murabaha, the bank buys the property and
resells it to the client at a markup. The bank owns the property outright until final
payment is received—an arrangement that offers the bank a level of security not
available with a traditional mortgage. The murabaha, which are Shar’ia compliant,
may enable banks to overcome some of the problems with foreclosure by retaining
title until final payment. Leasing may offer many of the same advantages, giving
financial institutions a level of security unavailable with traditional mortgages in the
present legal system.

Large-Scale Project Finance

Another opportunity is to provide construction finance to housing developers at the
front end. Such finance would be fully repaid after completion of the construction
through mortgage loans to the homebuyers, with the completed houses serving as
collateral. So far, developers have not focused on residential projects, and are more
inclined toward commercial complexes. Among the most notable construction proj-
ects in Kabul are the Safi Landmark (a hotel and shopping complex) and Kabul
Trade Center (a shopping and office complex). Each of these projects involved
investments of roughly $20 million, and each was financed by sponsors using their

own resources.

Informal Housing Finance

Afghan businesses and homeowners must rely almost entirely on friends, relatives,
and moneylenders to meet their financing needs. Informal financing may play an
important part in manufacturing and commercial activities, but such funds are
often costly and therefore inappropriate for long-term private sector or housing
development.

The hawala system, an underground banking network based on traditional meth-
ods of paperless transactions, includes informal moneylenders and could provide an
efficient alternative source of housing finance. But its presence in the housing
finance market is insignificant. Moreover, thanks to the recent speed and efficiency
improvements in the financial system, Afghan banks are now better able to compete
with the hawala system on price and service.

Afghans looking for credit outside the formal system overwhelmingly turn to rel-
atives and, to a lesser extent, local moneylenders. Informal credit is generally a short-
term loan for consumption, to cope with temporary shortfalls in cash flow. Less than
10 percent of credit in urban areas is obtained from local moneylenders, despite the
need. Clients of microfinance institutions have pointed to the high interest rates
charged and the potential repercussions of delinquency as reasons that moneylenders
are best avoided.
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Homeowners’ Insurance

Afghan banks are reluctant to offer large loans without insurance on the collateral.
But no company in Afghanistan currently offers homeowners’ insurance protecting
against fire or earthquake (a particular concern in Kabul and the surrounding
region). Although the country’s insurance law was revised in January 2006, only one
private insurance company has started doing business. The Insurance Corporation
of Afghanistan began operating in Kabul in October 2007, although it did not obtain
its formal registration until February 2008. Meanwhile, the public sector Afghan
National Insurance Company is barely functional and substantially undercapitalized.
Until more private insurance companies establish operations and begin providing
homeowners’ insurance in Afghanistan, the risk of lending to homeowners may
remain too high for banks. Even if the conventional insurance companies are func-
tional and become active, a sizable population may still decline to go for such a cover,
unless it is Shar’ia compatible. These preferences would require the introduction of
general and family takaful (Islamic property and life insurance).

Risk Management

The mortgage finance market in Afghanistan is exposed to the following sources of risk:

Dysfunctional ownership system: Ownership and the basis of ownership are not
well defined in Afghanistan. Records have been destroyed or damaged during
long years of war. Multiple allotments are also an issue. This creates a risk factor
for the banks on the legality and enforceability of borrower property rights.

*  Dysfunctional loan security: The poor state of the titles and liens registration sys-
tem creates risk in enforceability of loan collateral.

+  Costly foreclosure: Because of the country’s weak legal system, defective titles, and
lengthy court proceedings, foreclosures involve delays. When a court verdict is
available, its execution entails another lengthy procedure—thus making for an

expensive and time-consuming process.

«  Unreliable property valuations: These valuations are not reliable for the purposes
of bank financing. When the mortgage market develops a valuation system, the
profession of valuer will become more disciplined.

*  Pending enactment of essential laws: With the help of international agencies, the
enactment of different laws is in progress. When fully enacted, the mortgage mar-
ket will get the much-needed confidence of safe and secure lending.

+  Capacity constraints: The current staff at banks and financial institutions has no
training in the field of mortgage lending. The only specialized housing finance
institution (which existed in Afghanistan prior to fiscal 2001/02) was not reli-
censed to operate.

*  Maturity and rate mismatch: The nominal outstanding mortgage loans have
maturities of two to three years. One of the many reasons cited by the banks for
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not going aggressively into mortgage lending is the unavailability of long-term
funding. Interest rate mismatch is also a bearable risk. However, until such time
as long-term, fixed-rate funds are available, lenders will not offer long-term,
fixed-rate mortgages.

Prudential Regulation and Oversight

The legal framework of the financial sector is inadequate in protecting banks and
other financial institutions in the event of default. The laws do not support foreclo-
sure on borrowers’ property, a clear disincentive for banks to take the risk of long-
term lending. But pending laws, once enacted, should increase banks’ incentives to
extend long-term loans.

During fiscal 2008/09, some significant regulatory developments took place relat-
ing to housing finance. Among them was the enactment of the Law of Mortgage on
Immovable Property and of the Secured Transaction of Movable Property Law, both
signed by President Hamid Karzai on May 31, 2009. However, it is important to
educate and train both the judiciary and banking professionals involved in mortgage
finance on the use and implications of these laws.

DAB does not have any specific prudential regulations on housing finance,
although such regulations are needed, apart from the respective rules for consumer
finance. A capacity-building program is also required for financial institutions
involved in housing finance to ensure that staff members are well versed in the rules
of the business.

Credit Information Collection

Credit information is not collected or available, beyond the private records of finan-
cial institutions. Work is ongoing to develop a credit bureau in Afghanistan. Enabling
rules are being framed, and they are likely to be introduced during 2010.

Affordability of Housing Loans

Indicative estimates on housing loan affordability are provided by the financial sec-
tor. Bank-e-Millie estimates that middle-income mortgage clients could pay up to
$100 a month, and that it would be feasible for the bank to charge 20 percent in
annual interest for a 20-year loan. For middle-income residents, the costs of housing
range from $10,000 to $20,000; and for high-income residents, the average cost is
estimated at $50,000. Another source of information in this regard is the Shadab
Zafar Construction Company, a developer with 40 years” experience in the Afghan
market (box A.3).

A market investigation undertaken by the Ministry of Economy in 2005 links the
cost of housing to buyers’ ability to afford it, based on their monthly incomes
(table A.4). A house costing $5,000, the typical price for a house owned by low-income
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Box A3 Finding Strong Demand for Upper-Middle-Class Housing in Kabul

The Shadab Zafar Construction Company targets the high end of the market, building upper-
middle-class apartment complexes in Kabul. The demand for such housing is high: the developer
quickly presold all its apartments, which cost an average of $41,000 for a 200-square-meter flat.
Each buyer must pay a fee of $1,200 to register as a purchaser. When 40 percent of the con-
struction is completed, the buyer pays 30 percent of the purchase price. Thereafter, the buyer
pays $500 a month until the full price of the flat is paid. No interest is charged; the price is the
same whether the buyer pays in cash or in installments. The company claims high demand for
its planned new 1,200-unit apartment complex in Kabul.

Source: World Bank 2008.

Table A.4 Cost and Affordability of Housing in Kabul

Market Average Monthly Estimated Average  Monthly Disposable Income After
Segment? Household Income Housing Cost Payment? Housing Cost

Low income $30 $5,000 $49 19

Middle income $177 $13,000 $127 50

High income — $50,000 $483 —

Source: Afghanistan Ministry of Economy data.
Note: — = not available.

a. Low-income classification is based on a poverty level of less than $1 a day per capita and an estimated six contributors to the
household income.
b. Payment assumes a 20-year loan at 10 percent interest.

residents of Kabul, would require a monthly payment of $49 for a 20-year loan at
10 percent interest. Therefore, even for a 20-year mortgage, the mortgage payments
for a low-income house are hardly affordable for a majority of Afghan people. At
realistic market interest rates, it is difficult for low-income groups to afford housing,
and home improvement loans appear to be a more variable market-based option (as
discussed in more detail in the following section).

Low-Income and Microfinance Housing

Given the low income levels in Afghanistan (42 percent of the population was below
the poverty line in 2007), the low-income housing segment effectively represents
microfinance housing, mostly for home improvement rather than purchase pur-
poses (World Bank 2009).
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The Microfinance Market

Microfinance for housing remains underdeveloped in Afghanistan. But there is a clear
rationale for microfinance as a low-cost source of housing finance: homes serve a dual
purpose as both a place to live and a place to perform income-generating activities—a
good fit with microfinance’s aim to reduce poverty by supporting such activities. More-
over, microfinance could provide an immediate solution to the need in Kabul for infor-
mal sector housing, which is unlikely to attract commercial bank financing because of
the lack of clear land titles. Housing microfinance also offers microfinance institutions
an opportunity to design new financial products and diversify their portfolios.

Microcredit activities in Afghanistan were initiated in 2003 under an apex body,
the Microfinance Investment Support Facility for Afghanistan (MISFA). MISFA now
has 15 microfinance institutions, operating in 23 provinces and 111 districts. By
March 2008, these institutions had 436,000 registered and 373,000 active borrowers.
They had disbursed a total of $420 million in loans to low- and moderate-income
families, and had current outstanding loans of $108 million. Some borrowers occa-
sionally use their microfinance loans for home repair or construction. Many institu-
tions have expressed interest in housing microfinance and already have identified
housing finance products targeted to different groups of clients. So far, one microfi-
nance institution has extended loans for home improvements to clients in Kabul’s
informal settlements. The loans, at a monthly interest rate of 2 percent, are mostly
short-term loans (5-12 months) at a rough average of $600 (ranging in size from
$400 to $2,000). They are intended primarily for home repairs. Loans are made on
an individual basis and typically guaranteed by a cosigner, which eliminates the need
for a mortgage or similar guarantee.

Potential Demand for Housing Microfinance

Microfinance clients in Afghanistan have demonstrated a large demand for housing
loans, often under the guise of business microloans. It is estimated that 20-25 per-
cent of business loans outstanding in July 2007 ($18-22 million) may have been used
for home construction and improvement.

Estimates suggest enormous potential demand for microfinance housing loans
among low-income Afghanis. As noted, an estimated 2.44 million people in Kabul live
in informal sector housing. Given an average household size of 7.5 people, that sug-
gests approximately 325,333 informal sector homes in Kabul. If 50 percent of these
homes need improvement each year, at a cost of $750 per home, the potential financ-
ing needs for home improvement could be $122 million annually. Similarly, estimates
of the construction cost of Kabul’s informal sector housing indicate that for 325,333
informal sector homes, about $2.5 billion ($7,684 per household) would be needed
(World Bank 2005b). If 20,000 new houses are constructed annually at $7,684 per unit,
financing needs for new construction would amount to $154 million a year. These esti-
mates suggest a total annual financing need of $276 million for home improvement
and new construction in Kabul’s informal housing sector. Today, financing needs are
met through relatives and friends, labor sharing, and family incomes.
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Potential Advantages and Challenges in Housing Microfinance

Among potential finance providers, microfinance institutions have several compar-
ative advantages in serving low-income clients, including experience with and
knowledge of their borrowers (table A.5). Even so, several conditions need to be met
to ensure effectiveness in extending informal housing loans: detailed knowledge of
the housing microfinance market, capacity building in loan appraisal techniques,
effective guarantee mechanisms to limit risks from lending for housing, lending
methodologies and policies designed for high-risk areas, and cost-effective ways to
reach rural clients. In addition, microfinance institutions need to provide loans to

women to promote their homeownership.

Potential Funding Mechanisms

Microfinance institutions have few funding mechanisms at their disposal, including
their own funding and funding from MISFA (mobilized from donors). When hous-
ing finance activity expands, however, there will be a need for commercial sources of

Table A5 Advantages and Disadvantages of Potential Housing Finance Providers

Provider

Advantages

Disadvantages

Microfinance institutions

e Experience in lending to
low-income families

e Countrywide presence

e Desire to launch housing loan
products

e Minimal experience in housing *
microfinance

Commercial banks

e Access to capital
e Branch network in urban areas

e Risk aversion

e Unwillingness to lend to
low-income households

e Lack of technologies for lending
to entrepreneurs with irregular
income

Nongovernmental
organizations

e Countrywide presence

e Ability to build strategic alliances
with microfinance institutions to
provide technical assistance in
construction practices and other
nonfinancial services

e Lack of experience in lending
e Perception that a loan would be a
grant and thus not repaid by clients

Moneylenders

e Countrywide presence

e | ack of experience in housing
lending, except for short-term
(12-month) loans

e Costly source of loans

Government

e Countrywide presence

e Public institution requiring
resources and time to get started

e Risk of politicization and
eventual bankruptcy

e Potentially negative signals to
the microfinance market

Source: ShoreBank International, based on review of various studies and discussions with MISFA and microfinance institutions.
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longer-term (three- to five-year) funding so that microfinance institutions can make
the larger loans needed for construction and major renovations, without causing
asset-liability mismatches. Market-based funding sources should be encouraged, to
promote the commercial sustainability of microfinance institutions. At that stage,
there will be a need for second-tier financing, possibly with a role for a stand-alone
housing bank.’

Ability to Extend Loans to Women

Microfinance institutions may have advantages in extending credit to women entre-
preneurs. Women in Afghanistan have limited access to formal finance because of
their lack of guarantees and title deeds, as well as cultural factors. Microfinance insti-
tutions in Kabul have started planning their expansion into the female client market
segment—for example, by considering joint-liability group lending mechanisms.
However, much more needs to be done, including providing title rights to women

and managing cultural barriers to permit more openness for women.

Potential Microfinance Target Groups and Affordability of Microlending

About 85-90 percent of economic activities in Afghanistan are carried out in the
informal sector (World Bank 2004). In addition, 80 percent of the population is
rural, and the overwhelming majority of Afghan households have low incomes.
These data suggest the large potential target population for nonmortgage loans for
informal and low-cost housing. There are two groups of potential borrowers: the
self-employed (entrepreneurs, farmers), found in both urban and rural areas; and
wage earners (salaried workers), found mainly in urban areas (table A.6).

Table A.6 Potential Target Groups for Housing Microfinance

Group Characteristics

Self-employed Family-based businesses with fewer than
10 workers, including the owner; most have been
established for several years.

Urban self-employed Engaged in a wide range of activities, including trade,
services, transport, home-based industry, and food
production and processing; women work from home,
mainly in domestic service situations, beauty salons,
and handicrafts production.

Rural self-employed Focus on agriculture, livestock, silk, day labor, transport,
carpet weaving, food processing, and shopkeeping.

Wage earners Employed mainly in the public sector (women made up
about 21% of public sector workforce in 2003, earning
$60-$800 a month); other wage earners work for
international agencies.

Source: MISFA.
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Table A.7 Affordability Analysis for Housing Microfinance

Minor Major
Indicator Improvement Improvement
Amount ($) 500 1,000
Term (months) 12 12
Monthly interest rate (%, 2 2
declining balance)
Monthly payment (3$) 46 92
Monthly household income ($) 184 368
Market segment Poor Upper poor
Guarantees Loan evaluation Loan evaluation,
cosigner
Requirements Regular income Regular income
(business or salary), (business or salary),
ownership of home ownership of home

Source: ShoreBank International, based on review of various studies and discussions with real estate
developers, commercial banks, MISFA, and microfinance institutions.

An analysis of affordability—based on clients’ monthly payments, household
incomes, and the type of financing and guarantees system—indicates that poor bor-
rowers could afford a 12-month loan of $500-$1,000 to pay for home improvements
(table A.7).

For low-income groups, home affordability is a major problem. The ratio of mort-
gage payment to income for low-income households in Afghanistan is 163 percent—
well above the maximum 25-30 percent that is required for traditional mortgages
internationally. Home affordability in Afghanistan is similar to that in low-income
countries like Suriname (table A.8).

Table A.8. Home Affordability in Afghanistan and Comparator Countries, 2009

Venezuela,
Indicator Afghanistan Bolivia Suriname R.B. de
Cost of a 40-m? home ($) 5,000 6,000 13,000 5,000
Typical amount borrowed (3$) 4,000 4,800 10,400 4,000
Annual interest rate (%) 10.0 145 39.0 33.0
Average term (years) 20 9 15 10
Monthly payment ($) 49 78 328 111
Typical monthly earnings 30 75 200 225
of low-income households (3$)
Payment-to-income ratio (%) 163 104 164 49

Source: Data from Da Afghanistan Bank, 2009.
Al
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Regulatory Framework and Mortgage Market Infrastructure

Lack of an appropriate legal and regulatory regime has prevented commercial banks
and, to a lesser extent, microfinance institutions from entering the housing finance
market in Afghanistan. Inadequate enforcement of laws and structural weaknesses in
the housing market have made housing finance an overly risky proposition.

Landownership, Registration, and Titling

Among the reasons commercial banks cite for staying out of the housing market are
the inability to establish clear title to property, the high cost of registering liens, and
the lack of secured transaction or foreclosure laws.

Right of Landownership. Clear title to land is critical to expanding the housing sec-
tor because financial institutions will be unwilling to provide the financing needed
by developers and home buyers if clear title is not present. Establishing clear title to
land is a major problem in Afghanistan. Land titling has been complicated by the
several legal regimes in place: customary law (Rawaj), civil law (Qanoon Madani),
religious law (Shar’ia), and statutory or national state law. Shar’ia is largely enshrined
in the civil law, but it often differs from customary law. And both are applicable
where state law does not apply. In addition, frequent regime change has led to more
than 60 different land laws and amendments to the state law (Beall and Esser 2005).
As a result, property may be legally held in several different ways, some of which may
not involve a formal registration with the municipality. Instead, ownership is legit-
imized through a customary document certified by the local shura or jirga.®

The already difficult land titling process has been further complicated during the
past quarter-century of conflict, as land was appropriated by several stakeholder
groups in turn and frequently legitimized by the relevant institutions at the time of
transfer. In addition, squatters moved onto land—either government-owned or
private—and built homes while the owners were abroad during a period of conflict.
This complex situation makes for a significant number of land disputes that must be
mitigated through stronger land tenure systems.

Land Registration. Lack of confidence in property titles is a major hurdle in devel-
oping housing finance in Afghanistan. There is no coherent land registration law. In
addition to several traditional means of property transfer, conflicting registry
schemes have been put into place over the decades. And corruption and forgeries
often lead to several competing claims to the same piece of property. In Kabul, an
estimated 70 percent of residents live on property that has not been registered for-
mally. Although these residents may be legitimately entitled to the land, they are at
risk of being evicted by others who might acquire a more formal title. In the past,
many people avoided formal registration, preferring instead to use traditional means
to establish ownership. The titling process took more than 30 steps, each one involv-
ing much time and cost and therefore creating opportunities for corruption.
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Box A4 Rehabilitating Land Records in Afghan Courts: A Success Story

Afghanistan’s land administration infrastructure was nearly destroyed during 25 years of conflict.
Land records, including property and transfer deeds, were burned, eaten by mice, or destroyed
completely. Starting in late-2004, the Land Titling and Economic Restructuring in Afghanistan
Project (funded by the U.S. Agency for International Development) began refurbishing more than
half the provincial land title offices (makhzans) in the country. Teams have cleaned, restored, and
reorganized 5.4 million legal documents, including 500,000 title deeds. Land administration
offices now are able to provide proper documents on land transfers and proof of ownership, and
they can prevent the registration of fraudulent deeds. Throughout the country, property docu-
ments are being photographed and digitized to prevent future manipulation.

Source: Interview with Greg Massen, chief of party, Land Titling and Economic Restructuring in Afghanistan Project,
March 2009, Kabul.

Simple, affordable procedures for property transfer and registration would encour-
age people to use formal registration and thus help prevent further fragmentation of
the land titling system. Accordingly, reforms have been introduced to reduce the
steps involved in the titling process to four or five, limiting the chances of corrup-
tion.’ The recent move toward formalization has been successful and should help
quickly improve the transparency of the secondary property market. The govern-
ment has committed to lowering the cost of land registration, which includes stamp
duty and legal and other charges, from 10 percent of the property value to 2 percent;
but this currently remains a problem. In addition, an effort has been made to recon-
struct and improve land records, which were nearly eliminated during the past 25
years (box A.4).

Cadastre. Lack of clear property boundaries has led to land disputes. Few proper-
ties have been properly surveyed, and most customary deeds offer only vaguely
defined boundaries. Plots often are described as abutting someone else’s land, which
itself has not been surveyed. Technology that would allow mapping to be done prop-
erly is now available in Afghanistan. The Afghan Geodesy and Cartography Head
Office has begun digitizing the existing cadastral maps of about 800,000 properties.
Producing accurate maps will be key to establishing an accurate titling system in the
country.

Land Titling. Without a regime ensuring security of ownership, banks will be
unwilling to lend in the housing sector; and other private enterprises, such as devel-
opers, will be reluctant to do business. Ownership security may be less critical for
microfinance institutions, which are less likely to require title for a mortgage guar-
antee because they use alternative forms of collateral. But it is a minimum require-
ment for commercial banks and other market participants. And it can have effects
beyond the housing sector (box A.5).
73
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Box A5 Improving Ownership Security in Informal Settlements in Kabul

In 2005, the U.S. Agency for International Development—funded Land Titling and Economic
Restructuring in Afghanistan Project launched two pilot projects in districts 7 and 13 of Kabul.
The aim was to develop and test ways to improve the tenure security of residents in informal
settlements. The project used three guiding principles: First, the communities have the means
to solve most land problems themselves. (Community elders are knowledgeable about resi-
dents’ property and generally are able to back ownership claims, resolve disputes, and weed
out fraudulent documents.) Second, solutions must be integrated into the formal legal and land
planning systems. And, third, the process must involve a partnership among authorities, com-
munities, and donors.

Formalizing title and property mapping in the two districts produced impressive results,
reflected in large increases in housing construction, home improvement, business start-ups,
and land prices.

Source: World Bank 2008.

Poor Capacity of Registration and Titling Professionals. Few people in Afghanistan
have the skills to conduct a proper title search and declare the title free and clear—
and those who do have the skills are unwilling to guarantee the result. The people
with adequate skills are based mainly in Kabul, and they are outnumbered by those
who are unqualified and possibly engaged in fraudulent activities. Real estate agent
licenses can be obtained for a small fee, and there is no mechanism for verifying the
credentials of a person acting as an agent. The lack of transparency and enforcement
in the title system fosters corruption, creating an environment in which banks are
unwilling to operate.

Beyond the insecurity of title, weaknesses in property appraisal leave banks
unable to rely on the sales values of property. The Ministry of Justice issues real estate
licenses for a small fee, but has no mechanism for verifying the credentials of those
who apply for such licenses. These real estate agents are the same people who
appraise houses for banks. They also verify titles. But because the real estate agents
lack training and a code of conduct, banks can have no confidence in either their
property appraisals or their title verifications. Moreover, the lack of public informa-
tion in the real estate sector makes it difficult to develop a set of comparable prop-
erty values against which a bank might lend.

Constraints for Women. Women in Afghanistan face particular constraints in gain-
ing ownership of or title to property. Women gain ownership of property only
through inheritance, but this is difficult. And most of them must rely on a male rel-
ative to hold the title to their property. Title to a home would improve access to bank
credit for women, and that would be particularly important for entrepreneurs. A
recent report showed that access to formal finance for women in Afghanistan is con-
strained because they lack guarantees and title deeds (Narain 2006).
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Foreclosure and Eviction

A bank willing to provide a mortgage loan would face discouraging obstacles in cre-
ating a lien against the property to secure the loan and, in the event of default,
enforcing its security. The introduction of a mortgage law and its effective enforce-
ment would largely tackle this issue.

Procedure for Creating Liens. The procedure for creating liens is bureaucratic, time
consuming, and overly expensive. It is handled through the primary courts and may
take up to two months to complete. The costs are 3 percent of the value of the contract
(loan amount) to execute the collateral registration and another 3 percent to release the
property from registration—a total of 6 percent. But the transfer of property as collat-
eral in the name of the bank takes approximately 6 percent of the property value, and
the transfer back to the owner takes another 6 percent—a very high cost for the bor-
rower. Borrowers are reluctant to go through this costly and onerous process. The gov-
ernment recently committed to reducing the cost of lien registration from 6.0 percent
to 0.5 percent (0.25 percent at registration and 0.25 percent at release), and that should
help encourage financial institutions to formalize collateral registration. The introduc-
tion of the Law of Mortgage on Immovable Property and the Secured Transaction of
Movable Property Law in 2009 is likely to address these issues.

Some banks and microfinance institutions take physical possession of the title
when property is used as collateral for other than housing loans, returning it to the
borrower when the loan is repaid. And some banks do go through the process of
creating liens—but only for very large loans. Liens are not centrally registered, thus
creating a risk of multiple liens against the same property if an inadequate title
search is conducted.

Formal Legal Framework, Quality of the Judiciary, and Enforcement. Even where
avalid lien is perfected against the property, the lender has virtually no options avail-
able for acquiring and disposing of the collateral in the event of delinquency or
default on the loan. As noted, the Law of Mortgage on Immovable Property, the
Secured Transaction of Movable Property Law, and laws on negotiable instruments
and leasing were ratified by Parliament and enacted by the end of 2009. Regulations
on the credit bureau, collateral registry, and appraisal system are being prepared and
are likely to be introduced during 2010. Under Shar’ia, which encompasses much of
the property law used by Afghan courts, foreclosure or eviction from a property that
is the borrower’s sole shelter is almost impossible. For this reason, many of the banks
that use property as collateral first ensure that the borrower has a second home, and
then they file a lien against that home.

Afghanistan lacks judges with good training in property law. Property disputes
are heard in civil court, where the judges generally are poorly versed in property
issues. The Rule of Law Program, a year-long training course for judges funded by
the U.S. Agency for International Development (USAID), focused very little on
property law. Although there is now a property tribunal set up in Kabul to resolve
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property disputes throughout Afghanistan, the lack of training and authority has
produced poor results.

Provincial-level courts have had little or no impact on the way disputes are set-
tled. Instead, tribal or informal means of dispute resolution typically are used. This
approach works well for members of the dominant ethnic group or tribe, but less so
for members of a minority and for women. Fair outcomes have been possible, but in
cases where one party has political or other influence, the result is often biased
(UNHCR, Pakistan Population Census Organization, and Pakistan Ministry of
States and Frontier Regions 2005). The Afghan civil code does recognize mediation
and arbitration as legal forms of dispute resolution.

When a judge hands down a decision in a property case, there is little or no
enforcement of the decision. The lack of follow-through undermines the legitimacy
and authority of the court and forces claimants to rely on informal means of
enforcement. Responsibility for enforcement lies with the Afghan National Police,
but this institution is poorly trained and equipped to enforce judicial decisions.
Where there is political will, however, the government is ready to enforce court deci-
sions and evict people from their homes.

Policy Options for Improving the Framework for Housing Finance

The housing sector in Afghanistan operates under few guidelines and with almost no
mechanisms for enforcing those guidelines. Remedying this situation will require
concrete actions. The Ministry of Urban Development and DAB are playing proac-
tive roles in the development of housing and housing finance in Afghanistan. The
national government has taken some policy measures to overcome the country’s
housing shortage. Its primary aims have been to create new serviced and unserviced
land, improve land titling, support home construction and improvement, promote
the conditions for housing finance, and establish a housing subsidy program for low-
and middle-income communities (Afghanistan, Ministry of Urban Development
2007). Policy interventions that involve the private sector in helping alleviate the
housing shortage through free land need serious scrutiny. Such policy interventions
usually are not targeted to those who most need housing support; and the resources
could be better used to improve living standards, such as through the provision of
water, sanitation, and basic roads to serve low-income housing. Overall, the govern-
ment has to step up its efforts even more in developing a regulatory framework and
providing an enabling environment for the housing finance markets.

For financial institutions, the situation is still too tenuous to begin large-scale
lending in the housing sector. Donors, the central bank, and several ministries are
working on issues that will help overcome some of the obstacles, although they are
doing so with varying degrees of coordination.

The Law of Mortgage on Immovable Property and the Secured Transaction of
Movable Property Law 2009 have been enacted. Beyond these legislative initiatives,
there also needs to be an overhaul of land policy. City plans developed in the 1970s
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are outmoded. In Kabul, for example, the master plan developed in 1978 was
designed for a maximum of 2 million people. Today’s population is 50 percent
greater than that number. The municipality’s continued use of this plan is the reason
that so many settlements are considered illegal.

Actions are also needed to establish an enabling environment for housing
supply and demand, especially at the lower-income end of the economic spectrum.
The mortgage market would be promoted through the introduction of innovative
mortgage products better suited to different market segments and risk profiles, as
well as through capacity building in the financial sector and expanded access to
finance. In the medium term, a liquidity facility or other source of long-term fund-
ing is needed to enable mortgage lending. Among the key policy measures for
housing are those needed to improve the security of ownership, titling, and regis-
tration; and to build the capacity of secondary participants in the housing market.
A regulatory framework for property insurance, life insurance, and mortgage guar-
antees and mortgage insurance in the medium- to long-term should be developed
to encourage housing and housing finance market development. Affordable hous-
ing and housing finance are complex challenges, requiring input and effort from
both the public and the private sectors. Such input and effort would address the
development of serviced land and its provision at affordable prices; affordable
mortgages; development of large-scale, low-cost housing; the proactive roles of
banks and specialized financial institutions in housing finance; and some level of
government subsidies. Key advances will be achieved through the development of
microfinance for housing. Finally, the DAB’s supervisory and regulatory frame-
work needs to be strengthened, including banking sector reforms and implementa-
tion of national accounting standards.

Some of the requisite policy and regulatory changes to be made on a priority basis
are the following:

*  Strengthened regulatory framework: Developing the housing sector requires a clear
legal framework and institutional infrastructure for commercial and financial
transactions in the housing market. That means creating a sound legal environ-
ment for market participants—financial institutions, housing developers,
property buyers and sellers—and enhancing the systems for land titling and for
registration and enforcement of liens. The government of Afghanistan already has
initiated different actions in policy and legal areas to tackle legal constraints on
developing an effective mortgage system in the country. Most of these initiatives
have technical and financial support from donors and multilateral agencies. Some
of the actions have higher priority than others, and thus are being established in
the short or medium term. These programs involve the Law of Mortgage on
Immovable Property, the credit information bureau (now being implemented),
and the Secured Transaction of Movable Property Law 2009.

 Training for judges and financial institutions: Property law has not received
enough attention in judiciary training. Judges need the knowledge to review the
decisions of shuras and other informal bodies, and to make timely decisions on
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property cases themselves. Similarly, financial institutions need training in mort-
gage and nonmortgage home loans.

Improved enforcement of property law: Enforcement of this law tends to be spo-
radic and unrelated to any judicial decision. Landgrabbers forcibly and illegally
evict people to take their land. However, where evictions are approved by the
court, the police do not carry them out. There still is no formal eviction law in
place to protect tenants or banks in cases of foreclosure. For banks and property
owners to feel secure, actions to enforce property law must follow formal proce-
dures and be backed by a court order, not imposed arbitrarily for political
reasons. The police force should have properly trained officers dedicated to
enforcing property law in each district.

Efficient system for property titling, registration, transfers, and enforcement of liens:
Other steps would involve the enactment of statutes to enhance the land titling
and registration system, to review existing title records and establish rights of
ownership, and to simplify and reduce the cost of property registration and
transfer; the development of integrated formal and informal ownership transfer
systems; the computerization of landownership records; the mapping of all
property boundaries (land cadastre); the creation of an improved lien registra-
tion system (foreclosure); and the training of the judiciary on land titling, regis-
tration, and establishment of ownership. The USAID-funded Land Titling and
Economic Restructuring in Afghanistan Project is aiming to address some of
these issues on a pilot basis. However, many more such projects are needed to
address these issues comprehensively and to develop a secure and smooth plat-
form for mortgage lending.

Improved title search capacity: A group of people with the training to provide a
reliable guarantee of title quality needs to be developed. Some lawyers are knowl-
edgeable about title search, but there are far too few of them to meet the demand.
Over time, computerization and centralization of title records will make this
process more straightforward.

Eased burden of lien registration: A quick, inexpensive, and transparent system for
registering liens against property would encourage banks to enter the mortgage
market. A long process of lien registration and release exposes the bank, the bor-
rower, and the seller of property to risk if the property loses value. A simpler and
less-expensive method of lien registration is required. The processing time should
be shortened from two months to two weeks and, if the Parliament approves the
change, the costs should be reduced. A system of escrow also needs to be estab-
lished, allowing banks to deposit funds safely with a disinterested third party who
will transfer those funds if a lien is registered by a qualified individual or com-
pany (or contingent on any other conditions being met). Such an escrow arrange-
ment would lift the burden of risk from all parties to the transaction.

Review and overhaul of land titling: Property deeds take many forms and can
confer different types of rights, depending on the historical basis for property
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ownership and the governing legal framework. To ensure single ownership, all
title deeds—from both formal and informal registrars—need to be centralized in
the land title office. It is equally important that the registry system be transparent
and readily accessible to all participants in the housing finance system. Standard-
izing documents, ensuring that each document is filed in only one of a small
number of registry offices, and computerizing the records could support efficient
searching from remote locations.

+ Cadastre: The USAID-funded Land Titling and Economic Restructuring in
Afghanistan Project aims to address this issue. Primarily restricted to a few main
cities, this project can only be termed a test at present. When successfully devel-
oped and implemented, however, its scope should be expanded to cover more

areas and cities.

+  Capacity building: Development of a housing finance market requires a profes-
sional cadre of participants in all areas of the market. The quality of profession-
als in this field is generally low, and there are no formal associations or codes of
conduct providing minimum standards. Nor are there penalties for unprofes-
sional or unscrupulous conduct. The Afghanistan Institute of Banking and
Finance should train banking professionals in mortgage origination and title
searches. DAB is considering initiating a capacity-building program to address
the new mortgage and secured transactions legislation. And the bank is working
on a program to train mortgage professionals in the fields of credit appraisal,
title search and assessment, mortgage law, and foreclosure and eviction. How-
ever, a comprehensive approach to this training will require some external tech-
nical assistance.

¢ Reliable appraisals: To extend mortgage loans, financial institutions must have
strong confidence in the accuracy of property appraisals. Currently, appraisals are
conducted by property dealers or loan officers on the basis of inadequate market
information. One way to improve access to reliable information on comparable
values in the market is to make the property registration system simple and user
friendly so that people begin to properly register their property with an accurate
state of the prices that they paid. Professional appraisals will still be necessary, of
course, to mitigate the risk of false valuation and corruption in the housing
finance market. Professional standards could be achieved through licensing, reg-
ulation, and self-governing associations with strict codes of conduct.

*  High standards across housing finance—related professions: The emergence of com-
panies to provide appraisal, title search, lien and title registration, and possibly
escrow services would help pave the way for financial institutions to enter the
market. To ensure confidence in these services, the institutions and individuals
who provide them must be trained to operate objectively and professionally;
must be independent, so that they do not become captive to other market
participants (such as lenders) or to other parties to a real estate transaction; and
must be subject to licensing and review to ensure that they have the necessary
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knowledge and skills and adhere to appropriate standards of conduct. Certifi-
cation could be carried out by the government or by professional associations
in accordance with standards set by the government or subject to regulatory
oversight.

Innovative mortgage products better suited to client preference, income, and risk pro-
file: To promote and expand the outreach of the housing finance industry to dif-
ferent socioeconomic segments, the banks and financial institutions involved will
have to innovate segment-specific housing finance products. In addition, a savings-
for-housing scheme could be considered, as could international experience with
sustainable low-income housing finance in public-private partnerships.

Technical support to microfinance housing lending, mostly for home improvement
and incremental housing provision: In view of poor people’s very low income and
inability to afford costly housing, housing microfinance will remain the main
challenge for urban planners and the Ministry of Urban Development on the
supply side, and for financial planners including DAB and the financial sector.
There are many microfinance institutions and nongovernmental organizations
actively involved in the field, and their experiences and practices should be doc-
umented. Operational manuals and guidelines should be prepared, possibly
blending local circumstances with similar international experience.

Technical support for the credit information bureau: DAB is working on a program
to develop a database on consumer finance, which will lead to setting up a con-
sumer credit bureau in the country. In the absence of such a database, microfi-
nance institutions, nongovernmental organizations, and records kept by utility
companies could be good starting points for accumulating credit data.

Notes

. Afghanistan uses a solar calendar in which a year corresponds to the period March 20-March 19.
2. The report is available at http://www.doingbusiness.org/.

. Information is from an interview with Mohammad Yousef Pashtun, minister of urban develop-

ment, June 26, 2009. The housing shortage estimate falls anywhere between 1.0 and 1.5 million
units, of which nearly 0.5 million make up the urban housing shortage because at least 50 per-
cent of the shortage would be in the low-income category.

. Interview with Mohammad Yousef Pashtun, minister of urban development, Kabul, June 25, 2009.

. The Urban Water Supply and Sanitation Project, financed by the Afghanistan Reconstruction

Trust Fund, provided $41 million to support the government’s short-term goals in the sector.
This initiative, which began in September 2006, has supported other water supply rehabilitation
projects, which have increased the distribution network by 132 kilometers.

. Interview with Governor Abdul Qadeer Fitrat, Office of the Governor, Kabul, June 25, 2009.

. Currently, establishing a stand-alone microfinance bank specializing in housing microfinance

is not a feasible option for several reasons. First, building a new institution for low-cost hous-
ing finance would take time and capacity, and the costs are likely to outweigh the benefits.
Existing microfinance institutions would more quickly and efficiently expand lending activities
to the housing market, relying on their countrywide presence and access to existing clients. Sec-
ond, a stand-alone housing bank would be viable only in the presence of a developed primary
market with commercial volumes of business, a wider geographic coverage, and long-term and
fixed-rate products.
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8. A shura (the Dari term) or jirga (the Pashtu term) is a committee in a village, community, or
township whose members are selected by the residents. The people selected are typically elderly,
wealthy, and educated; often, they are landlords.

9. The formal registration process now has the following steps: (1) register with the provincial land
title office (makhzan), (2) register with the municipality, (3) pay taxes at the tax office
(mustofiat), (4) complete the cadastral process (surveying the boundaries of the property) at the
cadastre office, and (5) register the new title in the primary court.
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Bangladesh

With 154 million people, Bangladesh is one of the most densely populated countries in the
world. Land prices are high; natural disasters are frequent; and sturdy, permanent
housing is rare—barely 2 percent in rural areas and 23 percent in urban centers. Esti-
mates suggest a shortage of about 5 million houses in Bangladesh, with as many as
500,000 houses added annually in urban areas and 3.5 million added in rural regions.
The need for housing upgrades is also high, given the temporary nature of most dwellings
and the slum problem in Dhaka City. Housing supply is not forthcoming, however, except
for the upper-income groups catered to by private developers. Some nongovernmental
organizations (NGOs) and microfinance institutions (MFIs) fund self-construction for
lower-income groups—but on a far smaller scale, relative to the existing need. Govern-
ment housing provision has not managed to address the issue adequately. Moreover,
housing affordability is being eroded by poor land administration policies, which have
resulted in very high land prices that make urban housing prohibitive for lower-income
groups; and in infrastructure that is inadequate for expansion into periurban and rural
areas. There is no active secondary market for real estate, mainly because of the high
transfer taxes and an uninterrupted long-term increase in land prices.

The housing finance market is characterized by weak competition, poor transparency,
underdeveloped structure (such as second-tier lenders), and lack of a level playing field
for financial institutions. Bangladesh’s ratio of housing finance to GDP is less than 3 per-
cent, compared with 50-70 percent in developed countries and 7 percent in India.
Mortgage lenders have to rely on short-term funding for financing the loans they make.
As a result, formal mortgage finance from private banks and specialized lenders is avail-
able only to urban households with high incomes (more than Tk 25,000 a month).
Government-subsidized housing finance through the Bangladesh House Building
Finance Corporation (BHBFC) does not succeed in targeting lower- and lower-middle-
income groups either. That leaves a large lower-income housing market completely
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unaddressed, despite currently high growth rates of housing finance. Bangladesh best
practice MFIs hold some promise for bridging the housing finance gaps; but there are
many challenges, including affordability constraints and the need for new products, such
as savings-for-housing instruments.

The legal, regulatory, and taxation frameworks are not enabling development of pri-
mary and secondary housing finance markets. Doing Business 2010 (World Bank
2009a) rates property registration procedures in Bangladesh among the 10 slowest in the
world. There is no systematic land survey and cadastre; land administration purview is
shared by two poorly coordinated ministries, which increases inefficiencies; and land
registers are not computerized, which causes delays and a considerable backlog of land
disputes. Transparency and governance are weak. This is aggravated by a framework of
very poor court enforcement, also assessed to be among the worst in the world. Titling
regulations could be streamlined, especially those regarding new developments. The
enforcement of property liens is largely annihilated by the length and cost of cumber-
some foreclosure procedures. A public credit registry functions reasonably well in
Bangladesh, but an expansion of its coverage is needed.

Housing finance reforms will be ineffective unless accompanied by radical improve-
ments in regulatory enforcement and property registration. Necessary regulatory
reforms include prudential norms customized to housing finance, a more effective
collateral and foreclosure regime, improved availability of housing and mortgage infor-
mation, and an overhaul of land administration. Pressing policy actions are required on
(1) the revamping of the BHBFC, (2) the promotion of long-term financing via a refi-
nancing facility and a national savings-for-housing scheme, (3) the encouragement of a
secondary housing market via a level playing field for all market participants, and
(4) greater affordability of mortgage financing through promotion of microlending for
housing and innovative housing finance instruments.

Overview

Bangladesh averaged a healthy growth rate of 6.0 percent over the last six years.
Overall GDP growth in fiscal 2009/10 is projected at approximately 5.5 percent
(World Bank 2009b). Minimal exposure to global financial markets has staved off
most effects of the global financial crisis; secondary effects can be expected, however,
mainly through lower growth in remittances and export demand. Price increases on
construction materials in 2008 hampered the housing sector, raising the cost of new
housing; at the same time, land prices continued their upward trend.

Bangladesh also has made good progress in the banking sector in recent years, as
reflected in the growth of credit and deposits. Nonperforming loans in the banking
sector have declined from 13.00 percent in 2007 to 10.79 percent in 2008. At the same
time, according to Bangladesh Bank, nonperforming loans of state-owned commer-
cial banks decreased from 30 percent to 25 percent.

The country of 154 million is densely populated with one of the lowest land-person
ratios in the world: the density is 1,198 people per square kilometer. Bangladesh is
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situated in a zone prone to natural disasters (river erosion, flooding, storms, cyclones,
and fires) and constrained by the shortage of high land, making for a limited stock of
permanent housing. Eighty percent of the country’s population is rural; and 50 per-
cent of its GDP comes from this sector, setting development (including on housing) in
rural areas as a priority. The annual growth rate of the population is 1.75 percent, and
there are about 20 million households. Some 44.3 percent of the people are literate, and
the primary school enrollment rate is 86 percent. The youth in Bangladesh constitute
36 percent of the total civilian labor force (World Bank 2009b).

Dhaka, the biggest city (population 8.5 million) is the capital of the country and
the main economic hub. The urbanization of Bangladesh stands at about 20 percent;
and the growth rate of the urban population, spurred by both population growth
and urban migration, is high, at about 4.5 percent. This growth is creating pressure
on the supply of housing stocks in urban areas (World Bank 2009b).

Housing Demand

Bangladesh’s housing market is characterized by a surplus of upper-echelon housing
stock and an acute shortage of affordable housing for the great majority of middle-
and lower-income population groups. Estimates suggest a shortage of about 5 mil-
lion houses in Bangladesh in 2009. In urban areas, the annual estimated demand
amounts to 300,000-500,000 houses. In rural areas, with an assumed 2 percent new
household formation annually, the new demand could be as much as 3.5 million a
year. Of the larger cities and towns in Bangladesh, Dhaka is the hardest pressed in
terms of unsatisfied housing demand (according to data from the BHBFC).

The housing needs of lower- and lower-middle-income groups are considerable
and remain largely unfulfilled. The BHBFC reports that there is great demand for
houses priced moderately between Tk 600,000 and Tk 1,000,000; but the supply of
such dwellings is almost nonexistent because of high land prices in downtown areas
of metropolitan cities, particularly in Dhaka City. In areas on the city periphery, land
prices are lower; however, there is no practical transportation method for dwellers in
farther outskirts to get to the city and to their workplaces on a regular basis. Careful
market-based demand studies are not available, and there is a need for further
research on the housing demand of lower- and medium-income groups.!

Paradoxically, housing supply caters to upper-income groups, and the market
is glutted with new luxury housing units. There are around 800 developers in
Bangladesh, and the market is active and relatively competitive. According to the
Real Estate and Housing Association of Bangladesh, private developers (focused
mostly on Dhaka City) typically engage in the building of dwelling units covering
1,000-1,500 square feet. New formal construction accounts for about 3 percent of all
housing (permanent and temporary) being built formally or informally in the coun-
try. Such development is exclusively limited to the upper-income urban groups, and
it is undertaken mostly for investment and rental purposes, not for use as primary
residences.
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Approximately one third of all houses in urban areas were constructed outside of
the formal regulatory system, mostly on land to which the homeowner does not have
a formal title. A 1991 Bangladesh national census counted 2,100 slums in Greater
Dhaka. Currently, more than 2 million people in the capital city live either in slums
or are without any proper shelter.

Housing Supply

Current State of Housing

Bangladesh has a high population density—about 1,200 people per square kilometer—
and a limited area of 134,000 square kilometers, which is frequently flooded during
the summer months. In such difficult conditions, only 23 percent of housing in urban
areas and merely 2 percent in rural areas is permanent housing. Close to half of all
housing units in the country (approximately 3.3 million) are made of temporary
materials. This nondurable housing requires replacement within one to five years
after construction. Even among the housing defined as permanent, there are many
types of dwellings with only some degree of permanency, ranging from construction
with brick masonry and reinforced concrete construction pillars to tin-roofed and
tin-walled houses. The heterogeneity of housing makes it difficult to estimate con-
struction and housing materials costs, and complicates the measurement of real estate
price indexes. Table B.1 shows some characteristics of the housing sector.

The higher- and middle-income groups are housed in either low-rise, single-family
houses or, increasingly, in multifamily apartment buildings (table B.2). The lower-
income households (approximately 70 percent of the urban households) are housed in
a variety of house types. Approximately half of the low-income housing units are
in bustees (slums), informal settlement areas that include both private rental and pri-
vate ownership housing built either on privately owned land or on illegally occupied
public land. Conventional tenement slums (rental and owner occupied) take up
another quarter of the low-income sector. These multiunit buildings originally were

Table B.1 Housing Sector Characteristics, 1998

Characteristic Bangladesh Overall Rural Areas Urban Areas
Total number of dwelling units 19,020,489 15,474,566 3,645,923
Per capita floor space (sq. ft.) 54.9 53.5 62.3
Occupancy level (people per dwelling unit) 5.48 — —
Proportion of permanent structures (%) — 21 46
Proportion of rental units (%) — (Dhaka 65) 5 40
Access to clean water (% of population) — 78 42

Source: Center for Urban Studies, Dhaka, 1998.
Note: — = not available.
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Table B.2 Dhaka Urban Area Housing Subsystems, by Income Group and Land Coverage

Approximate Approximate
Income Group and Housing Proportion of City Coverage of City
Subsystem Population (%) Residential Land (%)
Upper-income group 2 15
Middle-income group 28 65

Source: Marja C. Hoek-Smit, United Nations Development Programme/United Nations Centre for Human Settlements, 1998.

built in compliance with the building code, but now are seriously overcrowded and
poorly maintained. Overcrowding in these buildings has increased during the last
several years because of an influx of rural migrants coming to work in the expanding
garment industry. Other categories of low-income housing include government-
provided squatter resettlement camps, plots of land with basic services that are given
on a leasehold basis; employee housing that consists mostly of small apartments in
high-rise complexes provided by the government; makeshift houses built by squatters
on illegally occupied public or private land; and pavement dwellings.

Several organizations and rural innovators in Bangladesh developed and modi-
fied various designs of rural low-cost housing after the devastating flood of 1987,
and are doing the same for the people affected by cyclone SIDR in 2007. The houses
vary in appearance throughout the country, but have similar basic structural
components.>

Development of the Housing Stock

The supply of housing is greatly affected by the land development process in
Bangladesh. The process for the entire country is centrally controlled from Dhaka,
with little autonomy at the local level. The housing development process is slow and
costly because of the poor preparation of master plans; the dearth of planning pro-
fessionals in the public sector; and inadequate infrastructure provision, land acqui-
sition, development and construction financing, and mortgage financing. All of
these challenges raise development costs and make affordability increasingly elusive
for a large portion of the population. The problem is most acute in Dhaka, where the
city development authority, Rajdhani Unnayan Kartripakkha (RAJUK), suffers from
administrative inadequacies, impeding more than enabling the city planning
process. But other regional planning authorities (such as those for Chittagong,
Khulna, and Rajshahi) have even fewer resources and less power to implement plan-
ning and development, and they are barely functional. The matter is further aggra-
vated by the scarcity of information on housing supply and shortages for urban areas
other than Dhaka, thus preventing adequate policy-making attention to these areas.

A second but no less pressing issue is the high level of land prices for residential
construction. Land prices have been particularly high in Dhaka, where the need for
middle- and lower-income housing is the most severe. Town planning is difficult,

given dense population, saturation of constructed areas, scarce city land, and a poor
87



Appendix B

transportation network to the farther outskirts (where housing infrastructure is also
poor). According to the Bangladesh Institute of Planners in 2003, residential land in
Dhanmondi—the most expensive area in Dhaka—costs Tk 3,500 per square foot
(roughly $60). Prices have grown 15-16 percent in upscale areas such as Dhanmondi
and Motijheel, much above the general cost of living. Prices are much more afford-
able on the periphery of the city—Pallabi, Shyamali, and Uttara—but those areas
involve a long and expensive commute to employment centers. The provision of
planned, efficient, and inexpensive transportation facilities from Dhaka’s outskirts to
the heart of the city could shift the burden of housing needs from the center to the
more affordable periphery. The Bangladesh University of Engineering and Technol-
ogy planning faculty estimates that land costs in Khulna are similar to those in
Dhaka; in Chittagong, they are about 15 percent lower (although the most expensive
areas there match Dhaka), and are 30—40 percent lower in other cities. Even in the
lowest-cost areas, however, prices are inordinately high, relative to GDP. For exam-
ple, again according to the Bangladesh Institute of Planners, the least-expensive res-
idential land in Dhaka costs approximately Tk 1,600 per square foot (about $27)
(table B.3). If the density/price relationship were linear, this would mean that even
with a floor-area ratio of 10 (which is extraordinarily high), the land cost of housing
development in Dhaka would be at least $2.70 per square foot.

The process of residential infrastructure development in Dhaka is fraught with
market failures. RAJUK regulates city development and plays a planning role,
charges itself with providing residential infrastructure, provides urban land for
development, and carries out residential construction in its own right. Each of these

Table B.3 Residential Land Prices in Dhaka, 2004

Location Land Value (Tk/sq. ft.)
Dhanmondi 3,472
Gulshan 3,194
Baridhara 3,056
Banani 3,056
Elephant Road 2,778
Lalmatia 2,500
Santinagar 2,500
Siddeswari 2,500
Green Road 2,222
Segunbagicha 2,222
Mohammadpur 2,083
Niketon 1,944
Mirpur 1,667
Shyamali 1,667
Uttara 1,667

Source: World Bank 2004.
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functions could benefit from an overhaul and increased effectiveness. RAJUK plays
an important role in providing serviced land, but in a way that constrains rather than
fosters the contribution of private developers and the widening of housing supply.

RAJUK’s role in development land allocation is distortive. The agency has obtained
a vast share of Dhaka urban land at artificially low prices (through its ability to impose
a sale on the land’s owners—local government entities). Having this land gives RAJUK
an unfair advantage against private developers, compounded by the fact that RAJUK
developments benefit from municipal financing of residential service infrastructure, a
cost that private developers bear themselves. Furthermore, RAJUK requires end clients
to pay early installments during construction, thus restricting its subsidized new apart-
ments to well-off customers. RAJUK’s construction activities also are inefficient and
vastly inadequate, given housing demand realities. Its inadequate advances in provid-
ing residential serviced land globally restrict land supply. Since its formation in 1959,
the agency has produced serviced parcels sufficient for 16,000 housing units, fewer
than 400 units per year. Over that time, the area within RAJUKs jurisdiction has grown
by at least 6 million people (more than a million households). Against this, RAJUK has
been able to provide serviced land to meet between 1 and 2 percent of the demand for
such parcels. Transparent land allocation at true market prices and a level playing field
among developers are crucial for increasing the availability of urban land and meeting
the growing housing demand of the middle-range income group.

Where land to be developed is owned by a private party, the development process
is inefficient as well. The developer does not acquire the property; rather, he or she
receives from the owner a power of attorney that gives the developer permission to
build on the property. Upon completion of construction, the land is transferred to
the developer, in exchange for the ownership of a certain share of apartment units in
the constructed property. Permits are required from at least eight different agencies,
and acquiring each one involves delays, lack of transparency, and governance prob-
lems. Additional delays are caused by an inadequate legal and financing framework.

Developer financing is limited because of the underlying risks involved. As a
result, land acquisition for housing development is funded mostly by equity from the
developers themselves. Such capital constraints, in turn, limit development projects
to an inefficiently small scale. Although construction loans are available, they have
low loan-to-value ratios (typically 50 percent or less) and carry such high rates of
interest (often more than 16 percent) that developers see little value in them. This sit-
uation is in contrast to conditions in other countries, where construction costs very
often will be financed at 100 percent, with an interest rate that is some margin above
the London interbank offered rate. The reluctance of banks to fund developers also
is rooted in strong preferences by developers to hoard land and time the market as
land prices increase. Given the shortage of land for middle- and lower-income hous-
ing, these practices further aggravate the supply problem.

Owing to the lack of robust construction financing in Bangladesh, the ultimate
buyer of the property usually finances the construction costs through installment
payments. This system slows down construction as developers wait for installments
before they can top off projects. In a typical case, although the actual construction
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might take 14 months, delays arising from financing and other issues often add
another 6-12 months to the process. These frictions are estimated to add 10-20 per-
cent to the cost of construction.

Even if used, construction loans run into an asset security problem. Specifically, until
a developer fully repays a construction loan, end buyers of the apartment units cannot
obtain financing secured by the same lien. There is no “release” structure in construc-
tion financing in the case of leasehold land: title is not released to the home buyer until
construction of the entire project is complete. Currently, this risk is mitigated by lenders
working with reputable developers only, and by requiring third-party guarantees. A
simplification of property transfer approval procedures could permit transfer during
the construction. (Currently, the authorization of the public title owner is required.)

These loans also transfer risk from the developer to home buyers because the
buyers pay significant advances to developers prior to completion of the construc-
tion, but are not protected against delays, project failure, developer bankruptcy, or
failure to meet contractual specifications for price or quality. Given these risks, finan-
cial institutions are reluctant to lend to home buyers for new developments. That
reluctance, in turn, limits the market for new construction to clients who can pay
fully up front—the upper-income groups.

The builders/developers association—Real Estate and Housing Association of
Bangladesh—was formed in 1991 to strengthen the private sector’s role in housing
development. It has a pivotal role in handling the issues of housing in an organized
and modern manner through its 540 members. It is also playing an active role in
framing most of the government’s policies and laws relating to this sector, operating
as a well-organized lobby defending developer interests.

Rise in Cost of Construction Materials

There has been a gradual rise in the cost of construction materials in Bangladesh
(table B.4), with prices doubling over the past 10 years and quadrupling over the
past 20. Construction material price increases still have lagged behind the phenomenal

Table B.4 Rise in the Prices of Construction Materials, Selected Years, 1988-2007

Price of Sand,

Price of Brick, per sq. ft. (Tk) Price of Cement, Price of Iron
Year per piece (Tk) Local Sylhet per bag (Tk) Rod, per ton (Tk)
1988 1.00 3.60 5.25 105 11,000
1998 2.00 7.10 9.00 182 17,500
2000 2.50 7.80 10.50 193 21,300
2004 3.25 9.00 15.00 240 37,000
2005 3.15 8.00 22.00 283 39,700
2006 3.90 9.00 20.00 313 42,700
2007 4.20 9.50 21.50 337 49,200

Source: Authors' compilation.
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property price escalation in the country, however. The rise in the cost of construc-
tion materials has roughly followed the inflationary trend, and thus the rise in
income levels. This fact indicates that it is the rise in land prices that really has
pushed the property prices to unaffordable levels.

The Secondary Property Market

The flawed land development process has resulted in a very limited secondary market
for property in Bangladesh. This is compounded by a speculative attitude toward
property prices, built on the perception of unlimited future land price increases fueled
by population and economic growth. Consequently, real estate is not sold, even if the
cash flow from rents is not sufficient to cover the mortgage service. The weak market
signals in the mortgage market, and lack of foreclosure enforcement, do not help.
Institutional mechanisms and the legal framework are not in place to stimulate a
smoothly functioning real estate transactions market. Specifically, bottlenecks are cre-
ated by the lack of secondary housing market infrastructure and a high transfer tax.

Bangladesh has a dearth of real estate brokers and appraisers, and poor informa-
tion on market prices and valuation. The absence of a formal mechanism through
which buyers and sellers can exchange information about the real estate market pre-
vents the market from operating properly.

The transfer tax rate is extremely high; at 12.5 percent of gross price, it strongly
discourages the transfer of assets (or at least the “official” transfers of assets). Reduc-
ing this rate would likely increase revenue from the tax and, even more important,
stimulate sufficient sales to start making accurate determinations of market value—
determinations that are crucial to the development of a market for mortgages.

Housing Finance

The combination of high land prices and high interest rates makes housing unaf-
fordable to middle- and lower-income groups, and simultaneously causes over-
supply of housing for the very top income groups (box B.1). A large part of these
inflated prices is the result of institutional factors that can be addressed by policy
measures. To a large extent, the high land prices result from a faulty land develop-
ment process, as noted above. As will be argued in this section, the high interest
rates are a result of weak competition, poor transparency, underdeveloped market
structural features (such as second-tier lenders), and the lack of a level playing field
for financial institutions. But housing finance is growing at very high rates, spurred
by high excess demand and market innovations to increase supply. During 2008,
Delta Brac Housing Finance Corporation Limited’s housing portfolio increased by
34 percent, while those of commercial banks increased by 16 percent. The sector as
a whole grew by 14 percent in 2008, and stood at Tk 142.5 billion, or a little more
than 6 percent of total credit to the private sector.

The present housing finance system in Bangladesh is extremely small and highly
segmented. Formal mortgage finance is available only to households with monthly
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Box B.1 Market Failures in the Housing and Housing Finance Markets in Bangladesh

Consider a typical Tk 2 million unit (see figure BB.1). Improving the loan conditions from maturity
of 10-15 years and interest rates of 14-15 percent to terms of 20-year maturity and 8 percent
interest would double the population who can afford mortgage finance, reaching the full top
decile of the urban income distribution. Lowering the average property price from Tk 2.0 million
to Tk 0.7 million expands the market to 40 percent of the urban population. Developers have
started recognizing the potential depth of the market for moderately priced housing. But in the
absence of fundamental improvements in infrastructure, land, and housing development, this
nascent trend will not go far.

But how to lower land prices and interest rates? In the case of Bangladesh, the argument is
that neither amount reflects market conditions. For interest rates, competition, transparency,
developed market structural features (such as second-tier lenders), and equal footing for financial
institutions would go a long way toward lowering the cost of mortgage financing.

Similarly, real estate prices reflect not only a physical scarcity of usable land in a high-
density country; to a much larger extent, they also reflect institutional and regulatory inade-
quacies that could be addressed by appropriate policy measures. India provides an eloquent
example of how improving land use policy considerably can lower prices. Land prices started
falling in the mid-1990s after several states repealed the Urban Land Ceiling Act, which was
severely restricting land development. Prices fell by half from levels similar to those in Dhaka.

Figure BB.1 Urban Households’ Estimated Incomes and Mortgage Affordability, 2003
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Source: World Bank 2004.
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incomes above Tk 25,000 (well above the 10th percentile of the urban income dis-
tribution), and is restricted to selected housing submarkets in Dhaka. Within this
section of the market, government-subsidized housing finance through the BHBFC
is most prevalent; at the same time, the nationalized commercial banks (NCBs) are
decreasing their housing loan portfolios. Expansion of the sector has to come
through private sector mortgage lenders who recently have started to operate in this
market. With existing capital constraints in the financial sector, the competition by
government savings and lending institutions, and the weak debt market, new hous-
ing finance institutions face a challenge in mobilizing funds; and it is unlikely that
the cost of longer-term funds will come down in the short term. In addition, the
housing finance sector has to convince these new housing finance institutions that
it can be a profitable investment sector with long-term potential. Noncollateralized
credit for house construction by MFIs is available to only a small proportion of
poor rural households that have participated in income generation credit programs.

The Housing Finance Market

The financial sector in Bangladesh is fairly well-developed, though it is dominated by
the banking sector. It comprises 4 NCBs, 5 government-owned specialized banks,
30 domestic and 9 foreign private commercial banks, and 29 private nonbank financial
institutions (NBFIs), in addition to cooperative banks and insurance companies. Over-
all banking sector assets amount to almost 60 percent of the GDP. The financial system
has seen a gradual growth of Islamic banking in Bangladesh since 1983, with the estab-
lishment of the first Islamic bank, the Islami Bank Bangladesh Limited (IBBL).

In the housing finance market, an additional player is the BHBFC, a government
entity that pioneered house building finance in the country and, until recently, was
the principal source of housing finance there. In rural areas, NGOs make consider-
able contributions to financing housing construction and improvements. The gov-
ernment also funds lower-income housing via a special Tk 500 million fund called
“Grihayan Tahabil.” That fund was created in fiscal 1998/99, and monies are dis-
bursed through NGOs.

The multiplicity and diversity of players has not translated into a vibrant and
competitive housing finance market because the primary mortgage market is char-
acterized by (1) funding distortions that handicap the most dynamic and efficient
actors, (2) the legacy of a high level of nonperforming loans among NCBs, and
(3) an uneven playing field between the state-owned BHBFC and other lenders. All of
those factors result in allocating the cheapest financial resources to the least efficient
players and pushing up intermediation costs—in turn, driving interest rates beyond
the reach of most Bangladeshis. Therefore, interest rates continue to show the frag-
mentation of the market between the BHBFC (which lends at as little as 9 percent)
and the other institutions (which lend at rates between 13 and 16 percent), without
taking into account various add-ons.?

As of June 30, 2008, the total mortgage debt outstanding stood at Tk 142.5 bil-
lion, a 14 percent increase over that of end-June 2007 (see table B.5).
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Table B.5 Qutstanding Housing Loans and Overview of the Housing Industry, 200608
a. Outstanding Housing Loans

Amount Outstanding

June 2006 June 2007 June 2008

Tk % of Tk % of Tk % of
Lenders billions total billions total billions total
SCBs 25.8 25.57 28.9 23.19 33.6 23.58
PCBs 35.1 34.79 43.7 35.07 50.8 35.65
Other banks 3.0 2.97 13.5 10.83 16.6 11.65
Subtotal 63.9 — 86.1 — 101.0 —
HBHFC 26.2 25.97 25.2 20.22 24.4 17.12
DBHFC 5.5 5.45 71 5.70 9.5 6.67
NHFIL 1.9 1.88 1.9 1.52 1.9 1.33
Other financial institutions 2.9 2.87 4.1 3.29 5.5 3.86
Subtotal 36.5 — 38.3 — 41.3 —
MCLs and GB 0.4 0.40 0.2 0.16 0.2 0.14
Total 100.9 100.00 124.6 100.00 142.5 100.00

Source: Bangladesh Bank Annual Report, July 2007-June 2008.

Note: — = not available; DBHFC = Delta Brac Housing Finance Corporation Limited; GB = Grameen Bank; MCLs = microcredit
lenders; NHFIL = National Housing Finance and Investments Limited; PCBs = private commercial banks; SCBs = state-owned
commercial banks.

b. Housing Industry Overview

Number Amount Average Loan Size
Factor of Loans (Tk millions) (Tk millions)
Housing companies 2,534 15,358 6.00
Urban housing 58,256 47,174 0.80
Rural housing 28,218 1,871 0.06
Renovation loans 2,611 3,150 1.21
BHBFC 41,573 14,336 0.34

Source: Data from Bangladesh Bank.

Housing loans in Bangladesh have a maturity of 10-15 years. Lending criteria
reflect a great cautiousness, particularly through restrictive loan-to-cost maximums
(generally capped at 70 percent, but averaging 50 percent in practice) and relatively
limited maximum taka amounts (Tk 2.5-3.0 million for many lenders). Interest rates
are fixed, but loan agreements typically stipulate that the lenders can change the rates
at their discretion during the life of the loan.

BHBFC

The BHBFC is a traditional specialized player, still dominant despite its modest size.

According to data from the BHBFC Annual Report of 2006/07, the bank disbursed
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about 1,100 loans that year (roughly Tk 1.2 billion), with 45,000 loans in stock
amounting to Tk 33,558 billion outstanding; and it had 550 employees. The institu-
tion is beset with a poor governance structure, misaligned operational incentives, high
nonperforming loans, and ill-targeted government subsidies. In spite of these short-
comings, the BHBFC is the only institution serving the low- and middle-income
housing segment and a wider geographic area beyond Dhaka and a few larger cities.

The BHBFC suffers from governance shortcomings that plague many institutions
of its kind around the globe. It is closely controlled and wholly owned by the Min-
istry of Finance, and is run in a manner that is more administrative than financial.
These disadvantages stall flexibility and quick decision making, and they make it
harder for the BHBFC to compete in an increasingly competitive housing finance
market. Furthermore, from a financial sector stability point of view, the central
bank’s prudential regulation would be much more prudently imposed on the
BHBFC than are the more lax Ministry of Finance rules. This situation is reflected in
Bangladesh Bank’s loan conditions, which are set by the board of directors with
apparently no direct connection to the market. (As evidence, the conditions have
not changed for several years.) Also, the institution is corseted into rigid business
limitations—on the assets as well as on the liabilities side—that prevent it from
adjusting to a changing environment or diversifying its risks. The BHBFC has
become known for inefficient and lengthy loan processing: loan approvals have taken
as long as a year in the not-too-distant past.

Recent efficiency improvements at the BHBFC have reduced the loan processing
time to three to six months. According to a recent office circular currently under
implementation, the narrowly defined loan processing steps are restricted to a total
processing time of 15-20 working days for loan approval, with respective deadlines
for each process step. However, unless the workflow is redesigned and regrouped and
certain independent functions are carried out simultaneously, it does not seem pos-
sible to contain the processing time within 15-20 working days in practice. Specifi-
cally, loan processing time is a function of three main procedures. Other aspects of
the BHBFC’s operational efficiency also are plainly apparent and calling for an
upgrade. Administrative cost per loan is prohibitive, compared with private mort-
gage providers. Other nonmarket operational practices exist in the BHBFC’s
functioning, such as sanctioning loans on the basis of property valuation instead of
giving due weight to borrower repayment capacity.

The BHBEC loan portfolio covers 18 cities; it shares 71 percent of the mortgage
market in terms of number of loans, and 30 percent in terms of outstanding portfolio
value (table B.6). The bulk of the BHBFC’s portfolio is in Dhaka (69 percent), 9 per-
cent is in Chittagong, and the remaining 22 percent is scattered elsewhere in the coun-
try. The BHBFC has a limited product range that caters poorly to the variety of clients.
It issues six types of loans: general, group, apartment, adjusted, semi-pucca house
(combination of soil and concrete), and middle-/lower-income group. Despite a lend-
ing limit of Tk 4 million, the corporation tends to lend to the higher-income house
buyer: 76 percent of the borrowers are landowners who build multifamily houses for
rental purposes. The BHBFC’s lending rates are lower than the market (in June 2008,
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Table B.6 BHBFC Loan Portfolio, 2008

Category Amount (Tk millions)
Total outstanding portfolio 25,163
Principal 14,336
Interest 10,8272

Source: Data from the BHBFC.

a. Of this amount, Tk 931 million is suspended, Tk 2,436 million is deferred, and Tk 7,460 million is due
or due but not received.

they were 12 percent for Dhaka and Chittagong, and 10 percent elsewhere [effective
rate 9.6 percent)]), which averages 14.5 percent. The maturity of BHBFC loans is
15-20 years, compared with approximately 10 years for market-offered mortgages.

The BHBFC suffers from misaligned operational incentives. In view of its lower-
income developmental focus, the institution has enjoyed various privileges regarding
taxation, prudential obligations, and capital raising—chief among them, government
support for its funding. Traditionally, the main source of funding has been subsidized
debentures with government guarantees and statutory liquidity ratio eligibility,
although the government has been reluctant to allow BHBFC recent issues (since
1998). Outstanding debentures amount to Tk 12.2 billion, at an average cost of capi-
tal of approximately 6 percent. They are 75 percent subsidized by Bangladesh Bank
and 25 percent subsidized by financial institutions. There is no active secondary mar-
ket for these debentures. The BHBFC would rather benefit from aligning its funding
and performance with the market; and receiving instead an explicit, transparent, and
well-targeted subsidy for each low-income mortgage financed.

The BHBFC traditionally has shown a poor ability to maintain payment
discipline among its borrowers. Its poor performance in this field, added to the neg-
ative legacy of past government programs in rural areas, has deeply affected the
quality of its portfolio. Nonperforming loans amount to 18 percent of its gross loan
portfolio—all the more worrisome in view of the Ministry of Finance’s more
lenient classification of loan arrears, compared with the standards used by
Bangladesh Bank for commercial banks.* The current recovery rate remains below
50 percent. What is worth mentioning, however, is the emphasis that management
now puts on collection efforts. The BHBFC does enforce security rights: it grants
only registered mortgages. Part of the low recovery rate reflects the length of court
procedures; and the nonperforming loan rate has been decreasing in the past five
years. The corporation is raising loan-loss provisions to the Bangladesh Bank’s reg-
ulatory level. But the provisioning capacity can be seen in a globally negative way,
as a diversion of subsidies that enables the institution to afford the consequences of
its former permissive policy at the expense of the borrowers to whom the subsidy
should be passed. Because of the restrictions imposed on its funding by the gov-
ernment, the BHBFC (which is not allowed to take deposits) has been forced to
limit its new lending—essentially based on recoveries. New loan sanctions have
been small: Tk 839 million in fiscal 2007/08 and Tk 2,366 million in fiscal 2008/09.
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Instead, the BHBFC is the channel for a nontransparent and ill-targeted government
subsidization mechanism. The rates charged on loans are significantly below those of
all other lenders: 10 percent, 13 percent, or 15 percent nominally. The effective rates are
even lower because of interest computation methods, rescheduling, and rewards to
regular payers. The combination of these administrative rates with below-market
refinancing makes measuring the precise subsidy volume almost impossible. According
to its charter, the BHBFC should focus on lower-income groups; however, despite a
lending limit of Tk 250,000, it tends to lend to higher-income house buyers.

In spite of its shortcomings, the BHBFC has many positive aspects to harness. Tra-
ditionally the oldest mortgage finance provider, it has accumulated institutional
knowledge and experience; and it is well versed in housing, mortgage lending, titling,
and documenting issues. As housing needs spiral upward, the shortfall in mass, bulk
housing funding can be better addressed by this organization. It is, by far, the largest
specialized financial institution, having widespread geographic presence and a very
large borrower base. Because of its geographic spread, it is well placed to further any
government programs aimed at providing housing solutions for lower-income groups.

Traditional Mortgage Lending

With the entry of commercial banks and financial institutions, the mortgage finance
market in Bangladesh is rapidly growing in size and getting much more competitive
in nature. The commercial banks, in both the public and private sectors, either have
established or are in the process of setting up in-house mortgage finance depart-
ments. There are a few NBFIs already very active in the housing finance market
(described in the “Specialized Mortgage Lending” section below). Islamic banking,
including mortgage lending, also is growing quickly in Bangladesh (see the “Islamic
Mortgage Finance” section below). Although there are three or four Islamic banks
now operating in Bangladesh, the IBBL is the leading Islamic commercial bank. The
banking and financial sector regulator is Bangladesh Bank, the central bank, which
is entrusted with supervision and regulatory oversight of the sector (discussed below
in the “Prudential Framework for Housing Finance, and Recent Policies” section).
NCBs are the second important source of housing finance in Bangladesh (after
the BHBFC), reluctantly following government guidelines to provide housing
finance. The NCBs have a low cost of funds because they receive the bulk of their
deposits from government entities, which are statutorily required to deposit at least
75 percent of their funds with NCBs. Nonetheless, the NCBs suffer from a term-
mismatch problem because they are constrained by the maturities of their deposits.
Those maturities may extend to a maximum of three years in principle, and to
less than a year on average. The NCBs thus give priority to corporate short-term
lending, and they set a low ceiling on the amount of mortgage loans they extend
(3-6 percent of their outstanding portfolios). Housing finance is only part of their
mortgage portfolios, a significant portion of which is allocated to commercial real
estate. The NCBs follow a policy of wide intermediation spreads for housing—about
7 percent—particularly as they seek to offset the poor profitability of their other
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assets and make up for inadequate provisioning. Despite low loan-to-value ratios,
the rate of delinquency is high. Partly as a result of insufficient capital bases, the
NCBs tend to restrict their lending activity. Their growing liquidity means that large
amounts of cash lie idle, while their widespread branch networks (a potential asset
for large-scale retail lending) are underused.

Private and foreign commercial banks are growing as providers of housing finance,
with housing loans making up 5-10 percent of their loan portfolios. They use the same
deposit-based funding as do the NCBs, but they are less handicapped by delinquencies:
the ratio of classified real estate loans seems to be in the range of 5 percent. These banks
do not enjoy the privileges of the NCBs; but they are more efficient and sport a better
service quality, better product options, and expanded branch networks. Foreign banks
are recent newcomers to this market; the credit performances of their mortgages have
been good, but their impact on the market is likely to remain marginal because they
target only upper-class borrowers. The weighted average rate on private commercial
bank deposits in June 2008 was 6.85 percent, compared with a weighted average lend-
ing rate of 12.09 percent. Foreign banks are in an even better position in this regard,
with a weighted average deposit rate of 3.75 percent, against a weighted average lend-
ing rate of 11.29 percent.

Specialized Mortgage Lending

Private institutions specializing in housing finance have made remarkable strides in
a short time. The management teams at Delta Brac Housing Finance Corporation
Limited, National Housing Finance and Investments Limited (NHFIL), and IDLC
Finance Limited—aspiring to the same professional standards as their counterparts
in other areas of the world—have made substantial progress in underwriting, loan
servicing, streamlining local decisions, eliminating delays, and increasing trans-
parency. Particularly impressive is Delta Brac’s work in putting together credit
histories of potential borrowers, and in beginning to correlate credit history with
loan performance. However, these institutions operate at the level of upper- and
upper-middle-income clientele, as evident from their average loan size per client
(nearly three times the already high average loan size of the BHBFC).

Specialized financial institutions also have made strides in loan servicing. Because
they keep careful track of delinquencies and communicate with borrowers at the first
sign of trouble, they have been able to reduce the number of serious nonperforming
loans to less than 5 percent of their business. One thing that keeps nonperforming
loans to a minimum is that lenders require owners to put up substantial equity
(at least 25 percent and usually more) before getting a loan. Lenders also insist on
obtaining and keeping title until the loan is paid off. Last, and perhaps most impor-
tant, is lenders’ ability to persuade borrowers that they are better-off with a property
whose ownership interest is not disputed. The very presence of a foreclosure
proceeding creates just such a dispute. Given the equity stake that owners have
and the attitudes toward property in Bangladesh, the threat of uncertainty about
property rights—even without actual foreclosure—remains a strong deterrent to loan



Appendix B

delinquency and default. These private institutions receive no indirect subsidies, but
their share of the housing market is exploding at the expense of other institutions.

Delta Brac Housing Finance Corporation Limited. Delta Brac started housing
finance operations in 1998 as a joint venture between Delta Brac (an NGO), the Inter-
national Finance Corporation, and the Housing Development Finance Corporation
of India.’ It has a business focus of 80 percent in Dhaka and 20 percent in Chittagong.
The portfolio comprises 60 percent new construction and 40 percent real estate pur-
chases. Delta Brac has a diversified funding base, including credit from multilateral
agencies and local commercial banks, the Bangladesh Bank refinance window, and
public deposits. Its cumulative housing finance portfolio is Tk 8 billion.

Delta Brac has a strong marketing liaison with the builders, and gets a major por-
tion of its business from large-size development projects. With its vigilant loan sur-
veillance system, it is maintaining a nonperforming-loans level of about 0.5 percent.
The institution is using six months as a basis for loan classification and initiation of
remedial actions, including legal action against a defaulting borrower. Delta Brac is a
very profitable entity with a book value per share of Tk 250 (par value Tk 100). The
earnings per share for fiscal 2006/07 were Tk 55.

NHFIL. NHFIL started operations in 1998 and was registered under the Companies
Act 1993 as an NBFI, regulated by Bangladesh Bank. It has two licenses (as a housing
finance company and as a lease finance company), with the requirement to maintain
housing finance as its core business (more than 51 percent). Its geographic focus is
80 percent in Dhaka and 20 percent in Chittagong. NHFIL funds its lending operations
mainly from deposits, which results in a term mismatch of assets and liabilities. Its
cumulative housing finance portfolio is Tk 4,380 million to 3,081 borrowers, resulting
in an average loan size of Tk 1.4 million per borrower. The size of its outstanding
portfolio is Tk 1,840 million, with 1,744 borrowers.

The corporation’s typical lending terms are presented in table B.7. Clients are
charged a prepayment penalty of 2 percent. The income is assessed on the basis of
present and future income, including rental income. The loan-to-value ratio is
50-70 percent. The value is based on construction cost only, excluding the cost of
land. NHFIL also finances land up to 50 percent of the cost, with a condition that
the house will be built within five years. In case of default, it has the right to repos-
sess the property and recover its cost with penalties/profits.

Table B.7 Typical Lending Terms of NHFIL, 2009

Terms Housing Leasing Small Ticket Lease
Rate (% per annum) 15.5 18.0 15.0
Maturity (y) 15 3-5 3-5
Average loan size 1.52 20 15

(Tk millions)

Source: Data from NHFIL, 2009.
a. The amount, as disclosed by the management, is based on recent financing.
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NHFIL has a very effective loan surveillance system. It takes postdated
checks for the subsequent 12 monthly installments, along with one undated blank
check. The checks are deposited on the 1st, 10th, and 15th of every month, and
encashment/default is closely monitored. A borrower must have a cell phone for
effective personal contact. Computer-generated standard messaging system
reminders also are sent to the borrower. If a default persists, the entire outstanding
balance is called back through the earlier deposited blank check. Legal action
against a defaulter is initiated within six months of default. The corporation’s non-
performing loans are stated to be less than 2 percent in 2009.

Islamic Mortgage Finance

The Bangladesh market has considerable potential to absorb Islamic financial
opportunities and instruments. This mode of finance can play an important role in
the country because it often targets customers with lower-than-average incomes.
Presently, 6 fully fledged Islamic banks and 20 Islamic banking branches of conven-
tional banks are operating in Bangladesh—most prominent among them, with
respect to market share, product range, and balance sheet strength, is the IBBL.

A premier and pioneer in the sector, IBBL began operations in 1983. Starting with
a meager asset portfolio of Tk 56 million in 1989, its asset base reached Tk 174 billion
by 2007. IBBL is the largest among the private commercial banks; and it is second only
to Sonali Bank Limited, the largest public sector bank, with the widest network of
branches. All of its 103 branches are connected to online banking. Whereas it caters
to the need for Islamic commercial banking in a large segment of the population, it
also is playing a prominent role in the social service sector through a poverty allevia-
tion program covering about 500,000 people and by generating employment for more
than 1 million people. Among its core financial businesses are real estate investment,
housing investment, rural development, and household durable schemes. Although it
is better placed in providing housing solutions to a predominantly Muslim lower- and
middle-income population, its penetration down the income scale remains limited.

The IBBL has a countrywide presence, maintaining about 196 branches (table B.8).
Its investments in the real estate sector, including both retail and project finance, have
been growing steadily—from Tk 4.1 million in 1983, to Tk 69.9 million by 1998, and
to Tk 9.4 billion in 2007. IBBL’s portfolio comprises 80 percent urban and 20 percent
rural housing finance. The average loan size in urban housing is Tk 1.5 million. Under
IBBLs rural housing finance program, it has an outstanding portfolio of Tk 1.7 billion
for 12,337 clients.

Prudential Framework for Housing Finance, and Recent Policies

Bangladesh Bank, which enjoys a high degree of autonomy, supervises and regulates all
banks and NBFIs in the country. Its regulatory role encompasses prudential regulations,
including minimum capital requirements, insider borrowing, loan concentration, and
asset classification. The Bangladesh Bank can enforce its authority through penalties for
noncompliance and through intervention in the management of problem banks. In
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Table B.8 Performance of Investments under the IBBL's Special Investment Schemes, 2008

Scheme Name

Staff House

Housing Building

Si Investment Real Estate Investment
Number Particular Aspects Scheme Program Scheme
1 Total clients 471 4,839 1,276
2 Average size of investment 0.0219 0.0252 0.0268

($ millions)
3 Amount disbursed 10.30 122.00 34.20

($ millions)
4 Percent of actual recovery 98 95 99

Percent of recovery including 109 102 105

advance recovery

Source: Data from Bangladesh Bank, 2008.
Note: S| = special investment.

continued efforts toward strengthening oversight of the banking sector, the Bangladesh
Bank has issued risk management guidelines for commercial banks, has mandated that
banks conduct systems audits, and has placed restrictions on the number and tenure of
directors at banks. The existing regulatory and legal frameworks for NBFIs are weaker
than bank prudential regulations. Rules also are poorly suited to the different nature of
NBFIs. For example, there is no distinction between deposit-taking outfits and non-
deposit-taking ones.

There is no special housing finance prudential regulation, although all housing
finance institutions are subject to Bangladesh Bank regulations. The notable exception is
the BHBFC, which still remains outside the ambit of Bangladesh Bank and is solely reg-
ulated by the much-weaker rules of the Ministry of Finance. The ministry does not have
the expertise, framework, and dynamism needed to regulate a mortgage finance com-
pany. Hence, the BHBFEC suffers from a very weak regulatory regime that results in innu-
merable administrative inefficiencies. As an example, private housing lenders are under
the Bangladesh Bank loan classification, whereas the BHBFC uses the respective Ministry
of Finance version; this discrepancy results in application of different standards of port-
folio quality. If the BHBFC followed the Bangladesh Bank’s prudential regulations for
classifying its loans, it would have made a substantially higher amount of provisions.

The Ministry of Finance’s loan classification guidelines are very lenient, compared
with the central bank’s prudential regulations; do not reflect the true health of the
balance sheet; and are not revised frequently with the changing needs of financial
markets. Bangladesh Bank also has some other requirements that a bank or financial
institution should meet, along with its loan classification regulations. For example,
banks and financial institutions need to take tangible action against nonperforming
loans on a basis of six-months’ default; and if nonperforming loans exceed 10 percent,
the bank or financial institution is restricted from further expansion. Under pruden-
tial regulation, a loan is classified after six months of default.
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At present, housing finance issues are covered under the prudential regulations
for consumer finance. This generalized arrangement missed out on important rules
suited exclusively to housing finance activities, such as a regulatory ceiling on the
“mortgage debt-to-advances” ratio on the mortgage lending of commercial banks.

Recent Regulatory Policies on Housing Finance

In July 2007, Bangladesh Bank started a refinance scheme to help middle-income peo-
ple buy homes in cities and to encourage banks and NBFIs to lower their interest rates
on home loans. Initially, a fund of Tk 3 billion was created for this scheme; later, it was
enhanced to Tk 5 billion. Middle-income people earning less than Tk 50,000 a month
are eligible to get loans from any participating financial institutions (up to a maximum
of Tk 20 lakh). The loan is for purchase of an apartment no larger than 1,250 square
feet, located in one of six divisional cities or in Gazipur, Narayanganj, Savar, or Tongi.
The loan period is up to 20 years (with a 1-year grace period) at an interest rate of
9 percent. The central bank makes 100 percent refinancing of the loans disbursed,
meeting the given criteria, to the participating financial institutions; repayment of the
loan to the central bank is the sole responsibility of that financial institution. As of
March 2009, 12 banks and 20 NBFIs had signed up for this scheme, and Tk 2.43 bil-
lion had been disbursed. The scheme terms are not as attractive to the NBFIs as they
are to banks, however: NBFI cost of funds still ends up higher than that of banks. This
scheme is untenable over the long term, but Bangladesh Bank cannot be expected to
provide development finance at concessionary rates to further the creation and growth
of a vibrant housing finance market. The central bank also is not equipped to monitor
the efficiency and targeting of the concessionary credit line, and may not efficiently
ensure that the liquidity goes to low-income groups. Instead, a specialized mortgage
refinance company is a more sustainable vehicle for addressing the maturity mismatch
on housing loans helping the growth of the country’s mortgage industry.

Homeowners' Insurance

In Bangladesh, the loan portfolio risk is generally protected through insurance cov-
erage of the property and through life insurance coverage of the borrower. How-
ever, there is no institution providing mortgage insurance (or title insurance, for
that matter). In view of the prevailing high loan-to-value ratios adversely affecting
the loan affordability of low-income borrowers, the need for a mortgage insurance
institution cannot be overemphasized.

Risk Management

Bangladesh financial institutions’ ability to identify and assess risks is crucial to their
viability and sustainability. In the Bangladesh financial market, several risks are of par-
ticular relevance and present considerable challenges to the housing finance sector.
Liquidity risk perceptions have heightened as a result of the global financial crisis.
There is indication, however, that the country’s banking system is flush with liquidity,
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hoarded as insurance against the vagaries of international markets. That liquidity
does not extend to specialized housing finance outfits, however. In the case of the
BHBFC, whose ability to attract market funds is severely compromised, lower lig-
uidity translates automatically into reduced lending. The BHBFC now relies entirely
on recycling loan repayments. It also maintains large working capital funds (more
than Tk 3.6 billion), which are invested in low-yield “bank placements.”

Independent of current events, the NBFIs suffer from a fundamental term structure
mismatch, which is a source of considerable risk. NBFIs such as Delta Brac fund hous-
ing lending with short- to medium-term deposits. The Bangladesh Bank’s limited
refinance scheme, introduced in the aftermath of the global financial crisis, has
provided a somewhat temporary alleviation.

Bangladesh has enjoyed a stable macroeconomic environment in the last 10 years.
In spite of that, market risk is not well managed by housing finance outfits in
Bangladesh; instead, it is passed on to the clients, thereby reducing the affordability
of mortgages and limiting the outreach of the mortgage market. The mitigation of
interest rate risk is hampered by the absence of a long-term yield curve. Only recently
has the Bangladesh Bank floated long-term bonds with maturity longer than 10 years.
These instruments do not have any active secondary market.

Credit risk is not particularly problematic for private specialized housing insti-
tutions, as revealed by their 5 percent nonperforming loan rate. Commercial
banks have limited their credit risk by maintaining trivially small exposure to the
housing sector. In contrast, the BHBFC has a large nonperforming loan portfolio
(about 47 percent, if reclassified on the basis of international prudential loan clas-
sification standards). It has more than Tk 10 billion as interest receivable from the
problematic portfolio, partly because of the imprudent policy of interest deferment.
This unrealized interest has a sizable opportunity cost (Tk 500-1,000 million).
These portfolio weaknesses have not been adequately provisioned for, creating a
sustainability risk for the BHBFC.

Interest Rate Market Benchmarks

The Bangladesh housing finance market benchmarks itself on the long-term yield
curve created by government securities with maturity up to 20 years (table B.9),
although the issue and trading of such securities (especially toward the outer matu-
rity limit) is thin to non-existent. There is no interbank offered rate market to serve
as a benchmark. The financial market is not yet developed for active, two-way quotes
that would provide benchmarks. The 10-year Treasury bonds were first issued in
March 2004, at the rate of 10.00 percent. By March 2005, the rate declined to 8.95 per-
cent in successive issues, and then started rising. The auction in December 2005 was
at 12.00 percent, and that rate has remained stable. In July 2007, Bangladesh Bank for
the first time issued a 15-year Treasury bond at 14.00 percent. Since then, through
successive issues, the 15-year Treasury bond rates have declined to 12.22 percent. In
July 2007, the country had seen the first issue of a 20-year Treasury bond, issued at
15.95 percent; through successive issues, its rate has come down to 13.19 percent.
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Table B.9 Yields on Treasury Bills and Bonds, 2001-08

Treasury Bills (%) Treasury Bonds (%)

30 182 362 10 15 20
Period days days days 2 years 5 years years years years
January 2001 6.35 6.93 7.50 8.50 10.65 n.a. n.a. n.a.
July 2001 6.10 7.05 7.25 8.08 10.50 n.a. n.a. n.a.
June 2002 2.74 4.91 5.33 6.85 10.48 n.a. n.a. n.a.
July 2002 4.98 5.67 5.94 6.90 8.63 n.a. n.a. n.a.
January 2003 8.00 7.75 10.00 10.67 11.23 n.a. n.a. n.a.
July 2003 6.92 9.25 9.81 10.44 11.00 n.a. n.a. n.a.
January 2004 4.03 6.00 6.50 7.00 8.00 n.a. n.a. n.a.
March 2004 4.05 6.00 6.40 7.00 7.94 10.00 n.a. n.a.
July 2004 4.05 6.00 6.30 7.00 7.96 9.91 n.a. n.a.
January 2005 4.04 5.75 6.18 6.75 7.87 9.21 n.a. n.a.
July 2005 6.65 6.75 7.00 7.25 8.75 10.00 n.a. n.a.
January 2006 7.00 7.20 7.60 8.25 10.50 12.00 n.a. n.a.
July 2006 7.10 7.80 8.30 9.15 10.65 12.10 n.a. n.a.
January 2007 7.35 7.85 8.45 Dsc September 10.88 12.50 n.a. n.a.

2006

July 2007 7.32 7.89 8.48 n.a. 10.79 12.17 14.00 15.95
February 2008  7.35 7.96 8.46 n.a. 10.60 11.72 12.22 13.19

Source: Data from Bangladesh Bank.

Note: Dsc = discontinued; n.a. = not applicable.

The fixed-income market in Bangladesh remains thin, not least because of a tra-
ditionally low rate of formal domestic savings, the lack of institutions with long-term
liabilities (such as insurance companies and pension funds), and the crowding-out
effect of the public sector debt and the National Savings System (NSS). The NSS
returns, in particular, are very high, despite being addressed by government since
2001. NSS schemes, although directed at the lowest-income groups, are used much
more widely because of poor enforcement, creating a bias and crowding out private
borrowers. However, the NSS demonstrates that untapped savings do exist (even
among lower-income groups), and that they can be attracted by the formal market
if there is sufficient outreach and if pricing distortions are removed.

Housing finance lending institutions’ weighted average deposit and lending rates
(as of June 30, 2008) are given in table B.10.

Growth Potential of the Mortgage Debt Industry

Bangladesh, with a housing backlog of about 5 million units, offers a great potential
for the housing supply market to grow. The access to finance, with a specific reference
to housing finance, is quite limited in Bangladesh. Except for the BHBFC, which has



Appendix B

Table B.10 Housing Finance Rates, June 30, 2008

Institution Deposit Rate (%) Lending Rate (%)
All banks 7.00 12.3

All housing finance companies (excluding BHBFC) 12.16 13.5-14.0

BHBFC n.a. 12.0 For Dhaka and

Chittagong; 10.0 for others

Sources: Data from the Bangladesh Bank Annual Report, July 2007-June 2008, and from the BHBFC.

Note: n.a. = not applicable.

its presence and housing finance operations in 22 districts of Bangladesh, all financial
institutions have practically confined their mortgage finance business to Dhaka and
Chittagong. Even in those cities, mortgage finance is geared toward economic middle
and high-end segments of the population. When measures are taken to boost hous-
ing supply for low- and middle-income groups, the need to empower them for afford-
ability through mortgage finance will enhance the mortgage industry.

Low-Income and Microfinance Housing

The great majority of the population is located in rural areas (80 percent, comprising
123 million people or approximately 20 million households), and almost all of these
people are classified among the lower-income groups. In urban areas where incomes are
higher, the lowest-income groups are estimated at 70 percent of the population (about
21 million people; 3 million households). Both groups are in dire need of affordable
housing finance, mostly for housing improvement rather than new purchases.

The Microfinance Market and Potential Demand for
Housing Microfinance

The rural poor live predominantly in temporary housing; and estimates of rural
permanent housing vary between 0.4 and 3.3 million dwelling units. Fully 3.5 million
people in rural areas are without shelter. With an assumed 2 percent annual new
household formation, new housing demand each year could be as much as 3.5 million.

Urban dwelling units are estimated at between 3.5 and 4.0 million, of which
1.9-3.0 million are temporary. Roughly half of the low-income dwellings are esti-
mated to be located in slums (both owner-occupied and rented), sometimes on
squatted land. Formal slums (with full landownership but in bad repair and greatly
overcrowded by urbanization) comprise another quarter of the dwellings in this
group. Other categories of low-income housing include government-provided squat-
ter resettlement camps, plots of land with basic services that are provided on a lease-
hold basis; employee housing, consisting mostly of small apartments in high-rise
complexes provided by the government; makeshift houses built by squatters on
illegally occupied public or private land; and pavement dwellings.
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Among the lowest-income groups, housing needs are for incremental construc-
tion and repair. The potential housing finance demand thus is considerable, pro-
vided housing credit is made affordable. And it is exactly that affordable housing
credit that Grameen Bank began to provide in the 1980s.

Products, Funding Sources, and Challenges in Housing Microfinance

The two main institutions serving the needs of microfinance for housing are
Grameen Bank and IBBL. Grameen Bank has a special product to finance fisher-
men’s huts (chhappar® finance). These two institutions have wide access to funds.
Whereas Grameen Bank provides conventional finance, IBBL caters to the needs of
faith-based clients.

As of June 2009, Grameen Bank’s housing portfolio amounted to $3.3 million. The
rate of repayment for all loans is 89 percent. The cumulative number of houses
financed so far is 674,435.7 The bank introduced the “moderate housing loan” in
1984, with a current loan maximum of Tk 25,000. The microfinance for housing pro-
gram got a considerable boost after the devastating floods of 1987 that destroyed
2 million houses in rural areas of Bangladesh. Those floods raised the popularity of
Grameen’s “basic housing loan” (which presently has a loan maximum of Tk 12,000).
That loan targets the poorest rural households, similar to income-generating credit.
This program has remained the most popular among its target population. There also
is a loan program for the purchase of small parcels of land and one for the repair of
houses. The maximum amount for a homestead purchase loan is Tk 10,000 ($145),
and the house repair loan is Tk 5,000 ($72). The ratio of basic housing loans to orig-
inal moderate housing loans is approximately 7:1. In addition to those loans, another
kind of housing loan is the “pre-basic housing” loan, amounting to Tk 7,500-8,500.
It has been introduced to meet the demand of house dwellers in the northern part of
the country. The annual interest rate on housing loans is 8 percent. The lending is
done via group loans, with insurance provisions against default, death, accident, and
the like. Ninety-four percent of Grameen Bank borrowers are female, and women
make up the large majority of housing loan borrowers.

The loan application process usually takes three to four weeks, although members
can receive money in less than 10 days when the need is urgent. The area manager
must appeal to the zonal member for approval. Only 4-5 percent of loan applications
are rejected, usually for lack of paperwork regarding landownership. The housing
loan, like the other Grameen Bank loans, is provided without collateral; but the bor-
rower must have a title to the land, must sign an individual pledge that includes a
repayment obligation, and must obtain a pledge from all members of the group or
the center that commits them to repay the loan in case the borrower fails to do so.
Repayment is made in weekly installments, beginning five weeks after the start of
house construction. The repayment period is calculated on the basis of repaying
Tk 1,000 a year—the standard loan repayment for other loans made by the Grameen
Bank. There is a maximum repayment period of 10 years, but faster repayment is
encouraged. To date, the loan repayments have been excellent. As of September 1999,



Appendix B

a total amount of Tk 7.42 billion ($185.09 million) has been disbursed as housing
loans for 510,310 houses. The average loan size was about Tk 13,847 (only $277).

The basic house proposed by the bank’s housing program measures 12 feet by
18 feet; it has a two-sided tin roof, four reinforced concrete construction pillars, one
wooden door, and two windows; it can be extended and modernized if desired. The
standard house measures 15 feet by 21 feet and has a four-sided tin roof, eight rein-
forced concrete construction pillars, one wooden door, four windows, and a fence.
For loans of TK 10,000 ($202) or less, members pay TK 1,000 ($20) a year; for loans
greater than TK 10,000, they divide the amount over a 10-year period. There is a
maximum repayment period of 10 years. Repayment is made weekly, usually at
approximately Tk 20 (40 cents) a week. The borrower is responsible for the design of
the house, but the bank ensures that basic health and safety requirements are met.
The house must meet minimum Grameen standards, including having a pit latrine.
(Since mid-1998, the bank has required members to install a latrine manufactured
by the Grameen production facilities.) The homes built under the program represent
a substantial improvement over traditional low-income housing, proving markedly
sturdier to heavy rain or flooding and requiring less and cheaper annual upkeep.

In addition to Grameen Bank, several other MFIs, such as Proshika, Delta Brac,
and ASA Bangladesh, now provide long- and short-term credit for housing in
Bangladesh.® Loans are made on the basis of established membership in lending
programs instead of collateral, and on a sound track record of repayments on pre-
vious loans. Group pressure and mutual support are used as guarantees for loan
repayment. The financial institution’s only recourse in the case of nonpayment are
the persuasive and legal ways to recover the loan and future exclusion of the bor-
rower from the credit program.

The NGO Proshika started a housing program for rural areas in 1988 and, to
date, it has provided assistance for the construction of more than 30,000 houses. The
lending is group based and subject to strict conditions: there can be only three hous-
ing loans for any group in any year, and housing loans can be provided only to
groups who have been in existence for at least three years. Only those who have a
loan for income-generating activities are eligible for a housing loan, in an effort to
ensure that they have repayment capacity.

Delta Brac’s housing loans program started just after the flood of 1988 and focused
on the rural poor. Only members who have successfully repaid an income generation
loan and have saved an amount equivalent to the monthly repayments for a housing
loan are eligible for this loan. Delta Brac is considering establishing a moderate-
income rural housing loan program, with loans of up to Tk 20,000. It is concerned
about moving into this market in view of potential massive defaults in the housing
portfolio that might be caused by major floods.

ASA Bangladesh started a rural housing credit program in fiscal 1989/90. Its
management considers housing loans to the lowest-income group not to be feasi-
ble, and intends to target the rural middle-class farmers for lending activity. It is
interesting to note that a sizable group of borrowers (close to 15 percent) use part
of the income-generating loans they receive for other purposes, such as improving
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their homes, even though that use is explicitly forbidden. This fact is an indication
that the demand for housing loans is large.

The challenges facing housing microfinance programs include affordability con-
straints, especially for rural households; high land prices, in the case of urban clients;
commercial viability of the microfinance lenders; and the need for new products,
including savings-for-housing instruments and mechanisms limiting disaster and
disability/death risk in housing lending. Careful blending of government policies, smart
subsidies, planning, public-private partnerships, and technical assistance for housing
microlending are required to further develop the low-income housing and housing
finance market. Success stories, such as the new low-income housing lending mecha-
nisms in India, would be useful in the endeavors in Bangladesh.

Government and NGO Programs in Housing and Housing-Related
Social Services

There are several government programs in support of low-income housing. In 1998, the
Bangladesh government started Grihayan Tahabil, a housing fund for homeless and
low-income groups. This scheme is operating in 400 upazillas across 64 districts. The
funds are disbursed through a little more than 400 NGOs. The current fund size is
Tk 1.600 trillion, of which Tk 1.145 trillion had been disbursed by March 2009 for con-
struction of 46,128 new houses. A similar government program in rural areas, Asrayan,
is intended to fund and provide the construction of low-income barrack-type houses.

Government programs, however, are not as efficient as could be achieved under a
commercially based approach; and they have been known to be poorly targeted in
certain cases to households with incomes higher than the lower-income groups, or
to be excessively directed at civil-force staff. One relevant example is the National
Housing Authority (NHA), which provides subsidized housing development. The
institution manages a considerable supply of government land (at its current con-
struction rates, the existing owned land would permit its continuous operation for
the next 20 years). The NHA obtains the land at a multiple of its registry value
(150 percent), which permits it to offer the housing at levels considerably below mar-
ket prices. In the last two years, the NHA constructed only 1,000 units of 60—120 square
meters; it distributed them by lottery (mostly to civil servants) among the 200,000
applicants who demanded the flats. The authority’s housing is more popular than that
provided by the private sector not only because of its subsidized pricing, but also
because of the clean title the NHA can obtain (when private developers could not).

A more efficient approach to government housing provision for lower-income
groups would be to rely on public-private partnerships. The NHA could scale up its
operations in partnership with private developers in arrangements whereby the NHA
provides the land and requires that some fraction of the flats constructed will be pro-
vided to low-income households. A low-cost flat construction plan that the NHA
recently has proposed involves 22,000 units of 25-30 square meters priced at
Tk 400,000 each (implying a monthly payment of Tk 2,500). An alternative (and not
mutually exclusive) strategy to scale up involves cross-subsidies between the pricing
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of middle-income units and low-income ones. That option would permit the NHA
to increase its leverage and invest the additional funds in low-cost housing construc-
tion, servicing the loans in part with profits from middle-income housing sold. (The
middle-income housing prices would remain below market levels.) Such an approach
also would enable the NHA to leverage the housing production by generating
additional income that would permit repaying the financial expenditures of any debt
contracted by the NHA. (To date, the authority has not issued any debt and therefore
cannot scale up its activities for fear of a resulting increase in sale housing prices.)

Other lower-income housing initiatives include public-private partnerships
involving Bangladesh NGOs in the area of housing-related social activities (box B.2).
Bangladesh has a long and enviable history of NGOs playing an active role in raising
socioeconomic conditions for lower-income groups, particularly those living in rural
areas. Some NGOs have quite successfully spread their network throughout
Bangladesh, and are carrying out efficient operations.

Box B.2 Role of NGOs in Housing-Related Social Services

Housing Construction Financing

There is no direct provision of housing by NGOs in Bangladesh’s urban areas because of land
availability constraints. New housing construction is also not funded in urban areas because
most lower-income groups do not own land. Some NGOs are seeking funds to build houses for
their project beneficiaries, and intend to recover the cost through an affordable schedule. Some
are generating funds through members’ savings and income-generating activities. A few large
NGOs are planning to introduce urban housing credit, subject to finding viable methods to over-
come the landownership problem.

Service Provision

The NGOs have undertaken limited projects to improve sanitary and drainage systems, provide
potable water, regularize garbage clearance, and pave roads. The beneficiaries participate in
some stages of the project, such as advocacy and identification, decision making, negotiation,
construction, toll collection, monitoring, and maintenance. The NGOs are operating several
successful and innovative urban water supply and sanitation projects in which they've mobi-
lized the households; negotiated for them with the authorities who do not cover bustees; and
given guarantee that the facilities would be maintained, costs would be met, and bills would
be paid regularly. Some NGOs have promoted door-to-door garbage collection, and have taken
charge of the general neighborhood cleanliness and street sweeping. A few self-sustaining
waste-recycling plants have been set up as well.

Housing Improvement Credit

Credit has been provided in a few cases after clients’ income-generating activities were ham-
pered by natural disaster that left the beneficiaries homeless. Some NGOs motivated the

(Continued)
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Box B.2 Role of NGOs in Housing-Related Social Services (continued)

landowners, negotiated bank loans, and initiated slum-upgrading projects involving physical con-
struction. These housing improvement loans would not have been possible without the NGO
intermediating with the financial institution, because the latter generally requires clean title of
ownership—something rarely available to lower-income households.

Special Housing

Several NGOs are catering to the housing needs of specific groups, like garment workers,
destitute and delinquent women and youth, street children, orphans, mentally retarded and
physically disabled children, and working mothers. Their dormitory-type rental accommoda-
tions are part of the empowerment or rehabilitation programs that comprise literacy and skills
training; legal, social, and entrepreneurial support; health facilities; and mother and child care
facilities, among other things. Some NGOs, run by women, have successfully acquired funds
to construct their own buildings, which will cross-subsidize loan repayment costs, mainte-
nance, and operation costs via their partly commercial rental use.

Slum Development

The government-initiated Slum Improvement Program has been undertaken by a few NGOs.
These organizations focus on income generation; health and family planning; education; infra-
structure; and services such as roads, drainage, water supply, and sanitation aimed at environ-
mental upgrading and enhancement of affordability to improve the housing situation indirectly.
Along with the NGOs, several clubs, youth organizations, and social welfare societies are engaged
in various components of the overall programs.

Management Support

Several NGOs and community-based organizations have undertaken the housing maintenance
and utilities management functions for the implementing housing agencies. The outsourced
functions can include operation and maintenance of water supply, sanitation, drainage and
garbage collection services, collection of fees, bills and maintenance expenditure, collection of
technicians and management staffs’ salaries, collection and deposition of loan repayments, liai-
son with banks and completion of documents, monitoring of housing and utility services, and
credit management for a large number of beneficiaries.

Advocacy

Some NGOs and community-based organizations offer legal aid to low-income households
facing eviction. Additional advocacy programs include seminars, workshops, gatherings, street
processions, celebration of important days, group meetings, trainings and symposiums, and
exhibitions of building materials and demonstration houses. These efforts target both the urban
poor and policy makers; and they cover housing and environmental rights, the role of savings
and microcredit, human rights, and gender issues.

Source: Study conducted by Mahbubur Rahman, North South University, Dhaka, Bangladesh.
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Regulatory Framework and Mortgage Market Infrastructure

Titling and registration, secured transaction and foreclosure rules, and the availabil-
ity of credit information are important for the development of vibrant housing and
housing finance markets. In Bangladesh, the legal framework suffers from certain
shortcomings considered in detail below.

Land Registration and Administration

The structure of land administration and the land record system in Bangladesh con-
tains weaknesses and dysfunctional elements. The present land laws and supporting
regulations are complicated, and there is no effective legal framework. The absence
of an updated, systematic, and universally accepted source of information on land
resource availability and land rights is one of the principal barriers to the successful
implementation of land reform programs leading to the effective adjudication of
land disputes.

Land surveys are an important tool for identifying land, documenting the names
of the rightful owners, measuring the area, and other related matters. Outdated
processes, corruption, and irregularities in the land survey deprive the illiterate,
landless, and minority groups of ownership rights to their land. Even the govern-
ment is being deprived of state-owned khasland.® There also is a general lack of pub-
lic awareness about land resources, procedures, and regulations.

Land surveys have been conducted over different periods, beginning with the
cadastral survey, the state acquisition survey, and the provisional settlement (still in
use to this day).!” Cadastral and state acquisition survey records are kept at the Zila
(district) Collector’s office, and provisional settlement survey records remain with
the Assistant Commissioner’s (Land) office.

The present structure of land administration is built around three core
functions—land settlement or survey, land registration, and recordkeeping. Land
settlement identifies the utilization purpose of land—that is, use for agriculture,
housing, ponds, roads, waterways—and all other information related to the land.
Registration deals with registering land transfers and preparing the deeds. Record-
keeping documents ownership rights to the land. Registration and recordkeeping are
based on information gathered from the land settlement.

Three separate offices deal with the different functions of land administration.
The Tahsil office is responsible for land recordkeeping and collection of land rev-
enue; registration is entrusted to the subregistrar’s office; and the settlement office
handles land settlement. The Tahsil office and the settlement office have a chain of
command extending to the Ministry of Land, whereas the subregistrar’s office is
under the purview of the Ministry of Law. The overlap in ministerial functions is
problematic in the presence of conflicting land claims, where resolving the disputes
would require proof of ownership. Diverging ownership proof from the Tahsil office,
the subregistrar’s office, and the settlement office render it extremely difficult to
adjudicate ownership because each document seemingly bears the legitimacy of the
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authority. This multiplicity of documents or records of rights is the central flaw in
the system of land administration.

Another flaw is that registration officers are not entitled to question the validity
of documents brought for registration. Furthermore, their office does not store sup-
porting documents for verification. Hence, even if registration officers knowingly
register false transfers, they cannot be prosecuted. The breakdown of information
and the lack of a system of checks and balances among the three offices allow regis-
tration of numerous false land transfers. The bulk of civil and criminal litigation in
the country arises from such conflicting claims of ownership. Adding to and
compounding the problem is an inefficient system of dispute resolution. Doing
Business 2010 (World Bank 2009a) ranks Bangladesh fourth among the worst coun-
tries in the world in contract enforcement.!' As a result, land remains in a legal
vacuum for many years; and it is difficult to develop, finance, or sell properties. These
problems stunt the mobilization of land for urban needs, block creation of a market
for existing housing, and considerably undermine the potential scope and the
security of formal housing finance. The weak enforcement regime also stunts fore-
closure (as discussed in the following section).

A third flaw challenging land administration is the excessive backlog of land-
related documents awaiting printing. Certain records also have been intentionally
destroyed or were damaged during the Bangladesh independence war. The land reg-
istration system also is greatly marred by corruption. According to Transparency
International (2005), almost 40 percent of all bribes are paid in land administration
departments.

Doing Business 2010 (World Bank 2009a) rates property registration procedures
in Bangladesh among the 10 slowest in the world (table B.11 and box B.3). Register-
ing property involves eight procedures, takes 245 days, and costs 10.24 percent of the
property value. In contrast, the procedures are five in India, and they are completed
in 44 days at the cost of 7.43 percent of the property value. The figures in Pakistan
and Sri Lanka also are much better than those in Bangladesh.!

The government owns large amounts of khas land in different parts of the coun-
try. With no single conclusive record or document related to land, however, the dis-
tribution of these lands among the poorest sections of the population is a daunting
proposition. The government does not have firm statistics on the total area available,
whether the land is in the control of the authorities, whether certain areas have been
affected by river erosion, and so forth. There have been previous attempts to redis-
tribute khas land, and different laws have been passed for that purpose. The lack of
proper implementation, however, has resulted in the landless people invariably being
left out.

Land Titling

Land title authentication is much easier in the case of government-owned land. Ver-
ifying title for private land is rather cumbersome and time consuming. Assuming
that the client already has completed all transfer formalities (mutations and so forth)
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Table B.11 Property Registration Process and Costs

Procedure Time Required to Complete Cost Required to Complete
1—Verify the record of rights 15-60 days (simultaneous with Tk 2,000

from the Land Office (also known procedures 2 and 3)

as Land Revenue Office)

2—Conduct survey mutation on 60 days (simultaneous with Tk 6,000, approximately
property? procedures 1 and 3)

3—Obtain inspection for survey 60 days (simultaneous with Included in procedure 2
mutation procedures 1 and 2)

4—CQObtain the nonencumbrance 2-3 days Tk 500-700

certificate from the relevant
subregistry office

5—Prepare deed of transfer and 1 day 5% of property value

pay stamp duty (stamp duty)

6—Pay capital gains tax, registration 1 day Capital gains tax (5.0%) + VAT
fee, VAT, and other taxes at a (1.5%) + local government tax
designated bank (2.0%) + registration fee (2.5%)
7—Apply for registration at the 180 days (simultaneous with Paid in procedure 6

relevant subregistry office procedure 8)

8—~Register the change in ownership  45-60 days (simultaneous Tk 5,000

at the Land Revenue Office with procedure 7)

Source: Information available at http://www.doingbusiness.org/Exploretopics/registeringproperty/.
Note: VAT = value-added tax.

a. This is a conversion (mutation) of the property entry in the relevant registration land survey, for updating purposes.
The process results in the issuance of a “mutation certificat