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INTRODUCTION

South Africa’s finance sector has been the site of considerable activity, much upheaval and even some drama in recent years.  Perhaps to be expected of a sector that is responding to the dual and in many ways contradictory goals of global acceptance and local accessibility, the past two years especially have nonetheless raised concerns about its future.  A recent ABSA publication asks “is the South African banking sector still sound?”  Other publications have echoed this concern – evidence of the confusion that exists around what the causes are and what should be the response.

Of course, the housing finance sector has been carried along in the current, affected not only by the broader state of the market but also by the specificity of housing loans in the national development vision.  Housing finance, like SME finance, has received special attention from policy makers seeking to respond to a development and empowerment need in the country.  In this regard, the housing finance sector sits somewhat uncomfortably between national financial policy makers at the Reserve Bank and National Treasury, and housing policy makers at the Department of Housing.  Players in the market respond to both sets of stakeholders who often seek out contradictory approaches given their respective interests.

In the housing sector, a few issues currently comprise the terrain of the housing finance debate.  On the one hand, the relative health of the alternative lending sector is being questioned given events that have taken place over the past year since the Saambou and Unifer failures.  The impact of these failures on the activities of non-bank housing lenders has been profound if in some ways also indirect.  Non-bank lenders continue to struggle – in accessing wholesale finance, in securing ‘good’ clients, and in pricing for risk.  Many of these issues have been raised previously (see Rust, 2002) where the question of competition vs. cooperation between bank and non-bank lenders in the housing sector was considered.  In that previous paper, it was found that “when it comes to competition around products, payout and collection methods as well as funding, banks are at a distinct advantage not because of what they offer but rather because of what they are” (Rust 2002:28).
On the other hand, government insistence on banks’ participation in the low income housing market has persisted with the rising crescendo of focus on the Community Reinvestment (CR) Bill.  In this context, the emphasis has been on prescribed lending, not to geographically-defined communities, but rather to the low-income community in general.  The banking sector has responded strategically through initiating its own empowerment-focused process in the drafting of a Financial Sector Charter.  Part of the Charter negotiations (held within the Financial Services Sector and only involving government, through the SA National Treasury, as a facilitator) have focused on the provision of housing finance to low income households.  The negotiations have earmarked an amount of R20 billion to be invested by the financial sector in low income housing finance over the next 5 years.
  In many ways, this promise overshadows the intended imposition by the pending CR Bill.

Whatever the mechanism, it is clear that banks’ participation in the low income housing finance sector is set to increase.  While this is certainly welcome news in respect of the depth of the housing finance sector, does it also respond to issues of breadth and the competitive relationship that currently exists between banks and non-bank lenders (Rust, 2002)?  What remain the key issues that need to be pursued if the non-bank housing lending sector is to grow in the interests of enhanced access to housing finance for low income earners?  The interventions proposed in terms of the Financial Charter negotiations and the CR Bill certainly promise to enhance the flow of funds into low income housing finance.  Is this all that is needed?  With rising expectations and rapidly decreasing patience among all involved in the sector, the question is now about whether we sink or swim.
ORIGINAL VISION

The current housing policy approach to the housing finance sector is premised on the fact that in 1994, when the policy was drafted, there were essentially two problems.  First, it was widely agreed that the majority of South Africa’s population had exceptionally poor or no access to finance for housing purposes, and that this undermined their potential to participate in a housing process.  Second, it was noted that this was in part because of the narrowness of the housing finance sector – that the existing players were unsuited to engage in the new and emerging market in any substantial way, that their products were inappropriate, and that their horizons were otherwise focused.  For housing policy makers, the availability of finance was a critical piece of the overall housing puzzle.  It sat within a broader goal of stimulating a housing market so that over time, the two or three million households who comprised the housing backlog might serve their own housing needs independently without overtly relying on the state for support.
  

For this reason, the original 1994 policy framed the housing finance approach on two policy interventions: encouraging the established banks to lend down-market and encouraging the emergence of non-bank housing lenders with a low income focus.  In terms of the first intervention, government entered into a Record of Understanding with the banking sector which set the stage for a series of mechanisms designed to “stabilize the market” (see Rust, 2002a).  In terms of the second intervention, government established the National Housing Finance Corporation (NHFC) and the Rural Housing Loan Fund (RHLF) to act as wholesale lenders to financial intermediaries established to for the purposes of providing end user housing finance to low income borrowers.  As a result of these initiatives the composition of the housing finance sector has changed drastically and some of the original problems identified are beginning to be addressed (Rust, 2002a).

The sector now comprises what have been described as “the banks” on the one hand, and “housing lenders” on the other.  The banks comprise the ‘Big Four’
 – the original players in the housing finance sector.  Banks are regulated by the Banks Act and as a result, maintain a market perception of stability, notwithstanding recent turmoil in the sector.  While banks’ main focus is on the upper income segment of the market, pressure to serve the ‘unbanked’ segments of the market has indeed been rising.  Banks have responded to this pressure in many ways, most notably recently by participating in the negotiations around a Financial Services Charter which explores ways to extend financial services to lower income segments of the market.
Housing lenders are generally non-bank lenders – that is, they are not regulated by the Banks Act and fall rather within the realm of micro finance sector.  Housing lenders operate in terms of the Usury Act which sets limits on interest rates that can be charged, and on the Usury Act Exemption Notice, which exempts loans of less than R10 000, repayable over 36 months and offered by a registered micro lender, from this interest rate cap.  Where the activities of banks are overseen by the Registrar of Banks, the activities of housing lenders are overseen by the Micro Finance Regulatory Council (MFRC), which was established for this purpose in 1999.

Aside from these regulatory distinctions, the most obvious difference between banks and housing lenders is their size.  Banks are big.  They have big loan books, offer big loans, and operate a diversity of portfolios.  Housing lenders are small.  They have small loan books, offer generally smaller loans, and are focused on a single niche that is defined by the use of the loan: housing.  This niche market focus is defined in part by these lenders’ own intentions and in part by the parameters set by their wholesale financiers.  The Rural Housing Loan Fund (RHLF) and the National Housing Finance Corporation (NHFC), which provide wholesale finance to housing lenders, require that their funding only be extended to end users in loans for housing purposes.  

EXPLORING THE RELATIONSHIP
The relationship between banks and housing lenders in the low income housing finance sector is uneasy.  In a study undertaken on behalf of the Housing Finance Resource Programme (HFRP) and the RHLF in early 2002, it was found that the growth and sustainability of the low income housing sector was being stymied by a range of unintended consequences (Rust, 2002b).  National housing policy (through the efforts of the NHFC and RHLF) had facilitated the emergence of a range of housing lenders who together were beginning to respond to the demand for housing finance at the lower end of the market.  However, the simultaneous push on the banks to go “down-market” was creating a series of unconstructive sites of competition that were in fact undermining this growth.  As a result of this push-me-pull-me activity, the housing finance sector has by most accounts done little more than tread water.  The industry’s frustration has been frequently voiced in the press and in conference presentations.
 

Banks vs. Housing lenders

Overall, the problem has to do with a market perception that ‘bigger is better’ – that banks are more appropriate sites for investment and for business interaction (the negotiation of payroll deduction facilities, the provision of pension and provident fund guarantees, and so on) because of their larger size, their more obvious regulatory structure, and most crudely, because they are not micro lenders (Rust, 2002b).  This plays itself out in a variety of ways which can be described in terms of lenders’ relationships with employers and with Pension and Provident Funds, with investors, and even with their clients.

Lenders agree that employers are more likely to offer payroll deduction facilities for their workers to banks than to housing lenders (Rust, 2002b).  This means that housing lenders are left with a target market that doesn’t have access to such facilities, that is, the unemployed and informally employed.  It also means that collection methodologies are more expensive – without access to payroll deduction, housing lenders have to use debit order arrangements and banks monopolise the payments system (Rust, 2002b).  The charge applied for a failed debit order transaction, for instance, is R95,00 (compared with a cost of less than R1,00).
  Although this cost is debited against the borrower’s account, it only compounds their indebtedness, making it still more difficult for a lender to access their repayment.  And, once a debit order transaction fails, the lender has to go back to the borrower to chase up monies owed in some other way, or write-off the loan as a bad debt.  
The favoritism by employers for banks also has an impact on marketing and loan origination costs.  Because banks can enter into arrangements with employers, these costs can be reduced – with one employer they may be able to access twenty, fifty or a hundred clients.  Housing lenders on the other hand have less success in working with employers – and if then their focus is on smaller employers – so their marketing and loan origination costs per loan are higher because they can’t reach the same economies of scale.  Rather, they sell their loans one-by-one to the public as it comes through the doors of their branches. 
Pension and Provident Funds are also more likely to engage with banks than with housing lenders because of the perceived risks associated with non-bank lenders.  This means that banks are more likely to have access to Pension and Provident Fund guarantee arrangements than housing lenders.  As a result, most housing loans as extended by housing lenders are unsecured or partially secured, sometimes with savings, sometimes with other collateral like furniture, sometimes with a guarantee mechanism such as that offered by the Home Loan Guarantee Company (HLGC).

When clients see their employers, their unions and their Pension and Provident Fund administrators respond to non-bank lenders in this way, their perceptions are also clouded.  Research recently conducted by the FinMark Trust, shows that 69% of fully banked South Africans would repay their bank loan before repaying any loans they would have from a registered micro lender or other credit provider.  Even unbanked South Africans would favour repaying a bank first, with 72% choosing this option in the survey.  Only 10% of fully banked, and 9% of unbanked South Africans said they would repay their micro loan first (FinMark Trust, 2003).  This suggests that the average lender, given a range of debt responsibilities, would be more likely to repay the bank loan before repaying the micro (or housing) loan.
The consequence of these relationships is that housing lenders’ client base is inherently more risky.  This makes the exercise of pricing for risk particularly important – and yet,  in terms of Usury Act restrictions, lenders may only price for such risk on loans of less than R10 000.  Housing lenders are therefore forced to lend smaller loans on a more frequent basis so that they meet both the clients’ demand for credit and their own needs for scale.   Still, compared to consumption loans which may hover around an average of R2000, housing loans are relatively large, averaging at about R8000.  This is a significant amount of funding for a small scale housing lender to tie up for the 36 month repayment period that the Usury Act (and client affordability) allows.  Access to wholesale finance therefore becomes particularly important: how do housing lenders fund their lending operations?

Even in terms of access to wholesale finance, housing lenders are disadvantaged.  In terms of the Banks Act, only registered banks are permitted to take deposits.  This restriction has two impacts.  First, it means that housing lenders must enter into a relationship with a deposit-taking institution (a bank) to secure their collections electronically – else they can only rely on cash-based repayments.  Second, it also means that housing lenders cannot use clients’ savings to fund their lending.  While this restriction is an important safeguard against fraud, it also means that non-bank lenders are unable to access a source of funding that is accessible, and indeed critical to banks.  Even more significant, is how the legislation applies to the issuing of commercial paper.  The Banks Act allows certain institutions to be exempt from the deposit-taking restrictions so that they might raise funding through the issuing of commercial paper.  However, the exemption only applies to listed companies with net assets exceeding R100m (larger than all housing lenders), and only “provided the money so accepted is not used … for the granting of money loans or credit …” (Task Group, 2002: 135).
 This makes it impossible for housing lenders to access wholesale funding from private investors.
Perhaps understanding this limitation, the Department of Housing established the NHFC and RHLF in the mid-1990’s to provide wholesale finance to housing lenders.  The creation of these two institutions was an important intervention, as it meant that specialised lending institutions, capitalized with government and donor funding, could build the capacity of the housing lending sector to a point where eventually, housing lenders could access their finance elsewhere.  However, since the establishment of both institutions, neither has encountered any competition from the commercial banking sector to provide equity or debt funding to smaller non-bank lenders.
  As a result, housing lenders are almost wholly dependent on funding from the NHFC or RHLF to support the growth of their businesses (Rust, 2002a).  This has two consequences.  First, because NHFC and RHLF finance can only be on-lent to clients for housing purposes, housing lenders are unable to diversify their lending to include shorter term consumption loan products.
  This inability to diversify has an impact on their risk profile as a lender and makes them less attractive to investors or wholesale financiers.  Second, NHFC and RHLF hold a monopoly as wholesale financiers in the low income housing market (though the two institutions are not comparable in size or scope).  This means that they do not face normal competitive pressures, nor have either yet succeeded in attracting sufficient private investment into the sector to really address the large-scale housing finance problem.  In the case of NHFC, the size of its reserves begs the question of its responsiveness to market demands for increased efficiency and whether it faces the pressures that normally operate in a competitive environment to become more effective in developing innovative partnerships.
Market focus

As a result of their differing contexts as well as their different intentions as lenders, banks and housing lenders occupy different parts of the low income housing market (Rust, 2002b).  Generally, banks focus on moderate and higher income clients who have access to payroll deduction facilities and who can secure their loans either with a mortgage or with their Pension and Provident Fund withdrawal benefit.  Where payroll deduction facilities are not available, banks seek preferred debit order arrangements with their clients.  Banks’ loans are on average larger, and are generally targeted at the purchase of new housing or properties in possession that have been released into the market. More recently, banks have also expressed an interest in providing loans to residents seeking housing through social housing institutions.

The focus of housing lenders is lower down on the income scale, on the low-moderate income segment of the market.  As with banks, housing lenders seek out clients with payroll deduction facilities and who can secure their lending with their Pension and Provident Fund withdrawal benefit.  Unfortunately, however, these are not as easily accessible.  As a result, housing loans are often collected by debit order (though this arrangement does not enjoy the preferred status as that secured by banks), and are largely unsecured (though sometimes guaranteed).  Because they are unable to secure their loans in other ways, a few housing lenders are exploring the mortgage loans market.  To facilitate this, the NHFC’s home loans division purchases these mortgages after they have been originated by the lender, in a loan securitisation arrangement.  The majority of housing lenders, however, opt rather to decrease the size of their loans, targeting rather the incremental housing construction and home improvement market.  An important market for housing lenders is also the RDP housing market – providing top-up finance for households unable to access the full subsidy.  Loans in this category range from about R11 000 to R18 000.

In terms of the low to moderate income sector, this means that banks are still focusing roughly on the R7500 per month and above income category (though making limited forays downwards with a few products), whereas housing lenders are generally focusing on the R3500 per month and below income category (though extending upwards with various products).
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While banks and housing lenders operate in these relatively independent market spheres, there are nonetheless areas of substantial overlap as banks extend down market and housing lenders extend up market.  It is in this space where the disadvantage of housing lenders is most glaring.  
Banking Crisis in 2002

In 2002 (though beginning much earlier), South Africa’s financial sector suffered a major crisis that served to emphasise the instability in the market.  In January 2002, news of a bad debt debacle in the country’s second largest micro lending operation, Unifer, hit the press.  Shortly thereafter, in February 2002, the largest of South Africa’s small banks, Saambou, was placed under curatorship after running into liquidity problems (ABSA, 2002).  These two stories gripped the national press for some time, overshadowing failures and struggles by other lenders which were also underway.  Between 2000 and 2002, twenty-three (mostly small) banks were deregistered.  Another five to ten institutions are expected to retreat from the regulated banking industry, giving up their banking licenses in the next few years (ABSA, 2002).  Banks themselves have noted the “virtual disappearance” of the small banking sector as a major change in the industry in 2003 (Metcalfe, 2003).   
Why did this happen?  Most analysts argue that the main problem began much earlier when the government discontinued the “Persal” system, a payroll deduction mechanism offered to lenders for government employees.  Persal was discontinued because of a perception of gross client indebtedness – in some instances, borrowers were so indebted that they were taking home as little as R100 from their monthly salaries after all their various loan repayments had been deducted.  As their employer, the government sought to protect them from what it saw as reckless lending on the part of micro lenders confident in the security of the Persal system (and indeed reckless borrowing on the part of borrowers).  The discontinuation of Persal affected most micro lenders who were left having to scramble to implement alternative collection methodologies.   
In addition, however, the Saambou and Unifer failures were more institution-specific, having to do with uncontrolled brokers who extended loans on a commission-basis without checking if the borrowers had other debts and if they were able to meet their loan obligations.  Following R3 billion in funding from ABSA, the Unibank-generated loan book grew rapidly in 2001.  By the time this growth was noticed, 38% of the R5,6 billion loan book had to be written off.  The Saambou failure suggested similar statistics so that in February 2002, liquidity problems forced that lender to go into curatorship as depositors withdrew their funds for fear of bad debts in micro lending.  
POST SAAMBOU & UNIBANK

The Saambou and Unibank failures have had two very profound consequences on the industry.  Most directly, the mass extension of credit among low income earners created a debt bubble in that market, fundamentally altering the risk profile of the clients involved, and putting at risk a range of other loans already extended, even if by more scrupulous means.  More broadly, the failures have also reinforced negative perceptions of the micro lending sector and boosted the prevailing sense that ‘big is beautiful’.  Overall, the issues faced by non-bank lenders as they struggle to operate sustainably in the low income housing sector (Rust 2002b) have become more pronounced.  
Debt bubble

As the news of bad debt in the market spread, lenders revised their provisions to account for similar debt in their own portfolios.  One respondent notes that bad debt increased from between 3 and 5% before the Unibank and Saambou failures to between 15-20% thereafter.  The reasons for this vary.  On the one hand, many more clients had more debt – multiple loans from various lenders made it difficult for an over-extended borrower to repay any one lender back.  Many of these borrowers have become the clients of debt administrators who sell administration orders, declaring personal bankruptcy on their behalf.
  Once such an order is granted, the borrower is relieved of all their debt and can escape with paying none of it back, irrespective of the particular loan that pushed them over the edge.  On the other hand, another respondent suggests that some borrowers may have just taken a chance and not paid given the chaos that was evident in the market.  A further reason related directly to some lenders who had entered into payment arrangements with Saambou, using its Aplitec system.  One lender notes that 40% of his book was organised with Aplitec.  These clients had to be each individually contacted, their repayment instructions changed and new arrangements entered into.  In a number of cases (25% of the lender’s book), clients refused to renew their debit order instructions, and legal proceedings had to be instituted. 
Lenders across the spectrum have consequently implemented stricter credit policies to guard against the over-indebtedness of their clients.  While this is critical to a healthy balance sheet, it also means that fewer potential borrowers qualify for credit.  At the same time, borrowers who have sought administration orders have tainted their credit record forever and no longer able to participate in the market.  This has reduced the level of effective demand on which lenders can rely, and consequently they have extended fewer loans in the past year than previously.  
While implementing stricter eligibility criteria, lenders have also changed their assessment of risk in the market.  This has had an impact on the loan size they are able to offer, given the limitations imposed by the Usury Act on pricing for risk.  The average loan size of one lender interviewed has decreased from R12 000 to R7 800 so that it is below the R10 000 threshold.  The lender contends that this has had a particular impact on the government subsidised housing market for households earning more than the R1500 income threshold for a full subsidy – for such households, the gap between the subsidy amount and the product price is greater than R10 000.  If lenders can’t price for risk over R10 000, those households find themselves unable to access any housing notwithstanding their relative wealth compared with households who earn less than R1500.  
This irony is illustrated in the table below.  Households earning between R1501 and R2500 are eligible for a subsidy of R14 200.  To access a house of R25 800 (the government-stated product price for a basic, state-subsidised house), they require an additional R11 380.  Households earning between R2501 and R3500 require an additional R17 780 to afford the basic house.  Because both amounts are above the Usury Act Exemption Notice limitation of R10 000, finance for such amounts becomes largely inaccessible as lenders feel they are unable to price adequately for risk at that amount.  

	Income category
	Subsidy
	Product price
	Contribution / Finance needs

	
	
	
	Developer constructed 

(most households)
	PHP, Rural or Indigent

	R0 – R1500
	R23 100
	R25 580

(R23 100 for PHP or Rural)
	R2 479
	R0

	R1501 – R2500
	R14 200
	
	R2 479 + R8 901= R11 380
	R8 900

	R2501 – R3500
	R7 800
	
	R2 479 + R15 301 = R17 780 
	R15 300


A focus on smaller loans and shorter terms is perhaps prudent on the part of lenders seeking to manage their risk, but it does mean that the diversity of housing loans available has become constrained.  Effectively, housing lenders cannot participate as credit providers in the delivery of whole housing.  Their target is rather on the incremental housing loan market.  One lender suggests that new housing comprises only 10% of their loan book, with the remainder being for incremental housing.  
Of course, with a focus on loans of less than R10 000, credit has also become more expensive for the borrower who must take out two loans of say R7000 at an interest rate of over 24%, whereas before he or she might have afforded and managed a loan of R14 000 at an interest rate set at the 24% Usury Act limit.  One respondent indicated that their current average interest rate was 52%, whereas previously a large portion of their loan book was priced at the Usury Act  limit (for loans of more than R10 000) with the remaining loans of less than R10 000 priced at 37% interest.  At the request of their wholesale funder who is anxious that lenders price adequately for the risk in the market, another lender has increased their interest rate to 59% from the 48% average at which it sat previously.
The shift towards smaller loans also means greater administrative and other costs for lenders, and this pushes the economies of scale further and further away.  RHLF estimates that whereas a loan book of R25 million represented the break-even point for a housing lender, it is now R40 million.  While the market is getting smaller, the demands required of that market by the housing lender are greater.  Many lenders have consequently had to adjust their growth projections through the period, making the break-even point even more elusive.  As a result, the NHFC argues that a number of its lender clients have moved from being profitable to being unprofitable ventures with unsound capital adequacy ratios and questionable long term viability.

This tension has also had a significant impact on the capacity of housing lenders to maintain even the status quo in their operations.  The NHFC reports that many of their lenders have had to retrench staff and haven’t had sufficient funding to hire the right skills.  This has an impact on the future decision-making capacity in those companies and their ability to continue to manage the stresses and insecurities of the market.  In this context, most industry players agree that it is becoming more and more difficult for small players to enter the market.  

Negative perceptions

A second set of consequences has to do with the negative perceptions that the Saambou and Unibank failures encouraged in the market.  These negative perceptions are expressed by unions in their reticence to sign pension and provident fund guarantee arrangements with lenders, by employers in their reticence to enter into payroll deduction arrangements, and by clients themselves, in their preference for bank lending over micro lending.  To a large extent, these are constraints that housing lenders have faced before (Rust 2002b).  Lenders jointly argue, however, that in the context of the post-Saambou and Unibank fright, they have become amplified.  Most lenders interviewed said that while they would like to extend Pension Provident Fund secured loans with payroll deductible facilities, they could not rely on such products to growth their books.  Most loans have since become unsecured.  
The growth in negative perceptions has also had an impact on access to wholesale finance by lenders.  One lender explains that as a result of the increased arrears situation, they have experienced a limit on the amount of capital they can obtain, so that even for the depressed demand they experience, they haven’t got sufficient capital to lend out.  Another lender noted that even banks are more wary of entering into relationships with non-bank lenders, citing ABSA’s experience with Unibank as among their reasons.  As the only wholesale lenders serving this market, NHFC and RHLF are under greater pressure to manage their risk, for if their lenders fail, they feel the loss of the total book themselves. 
Even housing policy makers seem to have been affected by the negative perceptions.  In the year since the Saambou and Unibank failures, Department of Housing rhetoric has focused less on the role of the housing lender and more on the role of social and rental housing.  Even the NHFC which was formed expressly for the purpose of building up the capacity of the non-bank housing lender sector has taken on more social and rental housing institutions as clients than housing lenders.
  Where the Department of Housing does focus on housing finance, it is with regards to the mortgage product and to the role of the banks therein. Incremental housing as an approach to the housing needs of low income households has been given decreased attention, except where the debate has focused on the peoples’ housing process.

Current status of the housing lender sector

The impact on the housing lender sector has been significant.  In 2002, the RHLF had nine housing lender clients, six of which were in distress.  In that year, one client left the RHLF, bringing the total number of client lenders down to eight.  In 2003, while a further three clients left RHLF, three new clients kept the number stable.  However, six of RHLF’s eight lenders are in distress and it is expected that these will soon consolidate to two.  A comparable portfolio is found among the NHFC’s Incremental housing lender clients.  In 2002, the NHFC had eight incremental housing lender clients.  While the number of lenders increased to eleven in 2003, four lenders are currently in distress and it is expected that three of these will soon consolidate to form one lender.  

Even in the NHFC home loans division, of the five lenders who operated in 2002, only four are operating in 2003.  One new home loans housing lender has joined the pool of lenders, making a total of five lenders in 2003.  However, of these, two are in distress.

	Year
	RHLF Clients
	NHFC Clients

	
	
	Home loans
	Incremental

	
	2002
	2003
	2002
	2003
	2002
	2003

	No. lenders
	9
	8
	5
	5
	8
	11

	Lenders in distress
	6
	6
	2
	2
	2
	4

	Lenders who left RHLF/ NHFC
	1
	3
	0
	1
	3
	0

	Expected consolidation
	0
	6 to 2
	0
	0
	0
	3 to 1

	New clients 
	0
	3
	0
	1
	0
	3


Overall, what appears to be happening is a high turnover in players.  Both among the RHLF and NHFC portfolio of clients, a high proportion are in distress.  With such figures, there is very little opportunity for the non-bank housing lending sector to develop the track record that policy makers envisioned an intervention like NHFC or RHLF would allow.  And this means that the negative perceptions associated with their operations are not being overcome. 
A second set of impacts is evident in the profile of lenders’ loan books.  While RHLF client lenders have seen a 23% increase in their collective loan book, the average loan size has decreased by 11%.  At the same time, the interest rate has risen by 13% and provisions have risen between 3-5%.  NHFC incremental lenders on the other hand have seen a decrease in their collective loan book by 38% while the average loan size they offer has increased by 8% though still within the Usury Act exemption limit. The interest rate charged by these lenders has increased by 10% and the debt provision has also increased by 5%.  Even NHFC home loan lenders appear to have been affected.  While the loan book has grown by 3%, the number of loans involved has fallen by 95%.  This discrepancy is explained by an increase in loan size (home loans are already outside the Usury Act exemption) by 23%.   
	Year
	RHLF Clients
	NHFC Clients

	
	
	Home loans
	Incremental

	
	2002
	2003
	2002
	2003
	2002
	2003

	Loan book
	R53m
	R65.4m
	R165m
	R170m
	R166m
	R102m

	No. loans
	34,644
	45,203
	4036
	182
	2636
	936

	Interest rate
	42%
	55%
	17%
	17%
	55%
	65%

	Avg. loan size
	R4250
	R3780
	R65k
	R80k
	R4800
	R5200

	Provisions
	12%
	15-18%
	2%
	2%
	10%
	15%


One consequence of these changes is that the gap between housing credit needs served by incremental housing loans and those served by home loans is widening: small loans are getting smaller while large loans are getting larger.  In the loan value range of between R10 000 and now R80 000, fewer and fewer loans are available.
Lessons learned

The news hasn’t been all bad, and indeed, some lenders have managed to turn the turmoil into their own successes.  Following its purchase of the Saambou loan book, African Bank exceeded expectations on collections, and now that the debt bubble seems to be working its way through the system, African Bank is starting to make new loans.  In response, Fitch increased their credit rating.  Another lender noted that since introducing their stricter credit checking policies, their repayment rate increased by over 20%, from repayments of 60% on the old book to repayments of between 85-90% on the new book.  This lender argues that the main lesson from the Saambou and Unibank failures was that credit-checking, and not collections, should be the primary area of focus for lenders.
At the same time, however, an emphasis on in-house collections has emerged, with lenders shying away from the contracted arrangements such as defined the ABSA-Unibank relationship.  Respondents agreed that a healthy scepticism of loan originators and brokers has emerged, and that lenders are now focusing on improving their internal collections systems to recover their debt.  

Specific to the housing lending sector, there has also been recognition among the players that diversification of loan products is important, and that a strict focus on the housing niche market might be at this stage too risky.  Housing loans are by their nature generally larger than consumption loans, and are therefore repayable over longer periods.  This increases both the risk of non-payment as well as the amount that is lost in the event of default.   Both RHLF and NHFC also apply caps to the interest rates that lenders can charge using their funds, decreasing the return that a lender is able to achieve.  Consumption lending on the other hand, generally involves smaller loans extended over shorter periods at higher interest rates.  While the risk remains high (and consumption loans are even less likely to benefit from payroll deduction mechanisms and the various sorts of security that housing loans access), the return is much higher and the turnover greater. Both the NHFC and RHLF as well as their lenders are beginning to consider the merits of diversifying loan products as a risk mitigation strategy and so that the rewards associated with consumption lending are used to address some of the costs of housing lending.
A third lesson as involved the need to price adequately for risk.  Both RHLF and the NHFC have instructed their lenders to increase their interest rates.  While this has a negative impact on the consumer, it promises to contribute towards the long term viability of the housing lending sector and its ability to serve the low income housing market.

COINCIDENTAL FOCUS ON BANKING

Possibly as a response to the turmoil in the non-bank lending sector, the Department of Housing renewed its efforts in late 2002 to realize access to bank finance for low income households.  Discarding its previous “carrot” approach to encouraging banks to go down-market, it adopted what many feared (or hoped) was a “stick” approach that would force banks to lend to low income households.  The approach was framed in what was called the “Community Reinvestment (Housing) Bill” which was released for comment in November 2002.  

The response to the draft legislation was not enthusiastic.  Banks argued that while they agreed that the time might be appropriate to institute legislation which would ensure that discriminatory banking practices were made illegal, and that lending for housing purposes was publicly disclosed, their commitment to extending banking services to low income households was also subject to the application of the rule of law and the existence of appropriate and effective sanction in the event of non-payment.  However, the original CR Bill made no reference to such conditions.  They also argued that the bill should extend to all financial institutions and not just the banks.  Others echoed these concerns and argued that the conditions limiting banks’ participation at the signing of the Record of Understanding in 1994 were largely still present – that the housing market had not yet normalized.  Overall, it was felt that “unless there is action to normalise the market and mitigate risk, the notion of legislation not influencing the safety, soundness and competitiveness of South Africa’s banking system is seriously flawed.” (Barnard Jacobs Mellet 2002).
The response of the banks to this and clearly also other pressures operating in the market was to pursue the development of what has become known as the “Financial Sector Charter”.  The Charter is promised to set out in detail commitments and targets to support broad-based black economic empowerment goals for the South African financial sector.  Among the various commitments is an emphasis on the provision of housing finance to low income earners and the investment of R20 billion over the next five years in this regard.  Critical to the approach being taken is that the Charter will be the product of negotiations among the players in the financial sector, and not yet with government.
  From the banks’ perspective, the Financial Charter negotiations have overtaken the deliberations around the CR Bill – and indeed this position was supported in September 2003 when a Cabinet committee instructed the Department of Housing to suspend the drafting process until it was clear what would emerge from the Financial Charter (Business Day, 3 September 2003).

Irrespective of whether it is through some sort of community reinvestment legislation as promulgated through the Department of Housing, or through the Financial Charter as driven by the banks, it seems clear that investment in housing by the private banking sector is set to increase.  But how will this investment be channeled?  Four options appear possible.
Banks might want to lend directly to low income clients, offering a range of products from mortgage loans through to home improvement loans and sub-R10 000 micro loans.  Some respondents felt that given ABSA’s experience with Unibank, banks would be loathe to try any other approach, opting rather to control the entire process from origination through to servicing themselves.  A variation of this approach involves a securitization arrangement where bank loans are sold to a special purpose vehicle established for the purpose.  If banks were to take this approach however, they would be placing themselves in direct competition with the non-bank lenders that the housing sector has been struggling to establish in the past eight years since the establishment of the NHFC and RHLF.  It has already been established that they have a competitive edge over the non-bank lenders (Rust 2002b), and it is likely that such competition would result in further industry consolidation and an overall narrowing of the housing finance sector.  Can the housing sector, and the principle of enhanced access to housing finance by low income earners afford such a narrowing?  Certainly one impact would be the decreased accessibility of housing finance for the lowest income earners, those who would be served by non-bank lenders in terms of their target market range, but who would fall outside the minimum threshold of the banks’ target.
A second option might be that banks would act as wholesale financiers to housing lenders, much in the same way that ABSA extended a R3 billion line of credit to Unibank.  If, given the ABSA experience, such an approach is still within the realm of possibility, it could solve the wholesale finance crisis faced by housing lenders.  This could have a series of positive spin-offs, including enhancing the ability of housing lenders to respond to client demand, and ending the wholesale finance monopoly currently enjoyed by the NHFC and RHLF.  On the other hand, it could also constitute a tidal wave of funding – and without a resolution around issues relating to collections, pricing, and risk, housing lenders would be in much the same position as Unibank a year before, with enough money to lend but insufficient systems with which to retrieve it.

These considerations also apply to a third option, which could involve the banks providing the NHFC with additional capital to extend through its own wholesale lending efforts.  As with the second option, the competition and cooperation (Rust 2002b) issues remain.  Indeed, to the extent that neither the NHFC nor RHLF have been able to extend the bulk of their existing resources to sustainable institutions (Barnard Jacobs Mellet 2002) additional funding through either body does not appear to be the immediate problem.  

A final option that has been mooted in housing finance circles is that the banks will target their lending to rental housing institutions, much in the same way that ABSA bank is currently funding a Johannesburg Housing Company social housing development in Newtown, Johannesburg.  While this is a welcome and critically important intervention, it is also targeted to benefit relatively higher income residents – those earning on average between R2500 and R8000.  Research is consistently proving that the social housing option envisioned by policy is not a solution for the poorest of the poor.  Consequently, notwithstanding an injection of R20 billion over five years, it could remain that the poorest of the poor do not benefit and access to housing finance by low income earners is not enhanced in any meaningful way.
Whether one of these four or some other option is chosen, the problem remains.  Bank participation in the low income housing sector through either the CR Bill or the Financial Charter may solve the wholesale funding crisis faced by many non-bank housing lenders, but it will not on its own address industry problems.  The reasons for this are as they have been put previously (Rust 2002b):  banks have neither the cost structure nor the experience to significantly penetrate the low income sector in a meaningful way, and housing lenders have neither the payment systems nor the regulatory framework to operate at scale.  Eight years after the establishment of the NHFC and RHLF, the housing finance sector is doing little more than treading water, with banks hovering up market and non-banks floating down market and little happening in between.  In this environment, the opportunity of additional participation by the banks can have one of two effects: it is up to the non-bank sector to either sink under the pressure of increased bank competition or to swim with the banks in an environment of enhanced cooperation.  The former suggests that the past eight years of effort in building up the non-bank housing lending sector in favour of increased sector diversity has been for naught.  The latter heralds the opportunity for a new era in housing finance.  What are the policy parameters that this suggests?

IS IT SINK OR SWIM OR TREADING WATER?
Non-bank housing lenders struggle in four main areas: pricing for risk, access to information, access to collection mechanisms, and access to capital. These obstacles pose constraints even in the face of lessons learned out of the Saambou and Unibank failures.  
For instance, where the Saambou and Unibank failures highlight the need to price adequately for risk, the Usury Act exemption notice limits such prudence to loans of less than R10 000, repayable over a three year term. Prudent lenders therefore limit the size of the loans they extend to less than R10 000, decreasing the product range to which low to moderate income earners have access.  Less prudent lenders may offer loans of more than R10 000, but find their balance sheets challenged by the costs this involves.
Where the Saambou and Unibank failures highlight the need for careful credit checking, the ability of housing lenders to do so is seriously constrained by the preferred access that banks have to client information.  In a regulatory review of SMEs’ access to finance, it was found that while banks share information regarding client balances and repayments on bank accounts and bank loans and outstanding balances and monthly repayments on credit cards, this information is not made available to non-banks.  Individual bank information on lease payments, working capital and personal loans are also often shared between banks but not with non-bank lenders (Task Group, 2002).  
Within the category of access to information, the lack of coordination that currently exists between credit bureaus is also a serious constraint.  An example of this constraint is found in the NHFC’s home loans division.  NHFC home loan client lenders extend housing loans on the basis of an agreement that the NHFC will purchase the home loan in a securitised arrangement, thereby easing the cash flow constraints that such large loans place on such small lenders.  However, this purchase is based on the successful clearance of the loan by the credit bureau – the NHFC does not automatically buy every loan that its client lenders extend.  The problem arises when the client uses one credit bureau to do the credit check on the applicant seeking a loan, and the NHFC, doing a second credit check a few months later to decide if it will buy the loan, uses another credit bureau.  It has happened on numerous occasions that the NHFC has refused to buy a loan extended by the client lender on the grounds that the credit check, using different information, has found the borrower to be unacceptable.  In this case, the client lender is left holding the full risk for the loan, thereby compromising not only its cash flow situation but also its risk management strategy.
Access to suitably structured collection mechanisms remains a critical issue as banks continue to monopolise the payments systems.  Without addressing this issue, no matter how much capital is put into the system the ability to collect this from borrowers once extended is limited.  Lenders argue that borrowers understand such constraints, and it is these loopholes that encourage them to play the system, renege on their payment responsibilities and ultimately undermine the viability of the housing lenders that are struggling to meet their credit needs.  Indeed, a recent study provides evidence that borrowers are more likely to pay back a bank loan before a micro loan (FinScope, 2003).  
The final constraint, access to capital, stands to be partially resolved by the imposition of the CR bill or the implementation of the Financial Charter targets.  However, this again fails to respond to the specific needs of non-bank lenders who are constrained in how they can take up such funding.  What is the opportunity if not to support the growth of housing lenders so that they might better target the segment of the market for which their operations and experience is best suited?  To be sure, banks agree that they have neither the origination nor the servicing capacity to effectively respond to the needs of the lower income segments of the market as their Financial Charter commitments suggest.  These issues have been identified as among the key challenges facing negotiators over the next few months as the Charter is finalised.  In this, they are saying: we have the money but we don’t know how to spend it.  It would seem this is a role for the housing lender.

Opportunities for cooperation

In all of these areas, there are real opportunities for a response that would broadly facilitate the introduction of increased finance for housing however it is applied.  A policy and legislative response to the Usury Act, as has already been recommended by a variety of players (Task Team 2002) would begin to address the limitations imposed upon housing lenders seeking to price adequately for risk.  Would banks consider entering into broad cooperation agreements with housing lenders to improve their ability to check the credit worthiness of loan applicants through enhanced access to information?  Certainly, such a cooperative arrangement should score lenders (either individually or as a sector) points towards either their Financial Charter or community reinvestment commitments.  Coordination among credit bureaus is another area warranting attention so that the same applicant does not appear credit worthy in one bureau and unworthy in another.
The issue of collection methodologies and access to the banks’ payment system is critical.  At the Nedlac financial sector summit preceding the Financial Charter drafting process, banks did express a commitment towards considering options for opening up the national payment system in a way that wouldn’t create systemic problems.  One of the conditions in this regard, however, would involve appropriate regulation of the lenders who would have access to the system.
  Again, cooperation in this area should score lenders points towards Financial Charter and community reinvestment commitments, though it does not explicitly involve lending by the banks themselves.  

A further area for cooperation between banks and non-bank housing lenders might involve a review of the banks’ cost structures in terms of failed debit orders or the establishment of savings and transmission accounts.  One lender noted that the cost of failed debit order transaction (i.e. as a result of there being insufficient funds in the borrower’s account) ranged from R95 per failure among large banks to R1,14 per failure among small banks.  The actual cost of such a failure to the holder of the debit account was estimated to be about R0.30.  While this cost is incurred by the account holder (the borrower) and not the housing lender, it adds to the overall indebtedness of the borrower and their increasing inability to pay anything at all towards the amount owing on the loan.  In respect of savings accounts, it is widely acknowledged that given the amounts generally deposited by low income earners in such accounts, the cost of having them exceeds the monies earned in interest.  This, again, undermines the borrower’s ability to pay the loan, even if their only reason for having the bank account was to facilitate a debit order transmission payment for the non-bank lender.
Sink or swim?

The relationship between banks and non-bank housing lenders has been and remains uneasy.  There remain a variety of sites of competition (Rust 2002b) and the un-level playing fields created by separate regulatory structures and the perceptions to which these give rise, persist.  Certainly, the Unibank and Saambou failures emphasised the imbalance and the impact has been wide reaching.
Without attention to this relationship, the introduction of more capital into the housing finance picture (through community reinvestment legislation or the pending Financial Charter) will cause more problems.  If government doesn’t address the specific details in the relationship between banks and non-bank housing lenders, housing lenders will struggle to survive, and this will impact on their clients’ access to finance.  Even if banks meet the targets they suggest, their preferred focus will mean that only part of the low income housing market will be served.  

Some have suggested that the solution is to distinguish housing lenders from other micro lenders and to afford regulatory benefits and responsibilities in this regard.  In this model, lenders who commit to lending for housing purposes should be favoured in terms of their access to risk mitigation mechanisms (improved access to information, access to the national payment system, etc.) so that the diminished return associated with housing lending does not act as a deterrent to commercial interest.  Whatever the approach taken, the critical issue is that contrary to the cheers of those that would see the Financial Charter commitments as a triumph, access to wholesale finance or the introduction of more loans is not the whole answer.  Worse still, it changes the situation fundamentally.  Non-bank housing lenders no longer have the option of treading water.  It is time to sink or swim.
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� Discussion with Cas Coovadia, Banking Council in August 2003.


� Indeed, in a September 3rd, 2003 Business Day article, it was reported that following a Cabinet Committee decision, work on the CR Bill had been put on indefinite hold pending the outcome of the Financial Charter negotiations and the impact that such might have on the accessibility of housing finance for the poor.  


� Of course, the national housing subsidy which offers upwards of R23 000 (then R12 500) per household earning a household income of less than R3500, is another part of the puzzle.  In the early days, it was expected that housing finance would be coupled with the housing subsidy to deliver a product of better quality than the government could afford on its own.


� The ‘Big Four’ comprise Stanbic, ABSA, FinRand and Nedcor.  Previously, the group was known as the ‘Big Five’ and included BoE.  BoE was bought out by Nedcor in the course of 2002. 


� Get refs – i.e. dialogue of the deaf, etc.


� Discussion with a RHLF client lender.  This same lender indicated, however, that with Teba Bank (a small bank) the cost of a failed debit order was only R1,14.


� Paragraph (ee) of the Banks Act, under the definition of “the business of a bank”, as quoted by the Task Group (2002).


� Correspondence from Samson Moraba, Chief Executive, National Housing Finance Corporation, dated 19 February 2002.  Verbal communication with Willem van Emmenis.


� This is changing, however, as both NHFC and RHLF acknowledge the importance of diversification.  RHLF in particular recognizes that rural people may not have housing as their foremost credit need and sets housing leakage targets per retail lender to cater for the specific situation.


� It is also worth noting that many of these debt administrators are the very same loan brokers who assisted borrowers get into the bad debt situation in the first place.  


� The reason for this may also be due to demand in the market place – that more housing institutions are being established than are housing lenders.


� While the SA National Treasury is playing a facilitative role and providing comment on what is suspected to be workable from a government perspective, it is not involved in the actual Charter negotiations.


� Discussion with Cas Coovadia, Banking Council on 5 August 2003.
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