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private sector le¢ venture that will mobilise more than
Rl billion in home loans for low-income families." This, the
statement said, will be enough to house no less than 250 000
pecple in 40 000 homes. In terms of the scheme, a further
R2 billior could be made available by %anks and building
societies, the statement said. This new package boils down to a
kighly complex and sophisticated set of techniques that will
enable the financial institutions to give loans to low-income
homeowners without reduciny their profit margins or increasing
their risk. Instead, these new techniques will transfer the
costs of risk and profit gsecurity onto the individual homeowner.
(Swilling; 1990). Phis is how it will be done.

5.2.1 Background

To date, banks and building societies have refused to provide
loans for less than R3S 000. This meant that at least 90% of
South Africa's black population could not get housing loans-
because they earned less than the R800 a month ninimum demanded
by financial institutions to qualify for therce R35 000 loans. In
terms of this new scheme, loans of between R35 000 and R12 500
can be provided. This, the UF estimates, will make it possible
for the top 40% of those who require housing to get a loan. How
has this been made possible?

5.2.2 Housing Financial Institutions Down Market

Financial institutions are reluctant to move down market for
2 major reasons:

i) the perceived risk
ii) low profitability

The Loan Guarantee Initiative is in essence a method for removing
these two obstacles.
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i) Addressing the risk factor

Risk is perceived by the financial institutions at the level of
default. It is assumed that there is a greater chance of poor
people failing to meet their commitments than is the case with
rich people. This has been statistically proved to be untrue in
other parts of the world. In fact the risk of a loss on
foreclosure on small loans, where demand is highest, is
significantly lower than in the middle and upper income groups
where supply and demand are more closely aligned. (Finance Week;
12/10/1989; 51).

Troditionaliy, banks and building societies have provided home
loans equal to between 80% and 95% of the property valuation. To
reduce their risk in the small loans sector, the banks and
building societies want to limit their exposure to 60% of the
value of the property. This will be possible through the
provision of insurance guarantees.

Twoc forms of insurance guarantees will be available:

a) a compulsory policy equal to 20% of the value of the
property. This will enable the bank and building
society to issue 80-95% bonds with a guarantee that in
Lhe event of non-payment by the homeowner, 20% of the
value of the bond will be paid to the banks and building
societies by the insurance company. This is how the
"exposure” of these institutions is reduced.

b) an optional policy equal to 15% of the value of the
property. This policy can be taken out by those who
cannot afford the 20% deposit normally required by banks
and building societies. This policy will enable these
people to pay a 5% deposit without putting the bank and
building society at risk; ie the bank and building
society will still, in effect, have a guaranteed 20%
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deposit - 5% in cash from the home buyer and 20% from
the insurance companies in the event of non-payment and
repossession. The home buyer, in turn, will be paying
off a 95% bond.

The insurance companies would not have put up these insurance
policies if they; in turn, did not have their own guarantees.
This is where the Loan Guarantee Fund comes in. The Fund, at the
moment, has R20 million. This money has come from direct
contributions from the British government, German Government,
Swiss Government, BP South Africa, Caltex 0il, Japan South Africa
Fund, Toyota, Anglo-American, Anglovaal, Barlow Rand, First
National Bank, Gencor, Liberty Life, Nedcor, Rembrandt, Sanlam,
Southern Life, Standard Bank, Tongaat-Hulett, United Building
Society, Nedperm Bank, Saambou, Santambank, Standard Bank and
Volkskas. (Swilling; 1990).

The Loan Guarantee Fund will provige a first less insurance
policy for the insurance companies who provide the policies to
the banks and building sccieties referred to above.

The Loan Guarantee Fund was necessary, firstly, to convince the
insurance companies to come into the deal; and secondly, to
reduce their exposure (risk) so that they would be prepared to
allzcw a low premium on the two policies.

In short, the "risk factor"™ is dealt with by providing insurance
guarantees for the banks and building societies and then
providing, in turn, guarantees for the insurance companies via
the Loan Guarantee Fund.

It must be noted that the premiums for all these insurance
guarantees are paid by the home buyer. In other words, to get a
loan for less than R35 000, the home buyer must pay the premiums
for the compulsory 20% insurance policy and the optional 15%
deposit insurance. These costs are not carried in any way by any
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cof the financial institutions or the Loan Guarantee Fund (or the
state, for that matter).

ii) Addressing the non-profitability of small loans

So called "small-loans" are not profitable for the banks and
building societies. The reason is that financial institutions
incur a certain fixed administration cost, irrespective of the
size of the lcan, but smaller loans simply generate less income.
(Planning 107; 1990; 92)

The LGI scheme, however, has devised a way of resolving the
profitability from small loans problem. There are three issues
at stake:

a) collateral and the deposit;

b) administrative costs;

c) the limits on how much a bank or building society can
lend.

a) COLLATERAL AND THE DEPOSIT

In the past, to get a home loan, the home buyer had to put up a
deposit equal to 20% of the value of the property. The loan was
therefore equal to 80% of the property value. The bank and
building societies made their profit out of the interest on 80%
of the value of the property.

In the new scheme, banks and building societies have agreed to
provide 95% bonis on condition there is a 15% insurance policy
payable to them (as discussed above). The mechanism however,
does not only resolve the "risk" factor, it also partially
resolves the profitability factor, in that bank and building
societies will now make their profit out of a 95% loan instead of
an 80% loan. This, in turn, comes with a guarantee that they
will be covered by 2 policies (totalling 35% of the value of the
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property) in the event of non-payment and repossession. In
short, colliateral is no longer primarily a cash deposit, it has
been turned into an additional source of profit (ie it has been
commercialised).

b) ADMINISTRATIVE COSTS

The Usury Act regulates what changes and costs the banks and
building societies can build into any given loan (ie what charges
they are entitled to make the home buyer pay, and what charges
should be carried by the banks and building sccieties). The
Usury Act has recently been amended to include 3 new charges:

(a) an "ipitiation fee" of R175.00 that will go to
cover the costs of approving and initiating the
Tmarn:

Sk (b) "security variation fee" of R100.00 which will
! go towards covering the costs incurred by the
¥ banks and building societies when employees
change jobs, ie it costs money to change the
documentation to reflect the new employer's names
who stand security for the bond;

a "monthly ledger fee" of RS to cover general
expenses,

In short, an additional R280.00 will be built into the 1loan.
This, the UF argues, must be measured against the fact that the
"valuation fee" - an existing charge that has always been built
into the loan -~ has been simultaneously reduced from R250.00 to
R100.00. Nevertheless, this means that there is a wider range of
charges tnat can be increased in future.
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c) LIMITATIONS ON LENDING

In terms of the Banks Act, banks and building societies has to
hold capital to a specified amount for the assets it has on its
balance sheet (Finance Week; October 12; 1989; S1). This of
course places a constraint on the amount they are able to lend
out.

The Rescrve Bank has now agreed to a new and special class of
capital to be <created for the financial institutions
participating in the loan guarantee initiative, which increases
their ability to lend and in a manner which is not competitive
with other lending copportunities not destined for low income
housing, (Planning 107; 1990; 92). This is how it will be dcne.

The financial system is such that it is possible to create
capital without acquiring more fixed assets or investments.
Banks and building societies will be able to draw down on this
special class of capital provided in the form of compulsory
convertible, 10 year, market related variable rate, debentures.
It will be a debenture because it will be tax deductable and
convertible to a preference share by virtue of its status as
second tier capital.

In summary, then by (a) turning the deposit into a source of
profit; (b) transferring administration costs to the home buyer;
and (c) issuing special loans against a new class of capital, the
"profitability factor" has been removed as an obstacle in the way
of providing loans of below R35 000.00.

This whcle scheme has been praised by finance capital, because it
opens up a new market segment. (An estimated 30% of black
households who could participate in the private sector housing
market - did do so due to bond rates being out of reach. (PACE,
December/January 1990; 145)). This is done without increasing
the risk or reducing the profit margins ot financial
institutions. : bty
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In addition, the UF would like the trade unions to direct the
major pension and provident funds to buy the debentures.
(Discussed below) By doing so, it is argued, the unions will be
making a direct investment in worker's housing while
simultaneously investing pension or provident fund noney at
market rates.

5.2.3 Evaluation of Loan Guarantee Initiative
FINANCIAL VIABILITY

The Urban Foundation believes (Planning 107; 1990;92) the
substantial market depth will insure the success and
sustainability of the scheme. No re-insurance has however been
sought internationally. The hope is that in the long term supply
and demand will create normal market conditions.

SOCIALLY EQUITABLE ‘ > o

As Matthew Nell of the Urban Foundation rightly stated, this
initiative only addresses part of the housing finance problem in
that it caters for the top 45% of urban households. It does not
address the needs of the bottom 55% who require shelter. Nor
does it address the needs of rural families. (Finance Week;
October 12-18; 1989; 49). (It is these poor people who are the
concern of this paper).

5.3 PENSTON/PROVIDENT FUNDS

The primary objective of the ccheme is to increase the
affordability of homes to members of a pension - or provident
fund, as part of their total retirement package.
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The unde-lying principles of the scheme include the following:

- The advantages to those members partaking in the scheme
must not diminish the benefits of other members.

- A participant must eventually be in the same position as
a non-participant.

- Loans from the fund to members must be insured.

- These pension funds could serve as serurity for a 5%
deposit on a loan. Members could then qualify for a 95%
bond from a financial institution.

It is usually expected that a borrower pay 25% of his salary on a
loan. According to this scheme the initial deficits on monthly
payments will be met by advances from the pension and provident
funds in the form of an additional loan.

As the member's salary increases, they will eventually be able to
pay the full monthly bond repayments. When the bond is repayed,
the member could start repaying the loan to the pension fund (5%
deposit plus initial deficits on payments) before retirement age.

This scheme would require some legal arendments, because
legislatively on 25% of a provident fund can be wade in loans.
Tne majority of members would then be excluded by this
restriction. (Business Day 17/01/1990; 15).

Another proposal by the UF on the way in which pension and
provident fund  <could be used, is by buying debentures. The
major proportion of pension and provident funds go into the stock
market but life offices whc look after the interest of tleir
policy and pension holders are reluctant to invest in housing
because it will provide a lower return (Business Day;
17/01/1980). PR LTI 2




5.3.1 Evaluation of Pension/Provident Fund Proposal

SOCIALLY EQUITABLE

This solution of wusing pension funds as collateral behind home
mortgages, of course depends on the potential home-buyer having
the good fortune of holding a secure 3Jjob, with a fair-sized pay
packet and with a sound retirement fund behind him in the first

place (The Star; 9/04/7 990; 09).

Therefore although this scheme 1is a praiseworthy attempt to
unlock the billions of investment funds for low-inc”“me housing,
it is not socially equitable. It does not address the plight of
two-rds of the black population who cannot afford to even
rais ieposit for a house, let alone meeting the minimum
mono .j oond repayment requirements needed to buy a formal

conventional home.
FINANCIAL VIABILITY

Firstly, it is doubtful whether fund managers will break out of
their traditional conservatism and use the pension funds to

provide loan guarantees to members.

Secondly, trade unions are objecting to the use of workers' money
in pension and provident funds to subsidise housing needs.
Numsa, for example believes that the state and employers should
subsidise housing. They expressed that they will not negotiate
further on individual housing loans from any partxcular pension
and provident fund until such time when a housing allowance from

employers has been agreed to. (Business Day; 17/01/1990; 9).

Before at least these two constraints are addressed adequately,
pension and provident funds vill continue v.o find their way onto
the stock exchange while squatter settlements mushroom and

overcrowding reaches intolerable levels.





























