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[bookmark: _GoBack]Introduction 
Paper under view sheds light on the definition, concept, need, situation analysis and key success factors in establishing a Private Mortgage Guarantee in Pakistan. 

Private Mortgage Guarantee 
"Mortgage Guarantee" means an insurance provided by a mortgage Insurance company for the repayment of an outstanding housing loan and interest accrued thereon up to the insured amount to a creditor institution, on the occurrence of a default.

Purpose of private mortgage guarantee is to facilitate those customers who desire to avail loan amount exceeding value of the collateral to the extent of  regulatory ceiling and the Debt to burden ratio envisaged in banks internal credit policy. This improves ownership rates in the country by facilitating the borrower to buy a home sooner without waiting years to accumulate a large down payment. This type of insurance is typically only required if the down payment is less than 20% of the sales price or appraised value (in other words, if the loan-to-value ratio (LTV) is 80% or more). Once the principal is reduced to 80% of value, the mortgage insurance is often no longer required. In some cases government sponsored credit guarantees are available to the customers of low and middle income brackets having informal income, weak credit history and weak repayment capacity. 

Private mortgage insurance is an established product in some developed countries of the world. The annual cost of mortgage guarantee  varies and is expressed in terms of the total loan value in most cases, depending on the loan term, loan type, proportion of the total home value that is financed, the coverage amount, and the frequency of premium payments (monthly, annual, or single). Typically premium rate varies between 1.5% to 3%.) which may be payable up front or it may be capitalized onto the loan.  Piggy pack loan may be viewed as an alternative to private mortgage insurance (Annex A).
Economic Analysis
For the first part of this decade, Pakistan enjoyed relative economic stability and strong growth, but certain structural weaknesses left the economy vulnerable to external shocks. During 2002- 2007, Pakistan’s economy was one of the fastest growing in Asia, annual real GDP growth averaging almost 7% and reached levels of India and China in FY05. The country’s impressive growth during the period was translating into rising per capita income which reached US$ 878 in FY07―an 18.3% increase from FY05. But the expansionary policy stance inflated the economy and left it vulnerable to the external shocks. High rates of spending and lower domestic savings increased pressure on internal and external balances, which became unsustainable following the shocks that first came in the form of commodity price spikes and then as a global recession. With the global financial crises and world-wide recession, Pakistan faces a significant stabilization requirement in order to restore balance. The cumulative effect of these challenges has been a significant loss of growth momentum in the economy. Real GDP growth in the outgoing year is now estimated at 2%, compared to a revised 4.1% in the previous fiscal year.
The general slowdown in economic activities and associated deterioration in the business environment continued to be reflected in slow growth of banking system and increase in non-performing loans (NPLs). The NPLs of the banking system after showing some let up at start of the year 2009 again increased at relatively fast pace[footnoteRef:2]. [2:  BSD Quarterly Banking Sector Review Dec 2009.] 

Due to a reduction in fresh loans and advances, the infection ratio deteriorated. The inflow of fresh NPLs occurred mainly in OAEM (for agriculture) and Loss categories. Due to zero provisioning requirements for former category as well as the Forced Sale Value (FSV) benefit in provisioning requirements, the provisioning coverage of NPLs slightly receded to 69.7 percent and capital impairment ratio inched up to 19.9 percent for the banking system (17.6 percent for commercial banks). 
Analysis of Mortgage Sector
Mortgage industry in Pakistan is still at preliminary stages of development. Outstanding Mortgage Debt stands at Rs 76.66 bln as on Dec 31, 2009. Most importantly, mortgage finance is showing negative growth trends for the past few consecutive quarters. Infected loans have reached the level of Rs 15.26 bln which come to 19% of outstanding mortgage debt outstanding- a staggering increase of 45% over the year.  House Building Finance Corporation, a public sector organization has not been able to effectively tap the potential available in the country for mortgage finance and to achieve objectives envisaged in its charted to cater to the housing needs of low and middle incomes groups of the country.
Few initiatives have been taken in past from the platform of Government of Pakistan to provide shelter to the poor people of the country and to devise a strong enabling regularly framework for the development of housing and housing finance in the country.
State Bank of Pakistan, over the past few years, has actively taken up the daunting challenge of improving housing and housing finance scenario in the country. SBP constituted Housing Advisory Group (HAG) who came up with a package of recommendations in all facets of housing and housing finance including development of long-term funding avenues, establishment of housing and land information systems, rationalization of transaction cost, large scale developer finance, improvements in regulatory regime etc. 
Amongst these recommendations, few have been instigated at pace by SBP which include establishment of Mortgage  Refinance Company (MRC), development of web portal for housing finance information, amendments and implementation of Recovery Ordinance 2001 and capacity building of mortgage professionals. Government of Pakistan and Banks has so far shown cautious but very positive response to inject equity into PMRC.



Key success factor of Mortgage Insurance in Pakistan 
Keeping in view above analysis of housing finance, quintessential factors that are pivotal for the successful development of a mortgage sector in the country and of Mortgage Insurance for that matter can be summarized as under.
1. Supportive legal, regulatory and monetary regime.
2. Reasonably developed primary and secondary markets.
3. Level of loan to equity ratio. 
4. Low interest rates with steady growth trends.
5. Sizable mortgage debt having positive growth treads.
6. Willingness of key stakeholders to instigate the project in realm of housing finance in the country.
Tight monetary regime and high discount rates have been adopted by the central bank for the past few years to curb inflationary trends in the country which has impaired the repayment capacity of the borrowers acutely. On demand from banking sector, SBP has allowed banks to reschedule and restructure the infected portfolios on their books based on fresh guidelines for rescheduling and restructuring of defaulted loans. This provides relief to both banks and to individual borrowers.
Legal and regulatory framework in country is still feeble and deficient. Land administration and titling is plagued with severe loopholes in the system. Most of the properties are without even proper ownership titles and are unregistered with the concerned authorities. There are heaps of deficiencies in existing titles. In number of cases, titles are fake, opaque and grossly unsuitable to obtain housing finance form financial institutions. Countless authorities are administering the realm of property titling lacking technologically advanced setups. Procedures for obtaining legal property documents from the concerned authorities are cumbersome and costly. 
Banks face numerous difficulties to recover the defaulted amounts conveniently and as per recovery procedures envisaged in Recovery Ordinance 2001. Chronic defaulters can get away easily from legal recourse from banks due to weak legal framework. Recovery Ordinance 2001 for example permits banks to auction the mortgaged property in case of chronic default without intervention of courts; however, practically it is far more difficult for banks to first find the parties for bidding of auctioned property and second to get the auctioned property vacated from the landlord/tenant as borrowers bring stay orders from courts to the detriment of the auction process.
Primary and secondary mortgage markets in Pakistan are still nascent. Housing Finance is low at 76.6 bn (Sep 30, 09) with high NPLs (recent phenomenon) and low mortgage appetite. Mortgage to GDP ratio is also very low at below 1%. It is pretty low in comparison to regional and international countries as well. For example, Mortgage debt to GDP ratio in India, Srilanka, China, EU, Malaysia and Thailand is 7%, 6%, 15%, 42%, 26 & 17% respectively.
Currently debt to equity ratio in Pakistan is hovering in the vicinity of 55-60 % of the property value against regulatory ceiling of 85%. Banks may also be cautious to enhance maximum housing finance of the collateral value owing to weaknesses found in title documents that can tarnish the value of the property severely particularly at time of foreclosures. Similarly, diminishing repayment capacity of the borrowers hamper banks ability to land maximum against value of the collateral.   This situation wants the need for mortgage and title issuances in the country. This may also imply that majority of customers have weak appetite for higher loans against the value of the collateral as culturally people tend to avoid obtaining loan from banks particularly the housing finance. People are averse at large to interest-based activities. They approach banks for housing finance only under dire need when all possible alternatives including personal savings & friends and family are exhausted. High mark up rates for the last few years on the other hand has hammered the need of customers to obtain requisite housing finance from banks. Low debt to equity ratio in the county may be viewed as untapped potential available in the sector.
It’s imperative to improve upon the legal framework and other facets of housing finance sector to create an enabling environment for investors to invest in new avenues of financial sector including mortgage refinance, mortgage insurance and title insurance etc.
It will be interesting to see the final outcome of current initiative of establishment of Mortgage Refinance Company MRC. If project remains successful, it will boost confidence of the all stakeholders to instigate more developmental projects in financial sector of the country and establishment of Mortgage insurance company may well prove to be yet another pilot project to carry forward the agenda of housing and housing finance development in the country. 
Conclusion 
Currently, Pakistan is lacking far behind in all the critical success factors required for a Mortgage insurance company to gain strong foothold. We see high NPLs resulting from inflated commodity prices and interest rates. The increased macroeconomic vulnerabilities and constrained repayment capacity of borrowers have resulted in significant increase in NPLs of the banking system that accumulated to massive Rs422 billion. Due to rising NPLs banks, are showing aversion to pursue housing finance sector aggressively. Major banks have either marinated status quo or have reduced their exposure in housing finance sector across the country- albeit this seems to be transitory approach under crunch time. 










Annexure A) Piggy pack loans[footnoteRef:3] - an alternate to Private Mortgage Insurance [3:  www.lendingtree.com/smartborrower/glossary/p/piggyback-loan] 


Private mortgage insurance solves the down payment problem but creates problems of higher monthly payments. Normally mortgage insurance payments can be large amounts so soon the borrower begins to want to rid himself of those payments. Rules for the suspension of mortgage insurance are activated when 22% equity is reached by the borrower. 

Piggyback loans are a way of taking 80% of the sale price of a home on a loan or a first mortgage and then taking a second mortgage of 5%, 10%, or 15%. This is a very popular way of avoiding private mortgage insurance. Even though a second mortgage usually has a higher rate the borrower could save money in the long run due to the fact loan payments are tax deductible unlike mortgage insurance payments. A combination of 80% first mortgage, 5% second mortgage and 15% down payment is referred to as 80/5/15. Accordingly, the other two loan combinations are 80/10/10 and 80/15/5.

With many borrowers going to piggyback loans to avoid mortgage insurance, a solution by the mortgage industry was introduced that it claimed lowered monthly mortgage payments to the same or lower level as a piggyback loan. The insurance is amortized over the term of the loan which simply means a single payment for the homebuyer. One of the pitfalls of this solution is that few lenders offer this option or work with the mortgage insurance structure.
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