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Executive Summary

After some inertia during the early 1990s, transition countries have made progresses in building
market-based housing finance systems in the past 15 years. Developing housing finance has
been an important policy goal in order to revive construction activity, which had collapsed in
the initial years of transition. Additional construction activity is needed in order to catch up
with housing consumption in Western economies, to upgrade and modernize the building stock
and in order to address the strong regional mismatches resulting from migration. A secondary
goal has been to liquefy capital locked in the housing stock that was privatized at the time. With
the strong growth of mortgage portfolios, however, underwriting standards and borrower
credit quality has suffered in some countries in the region leading to the first instances of
mortgage crisis in transition. Given parallel events in the United States and Western European
countries, these have caught the immediate attention of international investors and become
relevant for broader macroeconomic performance.

This study identifies sources of mortgage portfolio risk and related broader systemic risk in the
CEE region that have emerged during this first mortgage market cycle. Based on six country
case studies in Hungary, Poland, Croatia, Serbia, Romania, Turkey, it develops policy options to
deal with key issues, makes specific recommendations for regulations based on best practice,
and proposes priorities for the EBRD’s policy dialogue with client countries. It also makes
country-specific regulatory recommendations for four of the six countries. The study has been
supported by EBRD as part of this effort to develop mortgage finance and local capital markets,
building on earlier publications on legal development and mortgage standards.’

Defaults on mortgage loans in the CEE region have been driven by inappropriate product
innovation and compounding risks, rather than excessive credit growth

From a stability perspective, mortgage debt-to-GDP levels in the region are still moderate (15-
20% of GDP) compared to western crisis cases (e.g. in the US at around 80%). These values per
se pose no systemic risk to CEE financial systems. Portfolio performance so far has also been
reasonable, as is to be expected in an emerging market context where lending has focused on
owner-occupied housing for what are typically higher-income borrowers.

However, there are important exceptions. The salient case is Hungary where the risk-layering
effect of simultaneous interest rate and devaluation shocks had a severe impact on both debt
service burdens and debt levels. The resulting surge in default rates enforced a portfolio
restructuring. Home equity and investment lending, which took decades to develop in Western

! European Bank for Reconstruction and Development. 2007. “Mortgages in transition economies. The legal framework

for mortgages and mortgage securities.”
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Europe but grew rapidly in the CEE region, are also seeing high default rates (e.g. in Hungary or
Poland).

Recognition of these risks has in some countries now led into a deleveraging process
accompanied by a change in the structure of product offers and tighter selection of borrowers.
Mortgage portfolio growth has essentially come to a halt or declined since 2008. Home equity
products and the most problematic foreign currency product tied to the Swiss Franc have lost in
relevance or disappeared, and underwriting standards have been raised.

Inconsistencies of regulatory interventions in primary mortgage markets raise the risks of
lender insolvency and may not lead to the desired default risk mitigation.

The design of primary market regulations in part determines mortgage credit, interest rate and
currency risk exposures of lenders and borrowers. In performing that task the region is largely
on its own — either technically as non-EU-members, or substantially, given that EU consumer
protection rules so far have been limited on enhancing transparency, rather than on materially
reducing risk by defining the limits of product innovation and underwriting. The proposed EU
CARRP Directive will likely only modestly tighten underwriting standards.

The inconclusive process of EU legislation and its transposition in the region already in the past
resulted in a patchwork of product regulations. The situation has been exacerbated by the
responses to the current portfolio performance issues related in particular to foreign currency
loans.

In three countries we have seen interventions into existing products, i.e. the interest rate
adjustment regulations passed in Romania and Serbia and the Swiss Franc debt restructuring in
Hungary. Ex-post interventions may seriously impede the ability of lenders to issue mortgage
securities, which rely on a predictable mortgage cash flow.

Generally, the risks of foreign currency lending have been dealt with in vastly diverging fashions
—not at all in Croatia, restrictively in Hungary through loan-to-value limits, and an outright ban
in Turkey.

Critically, interventions are often made before fully developed alternative local currency
products are available (Serbia, Romania, Poland, Turkey, partly Hungary). This could without
intention raise default risk as borrowers are forced to pay far higher initial debt service in local
currencies, when foreign currency lending is choked.

Local currency products are currently in the region not sufficiently adapted to high inflation
and/or high real interest rates. An adaptation would demand either an initial burden reduction
through subsidies — a likely insufficient interest buy-down programme for Forint lending has
been set up in Hungary - or shifting the initial burden to later phases of debt service. Renewed
credit risk could in regard to the latter strategy arise through unregulated interest-only phases
or introductory rate arrangements in local currency.

Dubel / Finpolconsult
Viii




CEE Mortgage Regulation and Policy Dialogue

The new foreign currency loan regulations in the region are biased towards restrictive borrower
selection - through tight loan-to-value limits and income stress assumptions - and against
developing material downward risk protections - e.g. through exchange rate caps. This
approach in essence aims at protecting lenders rather than consumers and invites avoidance
strategies, such as inflated income statements or appraisals. Given that most borrowers already
with a foreign currency loan have conversion options into local currency, the resistance against
limiting exchange rate risk seems implausible.

The design of new local currency products in the region is biased towards risky adjustable-rate
mortgages. A preference among regulators for fixed-rate lending exists, yet it comes without
the necessary material support to lenders - e.g. lower capital requirements or tax or guarantee
support. Regulatory interventions capping or removing prepayment indemnities turn fixed-rate
lending more expensive or non-feasible (all countries). Adjustable-rate products are based on
interbank rates, as lender cost-of-funds indices as the alternative are rejected (Hungary, Serbia,
Romania). Interbank indices in local currency face serious liquidity issues. A particularly
problematic regulatory demand is to fix the spreads over underlying indices for the entire life of
the loan. This severely raises lender solvency risk (Serbia, Romania).

Challenged by rising default rates, the foreclosure and consumer insolvency regimes are tested
for the first time in the region, and apparently need improvement (Hungary, Serbia, Croatia,
Poland). The risk of distortive foreclosure moratoria decreed by the state is highest where the
default caseload is elevated and rules that permit the discharge of residual debt after a
foreclosure are absent or highly restrictive (Hungary). Discharge rules generally require the
borrower to service that debt for a number of years, which establishes a penalty for defaulting.
Drastic reductions are currently proposed in Western Europe (e.g. Ireland, from 12 years to 3
years). Reducing discharge periods to very low levels could increase the probability of default,
while keeping long periods in place could keep the risk of political intervention high.

Finally, the data situation supporting underwriting decisions remains deficient, specifically
regarding the availability of house price data (no national standardized index concepts, except
Turkey) and rental market surveys (all cases). Rent data are needed in order to begin departing
from the open market valuation method that is currently dominating underwriting and
increasing the risk of excessive credit growth (all cases). Risk could potentially be reduced at
least for lending in the apartment sector if lenders were to use the income method, which ties
valuations to the alternative of renting the property out. Flagrant misappraisals have also been
recorded in new construction due to inflated profits of developers (e.g. Romania). This could be
corrected by using the reconstruction value as additional benchmark.

Dubel / Finpolconsult
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Fiscal support efforts for local currency lending are insufficient and the shortage of rental
housing may give incentives for lending to clients of poor credit quality

The countries studied currently provide a fair amount of mostly implicit mortgage subsidies
which could be reorganized to support local currency retail lending, and possibly also the rental
housing alternative.

Following the restructuring of Swiss Franc loans originated during 2004-2008, Hungary now
massively subsidizes the second large mortgage portfolio within a decade, after having done so
via drastically reduced interest rates on Forint loans during 1999-2003. The intention to spend a
fraction of these amounts for a new Forint buy-down programme should be welcome. A buy-
down programme had successfully supported local currency lending in the Czech Republic in
the 1990s.

Romania and Serbia run high-LTV mortgage insurance and public loan systems supporting solely
foreign currency lending, which in addition may create a large contingent fiscal liability.
Subsidized contract savings for housing schemes — an alternative to high-LTV insurance
potentially generating second mortgage loans in local currency - have been established in half
of the case countries (Romania, Croatia, Hungary). These programmes did not take off in the
past due to the foreign currency lending boom; now that they are in demand they need better
integration for first mortgage lending (esp. Croatia, Romania).

Beyond mortgage subsidies, both the design and implementation capacities of housing policy
remains limited in the region. This is amply demonstrated by the backlog in both private and
public/non-profit rental housing production and maintenance of the existing stock (Romania,
Serbia, Hungary, Turkey). Additional rental housing production, or stock repair and
modernization, could cater to the needs of young and mobile households and thus avoid future
subprime lending problems. These households currently have no other choice than buying, and
in addition do so in urban centres where prices are driven up by migration pressure. Poland is
the only country in the sample that has partly succeeded in rebuilding a non-profit rental
housing sector; Croatia has plans for its revitalization. There are efforts in Romania to
rehabilitate the old block of flats which could support the rental market.

Mortgage securities regulation remains incomplete while regulatory demands to increase
long-term assets and raise liquidity ratios are increasing

Twenty years into the transition process the regulation of mortgage securities remains
incomplete. This delay endangers the success of Basel Il regulation intended to reduce interest
rate and liquidity risk with mortgage lenders.

Banks will need to shift from the current benchmarks in loan-to-deposit ratios (LDR) to a net

stable funding ratio (NSFR) methodology in their liquidity risk management in order to avoid
creating purely deposit-funded mortgage finance systems. Such systems would be vulnerable to
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both liquidity and interest-rate risk should deposits become less stable. Of the six countries at
present only Hungary seems to be applying the NSFR to foreign currency lending.

The NSFR benchmark, which under Basel I1I/CRD4 is limited to one year, should also be
monitored for longer terms to address the funding risks of mortgage finance. Long-term targets
would give further incentives for using bonds over deposits. A particular problem in mortgage
finance is that that legislation often limits prepayment indemnities severely (Romania) or
outlaws them (Croatia, Serbia), resulting in high variation of asset duration depending on the
interest rate scenario. Lenders ought to assess these risks properly and regulators should
encourage appropriate funding instruments, e.g. pass-throughs in which investors bear the
duration risks, or callable or soft bullet funding instruments, which provide the lender with
additional duration risk management options. There is still implicit taxation of domestic bank
bond issuance (e.g. reserve requirements in Croatia and Serbia), which — if applied to longer
maturities - is defeating the intention of ensuring greater funding stability.

Potential issuers of mortgage backed bonds give mixed signals regarding their need for covered
bond or MBS issuance, as the interbank and intragroup financing situation remains in flux
(positive signals from interviews in Croatia, Romania, as opposed to more balanced views in
Hungary). The central funding constraint reported is capital allocation, given the accelerated
Basel Ill capital requirement schedule. Yet, foreign banks with issues in unsecured funding are
aggressively issuing (e.g. Italian banks). Even though the mortgage portfolio is comparatively
small and deleveraging is under way, covered bonds are hence a necessary funding instrument.

Insufficient liquidity of covered bonds is an issue. Pooling of residential and commercial
mortgages is the standard in the region (except Hungary), which compromises transparency.
Currency pooling is complicated by tightening counterparty requirements for swaps. Efforts to
establish centralized issuers, still dominating smaller Western European markets (Switzerland,
Denmark), have been unsuccessful so far in Poland and suffered setbacks in Hungary. Options
for cross-border collateral pooling (e.g. via the home balance sheet in covered bonds issued
from e.g. Austria or Italy) remain unused. Creating options for centralized issuance, e.g. through
enabling loan sales to mortgage banks in Poland, remain a policy priority.

Governments in the region have difficulty in addressing the fiscal risk implied by the typical
preference given to covered bond investors under national insolvency regimes. European bank
resolution and deposit insurance regimes, both existing and proposed, so far do not address
issues raised by national covered bond legislation. Fear of a conflict and heavy-handed
government intervention has been the historic reason for the creation of special banks in
Poland and Hungary. Such risk is present still today regarding universal banks as issuers: the
introduction of the good bank concept for bank resolution (e.g. in Romania) conflicts with high
levels of overcollateralization supporting covered bonds. This renders the imposition of
issuance limits to covered bonds issued by universal banks more likely, which in turn could
discourage specialized business models. A comprehensive legislative approach would address
the consistency of the broader bank insolvency framework as well as try to limit
overcollateralization or improve its management in the insolvency process.
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Covered bond laws also historically have adopted a conservative credit risk management profile
(low LTV, no foreign assets), which should be retained in new legislations in the region. Options
for interest rate and liquidity risk management should be enhanced (soft bullet, pass-through
issuance), and in this context parallel issuance options with backing by both static and dynamic
pools should be considered. Up-coming EU legislation is likely to create larger room for
prepayment indemnities for covered bond-backed loans.

MBS markets in the region are undeveloped, with laws shelved (Croatia, Serbia), in need of
revision (Romania), or inactive (Turkey). A gold standard mimicking covered bond asset quality
standards could help, but remains stuck at the EU level. The most realistic option for market
development would be taking the existing mortgage insurance programmes (Romania, Serbia)
and building an MBS bond insurance programme on that basis.

The mortgage securities investor base could be shrinking due to interventions in national
pension systems or their lack of resources, and the investment grade rating cliff

Local investor demand for local currency duration via mortgage securities is high (e.g. Serbia),
given the unattractive risk-return profile of alternatives government bonds, bank bonds or
deposits. Except for Turkey, household saving ratios are encouragingly high, supported by the
introduction of defined contribution pension funds. Yet, forcing these to invest in government
debt or unwinding them has reduced the volumes for mortgage securities (Hungary, Croatia).
More disturbingly, portfolio performance benchmarks actively discriminate against
diversification into corporate risk as well as duration risk. That institutions can manage duration
risk is essential to produce a meaningful division of labour with mortgage lenders, in particular
where consumer protection rules create considerable prepayment risk.

Foreign investor demand for emerging market bonds is strong, but meets barriers in the region.
European institutional investor demand remains subdued by host country regulations
(investment grade limitation, cross-border limits outside the EU). Yield and in particular macro
strategy investor demand is constrained by liquidity. Banks rely strongly on the ability to repo
CEE covered bonds. This is essentially limited to the Eurozone member Slovakia, which also saw
the strongest issuance activity in 2011. Regional dialogue is needed to address the regulatory
barriers for European investors, possibly under the Vienna Il initiative, and to reduce
information and analysis cost associated with small issuers from small markets.

The regulatory and policy dialogue should be sequenced: first primary, then secondary
market development

The interventions of regulators seen in the area of design of mortgage products together with
the lack of fiscal support to alter the risk environment for lending fundamentally require
adjustments in the funding and risk management strategy of banks. This is true for all reviewed
country cases, and in particular Croatia, Serbia, Hungary and Romania, for which more detailed
recommendations are made below.
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For instance, if regulation demands lifelong fixing of the spread of a mortgage loan over an
interbank index — as is the case in Romania and Serbia — the lender has sold a number of pricing
options as his optimal strategy against insolvency would be to pass-through all interest rate risk
to the market. Particularly toxic could be the risk of variation of the own cost of funds against
the interbank index. The appropriate approach would be to issue securities that pass through
the risk to long-term investors, and not standard covered bond or deposits, which keep it
internalized with the lender.

Both primary market regulation and fiscal support are still mainly a national task, to which the
dialogue could contribute international best practice review. The upcoming European
regulation (CARRP Directive on mortgage consumer protection) will provide only limited
additional guidance over the already existing EU laws, which have largely been implemented
and have little effect on product design and underwriting. Specific suggested areas for further
policy dialogue would be:

- Primary market regulation: consumer protection law (product regulation,
underwriting/affordability tests), mortgage foreclosure/restructuring and consumer
insolvency law development.

- Mortgage product fiscal support options, with a preference for reducing the initial
burden of local currency products. For foreign currency products, the development of
material protection mechanisms (e.g. payment caps) should be discussed. Current
subsidies should be fiscally rationalized (capping of contingent liabilities), refocused on
local currency products and targeted to reduce risk (e.g. by supporting borrower equity).

- Primary market infrastructure, with a focus on house price and rent index creation as
well as the improvement of collateral valuation standards for lending.

Secondary market regulations should follow in a subsequent stage. The possible exceptions
here are Poland, where primary market regulations are less problematic, and the on-going
dialogue in Romania. For EU members, a review in particular of covered bond laws could also
benefit from greater clarity about the specifics of EU bank resolution and deposit insurance
design initiatives.

Going forward, in order to address the shortage of rental housing, broader efforts in building
housing policy capacity could be an option, e.g. in co-operation with the EU Commission and
other European development banks.

Country-specific recommendations

Based on interviews with regulators and market participants, the following specific
recommendations are proposed, which are also spelled out in more detail in Section 6.

® (Croatia has seen a rather stable primary market development but needs more conservative
primary market regulations protecting against future risk and the integration of contract
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savings for housing. Even with the currency peg operating satisfactorily, devaluation risk
protections for the foreign currency portfolio should be considered. An attempt could be
made to build a local currency portfolio of smaller housing and second mortgage loans
around contract savings. A covered bond law should be supported; this requires addressing
the reluctance of both bank and pension regulators to accept issuance of or investment into
bank bonds. Croatia’s efforts to rebuild a non-profit rental housing programme should be
supported.

® Hungary has reacted to the catastrophic performance of the mortgage portfolio and has
made a U-turn of both regulation and fiscal support strategy to develop local currency
lending. These efforts should be supported with fine-tuning (e.g. question of indexation).
Given the recession and on-going bank deleveraging it is advisable to consider in parallel
euro mortgage lending that is both less restrictive (e.g. in terms of LTVs) and more protective
(operating e.g. with payment or currency caps) programme. The special bank covered bond
funding system will likely be boosted by the shift to local currency lending. The liberalization
sought for by foreign lenders should come with co-ordinated bank insolvency and deposit
insurance reforms. The country needs a comprehensive housing policy redesign with greater
focus on rental housing.

* In Romania, the performance of the foreign currency portfolio might suffer from continued
devaluation, which could reduce regulatory initiatives that some market participants
perceived as arbitrary (e.g. the loopholes in the Prima Casa programme). Efforts to support
local currency lending may need to be massively stepped up, including through a re-focusing
of public insurance and possibly buy-down programmes as in Hungary. Again, the question is
whether providing foreign currency borrowers with some devaluation risk protection could
be the more effective alternative. Interventions into product design (e.g. lifelong fixed
spreads over interbank indices) have increased lender solvency risk and warrant a
correction. In the secondary market, passing the proposed covered bond law, together with
adequate changes to bank insolvency and deposit insurance regime, should be the priority.
The national housing agency is in need of a redesign.

e Serbia has a small primary market where some consumers have suffered from devaluation
risk and arbitrary rate increases by lenders. The regulatory reaction to this has been
pronounced (e.g. lifelong spread fixing over interbank indices) and distortive (retroactive
intervention into existing contracts to reduce spread). The authorities seek to support local
currency lending, though the potential for this is as yet only limited. A small local currency
portfolio could be envisaged on the basis of different product design, or through contract
savings for housing. The mortgage insurance programme could support a future capital
market strategy, which presupposes passing both mortgage-backed security and covered
bond legislation. The programme could be developed into a national housing (finance)
agency supporting also rental housing.
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Introduction

Between 2000 and 2009, supported by low initial market size, accelerated market entry of
lenders, product innovation and declining interest rates, Central and Eastern European (CEE)
countries swiftly expanded their housing loan markets. Since 2009 mortgage markets in the
majority of countries have grown markedly more slowly, and in other countries have entered a
recession, usually accompanied to elevated mortgage defaults. As the economic outlook for the
region remains uncertain and devaluation risk hits the predominant foreign currency product
portfolio, wider increases in defaults may occur.

The purpose of this study is to identify sources of mortgage portfolio risk and related broader
systemic risk in the CEE region that have emerged during this first market cycle. Based on this
evidence and leaning on the EBRDs 2007 landmark publication in the sector’ it tries to think
ahead regarding the design of both micro- and macro-prudential regulations and future support
for market development that could mitigate risk. The findings are to be presented and
discussed within the EBRD’s regulation and policy dialogue with client countries.

A sample of six countries has been selected for in-depth analysis following a country priority list
from EBRD’s in-house mortgage market development study of mid-2011: Poland, Serbia,
Croatia, Hungary, Romania and Turkey. Evidence from other CEE markets is added ad-hoc; the
country sample, however, is representative of both the varying market development stage and
regulation and policy issues encountered. None of the case countries, however, has had a
successful local currency market development in mortgages. Outside Euro membership, so far
this can generally be said for transition countries only for the case of the Czech Republic. All are
potential targets for EBRD assistance to develop LC lending.

The report is organized as follows:

e Section 1 takes briefly stock of the dynamics and recent default performance of the
housing loan portfolio;

e Section 2 discusses risk issues and developing regulations related to primary market
design: transparency, products and their underwriting standards, insolvency as well as
collateral valuation, particular attention is paid to changes often made in response to
recent portfolio performance issues;

e Section 3 looks into fiscal support strategies that have been used to mitigate primary
market risks, with a special focus on the support for LC lending;

e Section 4 discusses funding risk issues for housing loans and the related development of
bank risk management, liquidity and mortgage securities regulations, with a particular
focus on covered bonds;

2 European Bank for Reconstruction and Development. 2007. “Mortgages in transition economies. The legal framework

for mortgages and mortgage securities.”
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e Section 5 offers suggestions for priority areas of the regulation and policy dialogue;
e Section 6 summarizes individual country recommendations from the findings of the
study.

Note: product and underwriting parameters are shortened by using acronyms, explained when
they appear for the first time in text. The terms ‘mortgage’ and ‘housing loans’ are used
synonymously.

1. Mortgage Portfolio Size and Overall Performance

This section takes stock of the dynamics and recent default performance of the housing loan
portfolio. When discussing performance it is useful to differentiate between cash flow motives
related to borrower income, unemployment, interest rate levels and loan design and balance
sheet motives arising primarily from debt levels. The discussion is cursory.

1.1 Housing Loan Debt Dynamics

By 2011 the outstanding housing loan debt had considerably lost growth momentum,
compared to the excessively rapid growth of the previous decade. A number of countries during
both 2010 and 2011 still experienced growth relative to GDP. Inside our sample these were
Croatia and Poland, outside Russia, the Czech Republic and Slovakia. However, we find a
broadly equal number of countries that by 2011 are in a ‘housing loan market recession’. In the
sample, Hungary — at first sight surprisingly - only saw a mild reduction in 2011 after even some
growth in 2010; this is an accounting effect due to the negative amortization in local currency
(LC) resulting from devaluation, given that the main Hungarian loan product has been in foreign
currency (FC) (see Figure 1, LHS). Outside the sample Estonia, Latvia, Bulgaria and Ukraine are in
a market recession.

The drivers of the parallel credit boom of the 2000s in the mature housing loan markets of
Western Europe and the U.S. have been well-explored in the literature; they include on the
capital supply side lax monetary policy, increased competition both from banks and non-banks,
loan product innovation, and on the capital demand side factors such as the availability of
rental housing, capital gains speculation and tax arbitrage, as well as the use of housing loans
for financing consumption expenditures.

The emerging markets of CEE, in contrast, during the period were still mainly characterized by
catch-up effects. Currently these markets see the first real crisis since their inception, if we
disregard the problems related to socialist period legacy portfolios in the first years of
transition.’ Looking beyond the current downturn, the primary effect will likely be a slowdown
of credit expansion. Structural factors are still limiting credit growth, such as income levels

3 The monopoly savings banks both in Hungary and Poland, OTP and PKO BP, started the transition with large mortgage

portfolios indexed to inflation. The outstanding of the portfolios ballooned strongly during the initial high inflation phase and
the loans later had to be restructured.
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(bankability), distribution network reach (often only urban, main cities) and regional disparities.
Romania is an example for limited distribution reach: the portfolio so far has been concentrated
in cities and larger towns, as have bank branch networks, with a strong focus on Bucharest.*

Yet, noticeably, even some of the factors driving Western credit expansion were already
present at this stage in the region. A full analysis is beyond the scope of this study. To focus just
on the most salient factor, differences in growth dynamics have arisen between countries using
FX lending (Hungary, Croatia) vs. those using a mix of LC and FX lending (Poland) vs those using
LC lending only (Turkey). As the LHS of Figure 1 shows, the Polish market took off far more
slowly than the Hungarian, despite comparable sector conditions. A key reason was higher LC
interest rates in Polish Zloties. The slow market growth in Turkey in contrast, can serve as an
example for the strong impact of product design limitations: the housing loan market remains
tied to local currency (LC) as well as fixed-rate mortgages (FRM) by regulations.’ Also for a
wider set of countries, including Western Europe (see RHS of Figure 1), the correlation between
predominant product and market growth has been strong. Both FX and adjustable-rate
mortgage (ARM) lending products have favourable supply conditions, especially from
international commercial banks, and bring lower initial rates to be paid by consumers. Both
products, as will be explored below, however come with considerable risk.

Figure 1 Housing Loan Growth in the Region, Impact of Product Choice in the EU Perspective

Housing loan to GDP levels in case countries,
2000 - 2011 (December)

Mortgage market growth 2002-2007 and product choice in the
EU-27 perspective
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4

Only few emerging market governments worldwide have tried to address this bias. Among them is Russia where

mortgage distribution has been actively supported by regional public housing finance agencies funded by a federal housing

agency.

5

FX lending to consumers is prohibited in Turkey. Adjustable-rate mortgages (ARM) were banned until reform

legislation passed in 2007, which proposed to enable the product if accompanied by interest rate caps. However, the Central
Bank never passed the bylaws necessary to police the reform law, and ARM apparently is not practiced.
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Gross new lending has also been declining in the region compared to the early boom years.
Statistics are not available everywhere, most countries only report loans outstanding. The
decline has been dramatic in Hungary where new lending in 2011 has likely been only a fifth of
the 2010 volume. In Romania, in contrast, new lending has increased in 2011 over 2010,
stimulated strongly by the public Prima Casa programme (see below). New lending in 2011 is
still almost entirely in FX in Romania, Croatia, Serbia while Poland and most drastically Hungary
have seen a dominance of LC lending. The LC share for 2011 for Poland is 62%, and for Hungary
ca 80%. Most new FX lending in the region is now in EUR.

1.2 Portfolio Performance and Risk

Despite the present economic slowdown, a pronounced housing cycle and the predominance of
FX lending, the sample countries still show the typical European picture of low owner-occupied
mortgage default rates. In the 90-day overdue definition, the latest official data or interviews
guotes yield: Romania 2% (quote by BCR), Croatia 1.5-2% (quotes from 2 lenders), Serbia 4%
(Central Bank), Poland 2% (Central Bank), Turkey 1.5% (Central Bank). The outlier here is
Hungary with 9.6% (Central Bank).

While apart from Hungary the current performance of the portfolio is unsuspecting, in the
forward looking perspective a larger part of the portfolio could be at risk of increasing defaults.
It is useful to continue the discussion therefore by analysing the two main drivers of default.

Balance Sheet Motives of Default

FX lending in the region together with devaluations has resulted in strongly growing loan
outstanding as measured in local currency (‘negative amortization’). In combination with
stagnating or declining house prices rising LC loan balances have provoked rising ‘current’ loan-
to-value ratios (LTV). Especially affected by large negative amortization are the loan vintages of
ca 2004-2006, which were initiated at the lowest exchange rates to the EUR or CHF.®

Sizeable portions of the FX portfolio in the region are already in or close to a negative equity
situation, e.g. Hungary (56% of FX loans over 90% LTV, Central Bank), Poland(32% of CHF loans
over 100% LTV, Central Bank; some 300,000 loans according to the Polish Financial Services
Authority), Serbia (‘close to 100%’ for CHF, 10-15% for EUR; interviews). In Romania, the
depreciation in particular of the first half of 2012 is also likely to have created a sizeable
negative equity position.

Negative equity has been frequently questioned as a default driver in the case of owner-
occupied lending, as homeowners are assumed to mobilize all efforts to keep their principal
dwelling. However, it is firmly established by empirical research at least for the case of
investment lending. Also, home equity lending (HEL) by homeowners with higher LTV for the
same product has seen higher default rates. In that regard,a full 38.5% of Hungarian portfolio

See Poland’s FSR of Nov 2011, p 48, figure 3.25, for an empirical analysis of ‘current’ LTV.
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have been HEL, and FX HEL have seen default rates of 14.76% by Dec 11, double the level of FX
purchase loans at 7.09%.

Regarding purchase loans that are ‘under water’, recent U.S. experiences suggests that
borrower awareness may grow gradually that house prices do not return to peak levels, which
then increases default rates with a delay. A mitigating factor in the CEE region, compared to the
U.S., is the absence or lack of detail of consumer insolvency legislation. This implies often that
residual debt after proceeds from a court auction or repossession by the lender falls on the
defaulting borrowers forcing him into long years of additional debt service. Reforms limiting
this obligation are under way in several case countries (see below). However, aggressively
limiting residual debt obligations could increase default rates going forward.

Cash Flow Motives of Default

With the exception of Hungary, which had a mortgage market established long before
transition, the sample countries are in the early phase of market development where
borrowers are generally selected from good credit risks. Nevertheless the interviews with
lenders yielded sensitivity to classical cash flow stress-related default drivers such as income
loss from unemployment or wage cuts. Lenders may have been caught by a false sense of
stability when selecting borrowers from apparently stable income groups. An example are
public sector employees, whose wages were cut in Romania cut by 40% recently, a fact that has
apparently contributed to delinquencies.

The outcome regarding cash flow risk is also strongly affected by the loan design, esp. the
choice of currency and the extent of subsidies attached to the product. In the Hungarian case,
according to central bank data, the FX loan default rates (7.66%) in December 2011 laid in the
middle between those for the subsidized LC loans (2.39%) and those for market-rate LC loans
(11.6%).

* The subsidized LC portfolio was originated during the first Orban government around
2000 under the so-called ‘Sczecheny plan’. The loans carry deep interest subsidies over
their entire life. The subsidies represent between 50% and 65% of net present value of
the loans.’

® A new round of subsidies comes from the on-going restructuring of the FC portfolio,
much of which is in an over-indebtedness situation. This author finds with the help of a
simulation under the assumptions detailed in Box 1 a subsidy ratio between 46% and
50%, depending on the restructuring option chosen. This strong support should mitigate
future defaults.

® Market rate LC loans in Hungary — with the highest default rate - not only lack these
subsidies, but also were mostly given as home equity loans. Such loans were typically
used for consumption and not housing finance purposes and tend to have higher default

’ During the period, HUF loans were originated at 5% (general case) and 3% (young families) interest rates over 20

years while market rates were in the range of 13-15%.
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rates due to higher LTV or low credit scores, independently from the impact of interest
rates.

Supported by the indexation of interest rates to interbank rates, as opposed to Hungary’s
reviewable rates (see Box 1, and discussion below), FX default rates in Poland are relatively low,
and typically lower than LC default rates. However, again the comparison is distorted as Zloty
loans also in Poland were frequently given as home equity loans, i.e. for consumption purposes.
In the remaining jurisdictions of the sample, with their shallow LC markets, relative default rate
analysis between the currencies is not meaningful.

That default rates for deeply subsidized portfolio in the Hungarian case are low is hardly
surprising. More interesting is that also the comparably mildly subsidized Romanian Prima Casa
FX lending programme was reported to the Consultant with negligible default rates (0,06% per
March 2012, both Raiffeisen and Alpha report rates as ‘negligble’), despite its targeting to
young households with partly substantial unemployment or wage risk. With the additional
depreciation of the Ron later in the spring of 2012 default rates reportedly have increased.

Figure 2 Hungary: Exchange Rate Level upon Underwriting and NPL Levels, Likely
Restructuring Outcome

Loan Vintage NPL Rates and their CHF-HUF Exchange CHF Legacy Portfolio Debt Service Simulation After
Rate at the Time of Underwriting Restructuring, Assuming no Early Repayment
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Note: for assumptions underlying the simulation on the LHS see Box 1.

Is it possible to call the debate which of the triggers, balance sheet or cash flow motives, are
responsible for rising defaults? Considering the widely publicized Hungarian case, the LHS chart
in Figure 2 suggests a strong correlation between the negative equity situation of a given loan
vintage and its default performance. However, in Hungary we also have seen a far larger impact
of the devaluation on the cash flow stress facing borrowers, with a combined effect of
devaluation and rising FX interest rates on monthly payments. In addition, interview partners
report a large share of interest only loans, which adds to the ‘pass-through’ of devaluation on
payment levels.
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The question which drivers for default are relevant, and whether in particular there is an
irreversible overindebtedness problem in the borrower population that must be addressed
directly through modifications, is highly relevant for restructuring policies adopted. Box 1
discusses the Hungarian ‘Home Protection Action Plan’ in greater detail. Figure 2 serves as a
companion to illustrate the cost distribution of the empirically most relevant restructuring
option, which puts significant burden of the debt reduction on government.

Box 1 Some Comments on the FX Portfolio Restructuring in Hungary (‘Home Protection Action Plan’)

Hungary is the first European country reacting in the current crisis to mortgage over-indebtedness with portfolio-wide debt
haircuts. Such hard restructuring measures have been avoided so far, both in Western Europe (e.g. Spain, Ireland, UK) and in
the region (Romania, Poland). Elsewhere, some relief came through the widespread indexation of loan interest rates to
interbank rates (either Euribor or Swiss interbank rates), which led to lower payment-to-income ratios than in the Hungarian
case, where loan interest rates were unilaterally reviewable by the lender. Soft restructuring measures, such as the extension
of loan maturities and the reduction of fees and spreads have been used more extensively.

Hungary had in vain tried to convince lenders to tie retail housing loans to indices retroactively, something which
neighbouring Serbia has done in Dec 11 (see section on indexation). Missing this — possibly only intermediate — step HU has
proceeded right to haircuts and burden-sharing between lenders and government. It is unclear whether a full actuarial
analysis, taking into account the long residual life of the loan, growth, inflation and exchange rate scenarios, has been
undertaken to substantiate the deal.

The conversion offer at a fixed CHF-HUF rate of 180 has been taken up per end of January 2012 by under 20 % of the
outstanding, of which 80% have been estimated by the MNB to have been redeemed with cash (initial assumption was 90%
with loans). Assuming a residual loan life of 20 years, CHF rates of 5% and HUF rates of 8%, the NPV of the loan repaid by the
consumer is approx. 50% of the originally contracted amount.

Under the same assumptions, the NPV of the cash repaid by the borrower increases to approx. 54% when he remains in the
revised CHF lending program. Here the credit volume under CHF-HUF 180 remains fully serviceable, the credit volume
between CHF-HUF 180-270 is principal only for 5 years — with banks and government sharing lost interest and banks cancelling
unpaid principal - and the credit volume cancelled by the government above CHF-HUF 270. The NPV share of the banks in this
scenario is approx. 19% and of government 26%. The higher share of government is the result of inflation dynamics, as the
cutting point for debt sharing has been fixed nominally while exchange rates are likely to depreciate further.
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2. Primary Market Risk Issues and Regulation

This section discusses risk issues and regulation related primarily to consumer protection, and
to a lesser extent to bank collateral law. Both are the main determinants of legal design of the
primary market.

It starts with a brief overview over the status of consumer protection, followed by transparency
(APRC). The following discussion of underwriting standards and products is intertwined:

* |t begins with the amortization characteristics of the products used, where the
predominant FX product has the salient feature of potentially generating negative
amortization in local currency. This tests the usefulness of related underwriting
standards such as loan-to-value rules or amortization rules.

® |n the second part of the discussion focus is laid on cash flow characteristics of the
products — adjustable-rate and fixed-rate — and implications for cash flow underwriting
rules such as payment-to-income rules and income stress testing.

The section concludes with a brief discussion of the consumer insolvency and ancillary primary
market regulation issues.

2.1 Consumer Protection Law Overview

Issues: A considerable body of new consumer protection legislation covering mortgages has
been enacted since 2008 in the sample countries. The exception is Turkey which already in
2007 had passed comprehensive housing finance legislation. The legislation generally reacts to
recent market events, esp. to elevated interest rates and default rates resulting from FX
devaluation risk, and also implements EU legislation.

Within the sample, retroactive legislation has been implemented in Hungary (FX-LC conversion,
FX restructuring) and Serbia (rate adjustment and spreads), i.e. the laws change existing
product cash flows. This approach has generated considerable anxiety among mortgage
lenders, which was communicated in interviews to the author. The new laws are going beyond
transparency requirements typical for pre-crisis legislation and are intervening in product
design. These moves do not appear to have seen much prior impact analysis. The Hungarian
case is the exception, where several central bank articles have prepared regulation measures
with empirical analysis.

Regarding the Acquis Communautaire, the EU Consumer Credit Directive (CCD)® does not
require transposition to the bulk of the mortgage portfolio as it is limited to loans under 75,000
EUR. The semi-official reason for this limitation has been the protection of national mortgage
funding models. Nevertheless EU members (Romania) and even non-EU members (Croatia)
have transposed much of the Directive, and again without much impact assessment. An

Directive 2008/48/EC.
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example is the CCD limitation of prepayment indemnities to 1% of the prepaid amount, which
Romania has transposed to all mortgages.

As a complement to the CCD beyond the 75,000 EUR threshold, a dedicated EU Directive on
residential property lending (CARRP) as of the summer of 2012 is in the final discussion stages
between the European Parliament, the European Commission and the European Council of
Ministers. The proposed Directive places constraints on the underwriting in particular of FX and
ARM loans and enhances the options to charge prepayment indemnities covering lender cost.
Despite considerable addition of specificity over earlier regulation drafts, there remains large
room for local jurisdictions to decide over mortgage product design regulations and many other
material consumer protection issues. Vast areas of mortgage law, such as e.g. loan assignment
(securitization), or foreclosure and insolvency treatment, are left to national discretion. Finally,
the areas covered by CARRP are typically under minimum harmonization, which permits stricter
national treatment.

Contrasting with the current regulation tightening in the rest of the sample cases as well as on
the EU level, the Turkish regulation of 2007 had liberalized some of the tight regulatory reaction
to the 2001 market crisis. For instance, the ban on adjustable-rate mortgage (ARM) lending was
lifted against the requirement for lenders to write caps to protect borrowers. FX mortgages
remain prohibited, however.

Options: Given the weak EU standards in this area, CEE countries can independently design
product regulations or compare regulations with other countries in similar situations of crisis
response. The latter could for instance be facilitated by EU / EBRD moderation. Transparency
rules following the evolving EU standard can be expanded by material consumer protection
standards limiting product design and underwriting practices. Gaps in regulation, especially in
the area of foreclosure and consumer insolvency could be filled.

Recommendation: At a minimum, regulators in the region should share experience with each
other and benefit from lessons learned in other countries. A far deeper level of empirical
evaluation (impact assessment) is needed before drafting regulations, and if necessary ad-hoc
rules that proved too costly need to be revised. The hurdles for interventions into existing
contracts should be sufficiently high (e.g. systemic risk for entire market — e.g. default and
foreclosure crisis, incompatibility with higher law). Regulations should not punish lenders
collectively for misbehaviour of individual lenders. Some limitation of product innovation
beyond the EU standards seems useful, given lower income levels and the level of risk
stemming from non-suitable products.

2.2 Transparency / Effective Interest Rates

Issues: the Annual Percentage Rate of Charge (APRC) is the standard tool used to capture fees
and other non-interest rate costs in loans, i.e. approximate the ‘effective’ interest rate paid by
the borrower. Yet, the APRC has been designed for short-term consumer loans, and as
practiced today is problematic in the context of mortgage finance:
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® Inlong-term mortgages with adjustable rates, the dominant product in Europe, the
applicable interest rate will change. Similarly, with FX products the underlying exchange
rate may change. The current standard practice of assuming initial interest rate and
exchange rate conditions as permanent for the APRC calculation is misleading
consumers.

¢ Introductory discounts or fixed-rate periods followed by adjustable rates are a quite
typical mortgage product. Combining two rate regimes in one product will generally
render effective rates hard to capture under a single mathematical concept.

* Mortgage loans of whatever rate regime can typically be prepaid by the borrower,
which conflicts with the maturity assumptions underlying the APRC formula. As a result
of prepayments, a 30 year contractual maturity may easily become a 5 year ‘expected’
maturity, which increases the impact of a given fee on the effective interest rate.

® Mortgages are often sold in combination with investment products, e.g. interest-only
mortgages with investment funds accumulated for their redemption. Also, second
mortgages, loans of lower rank in the foreclosure process, often ‘piggy-back’ on first
mortgages. Both types of combinations reduce the value of an isolated APRC
computation on the mortgage product for the borrower.

* The numerous ancillary costs of mortgage financing are often outside of control of the
lender, may be very high, and may vary strongly. ° Examples are insurance or mortgage
registration costs.

The proposed CARRP Directive reacts to the first point by demanding the APRC to use a long-
term average of interest rates rather than the currently prevailing. Also, for FX loans the
assumption of a 20% devaluation shall be built in the calculation.

In CEE countries, hiding fees has been a problem with FX loans as low nominal interest rates
create room for this practice. Within the sample, Turkey, Hungary, Croatia, Serbia are
mandating a standard APRC concept, while Poland and Romania do still not. This also means
that none are addressing the above issues for the case of mortgage finance. None of the
countries has adopted product specific differentiations of the APRC formula; this might become
enforced through CARRP.

Options: CEE countries could be satisfied with the CARRP Directives approach or proceed with a
more elaborate own mortgage APRC concept. Regarding CARRPs approach to the APRC of ARM
and FX loans, different assumptions could be made (e.g. by using the 3-year swap rate as
opposed to a long-term average), if these are stricter than CARRP.

Recommendation: Considering the hidden fee issues especially in FX lending introducing a
standard APRC concept is an unavoidable first step. Realistic assumptions should be formulated
depending on the local (now generally legislated) product set. For example, fully-indexed rates

See Dubel and Rothemund (2011) for more detailed analysis.
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should be quoted only, and there should be a realistic maturity assumption (e.g. 5 years).
Product combinations sold in one offer should fetch a single APRC quote for the entire financing

in addition to APRCs for the individual components.

2.3 Product Design and Underwriting: Balance Sheet Issues

Loan Amortization - FX Lending

Issues: FX mortgage products are premised on the so-called ‘Tilt effect’ which arises from high
inflation levels as reflected in the in the local currency interest rate. Keeping loan volumes
nominally constant in LC terms during high (house price) inflation will lead to rapidly declining
LTV ratios. This change in LTV implies a front-loading of the real amortization burden and
severely curtails affordability. Under low inflation, by contrast, the LTV will only fall slowly and
the real amortization burden will be lower. The LTV — time profile is tilted in the high inflation

case towards the front end of the financing.

Figure 3 Tilt Effect in Local Currency Lending Arising
From High Inflation

Current LTV ratios of HUF loans underwritten in 1994 vs.
(at the time) hypothetical CHF alternative
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Source: Dubel and Walley (2011).
Notes: simulation comparing house price index and
interest-only loan outstanding development.

Figure 3 illustrates the effect through a
simulation with the example for two loans
underwritten in Hungary in 1994, one in
HUF and one in CHF™. Both are assumed
to carry zero nominal amortization:

® As house prices in HUF rise through
inflation, the loan-to-value ratio even of a
non-amortizing HUF loan would have
dropped from 1994 until 1999 from 80% to
35%. This means that the borrower would
have amortized each year (80%-35%) / 5 =
9% of the value of the property acquired in
real terms.

e During the same time period, house
prices as measured in CHF, the currency
with the lower inflation rate, have not
nearly risen as fast as in HUF. The LTV of a
non-amortizing CHF loan would have fallen
only from 80% to 70%. In the first five

years of the financing, the borrower hence amortized only (80%-70%)/5 = 2% in real
terms. A 7% lower real amortization rate per annum makes a drastic improvement in

affordability.

This logic obviously relies on a number of assumptions. The most important is the one that the

10

their introduction from the early 2000s on.
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exchange rate approximately follows purchasing power parity (PPP), i.e. that the real exchange
rate is stable. If true, this means that negative amortization will be well-behaved, i.e. loan
volumes in LC will increase with inflation as will incomes and house prices, and loan-to-value
ratios will not strongly rise.

There is some reason to believe that this assumption could be true in the long-term.
Proponents of FX lending have argued that other influencing factors of the exchange rate,
especially capital flows, will be short-term only and not relevant for long-term housing finance.

As the crisis has shown, however, changing capital flows can lead to massive and potentially
long-term dislocations of the exchange rate. The crisis has also taught us that there may be
negative feedback loops where investors make a connection between high FX indebtedness in
the mortgage sector and the sustainable exchange rate path (e.g. such a connection was made
during 2008-2011 between CHF debt levels and HUF devaluation).

Yet, as shown above, even where potentially strongly appreciating currencies such as CHF have
been used, we have inconclusive results regarding the relative default rates of FX vs. LC lending.
Headline CHF loan default rates in Hungary are higher, yet in Poland they are lower than in the
LC portfolio, with the Hungarian result being distorted by LC product subsidies. In Romania and
Croatia we find low EUR default rates, with only Croatian borrowers being to a greater extent
hedged euro-denominated incomes.

A second look reveals that it is product design issues, especially when leading to a dual interest
rate and FX shock that have driven FX default rates. In the case of Hungary both applicable CHF
interest rates increased — unilaterally adjusted by lenders - and the loan balance increased. The
alternative to this would be to tie the FX interest rate to a foreign interbank index, which tends
to fall when the foreign currency appreciates. This has been practiced e.g. in Poland in the case
of CHF lending and it has helped to avoid a default crisis of comparable proportions to Hungary.

However, the contrarian movement between foreign interbank rates and the exchange rates
seen in the current crisis is an ex-post result and in fact an indirect bailout of the FX portfolio. A
similarly helpful act was the decision of Switzerland in August 2011 to peg the CHF to the EUR.
Such moves cannot be assumed to be repeated. Also, the exchange rate shock may not be
compensated enough for by declining rates to avoid higher default rates. The types of shocks
seen should be generally mitigated in consumer finance, where the shock absorption capacity
of borrowers is limited.

Options: Abolishing or strongly rationing FX lending is unfortunately not a credible policy option
if there is no feasible LC alternative. Future inflation trends and to some extent real interest
rates will determine the socially optimal product choice. The principal choices are
1. regulate the FX product (high and mid inflation levels), or
2. replace it by an LC product negatively amortizing LC inflation (mid inflation levels, so-
called price-level adjusted mortgage), or
3. replace it by a standard amortizing LC product such as ARM or FRM (low inflation levels).
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Many governments underestimate the resilience of inflation and prematurely opt for the exit
option 3, ending up with high mortgage subsidies (example Hungary, before the CHF lending
boom up to 2003). Regarding option 2, it is noteworthy that Poland and Hungary as well as

Serbia’s and Croatia’s predecessor
Yugoslavia had extensively used
negative amortization LC products in the
high inflation phases of the1990s and
1980s.

In Latin America such products have
been the standard (Mexico, Colombia,
Brazil, Chile). Yet, even if re-established,
funding problems may arise as investors
are used to fixed or regularly amortizing
nominal balances of securities.
Generally, real interest rate differences,
resulting from deeper FX markets, may
speak in favour of FX in the mid-level
inflation scenario.

If the FX product is accepted as part of
the product menu, then for option 1
there are three basic regulatory
approaches:

- Heightened transparency (see
Box 2 regarding the ESRB
recommendations);

- Rationing credit via tighter

Box 2 Evolving International Regulation Standards for FX
Mortgage Products

The European Commission in a November 2009 consultation paper on
possible further changes to the Capital Requirement Directive
demanded a steep increase of capital requirements for FX currency LTV
exceeding a low level, e.g. 50%. After the consultation process, the
proposals were not further pursued. However, KOM continues to have
latent plans.

European Systemic Risk Board (ECB) 2011 came out with 8
recommendations, however, with a lesser intensity of intervention.
Primary focus in consumer protection is on ‘appropriate information’ for
borrowers and ‘encouraging’ the extension of local currency credit and
hedges against foreign currency risk. Regarding credit institutions, the
Board demands an improvement of internal risk management systems,
of funding structures, and — on the national level - both pillar | and Il
measures to account for the ‘risks stemming from the non-linear
relation between credit and market risks’. ESRB also demands
reciprocity of treatment across borders, in the case of regional banking
groups.

The Financial Stability Board (2011) in their Mortgage Underwriting
Principles asks jurisdictions to require appropriate compensatory
tightening in one or more dimensions to offset an easing in other
dimensions. For example, foreign currency denominated loans could be
offset by tighter serviceability requirements.

underwriting (see Box 2 regarding FSB and EU requiring higher or even matched
borrower income, higher borrower capital);

- Introducing material risk protection, i.e. forcing lenders to limit downside risk, which
increases the FX interest rate by adding protection cost. Protection could be delivered
via interest rate, payment or negative amortization caps. Adding cap cost to FX rates
should be result in still lower rates than when using LC.**

Before the crisis, regulations of FX products were either absent or were focused on heightened
transparencylz. Following the crisis, the overwhelming reaction delivered by international and
national regulation initiatives has been to ration credit rather than demanding material

protection.

11

As an intuition, consider that with a cap product the borrower takes some of the expected exchange rate change that

—under PPP and assuming the same real rates —is identical to the difference between LC and FX rates.
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National regulation in the case countries has fallen broadly into the first two categories.
Romania is ‘implementing the EBRD recommendations’ (NBR interview) and has cut permissible
LTVs. Romania also introduced a cumulative interest and FX stress test, which Poland had
introduced already in 2009. Yet, Poland so far has abstained from specific LTV limits for FX loans
(as has the upcoming EU CARRP Directive). Hungary has massively cut back on permissible LTV
for FX loans while increasing the minimum required borrower income to 15 times the minimum
wage. This policy has effectively limited FX to very high-income or FX-income receiving
(‘matched’) borrowers. Serbia has cut back somewhat on the LTV, but not as far as Hungary.
Turkey at the extreme end has banned FX lending after the 2001 currency crisis, something
which has been temporarily implemented during the current crisis in Hungary and also Ukraine.
Croatia is the only sample case that has not tightened FX lending standards (but practices
higher capital requirements since a de-euroization® campaign of the mid-2000s). Table 1 on
page 20 provides an overview.

Differentiation of the payment-to-income ratio (PTI) by currency has also been used in order to
discourage FX lending. However, the lower ratios are generally still not binding constraints,
given the far lower interest rates of FX compared to LC loans.

Material FX risk protections, such as payment or negative amortization caps, have largely not
been favoured by regulators. They also have been made more difficult by a parallel host of
regulations that have demanded higher internal FX risk management controls and hedging
requirements. The exception in this area seems to be FX-LC conversion offers to borrowers,
which banks are forced to underwrite. Terms differ: Hungary has ex-post capped the applicable
FX-HUF exchange rates under the Home Protection Action Plan, while in Poland lenders must
offer borrowers conversion at the going FX rate at any point in time. Mandatory conversion at
any time is also a likely requirement of the upcoming CARRP Directive.**

Recommendation: Where no exceptions have been available, as in the case of the Romanian
Prima Casa programme, the regulatory approaches on FX lending taken so far have had
recessionary impact on the market and severely restricted the number of borrowers. This will
trigger resistance in countries without a credible LC alternative. In particular young borrowers
will lack either the equity (LTV rules) or income (stress test), or both, needed to fulfil the
demanded FX stress scenarios. Some economies will objectively have to stick to FX lending for
the foreseeable future. Regulations should strike a better balance between bank risk protection
and consumer risk protection while trying to limit the credit rationing impact.

13 . . . - N
A more familiar term for currency substitution processes in banking is ‘dollarization’.

1 From a financial economics perspective, it is hard to see why mandatory FX-LC conversion options are demanded by

regulators while caps are rejected. From a funding perspective, mandatory conversion brings considerable negative maturity
transformation risk in the FX dimension (funding in FX with longer terms than assets as they are converted into LC). Pricing is
also more difficult: in contrast to automatically triggered caps, which are only a function of FX volatility, the conversion offer is
an option in the hands of borrowers, whose exercise behaviour is very difficult to model. An analogy is the prepayment option
(see below) whose calibration has caused problems even within sophisticated financial markets.
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The suggested route would be to narrow the FX-LC pricing differential by demanding FX caps
(possibly moving with LC inflation), i.e. raise FX rates. The type of cap — rate, payment, negative
amortization — should be further evaluated. Underwriting should be done on the interest rate
level including cap cost, rather than on arbitrary FX stress assumptions (that will fail to map a
large FX shock). Capping negative amortization would even allow somewhat higher LTV than
under current highly restrictive levels. Avoiding risk layering practices in FX lending (e.g. slow or
no amortization, unilateral rate adjustment) can provide additional protection.

Loan Amortization — Interest-only Products

Issues: Bank regulation in the CEE region is becoming more restrictive on underwriting LTV, but
has little vision of the ‘current’ LTV which measures capital left to protect the loan on an on-
going basis. In particular the amortization profile of loans is frequently neglected; lowering
initial amortization to zero (interest-only or ‘10’ loans) or even negative (capitalization into the
loan balance) has been a popular feature to boost initial affordability.

What could be an acceptable method to improve the initial affordability of LC loans, becomes
dangerous as an additional layer of risk in the case of FX lending with already embedded future
payment shock risk in the form of a potential devaluation. See Figure 5 for a graphical
representation, and a more detailed discussion of FX lending below.

Products introduced by banks from countries with supporting tax regimes, such as Austria, had
encouraged interest-only mortgages with principal redemption via investment vehicles. The
redemption can be arranged via funds accumulated under life insurance contracts, mutual
funds or funds from contract savings for housing. Problems with such combined financings
include currency mismatch — typical is a loan in FX to be repaid with funds accumulated in LC -
the performance risk of the repayment vehicle leading to insufficient fund accumulation, and
the potential to charge fees twice and hide them.

® In Hungary an interview partner estimated that 30% of FX loans are not amortizing.
More than 25% of the Hungarian CHF mortgages are combined financings, which
generate a ,stairway” of gradual amortization increases in future years. In combination
with using variable interest and exchange rates slow or no amortization generates a
maximal responsiveness of the debt service to respective shocks. Hungary since April
2012 has banned outright interest-only loans; however, the situation with combined
loans has not changed.

® Poland currently asks lenders to cap the maximum loan maturity applicable for assessing
debt service capacity to 25 years. This sets a floor under the amortization portion of the
debt service. Figure 4 below highlights the empirical motivation for this measure: during
the price peak, loan maturities had been considerably extended in order to reduce initial
debt service and compensate for higher prices. This helped extending the house price
boom, if only shortly, and put borrowers with such financings at particularly high
payment-to-income and current loan-to-value ratio risk.\
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Options: A first reaction of the U.S. to the subprime crisis has been to impose fully-indexed-
fully-amortizing (FIFA) underwriting, i.e. prohibit assuming no amortization when calculating
the payment-to-income (PTI) ratio. Rules demanding creditworthiness checks by banks can be
interpreted to include minimum amortization assumptions. Minimum amortization can be
demanded for assessing creditworthiness only, or alternatively for the product itself. The latter
is for example demanded by the EBRD Minimum Standards (see Annex, EBRD (2011)). Within
product regulation, amortization requirements can be tightened for products with negative
amortization risk, as e.g. FX lending, or payment shock risk as LC ARM lending.

Recommendation: FX lending should see faster amortization than LC lending to compensate for
negative amortization risk. Interest-only products should be prohibited for FX and curtailed for
LC ARM lending, a general time limit for the interest only phase should be introduced (e.g. 5
years). Regulation should adopt a maximum maturity (i.e. minimum initial amortization) for
underwriting purposes, whatever the actual product design.

Loan-to-Value (LTV) Ratio Limits

Issues: underwriting loan-to-value (LTV) rules have been tightened recently in 3 of the 6 sample
countries in response to house price cycles and increasing defaults, including in LC lending. FX
lending has been particularly discouraged, with the most extreme case being Hungary limiting
EUR LTV to 60% and for CHF lending even further. Poland, in contrast, only ‘recommends’ an
LTV of 80% for FX loans while leaving the LC LTV unlimited. At the extreme of the spectrum,
Croatia does not limit LTV, neither for LC nor for FX lending. There are several issues with LTV
policies:

e LTV tightening of the kind seen is usually highly pro-cyclical, i.e. when adopted higher
LTVs could be economically suitable. An example is Romania, where high developer
margins on newly constructed housing were the main reason for high price levels during
the boom. These margins have been squeezed since 2008, as developers fought for
survival, and nevertheless LTVs for new lending under regulation pressure have fallen by
20% points. In the light of low default rates, Romanian lenders interviewed consider this
reaction as excessive and accelerating the price decline. The counterargument used by
regulators (e.g. NBR in Romania) is the perceived need to break expectations and
enforce rules applicable in the long-term.

e LTV tightening focusing on a single product only may invite arbitrage via moving into
alternative products or by adding personal loans by banks or intra-family loans.
Competition of higher-LTV programmes is an issue in Romania, where the Prima Casa
programme targeted to lower-income households allows for a 95% LTV on EUR lending.
Violations of ‘combined’ LTV rules that would capture additional loans is far harder to
police than rules for individual loans.

e Even at face value conservative LTV limits, such as Hungary’s 60% LTV limit on EUR
lending, do not completely avoid negative equity risk unless limitations are placed on
the amount of loan amounts in the nominator, i.e. negative amortization. Rules typically
only control for the underwriting situation, and disregard the ‘current’ LTV.
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® Finally, the definition of ‘value’ is frequently problematic when the predominant
valuation technique is the open market value (see discussion on valuation below).

Table 1 on page 20 compares current LTV regulations in the case countries.

Options: The strategy breaking the expectations could be softened through a delayed
implementation, allowing for price recovery first. The U.S. discusses to permit temporarily
higher LTV than the 80% ceiling used for Fannie Mae and Freddie Mac bond insurance
eligibility, to allow performing borrowers with high LTV as a result of fallen prices to refinance.
Romania is adopting implicitly a softened approach by keeping the Prima Casa programme
open (60% of new production in 2011). Banks commented that this has been putting a floor
under house prices.

Anti-cyclical LTV policy: there has been an intensive debate in the U.S. whether LTV should be
anti-cyclically tightened or loosened according to indicators, such as the house price-to-rent
ratio. The alternative would be constant LTV limits, considering the policy lags and moral hazard
risk associated with variable LTV limits.

‘Product risk-based’ LTV: Adopting a constant underwriting LTV over the price cycle, but
differentiating it by the negative amortization risk of the product, as in the case of FX. This
could be a stand-alone measure or combined with a negative amortization ceiling. Promoting
savings and supporting down-payment, especially for young households, can help to support
LTV rules.

Strict limit vs. regulatory preference: In the U.S. an 80% underwriting LTV limit has been used in
the Dodd-Frank banking reforms to define the ‘Qualified Residential Mortgage’. This concept
will fetch regulatory benefits only, so higher LTV lending is still possible, at an interest rate
penalty. The alternatives are strict limits or splitting first and second mortgage, with the latter
enjoying special protection (see discussion on insurance and contract savings for housing
below).

Recommendation: LTV is the central leverage control instrument of a home-owner’s balance
sheet and there is broad consensus that it should be limited by regulation. The optimal
regulation goal would be the ‘current’ LTV, i.e. trying to minimize negative equity risk
throughout the life of the financing. The theoretical optimum is a combination of anti-cyclical
and product risk-based LTV differentiations, addressing both house price and product risk in
interaction. The pro-cyclicality and policy lag issues observed in practice, however, speak in
favour of constant initial ratios. The LTV limit rulebook should include a measure of combined
LTV for all loans secured by the household.

An 80% initial LTV limit is a standard figure that at least should mark a threshold for a changing
regulatory treatment. Special high-LTV products with specific protections should be developed
to address the low equity available from certain target groups (young and low-income
households). The negative amortization character of FX lending would suggest tighter LTV limits
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at the stage of underwriting combined with loan volume ceilings in local currency. Operating
with conservative loan volume ceilings — e.g. 120% of the initial outstanding - would allow for
less restrictive underwriting LTV limits. Using only underwriting LTV in order to compensate for
FX risk will either lead to extreme rationing (Hungary), nevertheless without full protection
against downside risk, or too high LTV levels from a risk perspective (Serbia). In the LC case, the
loan volume is limited by the initial outstanding. This allows for higher underwriting LTV. Where
LC loans are indexed to inflation underwriting LTV limits should be lower.

Figure 4 Dynamics of Mortgage Loan Underwriting during Credit Boom and Bust in Poland and Hungary

Poland Hungary

Price peak, Credit crunch,
underwriting Bail-out

0.

o

0.0

0.5

= Poly. (Housing
market prospects)

32

market prospects)

Tightening

Source: Loan officer survey. Notes: change over previous quarter in diffusion index. Note: housing market prospects for Hungary
approximated by banks willingness to grant housing loans due to insufficient data.

2.4 Product Design and Underwriting: Cash Flow Issues

Introductory Rates

Issues: At current interest rate levels in the region, LC lending requires between 25% (Romania)
and 100% (Hungary) higher initial payment compared e.g. to EUR lending. Lenders have offered
introductory fixed rates in order to stimulate demand for LC products (e.g. in Romania Alpha
Bank and CEC Bank, Hungarian banks interviewed). This turns the product into a fixed-to-float
scheme, where payment shock risk during the transition from fixed to float may become an
issue. The alternative would be to defer interest into the loan balance, a product popular in the
U.S. in the 1970s and called graduated payment mortgage, or equivalently public interest rate
buy-down programmes (see also Figure 7 and discussion below). Some countries have
prohibited introductory rates on FX mortgages to avoid further increasing risks of payment
shocks: Romania and Serbia enforce the use of either fixed rates (to maturity) or fixed spreads
over the interbank index, Serbia has even demanded in Dec 11 legislation that introductory
spreads fixed initially should be applied permanently to the loan. This ‘claw-back’ of future
spread is a central point of contention with the industry.

Options: The broader regulation trend (also in the U.S., U.K.) discourages underwriting based

on introductory rates and demands to assume ‘fully-indexed’ rates. Introductory rates can be
regulated in terms of their level (via imposing a floor) or gap to the fully-indexed rate. They can
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also be limited in time, as interest-only periods. Creditworthiness of fixed-to-float
arrangements can be determined based on the maximum of either the current fixed or the
adjustable-rate, or on the fully-indexed and fully-amortizing (FIFA) adjustable rate only.

Recommendation: fixed-to-float products with payment shock after the end of the fixed rate
period have been at the heart of the U.S. subprime crisis. Borrowers should be able to bear the
current fully-indexed-fully-amortizing rates upon underwriting. Still, introductory rates or
deferred interest payment can reduce initial default risk of LC products and thus bans would be
counterproductive for the goals of stimulating both LC lending and competition. Banning
introductory rates or deferred interest appears reasonable for FX products, however, where
initial rates are already low and further deferral of payments would add to payment shock risk.

Adjustable-rate Mortgages (ARM)

Issues: Regulators have reacted to perceived detrimental lender practices in ARM lending. The
most salient was rolling over funding and risk costs in CHF and EUR products under contracts
allowing for unilateral rate adjustment (‘reviewable-rate mortgage’), which became an issue in
Serbia and Hungary. Instead, the use of interbank rates plus fixed spreads has become the
mandatory product design now for both LC and FX in Hungary™, Serbia and also Romania. Using
interbank rates is the universal market standard in Poland; Turkey currently still discourages
ARMs, as necessary bylaws to enable the product have not been passed. Croatia is the only
country in the sample that retains reviewable-rate ARMs; rate increases during the crisis have
been far more limited here.

Using interbank rates as benchmarks in the region is problematic because of an even greater
lack of liquidity characterizing the LC interbank market than other LC markets. Most banks in
the region possess ample LC liquidity and will not demand LC credit from others. The current
debate over Libor also suggests that the risk of manipulation is not negligible. There is
specifically a conflict of interest when the interbank rate setters are identical with the mortgage
lenders. Regulators in interviews, in contrast, appreciate the use of interbank rates because of
their greater ‘stability’. There must be doubts, however, whether this feature is not directly
related to low liquidity. Hungary permits also in addition to interbank indices the use of 6mth
government bond rates. This benchmark was commented by a bank as having seen ‘twice the
volatility’ of interbank rates and being a less preferred option.

Critically, in Serbia and Romania, spreads over interbank rates are required to be fixed for the
life of the loan (which can be maturity, if spreads are low and thus there is no incentive for the
borrower to prepay). In Hungary, in contrast, spreads are now allowed to be changed every 3
years to enable the bank to adjust to cost increases. The new policies in the region contrast
with those of the UK and Ireland where lenders have all but stopped offering indexed products
and regulators increasingly see ‘index trackers’ as a toxic product responsible for major bank
losses and house price appreciation. Again, Table 1 on page 20 gives a comparison.

1 At the time of writing, there were signs that the HU regulation might be softened and additional indices be permitted.
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Table 1 Issues in Mortgage Consumer Protection found in Case Countries

Croatia Hungary Poland Romania Serbia Turkey
Source of Law CP law CP and BR law BR law (2009 bis), | CP law CP law Housing
(last change) (Jan 112) (April 12) no CP law (Nov 2011) (Dec 2011) finance law
(2007)
Transparency Mandatory HFSA Code of APRC Mandatory n.a. Single page
APRC. Conduct. recommended APRC. information,
Mandatory but not regulated. mandatory
APRC. APRC.
Loan-to-value No official limit | FX LTV 60% No official limit. FX LTV 75% FX LTV 80% LCLTV 75%

ratio

(bank practice

LCLTV 80%

FX recommended

LCLTV 85%.

LCLTV n.a.

90%). limit of 80%.
Valuation Open market. Open market. Open market. Open market. Open market. Open market.
standards Appraisal
intervals depend
on LTV.
Payment-to- No limit. 30%-50% LC 50% (42% for FX), | 35% (all loans No LC limit. 50% max, LC
income ratio, 23%-38% FX, 65% if income 40%), without FX 50% for EUR | loans only
income depending on level > national FX differ, net loans
definition net income. average, net income
income
Payment shock, | None n.a. n.a. Introductory Discouraged by | N.a
introductory rates are ex-post fixing
rates prohibited of spread to
initial level.
Payment shock, | None FX-LC Max 25 year None None FX lending
balloon risk* preferential amortization prohibited, no
conversion assumption. rules on LC
option & FX negative
debt ceiling amortization.
Payment shock, | None Caps on None None Retroactive Interest rate
rates interest rate indexation, cap
increases spread fixed to mandatory.
initial level.
Reference Not Mandatory Not mandatory, Mandatory Mandatory
index mandatory, (interbank, gov | interbank rate is (interbank). (interbank).
reviewable- bond). market practice.
rate lending
market
practice.
Spread fixing None. 3 years and None. Life of loan Life of loan
longer over over index over index
index

Early Universal right, | Universal right, | Universal right. Universal right, | Universal right, | Universal right,
repayment indemnities yield maintena- | Indemnity subject | Indemnities Indemnities Indemnities
banned. nce indemnity to negotiation. limited to 1%. banned. limited to 2%.
max 3 yrs.
Income stress None Min income for | Cumulative FX Cumulative FX None None
FXis 15 times (30%) and shock and
minimum interest rate (400 interest rate
wage, or bp) shock shock
income in FX.
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Restructuring &

No insolvency

FX conversion.

Severe eviction

Moratorium

Extrajudicial

foreclosure, regime (plans Quarterly delay lifted in late 11, foreclosure.
consumer for 2012) . foreclosure discouraging foreclosure
insolvency quota. No foreclosure. encouraged.

insolvency 2009 consumer 2006 consumer

regime (Central

insolvency law.

insolvency law.

bank proposal).

Sources: author’s interviews conducted between December 2011 and February 2012. Notes:*negative
or zero amortization in local currency (FX is a negative amortization product, if the local currency
devalues). Abbreviations: APRC — Annual Percentage Rate of Charge (effective interest) CP — Consumer
Protection, Cl — Credit Institution, FX — Foreign Currency, LC — Local Currency, LTV — Loan-to-value ratio,
PTI — Debt to income ratio.

Options: Minimum liquidity requirements for the selection of interbank rate indices could be
imposed. Short-term government bond rates could be more widely accepted as benchmarks:
the problem with this is greater volatility. Verifiable cost of fund indices could be constructed
by lenders or associations. Cost of funds indices are the law since 1994 in Spain, the pioneer of
index-trackers in Western Europe; but so far have been rejected in the region with the
argument of lack of transparency. The problem to avoid is that a roll-over of increased credit
default swap or bond funding cost may raise portfolio default risk and thus become self-
defeating. Using deposit rates, which are less sensitive, as singular cost of fund index could be a
way out.

The fundamental alternative to using indices would be the Danish practice to annually auction
the ARM mortgage portfolio to capital market investors. Changing the system radically is
probably unrealistic for the region.

Fixing spreads for loan lifetime over the index, esp. if it is not a cost of funds-index, is highly
dangerous as future cost of funds and administration may be varying against the yield of the
loan. Fixing spreads to a few years and rolling them over gives rise to payment shock risk after
roll-over; this can be mitigated, however, by forward rate agreements; again much depends on
whether the underlying index is close to reflecting cost of funds.

Recommendation: there are no easy options for ARM regulations since in shallow LC markets
the price or cost revelation problem is ‘systemic’: case-by-case decisions should be made over
the index to be used based on liquidity of bank funding, interbank and capital market
conditions. Regulators should be more open to bank cost of fund indices and force lenders to
reveal cost. Cost pass-through could be limited by slowing down its impact on the index. An
example for this is the German comparative rent system, where average rents over the last 4
years are taken as a usury benchmark.™® Cost pass-through could be limited to some cost
elements (e.g., as in the Danish mortgage system to credit risk costs). Reviewable-rate
mortgages should be tied to some bank cost of fund index. Fixed-rate lending will be usually
fixed-to-term and could be tied to less volatile long-term government bonds.

1 Rent regulation in a tenant society as Germany are comparable in their social function to interest rate regulation in

home-owners societies.
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Fixed-rate Mortgages (FRM) and Early Repayment

Issues: The nature of fixed-rate mortgages (FRM) changes fundamentally with the legal
formulation of the consumers’ right to make an early repayment and the right of lenders to
charge the consumer prepayment indemnities or fees. FRM in FX used to be present in the
region during the early years of the market (e.g. Serbia, Croatia), but are now available only in
isolated cases (e.g. SocGen in Serbia offers fixed-to-maturity EUR loans as in FR), FX loans are
overwhelmingly tied to foreign interbank indices.

FRM in LC have been unaffordable due to absence of long-term funding and more generally
interest rate volatility. The exception is subsidized lending (e.g. the Szecheny programme HUF
portfolio). Most contracts marketed as ‘fixed-rate’ in the region either present fixed
introductory rates to ARM contracts (fixed-to-float) or are fixed-to-term of 2, 3 or 5 years with
the need to roll-over. Governments clearly intend to promote LC fixed rate loans, e.g. in
Hungary there are hopes for a 5 year market in HUF, but regulation and support policies are
often inconsistent with that goal. The only successful cases of an established longer fixed-to-
term LC market in the region seem to be the Czech republic (usually 5 years) and Slovakia.

The right of early repayment is now a universal feature in case country legislation, with few
exceptions. Mortgage banks in Hungary and Poland that issue covered bonds can exclude
prepayments, however they de-facto generally accept a prepayment against an indemnity. Of
concern is that countries in the region are increasingly eliminating or minimizing early
repayment indemnities. This is done in response to either abusive (non-fair-value) indemnity
levels, or in order to facilitate switching from lenders that have increased rates, or in order to
follow other European trends. For example, Italy (IT) eliminated prepayment indemnities
altogether in 2009, or to facilitate currency conversion (Hungary). Croatia and Serbia have now
completely eliminated indemnities while Hungary (1-1.5%) and Romania (1%) limit them
drastically (see Table 1 on page 20). In the Romanian case, the 1% limit intended by the EU CCD
for small consumer loans has simply been transferred to the mortgage portfolio.

A general policy trend to minimize or eliminate prepayment indemnities is problematic for two
reasons:

¢ in fixed-rate mortgage lending an early repayment causes a reinvestment loss for the
lender, which may lead to drastic ex-post spread reduction or loss over funding. Lenders
confronted with indemnities that do not cover costs will either shorten fixed-rate
periods and/or reduce funding maturities to try to match the ‘expected’ loan maturity,
after prepayments, as opposed to the longer contracted maturity. Expected maturities
are highly variable, and funding in this context involves highly complex ALM strategies,
which lenders in the region are unlikely to master (as in most of Western Europe).

e for any type of loan, ARM or FRM, a lender facing a prepayment to another lender will
lose future net income from the loan, which —if not captured by an indemnity — will lead
to higher upfront charges resulting in lower affordability. This hits in particular LC
lending with its higher initial payment burden compared to FX lending. Only Hungary
allows for a 1% indemnity in case of switching to capture this risk.
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The proposed EU CARRP Directive will address these issues partly, by formulating a right for the
lender to charge indemnities within economically reasonable limits. A maximum harmonization,
however, leading to an overriding of legislation that has either severely reduced or removed
indemnities is unlikely to be the outcome.

Options: early repayment can be legally excluded for the first few years, e.g. for the fear that
future regulations could limit indemnities excessively, can be limited to certain hardship cases
(divorce, death of spouse) and contingencies (e.g. home sale), or can be a universal right.

Early repayment indemnities can be fixed ex-ante (UK, France) or be calculated ex-post based
on cost of lender (Germany, Sweden, Netherlands, based on yield maintenance). The cost
calculation can include or exclude foregone net profit of the lender. Indemnities can be
eliminated (IT), and/or differentiated by hardship cases and contingencies (e.g. Netherlands, no
indemnity when moving house). Indemnities on very long-term FRM (e.g. over 10 years) and
high-interest rate loans may raise default risk, and thus applicable fixing periods are generally
limited. The U.S. has therefore banned indemnities on high-interest rate loans; Germany places
a limit on the applicable term for the indemnity formula of 10 years.

Recommendations: Early repayment should be a universal right of the borrower (the
alternative of legal exclusion may lead to excessive l