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A. BACKGROUND 

1. In order to understand the operational 
context within which . this project was 
developed, a brief review of Bank operations 
in the sector is provided. Over the past two 
decades, as rapid urbanization continued in 
our borrowing countries, Bank financing for 
urban operations grew significantly in both real 

, and relative terms. _Compared to an annual 
y output of two urb~ loans · (Turkey Urban 
Development and Senegal Sites and Services), 
for USS 10.3 million in 1972, 19 new loans 
were made by the Bank during 1988 for a total 
of US$201 billio~ · As a share of total Banlc . 
lending, urban loans· grew from less than 1 % in : 
1972 to over 10% in 1988. Including 
emergency reconstruction projects, about 152 
urban loans were made · since 1972 for 
approximately US$8.4 billion. Over the years 
shelter related loans, -e.g., integrated urban 

.· development and sites and services, made up 
about 66% · of the -Bank's urban lending 

·-· program. 

B. EVOLUTION OF SECTOR LENDING 
ACTIVI1Y 

2. While in the earlier period, the main 
focus was upon project-specific operations, the 
later period is marked by a more macro
oriented perspective with the focus upon such 
areas as housing finance and administrative 
systems and legal and land-policy issues. To a 
large extent, the Bank's early involvement in 
the urban sector was one of learning and 
demonstration. The then existing approach of 
bOrrowers to urban housing programs for the 
poor involved massive slum clearance followed 
by construction of a few highly subsidized units 
with perhaps, some cominunity and commercial 

· buildings. The plight of displaced families was 
not addressed in any systematic manner and 
they generally settled in other squatter sites in 
the city or created new ones in peripheral · 
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areas. The Bank's initial goal was to halt such 
slum clearance programs by demonstrating the 
feasibility and viability of other cost-effective 
alternatives. To this end, it began sites and 
services programs and various project-specific 
upgrading works to provide municipal and 
health services among poor residents who 
faced such deficiencies. Since most of the 
countries lacked appropriate institutions to 
facilitate this approach, the Bank generally 
resorted to creation of special project units 
which, apart from assisting in efficient 
implementation of the project, were expected 
to be later absorbed by a parent ministry or 
similar agency and become the nucleus of the 
organizational structure needed to continue 
future operations and effect reforms at the 
national level. 

3. Early Bank shelter projects had many 
start-up problems primarily because of legal, 
administrative and institutional weaknesses; 
limited prior Bank experience; and later on, 
serious cash flow constraints of borrowers. It 
quickly became apparent that most of the 
early-generation projects were too ambitious in 
scope and perhaps overfocuised upon project
specific issues. The Bolivia urban project, for 
example, included sites and services, completed 
units, water, sewerage and electricity networks, 
roads, community centers, mother-child health · 
program, a small industrial park and a small
scale enterprise loan program. For most early 
generation projects, apart from counterpart 
funding and logistical problems, there were 
serious inter-agency rivalries and conflicts with 
the staff of the special project umts (who were 

.; generally perceived as an elite group usurping 
the power of established agencies). Several 
areas (e.g., land tenure, regulatory and 
approval systems, . municipal acceptance and 
maintenance of completed works, appropriate 
norms and standards, beneficiary selection, 
etc.), proved to be rather intractable, and the 
needed institutional, financial and other 
reforms and modifications which were 



I 

expected by the Bank during appraisal never 
materialized. 

4. Even with the problems enumerated 
above, the Bank's early projects succeeded in 
demonstrating that slum clearance was not a 
practical or efficient solution and there were 
other alternatives. In a related way, even 
though there were cost-recovery problems, 
these projects began the process of sensitizing 
both governments and·· beneficiaries to the 
need for adequate cost recovery so as to 
facilitate continuation of shelter programs for 
other beneficiaries. 

C. THE ClilLEAN EXAMPLE 

5. During the period that the Bank was 
assessing the results of its early urban 
operations, several borrowers and lending 
agencies were also focussing upon better cost 
effective alternatives for housing the poor in 
developing countries. Among the countries 
which were employing innovative solutions was 
Chile. After many decades of experimentation 
with various construction, administrative and 
financing systems for its ~helter programs, the 
Government of Chile took a new direction 
during the last decade and introduced an 
integrated system which, among other things 
included: . explicit subsidies to specially 
targeted groups in. a progressive manner; 
increased participation of the private sector in 
both financing and construction of shelter 
units and policies reflecting a facilitator role 
for the Government. Compared to the 
previous decades (when the Government tried 
to directly provide housing for low-income 
groups), · output · of shelter units increased 
significantly, . unit costs declined and public 
sector staff in housing agencies declined by 
about 90%. 

6. Main Features of Chile's Housin~ 
Pro&ram. Deregulation of financial institutions 
in the early 1970s, r~ion and mismatch 
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between borrowing and lending terms and 
conditions, all contributed to the collapse of 
Chile's Savings and Loans system. After that, 
the government decided to divide the housing 
market into two basic segme~ts, one focussing 
on the very poor whose needs were not being 
addressed by commercial institutions, and the 
other for relatively wealthier beneficiaries 
who, under certain conditions, had some access 
to commercial institutions in varying degrees. 
For the poor group, the government 
designated the Ministry of Housing and 
Urbanism (MINVU) as the primary financing 
and shelter provider1

, while for the other 
group, the banking system was to provide 
much of the financing with help from MINVU 
and the beneficiaries themselves, with private 
contractors providing the housing units. To 
avoid any mismatching problems, the 
government stipulated that for commercial 
bank mortgages, institutions had to issue 
"letras de credito hipotecario" with cash flow 
characteristics' similar to those of the mortgage 

· 1oans made. The letras were liabilities of the 
issuing institution and they were more related 
to the financial soundness of the institution 
rather than to specific mortgages. 

7. Based upon government budget 
allocations for the year, MINVU is provided 
with funds for financing its b~ic housing 
program (BHP) and for allocating subsidy 
certificates (ASP) to assist families requesting 
bank loans for houses built by private 
contractors. For MINVU's BHP, it buys 
finished units in the market from contractors 
who meet certain minimum norms and 
standards; MINVU then sells these _units to 
beneficiaries who meet certain qualifying 
criteria (amount of prior savings, subsidy 
required, sex of household head, condition of 
existing unit, income profile, etc.). . The 
government grants an explicit subsidy by 
discounting up to 75% of the unit cost and 
signing a mortgage contract for the remaining 
amount in an indexed monetary unit (the 
Unidad de Fomento or UF), with terms 



(average of 8.5% for 20 years), similar to 
commercial ones. . For the ASP program, 
beneficiaries also cam points based upon prior 
·savings, subsidy requested, income level, etc. 

. . However, instead of a turnkey unit, MINVU 
distnoutes subsidy certificates to those having 
the most points. Along with prior savings, the 

- ~ beneficiary then uses ~he certificate (as a cash 
voucher) · to seek · complementary bank 

· financing and arrange construction or purchase 
.I of his or her unit. '· , -:, 4 . ~ ~ 

· 8. · · - -: While MINVU's obligation to ASP 
· · beneficiaries ends with the handing over of the 

subsidy certificate2
, under the Basic Housing 

Program it has the obligation of collecting the 
non-subsidized portion of unit costs through its 
regional offices (SERVIUs). In terms of sums 
involved, -the ASP certificates range from 
USS 1,400 to US$2, 700 for units whose cost 
generally cannot . exceed US$7,200. · . In 
practice, because of the limited amount of 
total funds available,. cost restrictions on units 

.• which are eligiole, and· higher points granted 
for smaller subsidy requests,. · ASP certificates 
usually do not exceed 25% of the · final unit 
cost and many are for smaller amounts. The 
pre-subsidized cost of the BHP units averages 
about US$3,000, with the actual amount to be 
financed by the beneficiaries being about 
US$750. 

9. Frrst Bank Loan . . -: Chile's housing 
program · presented · the opportunity for 

· ~ addressing a wide range of shelter issues from 
'"' __ .-a macro · oriented : position .. emphasizing 

financial and. administrative sector issues_ In 
order to assist Chile to continue with this 

·. innovative framework, the Bank in 1984 made 
-· .. a US$80 million loan to help consolidate 
. sector changes being made . ·and to _more 

sharply define . the Government's role. This 
loan achieved many of its original goals. 

. However, one of the primary stated Bank 
goals of eliminating housing subsidies was not 
achieved even though there was success in 
streamlining the subsidy program (by reducing 
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the number of such · programs, avoiding 
. . duplication of coverage, etc.), and reducing the 
·. ~ per unit subsidy offered. This was one of the 

first instances of Bank lending in housing 
·. where the Bank financed an explicit. subsidy 

: program, albeit with the understanding that it 
·, was to be replaced by a non-subsidized system 
.-:- . by the time the project ended. _ When, at the 

4 end of the .. period, Chile concluded that it 
-.-· could not eliminate the. program but it was 
. willing to streamline it and make it more 

_ efficient, the Bank entered into another phase 
of explicitly accepting such an arrangement 
without seeking its termination within a 
specified time period. 

10. · During the first loan, it was recognized 
that recovery of the non-subsidized amounts 
was a problem area. However, at that time, a 
·large part of the problem portfolio was from 
previous loans made by institutions which 
preceded :MINVlP. Two other factors having 
an· impact upon the arrears problem were the 
recession period (shortly after the military 

, government came to power) and the limited 
. administrative and technical capacity of the 
SERVIUs (regional offices of MINVU) to 
manage an active collection and enforcement 

· system using incomplete account data and 
inadequate staff and equipment. Even before 
the Bank's first project, MINVU had already 
begun a program to address some of these 
deficiencies. Among other things, it 
implemented an improved screening and 

. selection process (which qualified beneficiaries 
·in light of both -their social living conditions 
and - financial situation), and it hired 

· · · consultants to strengthen operation of the 
SERVIUs .. MINVU's staff also felt that given 

• the low mortgage to housing unit value, if 
-: needed, the existing loan portfolio could be 

easily sold (at a discount, if needed) to other 
financial institutions and this would eliminate 
its arrears problem. · y . 

} ... ~ ... ! ~- .. J. , ,"· .. 

· i'l. The 1982-1983 economic crisis resulted 
in widespread .. need for assistance to financial 



institutions and borrowers who could not meet 
:. their debt-servicing obligations·. Consequently, 
· the Government took steps to provide liquidity 
to these institutions while borrowers · were 

-allowed to renegotiate the terms and 
conditions · of · their loans (through 

~ "repactaciones"): · While the initial need for 
, such aMistance was justified in light of the 

then-existing socio-economic conditions, it 
-·: created a precedent which has had some very 

,· long-lasting adverse consequences leading to 
several subsequent renegotiations and various 
discount ·and ·incentive packages to 
beneficiaries to avoid arrears. 

12 In the case of MINVU's housing loans, 
in spite of the improved screening and 
selection measures taken, loan management 
procedures were not very strong and so both 
existing as well as new clients continued to 
build up arrears while the Government found 
it more expedient to use debt rescheduling as 
a device to sanitize their ·accounts. ·· Since 

· MINVU's · investments came from annual 
budgetary allocations; it had no cash-flow or 
profitability problems to worry · about · from 

· these reschedulings. Thus, between 1983 and 
· 1988 there were -eight separate laws and 

regulations ~hich provided beneficiaries with 
various incentives and additional mortgage 
discounts for them to clear ·up their arrears 

. - through rescheduling. · · · -· 
. i .... 

13. , Second Bank Loan. When the Bank 
was asked to participate in a second housing 

· loan, the main focus was to be upon the areas 
of greater transparency and reduction of 
subsidies; · eonsistent with improved cost 

;, recovery and the proviSion of a wider 'range of 
shelter ·solutions (land titling, settlement 
upgrading, · home improvement · loans, 

~. urbanized · lots with - basic · units), to 
... . aceommodate those who did not qualify for 

completed units and who, in the past were 
provided with such units with a consequent 

· . aggravation of the arre'ars problem. Also, in 
· · ·order to have a well-functioning system, 

----- . - --·~--- ·· 
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additional consultants were to be hired to 
work. with the various regional offices to 
improve their accounts-management and legal 
follow-up activities .. Target recovery figures 
were set and an incentive program was 

_. developed to reward regions with good records 
, and .penalize those not meeting the agreed 

targets (which sought to limit post-1989 
project beneficiaries ,in_arrears of 120 days or 

.. more to no more than 30% in 1989 and 1990, 
25% in 1991, and 20% after that). MINVU 
also agreed not to have any additional general 
rescheduling after the 1988 one was completed 
in December 1988. · By January 1990, its 
consultants had finally compiled a full list of all 
of MINVU's mortgage debtors and the system 
of computerization of regional· offices was 
well-advanced. Also, based upon household 
surveys, the consultants had compiled a list of 
about 40,000 beneficiaries identified as having 
resources but not paying their mortgages. The 
legal agreements of the loan stipulated that 
MINVU would proceed with ·legal action 

. - against these· debtors in order to demonstrate 
the government's commitment to improve its 
collection record. 

D. CURRENT SITUATION 
'I • 

14. Current Situation. Shortly after taking 
office, the new Chilean president declared in 
June, 1990, that he was granting debt relief to 

-:...: the poor in the social sectors: housing, water, 
light and education. For the housing sector, 
the 324,000 debtors of MINVU's portfolio 

.. . were divided into four categories: · · .. 
.. ' . ) - ·' 
· ... (a) :·' .· The 57,000 beneficiaries in the first 
:: . ·., · category with debts of up to 25 UF 

(US$500) could have their total debts 
ff 1 -. cleared if they paid 5,000 pesos 

• ••• 
1
-· - (USS 17) if they were not in arrears, 

and 10,000 pesos (USS34) if they had 
; ~ · · ·· ~ arrears. 

(b) .. The second group of debtors 



comprising about 170,000 households 
with debts of 25-100 UF (US$500-
2,000) was asked to pay a maximum 
monthly pa~ent of .. 6% of the 
minimum monthly income level This 

.. , translated to about 1,550 pesos (USSS) 
at that time. - " 

. (c) 
;"' 

. The tmrd ·'group of about 78,000 
·· debtors with debts ·i00-240 UF had to 
. pay a maximum '"" of 25% of the 

. . 
. .. ::- • ) '"'I: ... l ~ ... .. 

minimum monthly income level with 

(d) 

the payment adjusted according to the 
index of minimum income. - · s 

\ .... , 

The. fourth-~-group of about 19,000 
debtors with debts over 240 UF had to 
pay a maximum.' of 25% of their 
monthly income (not the minimum 
income level · a8 for the previous two 

'. groups). .. I ._;;;j~4._, •• ' ; . . I . 

, ..J, .-.r .. ·c::- .. • , • 

· 15. The President declared that th~ system 
.~ would go into effeCt on August 1, 1990. As in 

previous cases, additioncil pajment incentives 
of up to 33% · were "· also offered to 
beneficiaries for p~~P~ parment. -· · 

p.,; .. .. 

... , ~ , . 
16. . Several arguments were put forward by 
MINVU to justify the need for this 
renegotiation. Among these, the government 
claimed that :· the approXimately 70% of 
accounts in arrears of 90 days or more was 
costing too much to~ manage and it could not 

~ . be sold to· anyone even with steep discounts. 
Additionally, it ' . was claimed that poor 

. beneficiaries Could nof afford to pay 25% of 
. their income for housing and government 

· : surveys indicated that many beneficiaries''were 
only able to be3r a proportion of about 6%. 
Fulfillment of an election· promise by the 
president was -also- high among the reasons 
given for granting debt relief. Since MINVU's 
loans could not be sold as earlier expected, the 
new goven;unent wanted to give beneficiaries 
a final package of incentives to help them 
meet their-obligations~ after which it promised 
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to take a series of measures aimed at better 
screening and targeting beneficiaries and 
legally enforcing compliance with their debt 

- obligations. After much disQwions, the Bank 
agreed to a final renegotiation for pre-1989 

_ · debtors who could justify economic need and 
. with the understanding that, beginning in 19'J1, 
· ~ the government would take a series of 
. measures to ensure compliance with project 

.. goals. ·. _:, · -:- · .. - · 
• ~ J 

E. ASSESSMENT OF THE SITUATION 

17. Positive · Aspects. In reviewing the 
Bank's experience with Chile so far, there· are 
several points worth mentioning. After various 
interventions through project oriented lending, 

- · the Bank was attracted to the Chilean example 
under which a clearly-defined set of generally 

: integrated basic sector policies and ~ystems was 
·· developed with an active role for the private 

· sector~ Chile was the first borrower to accept 
· · :~rstated policy of explicit housing subsidies and 
· · "recovery of the non-subsidized portion of its 
· -:investment under market conditions. After 
· several attempts to get traditional private 

financing institutions to address low income 
· shelter needs, policy makers in Chile were also . 

among the first to acknowledge the 
shortcomings _of such a system and the need 
for budgetary allocations to be used as a more 
reliable and manageable source for 
beneficiaries, espeCially those in the lowest 

:: quartile of income distribution. Substitution of 
private developers --- (instead of using 
government force-account - construction 

· .. n· workers) has also been a very positive 
development of the Chilean syst~m since it led 
to significant efficiency in resource use, 

~ improved designs in the units constructed ~nd 
'· · lower overall cost to beneficiaries. · . ,_ 

· · : 18. · · Although it may have some control 
problems, Chile's beneficiary selection system 
for the hovsing and certificate program has 
several featurc;s worthy of emulation. Apart 



from 8% of the units which the housing 
minister and regional officials· can allocate on 
an emergency (discretionary) ~asis, all of the 
other units and subsidy certificates have to be 

· ·awarded under a well-prepared simple system 
·where standard points are given for prior 
savings, duration of . savings, current living 

~· conditions, sex of head of ho~hold, income 
profile, amount of subsidy sought, unit cost, 
etc. The beneficiary sel~ction process is widely 
publicized and the points awarded to each 
beneficiary are posted in public areas for 
scrutiny. · In general, beneficiaries show 
confidence in the system and they understand 
that they can influence their points standing by 
taking certain measures (increase savings, 
request lower subsidy, etc.). 

19. Shortcomings. While the above 
features indicate several commendable aspects 
of the Chilean system,· these s!iould be looked 
at from a relative standpoint. As note4 below, 
the system has ._somc; exceJ}ent features but it 
also has some shortcomings . which became 
apparent when it was put ·· into operation. 
Among the most obvious shortconiing is that 
affecting .recovery of the non-subsidized 
investment. Even with a 75% explicit subsidy 
and segmentation of MINVU's portfolio to 
show pre- 1983, 1983-1989 and post-1989 
accounts to reflect later: improved 
management, screening and selection 
procedures, the average arrears of 90 days or 
more is greater than 70% for every group. 
This situation (including . various additional 
payment incentive schemes) defeats the main 
attractive elements of the system and makes it 

· rather meaningless to speak of explicit and 
~ .:: hidden subsidies". ; .. ·-: 

# .• .. •• -
20. · . During the various negotiations, 
although borrowers were required to prove 
their inability to pay their debts before th~y 
received forgiveness of various amounts, 

. · · MINVU could not verify all of these cases and 
the potential for abuse is significant. 

, Additionally, the process tends to be regressive 
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since those who had no arrears could buy out 
their debts at a lower price and without regard 
to their income level. 

21. In field surveys, consultants hired by 
, MINVU found a significant proportion of 

beneficiaries who were renting their entire unit 
and living elsewhere - a sign that application 
of the screening and selection process could be 

. improved. And in site, visits, supervision 
missions have found various technical problems 
( overdesign of streets, low density, foundation 
erosion, etc.), which indicate that although the 
use of private developers may be more 
efficient than force acciJunt workers, there is 
still room for even greater improvement with 
appropriate technical review of physical works 
and more active participation of municipalities 
and beneficiaries in deciding on location, 

, design, configuration, etc., of the units. 
MINVU's initial insistence in providing shelter 
assistance only for completed units is also a 
shortcoming worth noting since it excluded 
other options (loans for land titling, urbanized 

_ . lots with and \\jthoui eore units, neighborhood 
upgrading, home improvement loans, etc.), and 
it may also have contributed to financial 
overcommitment of some beneficiaries who 
had to buy fully-built units which consequently 
aggravated the arrears problem. This initial 

· , -reluctance of MINVU also is largely 
responsible for" !DB's· use of the Interior 
Ministry as the agency for its low income 
housing improvement program with a 
consequent weakening of MINVU's overall 
sector role and some duplication of polici~ 
and resource use in the sector. 

. n 
1 22. : . · The reasons for the current situation 

are not easy to analyze in a simple clearcut 
.. manner. Part of it undoubtedly stems from 

, beneficiary expectation of minimum efforts by 
the government to collect its debts and its 

. , frequent-use of renegotiations as a tool to deal 
with ~he arr~ars problems. Another reason 

. could be the growth of very strong and visible 
. associations o~ mortgage debtors. These 



groups were allowed to organize and make 
representations to the government even during 
the period when other socio-political groups 
were banned in the country. They wield an 
enormous amount of power with access to the 
news media and high government officials and 
they have so far succeeded in thwarting many 

· attempts by the gavernment to take actions 
against those in arrears. It is worth noting 

· that even with-g0veminent and debtor grpups' 
claims that beneficiaries cannot make their 
mortgage payments, several . supeIVIStOn 
missions have made spot checks during field 
visits and these indicate that many households 
of the Basic Housing Program frequently pay 
more for electricity than they are required to 
pay for their mortgages. · When asked about 
prior housing costs, most of those who were 
tenants (before purchasing from MINVU) 
invariably made rental payments amounting to 
3-5 times the mortgage they currently have to 
pay to MINVU. At. the same time, field 
obsemtions also confirm the existence of a 
core group of about 10-15% of beneficiaries 
who do have problems meeting their mortgage 
obligations. This group is made up mainly of 
retirees and female heads of household with 
large families (whose · initial inclusion may 
indicate problems in maintaining the delicate 
balance between social and financial criteria 
for beneficiary selection). 

23. ·· In focussing upon the · need to 
minimire beneficiary payment to affordable 
levels, it hu· been found that apart from 

· · making the coll~t~on ·costs per payment 
proportionally· larger, in several cases, the life 

· of the · loan can . exceed the actuarially 
estimated life of the beneficiary. ·:., 

. . l 
_. ,. ,. ...... - ... 

.- . F. IMPLICATIONS FOR BANK 
OPERATIONS 

24. Indications are that in terms of 
experience and results, housing projects face 
many of the same problems encountered in 
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other Bank sector lending (agriculture, 
- transport, energy, etc.) in terms of institutional 

arrangements, interest rates and tariffs, cost 
recovery, finance source, etc. Bearing this in 
mind and acknowledging that not too many 
generalizations should be made from this 
single case, the Chilean. example nevertheless 
confirms several Bank.wide trends observed in 
various shelter lJIOjects. At the basic level, it 
shows that even though many of the policies 
governing sector operation may be well
designed, implementing such policies for 
shelter operations may not be as easy as 
originally envisaged, mainly because of the 
very sensitive socio-economic and political 
environment within which housing is vie\ved. 
Housing investments may indeed ·be different 
from other investments in the minds of policy 
makers as well as beneficiaries and financing 
institutions. As evidence of this, even under a 
military government, MINVU was apparently 

· · ·not willing or able to take the measures 
~. necessary to improve its arrears position, nor 
~ .- was it able to evict those in arrears who were 

·· · identified as having the resources to pay their 
mortgages. Also, even with an acquired equity 
position approaching 90% .. (75% subsidy plus 
downpayment), many householders were 
apparently still reluctant to pay · their 
mortgages because of their expectations of 
little governmental collection efforts. These 
results are not consistent with arguments 

· ·indicating guaranteed collateral value of 
houses for mortgage loans and great interest 
of beneficiaries in paying mortgages which are 
generally less·than what they previously paid to 
rent inferior units. · 

· 25. · " · n appears that government's active 
. participation in this sector to assist primarily 

· · · households with income below the median 
~ income level is necessary.· Yet, upon receiving 

assistance, the beneficiaries generally do not 
appear to make a distinction between subsidies 
and loans. · To a . great extent, there are 
parallel cases in other sectors, e.g., in water 
distribution, where beneficiaries make daily 



. high payments for poor quality water from 
private tanker trucks but they are unwilling to 
pay generally lower monthly bills for potable 
piped water provided by the government. 
Apart from being more vigilant in collection 

· efforts, the government could transform its 
·subsidy from an upfront grant to a stream of 
\ monthly discounts which are tied to timely 

. mortgage payments. This would be a constant 
-. reminder of the subsidy." received and it could 

also serve as a mechanism to elicit prompt 
payments. Such a system has recently been 

· · implemented in Argentina but the results are 
· not yet clear. Another device meriting further 
· '. consideration is to ... withhold title until 

beneficiaries establish an acceptable payment 
record (say, after 3-5 years). · This could 
facilitate improved collection record as well as 
a shorter eviction process for chronic arrears 
cases and its benefits should far outweigh the 

· uncertainty associated with not having 
immediate title to the property. Another 
measure · which may assist in minimizing 

- .. government's role is to have Collection of 
payments done exclusively through commercial 

. banks to improve collection and to reduce the 
administrative costs of the housing entity'. 

26. In terms . of financing sources for 
housing for the poor, the Chilean case is 
instructive in showing that . after · several 
decades of trying · various systems, the 
government finally decided to essentially use 
budgeted funds complemented by individual 

: . saving incentives for downpayments, rather 
than turning· ·to commercial · banks or 
specialized institutions for financing and once 
again facing the usual problems (term and rate 
mismatching, unpredictable flow of resources, 
etc.). In Ecuador, Chile, Argentina, India and 
many other countries evidence indicates that 
commercial banks, savings · and loans and 
similar . financial entities are not generally 
willing or able to finance significant low 
income housing investments through deposits. 
·While part of the reason is undoubtedly due to 
controls, economic environment, regulations, 
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etc., which constrain market options and 
portfolio investment decisions of lenders, there 
seem to be several other basic issues involved 

I in terms of the socio-political environment, 
length of mortgage contract, size of 
investment, timeliness and ease of access to 
collateral in cases of default, quality of asset 
financed, competing demand, etc. It has been 
widely argued ·that -.in a well-integrated and 
functioning financial system, such issues should 
not have any significant negative impact upon 
housing finance needs, and resources would 
flow to the sector as demand factors dictate. 
However, the available evidence here suggests 
that there is indeed a problem for low-income 
groups, and as a resul~ the Chilean · 
government, in spite ·of ·its commitment to 
general free-market principles, took it upon 
itself to provide direct budgetary resources for 
the BHP and ASP programs6

• For the ASP 
program (which involves relatively higher
income households than the BHP program), 
the government was~ . not able to attract 

· . · sufficient interest among commercial lenders in 
spite. of. various mortgage guarantees; in the 
end, it ~as the Banco del Estado, a quasi
government bank, which provided most of the 
complementary loans made under the ASP 
program . .. 

27. To its credit, the government divided 
beneficiaries into two basic groups and 
formulated separate housing programs for 

~ them. This action is important since it 
:.: ·~· addresses an issue which is implicitly stated but 
. : generally overlooked in sector work - the issue 
- of beneficiary identification. In order to 

q ~ id~ntify beneficiaries in Bank lending 
operations, reference is generally made to low
income households or to those earning some 
general average income or minimum wage 
amount. Partly because of data reliability 
problems and partly because of other socio
political factors, no clearer definition of the 
·target group is usually made and words such as 
"poor families, low income groups, minimum 

, wage earners, etc." are used interchangeably to 



identify project beneficiaries. In order to 
develop a well-targeted program or policy, it is 

. important to clarify exactly who falls into 
which group and how the needs of each group 
are to be addr~ Use of percentile. ranges 

-in household income distnbution tables could 
be one way of avoiding such ambiguities. 
Indications are that in most of the Bank's 
"low-income" . housing operations, the 
beneficiaries generally fall between the fortieth 
and eightieth percentile range. Contrary to 
this pattern, in Chile, beneficiaries of the BHP 
program were scattered throughout the first 
three deciles of income distribution and the 
government set out to sho~ that with a 75% 
subsidy it would be able to address the needs 
of all income groups for its BHP program. 
Unfortunately, as noted earlier, apart from 
those who were able but unwilling to pay their 
mortgage, there were also about 10 - 15% of 
the households which did not have sufficient 
resources to meet their mortgage obligations. 
Among other conclusions, this demonstrates 
the need to have a wider range of shelter 
improvement options available (loans for home 
improvement, land titling, urban upgrading, 
urbanized lots, etc.), and it also indicates the 
need to have a proper balance between 
monetary and non-monetary considerations in 
assigning housing units to beneficiaries. 

28. In genuine cases of affordability 
problems for middle income families, a dual 
indexed model (DIM) can be considered. 
Under this system, the lenders (banks) have 
·their loans indexed to inflation while actual 
borrower payments are adjusted by a wage 
index with any unpaid balances capitalized. 
This system has shown good results in 
Ecuador, Mexico, Turkey and Ghana and it 
works well in a moderate inflationary 
environment. 7 

29. Perhaps, there is need to have not two 
but several groups of beneficiaries de.fined: 
those with income above, say, the 75% level in 

_ household income distribution; those between 
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40 and 75%; those between 15 and 40% and 
those below the 15% range. Such a 

. distnbution ~uld facilitate formulation and 
. implementation of the policies which would be 
· needed by these different groups. Since even 
· with a 75% subsidy, evidence in Chile indicates 

that the lowest 15% of the population would 
still have difficulties paying their mortgage, this 
calls for a more aplicit welfare structure and 
program for this group, handled by a welfare 
agency rather than by :MINVU. In this 
respect, it has been a common phenomenon to 
have housing ministries in borrowing countries 
assuming tasks which rightfully belong to a 
social welfare or relief ministry or agency. 

30~ The upper 25% of households should 
have no need for_ direct government assistance 
and government's activity should be limited to 
providing an adequate legal, .financial, 
administrative and related framework To 

~ some extent, this is occurring in Chile. For 
the 40-75% range there may be need for 
_varying degrees of assistance, and for the 15-

. . 40% range, the need would be even more 
direct. In all but the upper 25% group, there 
is strong need to incorporate a greater degree 
of Non Governmental Organization (NGO) 
and self-help participation. The case of a 
successful NGO operation in the region is in 
El Salvador where the FUNDASAL has 
worked with beneficiaries in providing a wide 
range of housing solutions. Apart from skills 
acquired from self-help operations, NGOs also 

. promote development.of neighborhood groups 
and they incorporate an initial "sweat equity" 
which helps to lessen later financial 
obligations. They can also help . in cost 

, recovery efforts by assuming joint responsibility 
for loans and by reducing the high overhead of 
the housing agency in making small individual 
collections. Although NGO's have great 

,..., potential in the sector, with the exception of 
FUNDASAL, they have 

1 
not been very 

successful when they assume a larger role. 
Given their potential for assisting the poorest 
deciles of households, they should be 



encouraged more through specific project 
components, if necessary. In Chile, the 

. government · has recently shown greater 
interest in having NGOs participate in the 

· sector. However, there are · several 
administrative and financial questions which 
need to be resolved before NGOs can play a 
significant role. 

G. CONCLUSION 
. I. 

31. · Aithough the Bank's role in the 
housing sector has grown substantially over the 
past decades, it is still relatively small in 
relation to sector needs. Nevertheless, its 
catalytic function has been widely 
acknowledged and its role in focussing upon 
key areas continues to be strong. The Chilean 
project began during the period when the 
Bank was exploring ways to formulate a more · 
integrateq and less p~ject-specific approach to 

- shelter problems. It provided an ·opportunity 
:. to work on- a sector basis. with the primary 

focus upon'. policies and administrative and 
financial arrangements. There were several 
positive elements associated with this approach 
among which are: a clearly defined and 
sustainable progressive subsidy policy with 
conditions appropriate to the needs of the 
identified and well-defined target groups; an 

' · easily understood and impartial system for 
beneficiary selection;· a reduced role for direct 
housing production by the government and 
provision for increased participation of private 
sector financing and construction entities. 

· .. · 32 ·In the eXecution phase, several 
. obstacles impeded smooth implementation of 
. . many key components; most notably, cost 

recovery of the non-subsidized investments, 
provision of solutions appropriate to the 
economic capacity. of beneficiaries, reluctance 

- -~.· ~f private sect?r financing and construction 
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firms to participate as expected and 
intervention of the government to take actions 

· contrary to those dictated by established 
policies. The overall result has been a rather 
confused situation which the government has 
promised to clarify by adhering to the 
established ', policies, once its current 
intervention ends after January 1991. 

T, . .... 
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ENDN01ES 

1. The Ministry of the Interior had a few regional development programs which also included 
assistance to low income beneficiaries. However, these were ·not very significant. 

2 There is a contingent government liability for any unrecovered complementary loans made 
under the ASP program. Under this system, the bank can claim its unrecovered portion of 
the loan after it repossesses and·sells the house. Apart from being lengthy and costly, socio
political factors constrain general banks' use of this mechanism. 

3. U pan creating MINVU, the Government had also given it the responsibility of managing all 
outstanding public sector mortgages, most of which were not fully recorded and were kept in 
various currency units with different qualifying criteria for beneficiary selection and 
assignment of the units which the government provided. 

4. Additionally, there are also some other subsidies (guaranteed initial yield on letras which 
provide complementary financing for the ASP program, BHP interest rates a bit lower than 
commercial rates, reduced fees and taxes on low income units, underestimation of market 
price of land supplied by MINVU, etc.); however apart from the land value, these are not 
very significant.. 

5. One possible drawback to this approach is that commercial banks may not find it profitable 
to collect such relatively small amounts even though this may be a marginal· investment for 
them. In Chile, only the State Bank has expressed willingness to provide a colleCtion window 
for MINVU. 

6. Chile's demographic profile and relative economic strength may support this approach but 
countries such as Brazil, Argentina and Mexico may not be able to do so on a similar scale. 

7. For more details, see Buckley, Lipman and Persaud, Mortgage Design Under Inflation and 
Real Wage Uncertainty. The Use of a Dual Indexed Instrument. INU Report #62 
December 1989. 
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