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1. Introduction
Housing finance plays an important role in meeting the demand and need for housing. From an end-user
perspective, access to housing finance enables individuals or households to be able to shelter themselves
and can be used to acquire a house (new build or existing housing stock), to construct a house at one go
(typically within a year) or to build incrementally over time (typically over 3 years or more). Housing finance
also provides a means through which houses can be maintained, renovated or reconstructed. End-user
finance can be required on both the supply or demand side of the housing value chain, dependent on one’s
decision to either build or purchase. For either of these options, there are different types of financing that an
end user has access to.
Figure 1: End-user finance on both sides of the value chain (WEF, 2019)
Supply-side value chain – process of building homes to live
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Demand-side value chain – ability to finance and afford homes to live

Figure 2: Basic Components of Financial Affordability of Housing (Su Ling & Almeida, 2016 in WEF, 2019)
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Investing in a house is an important and big decision in an individual’s lifetime and the choice to invest in
a house is largely determined by their affordability which is influenced by different factors such as one’s
sources of income, indebtedness, purchase price or even the type of tenure (rental or ownership) that an
individual may opt for that will determine their eligibility for different housing financing options. Although
South Africa has a more developed financial market with readily available housing finance options, it
may not be easily accessible or suitable for all, especially for middle to low-income households. In these
instances, there are subsidy options that are available to make housing more accessible and available for
the population. Even with these such options, it is widely acknowledged that majority of the poor build
their homes incrementally and progressively over time (i.e. incremental housing), whether its starting from
a serviced stand, or beginning with an existing unit and extending room by room over time. End-user
housing financing options vary and may include personal funds, savings, mortgages, loans, credit, housing
microfinance and subsidies.

2. Mortgages

Requirements to secure a mortgage varies from
lender to lender, but there are some criteria which
is common practice such as one needs have secure
employment and needs to earn a regular monthly
salary to secure a mortgage. Even if they can afford
a monthly instalment but have an unpredictable
income, it makes it more difficult to know for
certain whether they are in a position to secure
a loan. This may include individuals who are selfemployed, freelancers, foreigners, foreign income
earners, expatriates and those who have no credit
record.

If one plans to purchase a completed house (new
or existing housing stock), a mortgage can be a
suitable housing financing option. A mortgage is a
way to use one’s real property as a guarantee for
a loan to get money – a loan taken to purchase
property and guaranteed by the same property. The
formal banking sector in South Africa includes large
banks such as ABSA, Standard, Nedcor Bank, First
National Bank and smaller banks such as African
Bank, People/s Bank, Cash Bank and CorpCapital
Bank. Mortgage solutions are also offered by
non-bank lenders such as SA Home Loans which
is one of the largest mortgage lenders in South
Africa. Despite developed credit markets, access to
mortgage finance is limited and mortgages are, for
the most part, extended to middle to high income
earners.

Currently, South African banks exclude most low/
middle-income households from access to formal
housing loan finance with which to resolve housing
problems. While there is potential for banks to
expand their role in this area of housing finance;
factors such as risk and cost minimisation as well
as lack of research constrain this potential. The low/
middle-income group requires a different business
model that is suited to their needs and which
calls for new ways of thinking and doing business.
The majority of low/middle-income households
are faced with a number of problems hindering
them from accessing formal finance with which
to resolve their housing needs (Jones and Datta,
1999). Essentially, there is a mismatch between the
demand requirements of poor households and the
supply requirements of the formal finance sector
2
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Banks have had little engagement with the lowincome segment of the population (NHFC, 2003;
Rust, 2006). The demand for housing in South
Africa is very high, effective market demand seems
to be limited to the upper income- groups because
of the country’s skewed income distribution
(Baumann). Arguably, many households in poor
urban communities are unable to obtain affordable
housing loans because they hold no land title
or formal employment as security for a loan.
Employment is particularly important because loan
repayment arrangements are based on the future
income of the household (borrower) which makes
frequency, nature and consequence of interruptions
to the flow of income crucial. This however means
that although a household may well earn enough
to repay a loan, informal income is not recognized
by financial institutions.

such as loan size, loan repayment period, availability
of follow up funds, regularity of principal
repayments, language used for writing loan
conditions and an acceptable form of collateral.
As a result of these factors, the formal financial
institutions regard the low/middle-income group as
‘unbankable’ because of the perceived high risks.
There are negative perceptions about the banks
particularly within the low-income group such
as fear of repercussions of non-payment, worry
about endless debts, and about qualification
criteria and lack of essential information about the
financial institutions and their products. Because
the supply and demand for housing finance are
so isolated from each other, a substantial number
of would-be borrowers in the low/middle-income
sector are excluded (Smit, 2003). Yet, these
represent a huge untapped market where banks
potentially have the opportunity to develop more
affordable financial packages.

3. Building Loan
If one plans to self-build house, they would be required to shop around for everything including the lender,
architect, builder and material supplies. Sometimes self-build can cost more than purchasing a completed
house, but it can save money by eliminating the need for renovation and costs related to transfers and other
legal fees. A more specialised housing financing option may needed to be pursued for a complete self-built
house such as a building loan. This particular loan option is usually a shorter-term loan (usually a year)
compared to a long-term mortgage and is used to cover the cost of constructing the house. The interest rate
on this type of loan can vary and is usually higher than traditional mortgage rates. Another key difference
3
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between a building loan and a mortgage or ordinary loan is that building loans are not paid in a lump sum –
the bank issues this loan in instalments based on the progress of construction and this has to be verified and
approved by an assessor. Stringent conditions are applied by the bank to ensure that the house construction
process delivers the planned buildings within the set specifications and costs 1. The disadvantage of this is
that should the construction of the house be delayed or other unanticipated difficulties occur, one might
not be able to access capital needed to complete the house. Upon completion of the house, the construction
loan can be transitioned into a mortgage loan. Banks or other financial institutions again will also subject
the applicant to specific eligibility criteria (creditworthiness being one of them) before they decide to
approve or deny the building loan application. It must also be noted that building plans will have to also be
approved by the local authorities before application for a building loan can be made.

4. Rent-to-own
Although a less common way of getting onto the property
ladder, rent-to-own can help buyers needing time to save for
a deposit, to build up a credit history or even remediate a
bad credit history. Rent-to-own or rent-to-buy schemes
are effectively leasing arrangements which provide for
the rental of a property for an agreed period of time,
plus additional payments, and at the end of a set time,
the renter has the chance to buy. The schemes allow
buyers usually those unable to save a deposit and
secure traditional financing to get into a home without
substantial upfront costs. The property needs to have
a rental or leasing contract, which outlines the rental
amount and basically allows the buyer to live in the home.
This will also likely include an agreed time frame for how long
the buyer wants to rent the property.
It is common for the tenant to pay about 20% above the typical
rent for the house. So, if a home were to normally rent for R1000 per
month, a rent-to-own tenant would pay R1200. A portion of that
rent will be credited to the tenant for an eventual down payment.
This can be a win-win for both seller and tenant. Many sellers offer
this option if they are having trouble unloading the house and can no
longer afford the mortgage payment. Often, sellers offering rent-toown as an option are individuals who have already moved into a new
home and are trying to avoid paying double mortgages for the long
term. Tenants who rent-to-own are often individuals who would have
trouble buying a house through the traditional route because of poor
credit, low income, or lack of a down payment. Rent-to-own gives
them an opportunity for home ownership while living in the house
they will eventually purchase, and it also gives them a chance to
discover flaws in the house before committing to purchasing it.
1. Archid Architecture (2015) New Home Construction Schedule – A Typical Programme.
Available (online): https://www.archid.co.za/a-typical-house-construction-programme/
(Accessed: January 2021).
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Unfortunately, rent-to-own is not always a good
deal. If the tenant decides not to purchase the
house at the end of the rental term, none of the
extra money that they paid to the seller comes back
to them. So, they would have paid above market
value for a rental and have no extra cash to show
for it. Furthermore, unlike in traditional rental
scenarios, the tenant is often responsible for repairs
and maintenance during the lease term, and any
money or sweat equity they put into the rent-toown property will not be reimbursed. Some rent-toown agreements are worded so that the tenant is
contractually obligated to purchase the home at the
end of the lease. It’s extremely important that the
tenant knows exactly what they are signing if they
enter into one of these agreements so that they are
not stuck with a contract they cannot fulfil.

Thought Paper – March 2021

backyard dwellings indicates that they are prepared
to accept low quality housing opportunities closer
to economic opportunities. Therefore, if given a
choice they would prefer their houses to be built
closer to places of employment. The previous
housing subsidy system did not leverage private
finance and end-user contributions for housing
delivery, however strides have been made in recent
years to facilitate such through opportunities
created through the Financial Linked Individual
Subsidy Programme (i.e. the FLISP subsidy
programme) which provides a once-off subsidy to
a first time home buyer or an end-user who wishes
to self-build, again subject to criteria such as one’s
monthly income (i.e. earn a joint income of between
R3500 - R22000 per month).
Well located land for housing development is
scarce and expensive and not always owned by
government. It is therefore important to use land

5. Subsidies
Subsidies are often perceived as the giving or
receiving something for free. That notion is
misleading. It is helpful to define the subsidy
concept more explicitly. It is considered from a
broad perspective that a subsidy is an incentive
provided by government to enable and persuade
a certain class of producers or consumers to
do something they would not otherwise do,
by lowering the opportunity cost or otherwise
increasing the potential benefit of doing so. Since
housing is both a consumption and an investment
good, there is a need to use an inclusive definition
of opportunity cost. For a household, lender or
developer, these costs are the yield that they could
have received if they had used the money for other
purposes or at a later time, including a measure of
possible greater uncertainty of future rewards.
In South Africa, earlier subsidy programmes
focussed on mass delivery of fully subsidised
housing, directed towards the poor who earn
below R3500, amongst other criteria. In most cases
these houses have been poorly located, often near
periphery of cities where land is easily accessible
and is cheaper. The fact that some households
choose to live in informal settlements, slums and
5
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efficiently and to consider infill and developments, but the current design does not incentivise prioritization
of infill and development housing projects. There are numerous sectoral grants within the built environment
administered by different spheres of government and departments and subjected to different conditions and
reporting framework. These grants include for example, Housing and Human Settlements Development grant
and Urban Settlements Development Grant under the NDHS, Municipal Infrastructure Grants administered
by the Department of Cooperative Governance, Integrated National Electrification Grant under the
Department of Energy. The common purpose of these grants is to provide sustainable human settlements
with the necessary basic infrastructure but are currently fragmented. Housing subsidies are known to have
long waiting lists for beneficiaries as there are several processes involved in housing development.

6. Pension Backed Housing Loans
Pension Backed Housing Loans (PBHL) are an alternative form
of housing finance where a loan is secured by the member’s
retirement fund savings instead of a mortgage bond. The
Pension Funds Act 2007 allows employees to use their
retirement fund credits as security for mortgages on existing
or new property, with the option to ‘self-build’ or improve
existing dwellings. The Pension Funds Act allows for a
pension-backed home loan against one’s retirement savings.
An agreement between the pension fund and their employer
needs to be established. The loan can be used to buy vacant
land, build a house, improve a current home, use as a deposit
or towards bond registration costs and fees. One must also be the
owner of the property. The loan amount depends on how much one
has saved in their retirement fund, and how much they can afford. The
loan value they borrow against their retirement savings is based on
the rules as set out by the individual fund.
The advantages of a pension backed loan is that one can use the
loan with a regular home loan as a deposit on a property and
can use a pension-backed loan to buy vacant land, build a house
or improve their current home. They receive favourable interest
rates and fees on their loan which is negotiated with the fund.
Monthly loan repayments are conveniently deducted from their
salary or wages. If the prime rate changes their loan term will
adjust, rather than their repayment amount, unless they are too
close to normal retirement age.
The disadvantages is that this loan can only be used to buy, improve or
repair residential property, or to pay off an existing home loan. One must
own the property to qualify for a pension-backed loan. The loan needs to be repaid by the normal
retirement age, as set out by the fund. Failure to repay the loan, or exiting the fund, retirement savings
will be used to settle the loan, which may have tax implications.
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7. Incremental housing
Low-income groups tend to build their houses
incrementally according to available financial
possibilities, opting for relatively small amounts with
a maximum of 5 years (Smets, 2005). Sometimes
houses are built incrementally as and when funds and/
or building materials become available. Conventional
wisdom associates the idea of incremental development
with low-income households in developing countries.
Planning scholars have suggested that the incremental
development approach also known as progressive
development or auto construction in the literature
persists because, for most low-income households, it is often the best available option, particularly in the
absence of adequate government support for affordable housing or housing finance (Turner, 1976; UNHabitat, 2003). Incremental development approaches allow for the gradual development of a home as a
function of funds, resources, time, and needs. As an ingenious design adaptation, households may start
with a single room and gradually expand and improve their homes, wall by wall, room by room, and floor by
floor. Sometimes they may even add a new housing unit and use the rent they receive to further improve
their homes. Although the incremental development process of affordable housing is often called self-help
housing, self-managed housing may be a more appropriate term, because the incremental development of
homes typically involves labour by both residents and hired workers (Turner, 1982).
Finance for incremental housing options including informal housing finance, housing microfinance,
community-based housing finance, and consumer credit for purchase of building materials. Low/middleincome residential development requires a broad spectrum of credit methods suited to many types of
housing and income levels.

8. Informal Housing
Finance
Informal housing finance encompasses individual
and group savings, fabrication of their own building
materials by households, sweat equity, small loans
from neighbours, moneylenders or pawnbrokers,
barter arrangements and community self-help, and
transfers from family members (Baken & Smets,
1999). Many studies suggest that low/middleincome households join a wide variety of sources to
build their homes.
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9. Housing Microfinance
The main objective of Micro Finance Institutions (MFIs) is to provide financial services to the sector of the
population that is characterised as poor and non-bankable. Up to the late 1990s, MFIs made loans almost
exclusively for micro-enterprise. Since the late 1990s, housing microfinance has increased dramatically.
Housing finance, however, is not always an easy endeavour for MFIs. Housing microfinance has the potential
to serve many middle to low income households. These households may neither want nor can afford a large
long-term traditional mortgage to purchase a developer-built complete unit or unable to access or afford a
loan that enables them to build a complete house at one go. Instead, these households build progressively
and incrementally, by acquiring and upgrading title to a lot, building a makeshift shelter, replacing this
makeshift shelter with permanent materials and expanding it, and lobbying government for services. A series
of small short-term loans can fund the steps in this progressive housing process with payments affordable
to households. Housing microfinance can also be used for reconstructions, repairs or renovations of housing
that may be of substandard.
Housing microfinance:
• Gives low-income earners an opportunity to improve their housing circumstances.
• Enables lenders to extend lower down market, creating new clients for possible future cross-selling.
• Offers income generation opportunities to support sustainable livelihoods.
• Encourages home improvements and gentrification towards sustainable human settlements.

10. Community-based
housing finance
Typically, individual loans to family’s best finance
house construction. However, many aspects
of incremental residential development from
acquisition of a land parcel for subdivision
to provision of communal infrastructure and
services frequently involve many households in
a common enterprise. Government upgrading
programs typically subsidize a portion of the cost
of basic services in well-established low-income
neighbourhoods but lack sufficient funding to
cover much of the need. Community-based housing
finance groups can help resolve this problem.
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11. Consumer credit for purchase of building
materials
Consumer credit for the purchase of building materials is when households select the place where they buy
construction materials by taking mainly into account the price, method of payment, store brand, and the
distance of the store from their house. Many pay for their building materials by cash, but serial consumer
credit for building materials is on the rise. Here, microfinance expertise can be brought in through business
alliances with building material retailers.

12. Summary
The current housing demand can be significantly reduced by increasing access to non-mortgage finance
products. Greater attention should be given to expanding the accessibility of lower/middle income
households and those with informal incomes to housing finance. This should be through implementing
innovative strategies that complement mortgages and increase accessibility down-market, to decrease
housing deficits and address the demand for housing. There have been interesting initiatives which include
experiments with alternative housing finance products, risk sharing, and subsidies. Although some of these
alternative housing finance products such as Housing Microfinance (HMF), self-construction finance,
and rental housing finance are still underdeveloped, they are nonetheless a promising area of focus (IEG,
2016). Policy efforts to support housing finance should not be limited to end-user housing financing and
specifically to mortgages, but should be comprehensive for the implementation of the housing value chain
from land purchase, titling, construction, and infrastructure.

Mortgage

Rent-to-own

Subsidy

Pension Backed
Loan
Incremental Housing

• Perceives low-income group as high risks
• Need stable and sufficient income
• Low-income group requires different business model
• Gives time to save for a deposit or to build up credit history
• Extra money paid is not paid back when deciding not to buy
• Beneficiaries do not choose locations
• Constrain consumers’ choices
• Long waiting lists and processes
• Need to be an employee of participating funds
irrespective of income bracket
• Allow for gradual development of a home as a function of funds
• Allows to build according to available financial possibilities
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