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Disclaimer: Before using the Russian language version
of the following overheads, the user is advised to check
the accuracy and consistency of the translation due to
the technical content.
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WORKING GROUP SESSION ON HOUSING CONSTRUCTION FINANCE

14 - 16 JUNE 1994
NIZHNY NOVGOROD

AGENDA

and

» to identify the role construction lending should play in housing development;

» to share professional experiences and exchange views on real estate lending in general
and construction lending in particular;

» to identify impediments and what methods and approaches are likely to be successiul;

» to develop action plans to address impediments and to implement promising
approaches to construction lending.

OBJECTIVES OF WORKING GROUP SESSION

Tuesday, June 14, 1994

9:30 a.m.

11:30 a.m.

11:45 a.m.

1:00 p.m.

2:00 p.m.

Session 1.1: OPENING AND INTRODUCTIONS

Officia' Opening and Welcome

Introductions

Goals and Expectations

Working Group Session Objecti*as

Guidelines

Overview of the proposed World Bank loan project

vy v vV v v v

Session 1.2: INTRODUCTION TO CONSTRUCTION LENDING

» Objectives
» A definition of construction lending
» Roles of developers, bankers, and city officials

COFFEE & TEA BREAK

Purpose of a construction lending program
Benefiis of construction lending

Road map for construction lending

Risks and rewards of construction lending

v v v v

LUNCH

» Legal Framework and risk assessment for construction lending in Russia: Panel
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Discussion

2:45 p.m. Session 1.3: MODEL CASE STUDY

v

Introduction to case study, purpose, and objectives
» Construction costing

» Evaluation of equity and assets

» Team work analysis of case study

5:30 p.m. » Discussion of case study
5:45 p.m. SUMMARY AND CLOSURE
» Burning questions
» Feedback and evaluation of the day

» Preview of Day Two and homework assignment

Wednesdav, June 15, 1994

9:30 a.m. Session 2.1: WARM-UP AND REVIEW
» Open forum: questions and answers
Session 2.2: MODEL CASE STUDY

» Presentation of team work
» Discussion

11:15a.m. COFFEE & TEA BREAK
11:30 a.m.  Session 2.3: IMPEDIMENTS TO CONSTRUCTION LENDING

» Identification of impediments
» Steps and strategies to overcome impediments

1:00 p.m. LUNCH

2:00 p.m. Session 2.4: ACTION PLANS FOR IMPLEMENTATION

» Actions and measures to create conditions for construction lending
» Recommendations

3:00 p.m. Session 2.5: LESSONS LEARNED & SUMMARY
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3:30 p.m.

4:00 p.m.

5:00 p.m.

PARTICTPANT EVALUATION OF WORKING GROUP SESSION

CLOSING CEREMONY

[Optional] Individual consultations with working group specialists may be
arranged.

RECEPTION

\,
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* Principal Objectives:

> To share professional experiences and exchange views
on real estate lending in general and construction
lending in particular

» To 1dentify what role construction lending should play
in housing development

» To 1dentify impediments and what methods/approaches
are likely to be successful

» To develop Action Plans to address impediments and to
slement promising approaches to construction lending




e Roles

» Developers package, seek approvals, finance and build
projects; must be willing to borrow at prevailing
interect rates and under the other terms and conditions

» Bankers evaluate credit risk of developers and projects
and provide debt financing; must be willing to manage
risks and lend under prevailing economic conditions

» City Officials establish land use and building guidelines,
review and approve projects; should be willing to
stimulate or encourage housing development by
ensuring land and infrastructure is available at
economic prices




Road Map for Construction Lending

. Developer with a Project Needing Construction Financing

. Bank with Funds Willing and Able to Provide
Construction Financing

. Loan Application Submitted to Bank by Developer

. Loan Review by Bank

. Commitment Letter with Terms and Conditions Issued by
Bank to Developer

. Negotiation between Bank and Developer on Terms and
Conditions of Commitment Letter
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Road Map for Construction Lending

Satisfaction of Commitment Letter Conditions by
Developer

Construction Loan Closing and Initial Disbursement of
Funds to Developer by Bank

Additional Fund Disbursements by Bank to Developer as
Construction Progresses; Bank Monitors Construction
Progress and Quality

Developer Repays Bank Construction Loan Principal and
Interest at Completion of Construction or Sell-Out




The Construction Loan — An Introduction
® Purpose
» To provide the developer with a funding commitment in
a confirmed amount to pay for labor, materials, and
other project-related development costs
* Benefits
» Provide cash to pay for labor, materials, and other

development costs without having to rely on continued
purchase proceeds from buyers

» Help in controlling costs by enabling the developer to
pre-purchase materials




The Construction Loan —— An Introduction
® Benefits (cont’d.)

» Help in centrolling costs by enabling the developer to
complete construction on time

» Provide evidence to buyers that construction will be
completed in a timely manner

» Require developers to conform to established financing
practices




Construction Loan Application Requirements

Project

* Type

>
>
>
>

single-family
multi-family
sale

rental

e J.ocation

>

vV vywyy

City
district
site
aCCESS
services




Construction Loan Application Requirements

® Total Project Cost

»

vVvyVVYy VvV Vv Vv

land

infrastructure

materials

labor

taxes and fees

professional services
administration/overhead

loan interest during construction
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Construction Loan Application Requirements

e Expected Project Sources/Revenues

>
>
>
>
>

>

developer’s equity

buyers’ initial payments
buyers’ installment payments
construction loan proceeds
buyers’ final payments

or

rental payments

e Environmental Issues

>
>
>

ground
air
water

S¢c



Construction Loan Application Requirements

* Governmental and Other Approvals

| 4

| 4
| 4
| 4
| 4

zoning
utilities
design
construction
occupancy

50



Case Study Objectives

To evaluate the advantages and disadvantages of a
construction lending program from a bank’s perspective

To help prepare a preliminary loan application for a
specific project

To evaluate the proposed borrower and the proposed
project for the bank and make a recommendation

To present this recommendation to the bank’s “Loan
Approval Committee”




Team Case Study Objectives
® To prepare actual projects for financing
® To present projects to a “Loan Approval Committee”

® To discuss project preparation and loan application
procedures

° To identify specific recommendations for improving these
procedures
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Construction Lending Risks

The borrower may not have sufficient cash and loan funds
to complete construction

The project may not attract enough buyers at prices that
will cover the costs

The actual rate of inflation in building materials may
exceed projections

The actual rate of interest on the construction loan may
exceed projections

The borrower, due to other liabilities, may become
bankrupt

The bank, due to other liabilities, may fail




Repayment of Construction Loans

Buyers’ deposits, installment, and final cash payments on
pre-sold units

Buyers’ cash payments as units are sold
Developer’s cash payment

Short-term mortgages or installment loans (1-3 years) to
buyers from banks

Medium-term mortgage loans (4-10 years) to buyers from
banks

Long-term mortgage loans (10+ years)




¢ Primary Market
» Residential mortgage loans

» Mortgage loans (or permanent financing) for apartment
buildings, etc.

» Primary lenders also may make land acquisition and
development loans and construction loans




oyl

® Primary Market Participants

» Portfolio Lenders. The money that portfolio lenders use
to make mortgage loans comes from deposits held by
the institution as well as other sources, such as the
Secondary Market. Examples of portfolio lenders
include:

— Commercial Banks
— Savings and Loan Associations
— Credit Unions

» Mortgage Bankers. Mortgage Bankers obtain all of the
money that they use to make mortgage loans from the
Secondary Market.
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* Primary and Secondary Mortgage Markets

» Primary Mortgage Market. Generally, the market in
which mortgage loans are originated; that is, the market
in which funds are lent to borrowers who execute
mortgages as security for repayment of the loan.

Lenders in the primary market may originate loans and
hold them in their own portfolios or sell the loans into
the Secondary Market.




® Primary and Secondary Mortgage Markets (cont’d.)

» Secondary Mortgage Market. The market where
existing mortgage loans and mortgage-related securities
are bought and sold; that is, the market in which
lenders may sell mortgage loans (which they made to
borrowers) to investors or the reselling of mortgage
loans among investors.

® Primary and Secondary Mortgage Market Participants

> Financial institutions can and do participate in both the
Primary and Secondary Markets, originating mortgage
loans, selling them, and buying mortgage-backed
securities collateralized by them.




e Secondary Market Functions

>

Provides liquidity

Reduces the cyclical flow of mortgage capital
Facilitates the distribution of mortgage capital
Reduces the regional variations in the cost of capital
Provides geographic diversification

Links the mortgage markets to the capital markets

-\
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Location

Site acceptable to intended market

e (Good access by roads

Good access by public transportation

Accessible to:

vV vy vVvyyvYyy

schools

shopping

medical facilities

employment centers
recreational and cultural centers
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Credit Information
¢ Financial Condition
» Balance Sheet

— Assets

» cash
real estate
motor vehicles
accounts receivable
personal property
O furniture
O jewelry
» other

po

v

po

v

>

v

po

v
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Credit Information
¢ Financial Condition
» Balance Sheet (cont’d.)

— Liabilities
» mortgages
» loans payable
» accounts payable
» taxes
» other

— Net Worth (total assets less total liabilities)

Bz



Credit Information
» Income Statement
— Cash Flow from Real Estate Owned
— Other Business Income

» Equity in Project

— Land

— Fre-Paid Expenses
» zoning fees » site improvements
» building permits » building materials

» architect’s fees » labor




Negotiable Elements of Construction Loan

¢ Amount
e Term

» Time to construct
» Time to complete sales or leasing

® [nterest Rate

» Fixed
» Floating against an indexed rate

¢ Interest Payments

> Monthly, quarterly, semi-annually, annually
» Capitalized




Negotiable Elements of Construction Loan
* Fees to Bank

» Application
» Commitment
» Servicing

» Other

e How Fees Are To Be Paid

» Up front
» Pro-rated on a scheduled basis

» Paid from loan proceeds
» Other

¢ (Guarantees




Commitment
¢ Purpose and security
® [.0an amount
° Interest rate
¢ Maturity
e EXxtension options
¢ Repayment conditions

¢ Requirement for loan closing




Commitment
®* Documents required:

» Note/obligation

» Mortgage

» Construction loan agreement
» Assignment of contracts

e Fees and expenses

* Disbursement terms and conditions

* Date by which commitment must be accepted
® Date by which ican must be closed

¢ Insurance requirements

e Title requirements




Commitment
e Environmental matters
* Survey
* Governmental approvals and permits

e Utilities




Environmental Issues
e Soil

» On-site
» Surrounding area

© Air
e Water
¢ Building




Loan Budget

CATEGORY | PROJECT COST | EQUITY LLOAN

Land $ $ $

Direct/Hard
Costs

Indirect/Soft
Costs

LLoan Fees
Interest




Risks and Rewards
¢ Developer
» Risks
— Loan amount insufficient to complete construction

— Bank does not approve work and refuses to advance
funds

— Interest rate increases
— Sale proceeds not sufficient to repay loan

— Exposure for interest and principal
— Failure of lender (U.S.A.)




Risks and Rewards
¢ Developer (cont’d.)
» Rewards

— Greater certainty and efficiency in development
process

— Known source of funds to build project

— Builder does not have to rely on periodic
contributions from purchasers of homes to continue
construction

— Builder deals with fewer sources of funds (one bank
as opposed to many buyers)




Risks and Rewards
e Banks

» Risks
— Builder unable to complete project
— Builder’s cost estimates incorrect
— Builder becomes bankrupt

— Units don’t sell or buyers cannot obtain funds to
close

— Sale proceeds not sufficient to repay loan




Risks and Rewards
e Banks

» Rewards
— Income from interest and fees
— Customer relationship leading to other business

— Recognized as helping community develop by
financing construction proijects

— Can provide mortgages for home buyers




Worksheet #1
Total Development Cost Budget
- Project Name
Number of Units

% of
Cost_Category Total Cost

Land _

Construction Costs
(Hard Costs)

Shell e
Finish .

Development Costs
(Soft Costs) -

Builder’s Profit -
Required Sales Revenue 100 %

Q
o
w
—t

i

NOTE: The Development Costs above do not include
construction loan interest or financing fees associated
with the construction loan. These costs would need to
be added.




Worksheet #2
Sources of Funds for Total Development Costs

% of Total
Source of Funds Construction Funding

Builder’s Equity and/or
Landowner’s Equity

Buyers’ Installment Payments
Bank Construction Loan

TOTAL 100%




e | J1aBHBIE IIENIN

» OOMeH NpodecCHoHAIBHEIM OIBITOM ¥ B3TIISIAMU
Ha CCyIbI Ha HEOBUXKUMOCTDH BOODIIIE M CCYIbI Ha
CTPOUTEILCTBO ¥ PA3BUTHE B YACTHOCTH

» OrpeniesieHre poIn CCylI Ha CTPOUTEIHLCTBO B
Pa3BUTUM KUJIUITHOTO CEKTOPA

» OmpeneneHus NpensSTCTBUN HA IYTH Pa3BUTHS U
METOJIOB/TIONXO0B ¢ HAMOOJIBIIIEN BEPOSTHOCTEIO
yciiexa

» Paspabotka IlnaHOB IENCTBUI C LIETEI0 YCTPAHEHMS
IIPENSITCTBUY K BHEIPEHMNS B chepy ccym Ha
CTPOUTEIILCTBO OOCUIAIOIINX METOHLOB/TIONXO0IOB




e Pomau

> IlakeT CTpPOUTENBHBIX OO0BEIUMHEHU, YTBEPKICHNUS,
IPOEKTHI MO (PMHAHCUPOBAHUIO W CTPOUTEILCTBY;
JOJIZKHBI OBIThE TOTOBBI MOJIYYATh CCYIbI IO
JOMUHUPYIOIIYE B JaHHBIM MOMEHT Ha DHIHKE
IIPOIIEHTHI, 4 TaK>Ke Ha IPYIHUX VCIOBUIX

» baHKU OLleHMBAXOT CTEIIEHL PUCKA HAHHOTI'O
CTPOUTEIBHOI'0 OOBEOINMHEHUS M IIPOEKTa U
IIPETOCTABIIAIOT JOJIr0BOe (hbUHAHCHPOBAHUE;,
JOJIXKHBI OBITh TOTOBBI UATH Ha HEKOTOPBIN PHCK U
IIPEIOCTAaBIISATh CCYAbl HA JOMUHHUPYVIOIINX B TaHHBLIH
MOMEHT Ha PBIHKE VCIOBUIX




® Poau (cont’d.)

» l'oponckvie YNHOBHUKH ONIPENEIISTIOT XapakKTep
3€MJICIIONIb30BAHMSI 1 OCHOBHBIC HAIIPABJIEHUS R
CTPOUTEJILCTBE, MIEPECMATPUBAIOT U YTBEPKIAIOT
IIDOCKTHI; JOJI2KHBI OBITh T'OTOBBI IIOOIPATDH U
CTYMYJIAPOBATh PAa3BUTHUE KUIIHIITHOTO CEKTOPA
IIOCPEICTBOM CO3HaHUAI rapaHTHUHN OOecCIIeueHUd
3eMJIed UHDPACTPYKTYPOU II0 DKOHOMUUECKUAM
IIeHaM




JlopozkHast KapTa IS CCYI HA CTPOUTEIILCTBO

CrpoutenibHOe 0ObenuHEHNE ¢ (PUHAHCUPOBAHKIEM
IIPOEKTA CO CTPOUTEIIbHLIMHU IIOTPEOHOCTSIMHU

baHKM, rOTOBBIE W MMEIOIIINE BO3MOKHOCTD
00ecIeunuTs GUHAHCHUPOBAHUE CTPOUTEILCTBA

3asiBKa Ha CCyny, mMOHaHHAas B OAHK CTPOUTEIbLHBLIM
OO beINHEHNEM

H3yyeHne ccynpl OAaHKOM
ITnceMo, comepxkariiee yCIOBUS U 0093aTeIbCTRA,

BBINYIIIEHHOE OaHKOM M NEepeJaHHOE CTPOUTEIHHOMY
00 BLEMMHEHUTO




,HOpO}KHaH KapTa IJisdd CCyld, Ha CTPOUTECIHBCTBO

IleperoBopsl MexKy OAHKOM U CTPOUTEIbHBIM
OOBEIMHEHUEM 00 VCIOBULX M 00S3aTEIbCTBAX
TaHHOI'O IMUCHMA

YIOBIETBOPEHNE CTPOUTEIHHON KOMIIAHUH ITHCHMOM,
COIEPKAIlM YCIOBHUS U 00543aTeILCTBA

dunanbHag cranusa ohOpMIIEHHS CCYIbI Ha
CTPOUTENLCTBO M MEPBUYHAS BBINAYA CPEICTB
CTPOUTEIBLHOMY OOBENNMHEHUIO 0aHKOM



http:coAepx.au
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JIOPO}KHa}I KapTa JJIsd CCyld Ha CTPOHUTCIILCTBO

HomomHuTebHAS BhITaya CTPOUTEILHOMY
OOBEIMHEHUIO CPEJICTB CAaHKOM II0 MEpe Xoja
CTPOUTENbCTBA; MOHUTOPMHI OaHKOM XOIa
CTPOUTEJILCTBA U €r0 KauecTBa

ITo 3dBEPIICHUIO CTPOHUTEIBCTBA WJIIH IIPOIaZKe
CTPOMUTEIIBHOEC O6'B€JII/IH€HI/I€ BBIITJIaYUBACT 6aHKy
OCHOBHYIO CCyny Ha CTPOUTEILCTBO C IIPOIIEHTAMU




\\

Ccyza Ha cTpoUTENLCTBO — BReneHue
® [lenn

» O0ecneuyuTh CTPOUTEIbHOE O0LearHEeHHEe (hOHIOBLIM
00513aTEIILCTBOM B YTBEPKIEHHOM pa3Mepe C IebIO
OILIATHI 34 TPYH, MAaTEPHUAIIbI U JIPYTHE PACXOIbI IIO
IIPOEKTY

e [IpeumymniecTna

» OOecnevyeHre HAJIMYHOCTBIO, UAYIIEH HA YILIATY
Tpylla, MaTepHuallioB U IPYIUX PACXOIOB IIO IIPOEKTY,
O0CBOOOXas ce0sI OT 3aBUCUMOCTH OT IIOCTOSHHOII
IIPUOBIIM C IPOJAKY ITOKYIIATEIISIM

> Cogencrsve B KOHTPOJIE II€H IOCPEeICTBOM
00€eCIIeUeH I CTPOUTEIHLHOM KOMITAHUHT
BO3MOXKHOCTBLIO IPUOOPETAaTh MATEPUAIIBI II0
IIPEIBAPUTEIILHON IOTOBOPEHHOCTH




Ccyna Ha cTpouTenbCTBO — BBeneHue
* JIpeumymecrsa (cont’d.)

» ColercTBHE B KOHTPOJIE IEH IMOCPEICTBOM
oOecreuyeHUs CTPOUTEIBHON KOMIAHUU
BO3MOKHOCTBIO 3aKOHYUThH CTPOUTEILCTBO B CPOK

» OOecnevyeHue MOKyNaTeIedl TOKA3aTEIbCTBAMU TOTO,
YTO CTPOUTENLCTBO OYIET 3aKOHUYEHO B CPOK

» 3aCTaBJISET CTPOUTEILHBIE KOMOAHUHN OTBEYATH
YCTaHOBIIEHHBIM TPEOOBAHUSM CYIlECTBYIOIIIEH
IIpakTHUKe GUHAHCUPOBAHUA




TpeboBanMs, IpeXbABIIEMBIE K 3aIBKE
Ha CTPOUTEIBLHYIO CCYLRY

IIpoexT

o Tum

» OIOHOCEMEUNHBIN
MHOI'OCEMENHBIN
opogaxka
apeHIia

v vy

o CCTOHAXO02KIOECHUEC

ropoJ

parioH
OKPECTHOCTD
IOCTYIHOCTD
OBITOBBIE VCIVIU

VVVVVZ




TpeboBaHUS, IPEeNbIBIIEMbIE K 3asIBKE
Ha CTPOUTEIBHYIO CCYLY

e (OOwmIasi CTOUMOCTL IIPOEKTA

>

vV vy VvV Vv vy VY

3CMUIIA

NHOpacTpyKTypa
MaTepUaJbl

TPYX

HAJIOTW W HOIIJINHEI
IIPOdECCUOHATIBHbBIE YCIYTH
aIMHUHUCTpAINsI/HAavuaJlIbCTBO
IIPOIIEHTHI CCYABI HA CTPOUTEIHLCTBO

Db



TpeboBaHHS, IpeNbABISIEMBbIE K 3aSIBKE
Ha CTPOUTEJILHYIO CCYLY

e Jlpenmnosraraemeie IpoeKTHbIE GMHAHCOBBIE
NCTOYHUKY/ICXOIEI
» COOCTBEHHBIM KaIlUTaJI CTPOUTEIHLHOTO
O0OBbEeNUHEHU
IIEPBUYHBIE B3HOCHI ITOKYyHIAaTENEH
3aJaTKH IIOKyIIaTeneu
IIOCTYILIIEHUSA I10 CTPOUTEILHOM CCyIe
OKOHYAaTeJIbHAas IlJaTa IIOKYIIaTeJIen
1581051
> IIjIaTa 3a apeHny

vV vyvVvyy

e Bompochl PKOJIOTHA
> 3eMIId
» BO3IYyX
» BOIa

vad



TpeboBanus, IpeNbABIIEMBIC K 3asBKE
Ha CTPOUTEILHYIO CCYLY

® YTBepXKIeHUE IIPABUTEILCTBOM U HPYTAMU
rOCyJapCTBEHHBIMU OpraHaAMU

>

>
>
>
>

30HHUPOBaHHE
KOMMYHAaJbHBIE YCIYTH
IIPOECKT/IN3allH
CTPOUTEJILCTBO
3aHATOCTD

od



SATJAYHN U3YUEHWU S TTPOEKTA

OLeHuTh IPEeUMYIIECTBA U HEJOCTATKHA IPOrDAMMEBI
CTPOUTENBLHON CCYIBI C TOUKU 3pEHUI OaHKa

IloMoub B IOATOTOBKE IIPENBAPUTEIHLHOMN 3asIBKE HA
CCYHY Ha OTIEJIbHbBIN IPOEKT

OueHnTs KaHIUAATYPY IPEnIIoIaraeMoro MOJDKHUKA 1
CaM IPENIIoara€MbIN IIPOEKT U NATh

COOTBETCTBYIOIINIE PEKOMEHIAIINM

IIpencraBuTh JAHHBIE PEKOMEHIAIIMU OAHKOBCKOMY
“KoMurery 110 yTBEpKIEHUIO CCYIbI”




3ATAYU U3YUYEHHUSI KOMAHIBI ITIPOEKTA

I1ogroToBUTE TaHHBIM MPOEKT K (DUHAHCHUPOBAHMIO

OcyIecTBUTE IIpe3eHTanuo npoekra “KomureTy mo
VTBEPXKICHUIO CCYIbI”

OO6CcynuTh mpouecchl MOATOTOBKY IPOEKTa M MONAYH
3asIBKH Ha CCYIY

OnpenennTs KOHKPETHBIE PEKOMEHIAIINT 10 OKA3aHNIO
COIEHCTBUS TAaHHBIM IIpolLlecCaM




PHUCK CCYIbI HA CTPOUTEIILCTBO

HOJI}KHI/IK MO2KET HE O6JIaJIaTI) JLOCTATOYHBIM KOJIMYECTBOM
HAJINYHOCTHU M CPCIACTB IO CCYIE TOCTATOUYHBIX HJISL
3dBCPIICHU A CTPOUTEILCTBA

HpOeKT MO2KE€T HE€ IIPUBJICYb NTOCTATOYHOE YMCIIO
IIOKYyIIaTeJIen II0 OCHaM, IIOKPBIBAIOIIINM BCE 3aTPAaThI

JeNCTBUTENBHBIN IIPOIEHT UHOISINN B 00JIACTH
CTPOUTEJIBHBIX MaTE€PUAIOB MOKET IIPEBBLICUTD
IIpeIIIoIara€MbI IIPOEKTOlv:

HGIXCTBHTGHLH&E IIPOCHTHAA CTaBKa Ha JAaHHYIO
CTPOHUTEJIbHYIO CCYOY MOZXKET IIPEBBICUTH IIPpCAIIOJIaracMyro

HOKHUK, B CBA3U C MPOYUMHK 00A3aTEIHCTBAMY, MOKET
OOBSIBUTL O2HKPOTCTRO

baHK, B CBSI3W C IPYTUMH 00513aTEIHCTBAME, MOKET
0Ka3aThbCS HECOCTOITEIbHBIM




BBIIINIATA CTPOUTEJIIBHOW CCYIBI

- Heno3uTel moKyIIaTened, 3a1aTK ¥ OKOHYATEIbHEIE
CYMMY IJIATEXEHN IIPU IPEN-TIPOIaKe KUIIBIX €IMHUII

BBIIIaThl HAIMYHOCTU TOKYIATENEH B CIydae
OKOHYATEJIbHOM IIPOJAKM KUJIBIX €IUHUIL

BrImIaTel HATMYHOCTHA 3aCTPOMIIINKOM

KpaTkocpoyHbIe CCyIbI IO HEIBUXKKUMOCTD MM CCYIbI
Ha 3anaTok (Ha 1-3 roma), mpenocraBisgeMble OAHKOM
IIOKYIIATEISIM

CpenHecpoYyHbIe CCYAbI ION HEMBUKMMOCTE (4-10 JIET),
IIpEROCTABIIAEMbIe OAHKOM ITOKYIIATEIISIM

HonarocpouHbie CCymbl IIOL HEIBHUKUMOCTD (10 jgeT n
BBIIIIE)




e OCHOBHOM PBIHOK
» CCYIbI HACEJIEHUIO 11O HENBUKVMOCTE

» CCYIBI IO HEOBVKYMOCTD
(IIOCTOSIHHOE ®UHAHCUPOBAHUE) HA
KBAPTUPHLI, 3[AHUS U T.II.

» OCHOBHBIE SAUMOIATEIIN TAKJKE MOTYT
ITPUOBPETATDH 3EMJIIO B COBCTBEHHOCTS,
IIOJIYYATE CCYIbI HA 3ACTPOVKY 3EMIIU U
CCYIbI HA CTPOUTEJIBCTBO




e OCHOBHBLIE YHACTHHKMU PBIHKA

» IIOPT®EJIb BAUMOIATEJIEN. CPEICTBA,
HNCIIOJIb3YEMBIE ITOPT®EJIEM
BAMMOIATEJIEV HA CCYIBI 11O
HEIIBU2KMMOCTD, IIOCTYITAIOT U3 ®OHIIOB
IIPEOITPUSTUN, A TAKXKE IPYTUX
HMCTOYHHNKOB, TAKNX KAK BTOPUYHBIN
PbiHOK. HPI/IMEPH IIOPT®EJIA
SAUMOIATEJIEU BKIIIOYAIOT:

— KOMMEPYECKUE BAHKH

— CBEPETATEJIBHBIE U TOJITOBBIE
ACCOIHAIIUN

— KPEJIUTHBIE COIO3bI




e OCHOBHBIE YHACTHHUKU PBIHKA (cont’d.)

» BAHKWPBI CCYI IO HEIBUKMMOCT.
BAHKUPBI CCYI{ IO HEIBUKMMOCTD
ITOJIYYAIOT BCE ®OHIIbI, UCIIOJIb3YEMBIE
HA MPEJOCTABIIEHUE CCYII 10

HEIBUZKMMOCTD, U3 UICTOUYHUKOB
BTOPUYHOI'O PBIHKA.

Cm‘f"b{



e OCHOBHBIE 1 BTOPUYHBIE PBIHKH CCY] I1O1
HEIIBU2KUMOCTD

» OCHOBHOMU PHIHOK CCYI ITOIT
HEIOBUM>KMUMOCTL. B OCHOBHOM PBIHOK, U3
KOTGPOT'O U3BJIEKAIOTCS CCYIOA. TO ECTh
PBIHOK, B KOTOPOM CPEICTBA ITAIOTCH B
IIOJIT JIMIIAM, KOTOPBIE ITPENOCTABIISIIOT
HEIBUZKHNMOCTH B KAUECTBE 3AJIOTA B
TOM, 4YTO IOOJIT BYIET BBIITJIAUEH.

SAUMOIATEJIM B OCHOBHOM PLIHKE MOTYT
COBHUPATDH CPEINCTRA C TEM, UYTOBEI
HEP2KATD UX B CO3JAHHBIX UMU
IIOPTO®EJIAX WU ITPOIABATE CCYIOBI HA
BTOPUYHOM PBIHKE.




* OCHOBHBIE M BTOPUYHBIE PbIHKH CCYI I10]1]
HEIIBU2KMMOCTH (cont’d.)

» BTOPUYHBIN PLIHOK CCYJI IO
HEJIBUSKMMOCTD. PRIHOK, B KOTOPOM
[TPOIJAIOTCS U TTOKYIIAIOTCSI
CYIIECTBYIOIIWE CCYIbI U IIPOYUE
[EHHBIE BYMAIH, CBSI3BAHHBIE C CCYTAMU
IO HEOABUIKNUMOCTD. TO ECTh PbIHOK, B
KOTOPOM 3AUMOIIATEIIN MOTYT
[TPOJTABATD CCYIIBI IO HENBUSKUMOCTD
(KOTOPBIE IPEIOCTABJIISIOTCS
KPEOUTOPAM) UHBECTOPAM WU
[IEPEIIPOIIABATDH CCYIIbI O]
HEJIBUKMMOCTD CPEIIY MHBECTOPOB.




Cerid

* YHACTHHMKHX OCHOBHOI'O 1 BTOPUYHOTO
PHIHKOB

» G®MHAHCOBBIE YUPESKIIEHHUS MOIYT 1
YYACTBYIOT KAK B OCHOBHOM, TAK 1 BO
BTOPUYHOM PBIHKAX, CO3IIABAS ®OHIIbI
CCY]I I10J], HEOBUSKMMOCTD, ITPOIABAS UX,
[TOKYIIASI IIEHHBIE BYMATH,

TAPAHTUPYEMBIE HEIBUKHUMOCTBIO B
BUIIE 3AJIOTA.




e DYHKIIMHW BTOPUYHOI'O PBIHKA

>

>

OBECIIEYEHUWE JIMKBUIIHOCTHU

COKPAIIEHHME ITUKIIMYHOCTU KAIIUTAIJIA
CCYI IO HEOBU2KMMOCTD

COEVCTBUE B PACHIPENEJIEHUU
KAITMTAIJIA CCY[ IIOJI HEIBU>KVMOCTH

COKPAIIEHUE PETUOHAIJIBHBIX PA3JIMUUN
B CTOUMOCTHU KAIIMUTAJIA




e ®YHKIIMHW BTOPUYHOI'O PBIHKA (cont’d.)

» OBECIIEHEHHMWE BO3MO2KHOCTBIO
I'EOI'PAOUYECKHU PASJIMYHBIX
KAIIMTAJIOBJIOZKEHHNU

» CB3b PBIHKA CCY]I ITOO HEIBU>KMMOCTbD
C PBIHKAMHA KAIIUTAIJIA




MECTOIIOJIO2KEHHUE

MecTonoioxxenue mpuemMiIeMoe s IIPEeNnoiaraeMoii
KOMMEpPUYECKON pealn3alnuu

CBOOOIHBIN MONCTYII JOPOT
Hannyue o01L1ecTBEHHOTO TPaHCIIOPTA
HocTyn K:

IIIKOJaM

Mara3muHaM

MEIHIMHCKAM YVUPeXKICHUASIM
OCHOBHBLIM MecCcTaM paOOThbI
LIEHTPaM KYJIbTYPBI U OTIhIXA

vV vy vY




WHPOPMANWA OJIA ITOJIYUYEHU A KPEOUTA
e D THAHCOBOE COCTOSHHUE
» bajmanc

— AKTUB

» HAJIUYHBIE

» HEIBUXKUMOCTD

» aBTOMOOUIIN

» accounts receivable

» JUYHASI COOCTBEHHOCTD
O Me0elIb
O IparoleHHOCTH

» IpyTHUe




NMHOOPMALMA IJIA TIOJIYYEHUSI KPEIUTA
e PDUHAHCOBOE COCTOAHUE
» bamanc (cont’d.)

— Jlaccus
» CCYIbI OO HEIBUXKHUMOCTD
» CCYIIbI, IIOJIJIesKalllfe BhIILJIATE
» CUETa, IMOIJIeKAIIINe OILIATeE
» HAJIOTHU

» JPYIruc

— HToro B Hamnumm (OOIIUI aKTUB 3a BBIUYETOM
I1aCCHUBA)




MHOOPMAILINA IJISI ITOJIYUEHU S KPEIIUTA
» IloJoxkeHue o moxonue

— JIOoTOK HaIMYHOCTH CO BJIaleHUI
HEIBUKHNMOCTBIO

— Hpyrue nejloBBIE ITOXOMIbI

» CoOCTBESHHBII KaIlMTal B IIPOEKTE

— 3eMid
— llpen-ommnaueHHrle pacxombl
» TEpPPUTOPUATILH » padoTa II0
bI€ ITOLIINHEI YCOBEPIIIEHCTBOBAHU
» pa3peIleHus Ha 10 CTPOUTEILHOM
sIaHue ILIOIIAIKH
» CTOUMOCTD » CTPOUTEJIIbHEIE
APXUTEKTYPHOTO MaTEPHAIIE]

iIDOEKTAa » TPYII




DJIEMEHTbBI, YTOUHAEMBIE B ITPOIIECCE
IIEPET'OBOPOB 11O CCYIE HA CTPOUTEJIBCTBO

* CYMMA
e CPOK

» BpeMsd Ha CTPOUTEIBLCTBO

» CTOK 06 BpE€MEHM OKOHYATEIILHOM OPONAaKy HIIU
apeHIIbI

e [IPOIIEHTHAA CTABKA

» DurcupoBaHHAT
» [limaBaroiass OTHOCHUTEIBFHO MHIEKCOBOM CTABKY

e BBIIIJIATA ITPOIIEHTOB

» ExXeMecsa4YHO, TOKBapTallbHO, pa3 B IOJ-TOJA,
e3KETrONHO

» KanmranmsmpoBaHHBIE




OJIEMEHTDI, YTOUHAEMBIE B ITPOIIECCE
IIEPEI'OBOPOB I10 CCYIE HA CTPOUTEJIBCTBO

°* OILITATA YCIIYI' BAHKY

PaccMoTperune 3asiBiieHUS

IIpusgaTHEe perneHusd
Ycnoyru

>
>
>
» Ilpyrue
CIIOCOb OIIITATHI YCIIYT

Boepern,

>
> B yCTaHOBJIEHHOW pacIHCAHMEM IIPOIIOPITHH
» C IIOCTYILIEHHH IO CCyHe

> Ipyrue
e TAPAHTUN




W\

IIPUHATHUE PEILIEHU S
e ]lenp M 0O6ecIeYeHHOCTD
e CyMMa CCYIBI
e [IporenTHAS cTaBka
e CpOK IoralileHus
® BO3MOXKHOCTE IIPOIJICHUS
® YCJIOBUS BBLIMJIATEI

® TpebGoBaHUS K BBIIAYE CCYIIbI




IPUHATUE PEINIEHU A

e OOs3aTelIbHbIE TOKYMEHTHI:

» Ionrosast pacmmcka/o0uranus

» Ccyla mon HEOBUKUMOCTD

» CornaiieHue 0 ccyle Ha CTPOUTEILCTBO
> Ilepemaya KOHTpakTOB

® Pacxonnpl ¥ NONIIHNHBI

® YCIOBHS BbITAYM IIOJTra

® llaTa, 10 KGTOPOM peIIeHHe TOJKHO OBITh IMPUHSITO
e JlaTa, 1O KOTOPOM cCyIa MOJKHA OBITH BBIIAHA

o TpebOoBauusI cTpaXxOBaHUS

® TpebOBaHUS IIO BIANECHUIO




IIPUHSATHUE PEIEHU A
OKOJIOTUYECKHE BOIIPOCHI
HccaenoBanusa

I OCYOAapCTBCHHBIC YTBEP2KIACHUS U pa3pellecHUus!

KoMMyHaIbHBIE YCIYTH




DKOJIOIT'MYECKHUE BOITPOCHI
e [IOYBA

» Ha cTpouTenpbHOM IIoianke
» Ha npuneraroniern TeppUTOpUHA

e BO3MYX
| e BOIIA
e 3[IAHYE




BIOIKET CCYIBI

COBCTBEH
CTOUMOCTSB HBIN
KATEI'OPUSI [TPOEKTA KAITUTAIT | CCYIA
3eMs $ $ $
[Ipssmasi/TBepnas
CTOUMOCTD
Kocseunas/
MSTrKas
CTOUMOCTD
Loan Fees
IIpo1ieHTHI
$ $ $




PACK U BOSHATPAKIIEHUE

e CTPOUTEJIb

>

PUCK

— CyMMa KpeIHuTa HeTOoCTATOYHA IJIS 3aBepIIIeHHS
KOHCTPYKIINH

— baHK He npuHEMaeT paboTy U He IIPegOoCTABISET
CpelcTBa

— YBeIMUyeHHe NpPOIECHTORB

— HOCTYHJICHI/IH C IIPOIA2KHW HEOOCTATOYHBI IJId
BbIIIJIATHI OOJIra

— PackpeITHe IPOLIEHTOB M OCHOBHOM CYMMBI IOJTa

— HesBpImonHeHne 3auMoIaTeIeM CBOUX
0043aTelILCTB




PUCK Y BOBHATPASKIIEHUE

e CTPOUTEIJIbD (cont’d.)
BO3BHAT'PASKIEHUE

>

boinbpluas Hane:KHOCTH U 3 dHEKTUBHOCTD B
IIpo1eCcCe 3aCTPOUKU

H3BecTeH UCTOUYHUK (DOHIOB Ha CTPOUTEIBLCTBO
IIPOEKTA

CTpOI/ITCHB HE IOOJI2KEH II0oJIarathCs HAa
INEPUOONYECCKHNE BKJIAObI IIOKYIIATEJIIEN DOMOB Ha
IMIPpOINOJI2KEHHNE CTPOUTEIIBCTBA

CTpoUTENb UMEET NEJIO0 C MEHBIIIUM YHUCIOM
HCTOYHUKOB (PUHAHCHPOBAHUS (ONUH OaHK IIO
CPaBHEHHUIO C OOJIBILIMM YHUCIIOM IIOKYyIATeert)




PUCK U BOGHATPAKIIEHUE
e bAHK
» PUCK
— CrpouTeNs HE B COCTOSTHUHU 3aBEPIINUTDH MPOEKT

— PacxopmHas cMeTa cTpouTENd 0Ka3ajach
HEIIpaBHUJIbBHON

— Crpourensb 00BLSIBISIET OAHKPOTCTBO

— KBapTI/Ipr HC IIPOHAIOTCA HMJIU IIOKYIIATECJIbh HE
MO2KCT IIOJIYYHUTH CpelIacTBa

— IlocTynnenun ¢ npomaky HETOCTATOYHO IJIS
IIOTallIeHUS O0JIra




PUCK U BOSHATPAKIIEHUE
e bAHK
» [IPEUMYIIECTBA
— JloXox ¢ IPOLEHTOB U MIIATHI 34 YCIYIU

— B3auMOOTHOIIEHUST ¢ KIIMEHTOM BedyT K
IIPOOOJKEHUIO JEIOBLIX OTHOILEHUI

— HpI/IBHaHI/Ie COJIEHCTBUS HACEJIEHUIO B PAa3BUTHUU
IIYTEM d)HHaHCI/IpOBaHI/IH CTPOMUTCIBbHBIX IIPOCKTOB

— MoxkeT 00ecneyuTh CCYIbl MO HEIBHUXKXHUMOCTD
IUTS JIML, TTOKYIIAIOIMUX HoMa




PABOYUH JIUCT Ne1
brogxeT 001IMX pacXxoIoB Ha CTPOUTEILCTBO

HazBaHue nmpoexra

KonnyecTBo KBapTUp

% OT
Tun pacxona CToMMOCTEL 00IIEeN CTOMMOCTH
3eMisd
Pacxonbl Ha CTPOUTENLCTBO
(TBepmast CTOUMOCTD)
OcHOBHOE
COOpY:KEeHHE
OTnenka L o
Pacxomp! 1o 3acTpouke
(Msrkast CTOMMOCTD)
IIpubp1Ib cTpoUTENS
HeoOxonumelie
IIOCTYIIJIEHU S
C IIpOIaXH 100%

I[IPUMEYAHHUE: IlpuBeneHHbIe BbIIIE pacXOIbl
Ha CTPOUTEJILCTBO HE BKJIIIOYAIOT MPOIEHTHI U
CTOMMOCTbD YCJVYT II0 CCyIe Ha CTPOUTEJILCTBO.
IlaHHbIE PAcXodbl JTOJXKHbBI ObITH TOOABJIEHBI.




PABOYMU JIUCT N22
UCTOYHUKHN PMHAHCHUPOBAHU A
OBIIINX PACXOIOB I10 3ACTPOUMKE

% OT 0OLIETO
UcTtouyHUK bHUHAHCUPOBAHUS HA
bUHAHCUPOBAHUS CTDOUTEIBCTBO

Co6¢cTBEHHBIN KalluTal
CTPOUTENSI/COOCTBSHHBIN
KaluTal 3eMJIeBIajienblia

Bxnanw! mokymaTens

Ccyna ©0aHKa Ha CTPOMTEIBCTBO

HUTOI'O 100 %
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THE PETROGRAD PROJECT: THE BEGINNING OF A CONSTRUCTION LENDING
PROGRAM AND SUCCESSFUL RELATIONSHIP?

The bank

Mr. Makarov, a senior lending officer at a major St. Petersburg bank,
was at work in his office preparing a memorandum to the bank's
president. The purpose of the memorandum, which is due no later than
June 20, 1994, is to make recommendations on the two following

questions:

1. Should the bank initiate a construction lending program for
residential projects? What would be the advantages and
disadvantages of such a program for the bank?

2. How might the bank respond to Nikita Smoliak's preliminary

loan application for a construction loan for a proposed 150-
unit residential project in Petrograd?

Mr. Makarov found that focusing on Mr. Smoliak's specific construction
loan application request helped organize his thinking of whether or not
the bank should initiate a construction lending program. Although the
bank was generally familiar with construction lending, it did not have an
active construction lending program.

The Developer: Nikita Smoliak

Nikita 3moliak ic an aggressive developer and entrepreneur with a
background in residential construction. He trained as 2n enginear at the
University of St. Petersburyg, where he received his degree in
ccustruction engineering in 1973. Mr. Smoliak has had extensive
development and construction experience as a Vice President at
Stroinvest, now a joint stock company, where he worked on the
development of five eight-story block residential projects with 2 total of
1,100 units. In 1991, Mr. Smoliak left Stroinvest to form his own
development/construction company known as Smoltech Corporation.

Mr. Smoliak capitalized his company with his own savings and a loan from
his family. He also had a financial partner who was willing to invest in
the company in return for a 30% interest in the Smoltech Corporation.

Mr. Smoliak owned the remaining 70% of the company. He has already
been able to pay back the initial capitalization loan from his family .

Since 1991, Mr. Smoliak's company has completed the construction of
eight single family detached homes 1n St. Petersburg. One of these
houses was recently completed for Mr. Makarov's boss, the president of
the St. Petersburg bank. In addition to these single family projects, Mr.
Smoliak had recently completed a forty eight-unit residential cooperative
project in Primovsky district.

The Smoltech Corporation's primary assets are,

Ceésh

Accounts Receivable
Construction Equipment
Land and Real Estate Owned

TOTAL ASSETS _rubles



Smoltech Corporation's total liabilities are:

Accounts Payable
Loan on the Construction Equipment

TOTAL LIABILITIES rubles

TOTAL NET WORTH rubles

NOTE 1: The construction equipment loan is actually from a smaller St.
Petersburg bank where Mr. Smoliak and the Smoltech Corporation currently
deposit their funds. (At the time this case was written, $1 USD = 1900
rubles. )

The Proposed Petrograd Project

The project for which Mr. Smoliak is seeking a construction loan from the bank is
located in Petrograd, one of the prime inner districts within greater St.
Petersburg. St. Petersburg has a population of approximately 5,000,000 persons
and is the second largest city in Russia. The population of Petrograd is
approximately . Petrograd is considered to be one of the more
attractive residential neighk borhoods in St. Petersburg.

The proposed project would be three interconnected buildings. There would be
ten units per floor for a total of 50 units per building.

The site, approximately one hectare, is located in an attractive, quiet
neighborhood with shopping, transportation and recreational amenities nearby.
Adjacent property uses are primarily residential buildings.

The project site can be described as follows: SEE NOTE 2.

NOTE 2: The participant teams are expected to describe the attributes of an
attractive, marketable site for the purposes of this exercise.

The Preliminary Loan Request

Mr. Smoliak and Mr. Makarov had a preliminary discussion related to the proposed
project budget. Given his prior and on-going experience as a general contractor,
Mr. Smoliak felt comfortable with his estimate for the actual "bricks and mortar"
construction cost estimate of rubles for the units. Mr. Smoliak also felt
comfortable with his estimate of rubles for other development costs. However, he
was not as certain about the costs for some of the other budget categories,
particularly infrastructure costs:



TOTAL DEVELOPMENT COST BUDGET

Land & Infrastructure See NOTE 3
Construction Costs (Hard Costs)
Shell
Finish
See NOTE 3

Development Costs (Soft Costs)
(Architectural and engineering
fees, legal fees, taxes,

insurance, marketing, etc.)-: See NOTE 3
Developer's Profit See NOTE 3
Required Sales Revenue See NOTE 3

NOTE 3: The borrower would always be expected to provide these estimates
to the lender. However, for the purpose of this exercise, the reader is
asked to estimate these costs.

Mr. Makarov knows that he would need to have several more meetings with Mr.
Smoliak to resolve questions about the total development cost budget.

Specifically, Mr. Makarov pondered:
1. What value should be placed on the land?

2. How would construction interest and construction loan financing fees
be estimated?

3. What should the developer's profit be?

The Market

Mr. Makarov knows that Mr. Smoliak's ability to pay back the construction loan is
primarily dependent upon the successful sale of the 150 units at sales prices at or
above the projected sales revenues. Although the bank would likely require a
personal guaranty by Mr. Smoliak as well as a corporate guarantee by Smoltech
Corporation, understanding the I’kely market conditions in Petrograd were very
important to Mr. Makarov. In particular, Mr. Makarov would need to know
whether the current strong demand for residential units would continue. He
would also want to know the depth of the current market and whether the type of
project being proposed by Mr. Smoliak is consistent with the projected market.
Mr. Makarov wondered how he could get adequate market information to make a
reasonable assessment of market conditions. As a construction lender, the bank
is dependent upon a successful sales program to "take out" or pay-off the
outstar.ding construction loan balance. Therefore, Mr. Makarov needs to be
knowledgeable about the location, design, quality of construction, and market
demand for “he proposed project.

Construction LLending Program: Advantages and Disadvantages for Developers and
Banks

All of Mr. Smoliak's prior projects had been financed through a combination of his
own equity, landowner equity in the form of land development righ.s from the
municipality and buyer installment payments. Mr. Smoliak's experience with this



manner of non-bank construction financing had been generally satisfactory but
certainly not perfect. He thought that there might be some advantages to a more
formal, institutionalized bank construction loan program.

Advantages of a Construction Loan Program for a Developer

Reduced Uncertainty

Mr. Smoliak .aght that there would be less uncertainty in the development
process if - arkable bank construction loan program became available. On
several of I. projects, construction schedules had to be revised when buyers
were unable or unwilling to advance funds. Schedule changes were particularly
burdensome and costly once construction was underway. Having a wvalid
construction locan commitment prior to construction start would eliminate this
problem. Knowing that he had a commitment for sufficient funding to compiete the
building would reduce the risks for Mr. Smoliak.

More Efficient Use of Developer's Skills and Ability to Build Larger ProJects

Mr. Smoliak thought that his greatest and most valuable real estate expertise was
in finding sites, assembling development teams, securing necessary regulatory
approvals, and building the project. However, he found that he was spending
more and more of his limited time dealing with buyers to secure the financing
necessary for his projects. When he was doing smaller projects, such as single
family homes or six-unit buildings, the task of dealing with buyers was not as time
consuming. He was now dealing with larger projects and expected to be doing
significantly larger projects in the future. Therefore, negotiating with a single
bank entity as opposed to numerous buyers was potentially a very attractive
alternative .

Establishment of On-going, Efficient Relationships

Mr. Smoliak felt that there would be many advantages to establishing a continuing
banking relationship with Mr. Smoliak's bank. All of his prior projects were
separate transactions. For each of them he had to deal with new investor buyers
to provide construction financing. There was no opportunity to use the
successful relationships established with these investor buyers on future building
projects. However, Mr. Smoliak knew that if he established a good performance
record with Mr. Makarov's bank on the Petrograd project, that future borrowing
from the bank would not only be likely but also easier. The bank would
understand Mr. Smoliak and his corporation's strengths and abilities. Mr. Smoliak
would understand the: bank's review process and lending criteria. Each new deal
would still need to be underwritten as a separate project. However, the existence
of a prior successful business relationship between Mr. Smoliak and the bank
would help simplify aid expedite the lending process. In doing so, the level of
uncertainty would be reduced. Mr. Smoliak was always happy to reduce the level
of uncertainty in his business.

Maximization of Current Market Opportunities

Mr. Smoliak knew that good development opportunities existed today. He was
anxious to use methods of construction financing that could expedite the
development process and allow him to take maximum advantage of current market.
opportunities. Mr. Smoliak felt that the greatest constraint on his continued
ability to successfully develop residential projects was not market demand, site
availability, or internal staff capacity. Rather, the critical constraint was
securing adequate construction financing. The lack of an acceptable lending
program was inhibiting the growth of his company.



Independent Review by Bank

Although Mr. Smoliak was confident of his abilities, the fact that he would have
to submit his design, market and business plans to the bank for review and
approval would encourage an extra level of discipline and care for Mr. Smoliak and
his corporate staff. Having an extra set of eyes raview his project could be
helpful and might result in valuable suggestions made by the bank that could save
Mr. Smoliak from making costly mistakes. The bank would, of course, also monitor
the actual construction of the project. Mr. Smoliak understood that it is critical
for any construction lender that a project be completed within the estimated
budget and in accordance with the bank approved plans and specifications.

Greater Market Deal

Mr. Smoliak thought that his marketing and sales program would be enhanced if
the bank provided construction financing. Potential buyers would feel more
comfortable knowing that the bank had reviewed and approved his project.

The bank's construction loan commitment might be viewed as a sign of
endorsement. Also, the bank's large depositor base might be a source of
potential buyers. Both the bank and Mr. Smoliak shared a common interest in
having a successful sales program.

Greater Credibility with Material Suppliers and Subcontractors

The bank's commitment might also enhance Mr. Smoliak's ability to negotiate
with building material suppliers and subcontractors. The certainty of
construction funding availability would be important to both of these entities.

Shorter Construction Period

Mr. Smoliak thought that the banks might also help solve a critical problem faced
by him and other developers: the timely delivery of construction materials.
Because of the long lead times required for certain materials, particularly pre-cast
concrete, it was not unusual for constr.ction of a relatively simple project like the
one proposed in Petrograd to take as long as 18 months.

One of his former professors had recently visited Germany and was impressed by
the speed and efficiency demonstrated by its construction industry. A building
complex similar to the proposed Petrograd project could be built in less than nine
months. Mr. Smoliak knew that placing advance orders for reinforcing and steel
was also a common practice in many countries. Construction lenders in these
countries understood construction scheduling problems and were willing to
advance construction loan proceeds to guarantee timely material shipments.

If lenders were willing to advance construction loan fun-s to place advance orders
for pre-purchase of construction materials, Mr. Smoliak thought that he could
significantly decrease the construction time period. By decreasing the
construction time period, Mr. Smoliak could reduce his construction and other
development costs, his marketing risks, and nis financial risks associated with
inflation.

Reduced Risk for Investor Buyers

Another marketing advantage would be tuat the potential buyers' exposure to risk
is reduced under a bank construction lending program. On his prior projects
buyers would have to put up 30% of the projected sales price prior to the
beginning of construction and an additional 60% after construction of the building
shell and utilities was completed. The remaining 10% was due upon project
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10.

completion and issuance of Final Document of Approval by the municipality. If a
project ran into troubles and was not completed, the investor buyer bore a
significant risk. Under a bank construction loan program, the risk would not be
fully eliminated because buyer installment payments would also be expected for at
least a percentage of the units. However, the risk would be significantly reduced
because the bank would be advancing construction funds along with the buyer and
would therefore be sharing the risk.

Simplification of Land Purchase

Mr. Smoliak thought that securing building sites could be made more simple by
the existence of an institutional construction lending program. Instead of
negotiating complicated agreements with the municipality involving
contributions to off -site infrastructure costs and/or the allocation of a
percentage of the units, ir. Smoliak could purchase the site at auction or offer
to pay the municipality an agreed-upoun land price from construction loan
proceeds. For some landowners, the simplicity and lower risk expousure of
getting a fixed land price and not having to become a "partner"” in the
development of the project would be a preferred method of selling a site.

Disadvantages of Construction Loan Program for a Developer

Although Mr. Smoliak thought that the advantages of a construction loan program
outweighed any disadvantages, it was still important to list the potential
disadvantages:

Potential Style Conflict

Mr. Smoliak recognized that the basic difference in operating style between an
entrepreneurial development company and a bureaucratic bank could lead to
conflicts between the two organizations. The bank's decision making process
could be cumbersome and its real estate opinions could be very conservative
compared to his. As the majority stockholder of his company, Mr. Mo 14 K
enjoyed being able to make quick decisions. He knew that bank decisions often
had to be made by committee with fixed meeting schedules. Such a structure could
delay decisions for months.

More Interference

Although the process of securing construction financing from investor buyers was
time consuming, there were some advantages to this structure. These investor
buyers were not experts on residential construction and did not feel that they had
any review authority over Mr. Smoliak's operations. However, the bank would
have expertise and would exercise its review authority. Therefore, Mr. Smoliak's
degree of control would be less with the bank than with individual buyers.
Moreover, if there was a strong disagreement with an individual buyer, the buyer
could easily be replaced. It would be more difficult, costly and time consuming to
substitute a replacement bank.

More Demands

A bank providing a significant percentage of the total construction funding
required for a project is much more likely to make demands that individual buyers
would not consider making. For example, banks will likely require higher levels
of guarantees and collateral than would individual buyers. Banks might also
require developers to maintain compensating deposit balances or be subject to
other requirements that individual buyzrs would not find relevant or appropriate
to request or demand.
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Direct Rather than Hidden Interest Costs

Mr. Smoliak knows that the direct burden for interest costs during construction
will be transferred from the investor buyer to him should a bank construction
lending program be used. Previously, Mr. Smoliak did not have to borrow any
funds to construct a project. Primary funding was provided by a non-interest
bearing installment payment advanced made by investor buyers. Mr. Smoliak had
to use working capital funds to finance early development costs such as permit,
design and legal fees. However, these costs were not large. The financing fees
and particularly the interest costs, given Russia's very high prevailing annual
interest rates of 200% or more on ruble loans and 50% or more on foreign currency
loans, would be significant, even for short term loans. These costs would have
to be reflected in the projected sales prices.

In fact, the investor buyer indirectly "pavs" interest because of the "opportunity
cost" associated with making a non-interest bearing installment payrent to the
builder. However, Mr. Smoliak feels that most investor buyers will not recognize
the "opportunity costs" (i.e. these same investor buyers could have deposited
these funds in a bank and earned significant interest). Therefore, Mr. Smoliak
is concerned that the sales prices of his units in a bank-financed project will
appear to be higher than those for a project financed through investor buyer
installment payments.

Advantages of a Construction Loan Program for a Bank
Mr. Makarov had spoken with his own colleagues and with other bankers in Russia
and North America as he was drafting his memorandum to the bank president. His

memorandum listed some of the advintages that might result from creating an
active residential construction lending program.

Profit Opportunities

Construction lending presented a new business opportunity that could be
profitable in itself and also create or sustain other profitable bank business. The
spread on construction loans, the difference between the bank's cost of funds and
the interest rate charged to the developer, is traditionally higher than the spread
on a permanent loan. The reason for the higher spread on construction loans is
that construction loans have more risk for the bank than permanent loans.
Therefore, this higher risk is balanced by a higher return.

Other bankers have advised Mr. Makarov that construction lenders must be aware
of and understand the risks involved in construction lending. Banks must do
their underwriting and structure their loan commitments in a manner that best
protects them from these inherent rigks.

Community Commitment

A construction loan program would be visible evidence of the bank's commitment
to the welfare of its primary market area: St. Petersburg. There appeared to be
a strong demand for housing and it appeared that the lack of a viable construction
lending program was slowing down the production of new housing.

Expansion/Retention of Bank Customers

This commitment to developers, the municipality and housing production could
possibly help expand the bank's customer base.



A. Developers would be encouraged or required to deposit their personal and
corporate funds at the bank.

B. Individuals familiar with the bank's commitment to its market area may
support the bank by depositing their funds at the bank. The bank could,
place a sign at the construction site indicating that it was providing

construction financing.

C. Developer borrowers would be encouraged to use other banking services at
the bank.
D. The bank would not lose good developer customers to other banks because

other banks offered construction loans.

Competitive Advantage

The bank would develop a body of knowledge and expertise in residential
construction lending that could distinguish it from other banks.

Preferred Lending Position

The fact that a bank provided construction lending for a residential project might
place it in a preferrecl position to then make permanent mortgage loans to the
investor buyers, when the economic climate is conducive. Given that the bank has
reviewed the site and monitored the actual construction of the building, the bank
should feel comfortable with the value of the security for its permanent loan.

Public Contribution

Over the long term, the bank will provide a public benefit by utilizing its
residential lending expertise to encourage and ensure satisfactorily located,
designed and constructed residential buildings. The bank will encourage high
quality and responsible developers and discourage poor quality developers.

The body of knowledge and experience that the bank deveiops will be a valuable
asset for the city of St. Petersburg and the country as privatization is
implemented. The bank could play an important role in the development of housing
policizs and the creation of new construction and permanent {financing
instruments.

Disadvantages of a Construction Loan Program for a Bank

High Level of Risk

Construction lending can be a high risk business, especially when proper
underwriting guidelines are not developed and followed. Losses can be significant
if a developer fails tc complete (or is late in completing) a project. Such losses are
especially high for projects that cannot be done on a phased basis. The reasons
for failure or delay could include:

A. The developer uses the construction loan proceeds to fund other projects
or business ventures or for project costs not approved by the bank. This
would be in violatiun of a standard construction loan term that requires
construction loan advances be used only for bank approved project costs.
Mr. Makarov enjoyed quoting one of the North American bankers he had
met:



"Builders don't have any discipline ... give them a_ construction loan
advance and they go out and dig a new hole instead of using the money to
pay for materials on the job for which we originally made the construction

loan.

B. The construction cost estimate was too low and available funds are
inadequate to complete construction.

C. The developer, architect or contractor is incompetent.
D. The builder goes bankrupt.

E. Unforeseen site conditions or environmental problems prevent the timely
completion of the project.

F. Building material shortages delay project completion.

G. The building does not comply with municipal regulatory codes and the City
will not issue a Final Document of Approval.

Failure of Take-oi't

An anticipated "take-out" loan that would be used to pay back the construction
lender is not forthcoming. For example, the borrower on a residential project that
cannot be successfully marketed would not be able to pay back its construction
loan.

New Stamina Requirements

The existing lending staff is unlikely to have the necessary level of construction
lending experience and expertise required. New staff will probably need to be
hired and existing staff will need to be trained.

Recommendation

Mr. Makarov felt that he had a decent understanding of Mr. Smoliak and the
Smoltech Corporation. Mr. Makarov also hoped that he understood how a
developer would assess the advantages and disadvantages of a construction loan

program.
In addition to making a recommendation on whether or not his bank should initiate
a construction lending program, Mr. Makarov would also need to outline the basic
terms and conditions of a potential loan to Mr. Smoliak for his Petrograd project.
Mr. Makarov thought that he should develop recommendations responding to the
following critical issues:

Quality, experience and financial strength of the developer.

Acceptability of project location and basic design.

Likely market demand.

Acceptability of preliminary development budget.

Potential! construction loan terms and conditions, such as:

A. Ruble or dollar amount of loan (i.e. size of loan bank would be willing to
provide).



B. Interest rate to be charged for the loan.

C. Term of the loan/principal repayment plan.

D. Financing fees required.

E. Security/collateral/guarantee requirements.

F. Pre-sale requirement (i.e. percentage of units that must be sold prior to

the construction start).

G. Release provisions (i.e. under what conditions will the construction lender
release part of its mortgage lien to an investor buyer or to the investor
buyer's permanent mortgage lender).

Mr. Makarov's report was due in one week. Although he had already done a lot

of work, he knew that he still had a great amount of additional work to
complete. His weekend trip to Helsinki would have to wait.
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THE PETROGRAD PROJECT: THE
BEGINNING OF A CONSTRUCTION
ILENDING PROGRAM AND A
SUCCESSFUL. RELATIONSHIP?

QUESTIONS FOR DISCUSSION

Do vou agree with the construction loan program advantages and
disadvantages as presented in the case study?

Can you suggest any additional advantages and disadvantages from a
developer's or banker's perspective?

Do you think the bank should begin a construction loan program for
residential projects? Be prepared to discuss the primary factors leading to

your conclusion.

Assume that the bank decided to initiate a construction loan program for
residential projects. As Mr. Makarov, would you be inclined to recommend
a loan commitment for Mr. Smoliak's Petrograd project? What would be the
basic terms and conditions of your recommendation? (Completing the
attached two worksheets should help focus your thinking.)

If you were the developer, Mr. Smoliak, what terms and conditions would
you propose to the bank?
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WORKSHEET #1

Total Development Cost Budget (See NOTE 4)

Project Name

Number of Units

Cost Category Cost % of Total Cost
Land
0w

Infrastructure
Construction Costs # 1 /i
(Hard Costs) % 1

Shell

Finish
Development Costs g ’/p
(Soft Costs)

s

Developer's Profit 10 /'
Required Sales Revenue 3.5 b /|l /u 100%

NOTE 4: The Development Costs above do not include construction loan
interest or financing fees associated with the construction loan. These
costs would need to be added.
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WORKSHEET #2

SOURCES OF FUNDS FOR TOTAL DEVELOPMENT COSTS

Source of Funds % of Total Construction
' : ov. bro~ Yf(!#"
E::(i%p:;:sligxzy (See NOTE 5) o Z(‘/, 50 {a
Investor Buyers' installment Payments 5?2 Lo %A
Bank Construction Loan 40 Y -
TOTAL 002 10"l

NOTE 5: The equity value of the land in terms of use rights contributed by
the municipality or the price at auction where full or partial payment is
deferred until project completion.
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