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Background

Small and medIUm enterpnses have a great potentIal as a stnnulus for growth m the Hunganan
economy The housmg sector has the potentIal for provldmg a healthy economIC base for the
country

The PADeO team vIsIted Hungary dunng October 1996 m order to begm to develop techrucal
assIstance programs to mcrease the SkIlls of property managers, promote partICIpatIOn m the
resIdentIal real estate development by small developers, and strengthen the pnvate rental sector

1 CapacIty BuildIng for Property Managers
In June and July 1996, Antoma Sanders of PADCO VISIted Hungary to mtervlew pnnclpals of
pnvate property management firms and assess the sector's need for traImng Based on these
mtervlews, It appeared that condomImum owners and common representatIves need tralmng m
the legal and financIal aspects of managmg theIr bUlldmgs Property management professIOnals
could also benefit from trammg m busmess-related skIlls, such as busmess planmng, marketmg,
fmancIaI forecastIng, and market analysIs

The purpose of the October tnp was to explore the pOSSIbIlIty of establIshmg a partnershIp WIth
the Hunganan Trade Dmon of Asset and Property Managers for the development and mstItu
tIOnalIzatIOn of a trammg program for property managers and to contmue to determme speCIfic
trammg needs of pnvate property management firms through addItIOnal mtervlews As a result
of these efforts, the PADCO team was to develop a blueprmt for a prospectIve tralmng program

The team conducted numerous mtervlews to further assess the tralmng needs of mdividual
common representatIves of condomImums as well as property management firms In addItIon, the
team began to explore the pOSSIbIlIty of creatmg an ASSOCIatIOn that would address the concerns
of pnvate property management compames to act as an advocacy body, dISSemInate mformation
relevant to the sector to ItS membershIp, and serve as an mstltutIOnal base for any proposed
traImng program

2 TechnIcal ASSIstance to Developers
The purpose of thIs trIp was to prelImInanly outlme a techrucal aSSIstance program that could
strengthen small and medIUm-SIZed enterpnses mvolved m reSIdentIal housmg development m
Hungary These enterpnses are currently expenencmg substantIal dIfficulty m the development
of reSIdentIal real estate due to numerous fmancIaI, legal, admImstratIve, and market constramts
The PADCO team's mISSIOn was to

• meet WIth developers and local government offiCIals to IdentIfy current finanCIal, legal, and
admlmstratIve constramts to reSIdentIal housmg development,

• meet WIth finanCIal mstItutIOns to assess the VIabIlIty of current SubSIdIes and resources
aVaIlable for reSIdentIal hOUSIng development,



L,
• deterrmne the current status of preVIously IdentIfied publIc-pnvate partnershIps and the reasons

for theIr success, faIlure, or mactIvlty,

• IdentIfy current economIC and market constramts to reSIdentIal housmg development at both
the natIOnal and local levels,

• dISCUSS optIons for techmcal assIstance and legIslatIve reform that could be developed and
Implemented to Improve the context of the eXlstmg envlfonment at both the natIOnal and local
levels,

• explore the potentIal for non-USAID aSSIstance and new mstItutIOnal frameworks that could
aSSIst the reSIdential development sector,

• assess mterest m the formatIOn of an aSSOCIatIon of developers, educators, and fmancIaI
mstItutions mvolved m reSIdentIal housmg development to Improve the effectIveness of
lobbymg efforts, mcrease access to finanCIal resources and market data, and heIghten
cooperatIve mteraction withm the reSIdentIal housmg sector, and

• develop a work plan for provldmg techmcal aSSIstance and effectmg reform m the reSIdential
housmg sector WIth the aIm of strengthemng the ViabIlIty of development efforts currently
proposed by small and medIUm-SIZed developers

Ms Lowenthal, Mr Claggett, and Ms Sanders dIscussed the program WIth representatIves of
numerous local governments, finanCIal mstItutIOns, pnvate developers, and nongovernmental
orgalllZations (NGOs) located m a number of CItIes and Budapest dlstncts These dISCUSSIOns led
to the IdentIficatIon of several eXIstmg constramts and potential areas for reform m the reSIdential
housmg sector A prelImmary work plan was then outlmed to address and overcome these
obstacles and SImultaneously mcrease the strength of small and medIUm-SIZed development enter
pnses

The PADCO team also met WIth Larry BIrch of USAID/Budapest on October 15th to bnef hIm
on the purpose of theIr tnp In addItIon, dISCUSSIOns were held WIth J6zsef Hegedus and Ivan
TOSICS at MRI on October 22nd to determme theIr prelImmary oplmon of the work plan, and to
dISCUSS theIr potentIal role m assIstmg m the data-gathenng and ImplementatIon stages of the
proposed program A final debnefing was held WIth Larry BIrch at USAID/Budapest on
October 22nd to dISCUSS prelImmary findmgs of the tnp and the structure of the proposed work
plan

3 Fostering Development of the Private Rental Market
The PADCO team's mISSIon dunng October 1996 was to IdentIfy, mtervlew, and work WIth
pnvate landlords to determme the breadth of the market and theIr needs for techmcal aSSIstance
m real estate and tenant-landlord law, tax reqUIrements, and asset management In addItIon, they
were to determme ImpedIments to rentmg out flats and pOSSIble solutIOns through mdividual
mtervlews and focus groups As a result of these efforts, the team was to mitIate development of
a trammg program for pnvate landlords and to make prelImmary recommendatIOns for the
development of a profeSSIOnal aSSOCIatIon for pnvate landlords



Sandor Erdosl of MRI attempted to arrange for the team to meet wIth pnvate landlords, but was
unable to conVInce any landlords to speak WIth them Sandor was able to arrange a meetIng wIth
a real estate brokerage, Resideal, whIch arranges for the rental of luxury flats The company's
pnmary activIty, however, IS arrangIng for the leaSIng or purchase of office space and mdustnal
sItes The company does not handle rentals of average- or lower-pnced flats

The team also WIth met WIth the founder of an aSSOCiatIOn of owners, property managers, and
serVIce provIders that handles short-term vacatIOn rentals

Both firms had the same opillion about the pnvate rental market There IS a market for higher
pnced luxury flats, but not for mIddle- or lower-pnced uruts It became apparent, however, that
very lIttle InformatIOn eXIsts about the extent of the sector, and, therefore, It IS dIfficult to make
any wholesale Judgments about the pnvate rental market as It currently eXIsts m Hungary



Summary of FIndIngs

1 Capacity BuIlding for Property Managers
11 Trammg

Through mtervlews WIth four pnvate property management firms and one mdlvldual common
representative who manages several bUlldmgs, the PADeO team confirmed the assessment made
by AntonIa Sanders dunng her VISIt to Hungary m June/July that pnvate property management
firms could benefit from trainIng Among the areas m whIch trallllng would be useful are the
financIal and legal aspects of managmg resIdential real estate In addItion, trammg m genenc
busmess practIces, such as preparation of busmess plans, small busmess management operations,
problem-solvmg, and clIent relations, would be useful

Of the five mdlvlduals mtervlewed, all mdlcated that theIr firms dId not have busmess plans,
although some had thought about strategIes for growth It was clear that of the five mdlvlduals,
only one clearly understood conceptually the value of, If not the actual components of, a busmess
plan Of the five, only two used advertlsmg as a marketmg tool (both firms advertise m the local
DIstrIct monthly newspapers and one firm dIstrIbutes flyers) One firm IS lIsted m the telephone
Yellow Pages Three of the mdlvlduals saId that theIr firms understood the value of good clIent
relatIons and were concerned WIth theIr companIes' responsIveness to the COndOmInIUm aSSOCia
tions Two of the frrms demonstrated a lack of concern about clIent satisfactIOn

When asked If trammg would be useful for pnvate property management frrms, four of the five
mdlvlduals answered affirmatively The fifth mdlvldual Said that whIle he dId not see a need for
trammg, he thInks that some property managers have a knowledge gap that could be filled through
a publIc mformatIon campaIgn conslstmg of radIO and teleVISIOn "Infomercials " Of the four, all
saId that trammg m the areas of the legal and fmancIaI aspects of managmg COndOmInIUmS would
be very useful Two of the mdlvlduals saId that property managers need trammg m clIent rela
tions, and one acknowledged that trammg IS needed m the area of baSIC management skills

Although the IREM trammg offered by Futl appears to be of generally hIgh qualIty, It IS clear
from a dISCUSSIOn WIth IREM tramer Ann Becher-Smead that, although the courses were
somewhat adapted for East Europeans, the matenal has not yet been adapted to fit a speCIfically
Hunganan context Kalman Netkovszky of FutI Said that the orgamzatIOn generally reVIses and
refmes ItS matenals over a penod of tlffie, but It appeared that no reVISIOns had yet been made to
the IREM matenals In addItion, one of the IREM East European courses, WhICh focuses on
SUbSIdIzed housmg m the Umted States, mIght be mterestmg, but may not be particularly useful
to a Hunganan audIence Also, despIte Ms Becher-Smead's assertIOn that the IREM course fees
have been decreased, FutI charges 36,000 HUF for the three-day IREM 400 course on finanCial
management to HAREM members, and 44,000 HUF to those who are not from HAREM member
firms When asked what fees pnvate property management firms mIght be able to pay for trammg
courses, Mrs Kanka of Zold-Kanka Kft saId approxImately 3,000 HUF per day Thus, the
IREM courses cost three to four tlffies what at least some firms would be wlllmg and able to pay
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The IREM courses cover a vanety of technIcal areas of property management, such as fmancIaI
management, bUIldmg operatIons, and commercial real estate management, but there are no IREM
courses currently bemg delIvered m Eastern Europe that focus on genenc busmess practIces
management of a property management firm, busmess plannmg, etc

In addItion to FutI, the team VIsIted another trammg InstitutIon, Coopmform, whIch offers trammg
m areas of mumcipal management, such as management of mumcipal assets Coopmform does not
offer any property management trammg as such, but provIdes logIStical arrangements for traImng
courses for WhICh It IS not mvolved m developmg the curncula In addItion, Coopmform IS
mterested m Jommg WIth dIfferent orgarnzatIOns to offer traImng programs Its courses are qUite
expensIve, however It charges fees slffil1ar to what FutI charges for the IREM courses

1 2 Estabhshmg an ASSOCiatIOn of Private Property Management Firms

Of the four pnvate property management firms mterviewed durmg Ms Sanders's VISIt to Hungary
m June/July, the prmcipais of three of these compames mdicated that a profeSSIOnal aSSOCiatIOn
for pnvate property management firms would be of benefit to the profeSSIOn IndIVIduals from two
of the firms mterviewed by the PADCO team dunng thIS tnp also expressed support for the
creatIOn of an aSSOCiatIOn that would serve to dissemmate mformatIOn to ItS members, act as an
advocacy orgamzatIOn, and pOSSIbly prOVIde or arrange for traImng m vanous areas

The PADCO team met for the second tlffie wIth Mrs Hornyak, pnncipal of the pnvate
management firm Otthon 2000 and preSIdent of the Hunganan Trade Dmon of Asset and Property
Managers Ms Hornyak IS a proponent of developmg an aSSOCiatIOn for pnvate property
management fIrms, but saId that the Trade Dmon would not be an appropnate mcubator for the
new orgarnzatIOn, as It IS made up of employers of the former IKVs (former mumcipally owned
firms) However, she suggested that the team meet WIth the Hunganan Chamber of Industry and
Commerce to obtam ItS mput on developmg an aSSOCiatIOn, and to explore the pOSSIbIlIty of the
Chamber's establIshment of a property management sub-group She agreed to set up a meetmg
wIth the Chamber m December

2 TechnIcal AssIstance to Developers
As can be seen from the dISCUSSIOns outhned m Annex A, resIdential housmg constructIon m
Hungary IS stymied by constramts and obstacles The recent changes m the natIOnal housmg
programs, msufficient housmg SubsIdIes, depressed local economIes, spiralmg mflatIOn and
constructIOn loan mterest rates, mgh collateral and pre-sale requIrements of constructIOn lenders,
hIgh VAT taxes on constructIOn supplIes, black market labor, umt pnces not meetmg market
demand, meffectIve marketmg technIques, relatively few effective mortgage loan programs, and
InsuffiCIent mvestment eqUity are Just a few of the obstacles that must be overcome by resIdential
housmg developers

In attemptmg to address and overcome these constramts, the resIdential housmg sector faces
further obstacles due to the lack of accurate productIon figures, lendmg statistics, market data,
and, most Importantly, techmcal knowledge to assess development feasIbIhty Few developers
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actually pre-test the financIal vIabIlIty of a proposed development, and proforma prOjectIOns are
rarely prepared Moreover, If these projectIOns are prepared, developers are reluctant to dIvulge
thIS InformatIOn Throughout the PADCO team's dISCUSSIOns, developers, local governments, and
lendmg mstItutIOns were reluctant to reveal actual land values, constructIon costs, market prIcmg,
or the sources of mvestment eqUIty and constructIOn financmg ThIS IS due to a lack of actual
knowledge as to where these numbers lIe or to the old SovIet way of wIthholdmg mformatlon from
competItors or some combmatlon of both

Compoundmg the dIfficultIes of the resIdentIal housmg sector are the natIOnal and local govern
ments Housmg assIstance programs are constantly pushed and pulled by the natIOnal mInIstrIeS
trymg to Juggle polItIcal mterests, tIght budgets, and spIralmg defiCIts, and are too frequently
amended or elImmated together Developers have a dIfficult enough tIme trymg to figure out how
to make new assIstance programs work, let alone havmg to readjust theIr thmkmg every time the
natIOnal government amends the programs Many developers have mvested substantIal eqUIty m
projects only to have an amendment m the housmg programs pull the feaSIbIlIty rIght out from
under them Local governments complIcate these woes by faIlmg to understand the fmancIaI plIght
of the developer and Imposmg an added layer of POlItICS and bureaucracy to the pIcture Very few
local governments recognIze that they are a VItal lmk to brmgmg the programmatIc dIfficultIes
mvolved m housmg development to the natIOnal government's attentIOn, and that they should be
servmg as an effectIve lobbyIst on behalf of housmg program reform

An example of how the problems lIsted above hInder housmg development IS eVIdent m the publIc
prIvate partnerslup effort undertaken m Szolnok, wluch began m 1993 Although the company
KevIterv Akva SIgned a contract WIth the local government of Szolnok m January 1996, changes
m the natIOnal housmg programs, mcreased mflatIOn, and a conCOmItant decrease m housmg
demand occurred durmg the 2lh-year negotIatIOn penod, whIch had a large Impact on the proJect's
feaSIbIlIty 1 In addItIon, dunng thIS penod, the Deputy Mayor for housmg was replaced and the
CIty offiCIals and staff assocIated WIth the project were not as cOffiffiltted to ensurIng the proJect's
success as was prevIOusly the case The mumcipalIty dId not mtegrate the concept of partnershIps
mto Its modus operandI, It mIssed the fundamental pomt that m a partnershIp, both SIdes have to
gIve sometlung m order to receIve mutual benefits

The project IS currently stalled due to a varIety of factors OTP IS requrrmg 200 percent collateral
for constructIOn fmancmg, and Keviterv Akva would have to form a Jomt venture corporatIOn WIth
hIS subcontractors to meet thIS reqUIrement Because of mflatIOn, the cost of developmg the
project has mcreased For the developer to have the project bUIlt, assummg It obtains the reqUISIte
financmg, some financIal concessIOns WIll have to be made on the part of the mumcipalIty EIther
the mUnICIpalIty WIll have to forgIve the pnce of the land or assume ownershIp of some of the
umts as payment for the land

1 For a detaIled dISCUSSIOn of the publIc-private partnershIp proJect, please refer to Annex A under Techmcal ASSIstance
to Developers summary of meetmgs held on October 18 1996
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Accordmg to the CIty'S ChIef ArchItect, Kevlterv Akva marketed the project madequately
Although the ChIef ArchItect conceded the project's negotIatlOns were protracted, the CIty does
not seem to take any respollSlblhty for the problems currently bemg expenenced by the d~veloper,

nor does It seem that the CIty IS wIllmg to conclhate to ensure the success of the project

3 Fostering Development of the Private Rental Market
As mentlOned earlIer, It was not possIble to arrange any meetmgs WIth mdlvldual pnvate
landlords The PADCO team met WIth a real estate brokerage firm and a vacatlOn rental
orgamzatlOn The vacatlOn rental orgamzatIon dId not rent out flats on a long-term baSIS, as a
rule The brokerage firm, Resideal handles very few resIdential rentals, and those m ItS portfoho
are eIther luxury flats or resIdential housmg

When told of the team's mtentlOn to faclhtate the development of the pnvate rental market and
create an ASSOCiatIon of Pnvate Landlords, the pnnclples of each firm saId they thought It was
unhkely that any pnvate landlords would be wl1lmg to dISCUSS theIr actIvIties Because of the
current tax structure, few landlords report all or any of theIr rent revenue to the taxatlOn
authontles Therefore, because of the gray market nature of the pnvate rental market, landlords
would be reluctant under most CIrcumstances to come forward and reveal theIr practices and Ideas
about unprovmg the market sltuatlOn

Because the ratIO of housmg purchase pnces to household mcomes IS so hIgh m Hungary,2 and
because 90 percent of the housmg stock IS now pnvately owned,3 It IS unportant that the pnvate
rental sector IS strengthened m order to mcrease mobIlIty It IS dIfficult for young faffilhes to pur
chase housmg In an optunal market, these famIlIes could rent housmg untIl they were able to
afford to purchase theIr own home Because there IS a dwmdlmg supply of murnclpally owned
rental housmg, there IS lIttle transitlOnal housmg aval1able The pnvate rental market, under
certam conditlOns, mIght be able to fill thIS gap

There IS very lIttle known about the depth and breadth of the pnvate rental market No one knows
the approxunate number of resIdentIal dwellmgs on the rental market, who the landlords are
(pnvate mdividuais or comparnes), who the tenants are (Hunganans or foreIgners), If there IS a
pnce dIfferential for Hunganan vs foreIgn tenants, whether or not the landlord pays taxes on rent
revenue, what kmd of rental contracts, If any, are used etc Accordmg to most housmg experts,
the maJonty of rental dwellmgs are luxury accommodatlOns that are let "Jy pnvate mdIviduals to
foreIgners To develop a program of techrncal aSSIstance to facl1Itate the developrne t of a pnvate
rental market, It IS essential to obtam mformatlOn on the rental market, particularly answers to
the questIons outhned m thIS paragraph

2 The ratio has been quoted as low as 6 5 to I, and as high as 14 to 1

3 ThiS percentage was obtamed by Dr Mihaly Kopanyl of the World Bank
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It also appears that the pnvate rental market IS not profitable, that return on mvestment from
rental housmg IS lower than the mterest one could earn on bank deposIts Under what CIrcum
stances would mvestmg m resIdentIal real estate be profitable? No one knows at thIS pomt As part
of developmg a technIcal assIstance prOject, It IS Important to create a profItabIlIty model or
financial feasIbIlIty analysIs of rental housmg m Hungary

Ms Sanders met wIth Jozsef Hegedus and Ivan TOSICS of Varoskutatas Kft (MetropolItan
Research InstItute, or MRI) to determme ways m whIch to obtam mformation about the pnvate
rental market It became clear that because of the sensItIve nature of thIS mformatIOn, a survey
methodology would have to be developed that would enable us to Clfcumvent people's lack of wIlI
mgness to provIde thIS mformatIOn A decIsIon was made to develop a sample methodology,
whIch wIll be tested m December, and to work wIth Hunganan legal and tax experts to obtam
mformatIOn on the legal and fmancIaI framework that affects the market



RecommendatIons and Next Steps

1 CapacIty Budding for Property Managers
It IS clear from the rntervIews conducted by the PADCO team rn June/July and October that there
IS a need for tra1ll1ng rn the technIcal aspects of condomrnmm management for rndIvIdual common
representatIves, and for trarnrng rn genenc management and busrness practIces for pnvate property
management firms

The questIOn IS whether or not applIcable management and busrness courses are currently offered
or scheduled to be offered m Hungary through other USAID SME partICIpants or by other Hun
ganan rnstItutIons Once thIS IS determrned, It WIll be necessary to examrne the content of these
courses to determrne therr relevance to the property management sector If they are relevant, then
the PADCO team can explore the pOSSIbIlIty of partnerrng WIth the InstItutIOns that are offermg
these courses and make them aVaIlable to pnvate property management firms If the courses are
not completely relevant but may be adapted for the pnvate property management sector, then the
PADCO team can explore the pOSSIbIlIty of workrng WIth the rnstItutIOllS to reVIse these courses
If no courses currently eXIst m Hungary that would address the needs of the pnvate property
management sector, then the PADCO team may have to adapt sumlar eXIstrng matenals developed
WIth USAID funds for the property management sector m other countrIes, or develop new
materIals

In addItIon, the team should pursue the pOSSIbIlIty of developmg a professIOnal aSSOCIatIon for
prIvate property management firms that would dIssemrnate nnportant rnformatIOn affectmg the
sector to ItS membershIp, act as an advocacy body, and perhaps be a vehIcle for InstItutIOnalIzrng
a trammg program

Recommended tasks for the team's December VISIt to Hungary are to

• meet WIth USAID SME offiCIals to obtarn InformatIon about other SME aSSIstance proVIders
that developed trarnrng programs m generIc busmess practIces,

• meet WIth varIOUS SME aSSIstance prOVIders to obtam InformatIon on available trarnrng
programs and determrne therr relevance to the needs of the pnvate property management
sector,

• meet WIth the Hunganan Chamber of Industry and Commerce to determrne the pOSSIbIlIty of
establIshmg a property management sub-group,

• work WIth Mrs Hornyak of the Hunganan Trade Urnon of Asset and Property Managers/
Otthon 2000 to determrne the feaSIbIlIty of establIshrng an ASSOCIatIon of PrIvate Property
Management firms, and

• dISCUSS the pOSSIbIlIty of establIshrng an aSSOCIatIOn WIth other property management firms
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2 TechnIcal AssIstance to Developers
The most dIfficult task facmg a program to overcome the constramts of small and medlUm-<;lzed
housmg developers wIll be to obtam sufficIent, accurate data to assess exactly why e{\;:,tmg
resources are fallmg to meet demand In addItIon, lendmg practIces should be exammed to see If
there are areas wh"re addItIOnal resources, msurance, or guaranty programs mIght relax collateral
requrrements If proformas and fmancIaI projectIOns are prepared delmeatmg the gaps m housmg
aSSIstance, thIS may serve as the baSIS for lobbymg the Housmg Pollcy CommIttee, natIonal
mmistnes ')l1d banks for programmatic reform

In order t,) test potential legal and/or financial remedIes, a demonstration project should be
developed, which, If successful, could be duplIcated for use throughout the country and serve as
a baSIS for legIslatIve or pollcy change The demonstratIOn program should target a small
sectIOn(s) of Budapest for development of a mIXture of new constructIOn and rehabIlItation of the
surroundmg area The project could demonstrate how varIOUS reforms ffilght enhance development
feasibillty Annex B gIves a prelImmary outlme of a pOSSIble demonstration project

In addItiOn, a Developer's ASSOCiatIon should be formed to convey techrncal knowledge, serve
as an InstItutIOnal baSIS for a trammg program for banks and developers, and foster the repllcatton
of the demonstratIon developments

Recommended tasks for the team's next tnp to Hungary m December are to

• meet WIth the Housmg Pollcy CommIttee and/or Mimstry of Fm:mce at the natIonal govern
ment level to assess theIr present dIrectIOn m housmg program reform,

• meet WIth representatIves of the WorId Bank, the European Bank for Reconstruction and
Development, ICMA, and USAID to dISCUSS therr efforts at programmatic reform, proposed
new fmancmg and techmcal aSSIstance programs, and prospectIve mterest m a demonstratIOn
development,

• work WIth MRI to IdentIfy other sources of accurate market and development cost data,

• meet WIth the establIshed real estate aSSOCiatIOns, and those bemg formed, to IdentIfy whether
any of them are appropnate bodIes to foster the prollferatton of mformatIon, techrncal aSSIS
tance, and lobbymg efforts of the housmg development commumty l

• meet WIth the sponsors of the new umversIt\ programs m real estate development to assess
theIr mterest m partIcipatmg m an aSSOCiatIOn and to IdentIfy whether anyone IS currently
researchmg or analyzmg the constramts facmg housmg development, and

• obtam further mformatton for development of a techmcal aSSIstance program to be mIt ated
m January 1997

3 FosterIng Development of the PrIvate Rental Market
As stated above m the Summary of Fmdmgs sectIOn, because so httle IS known about the pnvate
rental market, It IS necessary to conduct research so the team can begm to determme the SIze and
scope of the market Our product for thIS quarter WIll be a work plan for future research, WhICh
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WIll ultimately lead to the development of a techmcal assIstance effort targeted to strengthemng
the pnvate rental market

It IS recommended that the followmg tasks to be undertaken by the team m Washmgton, D C m
November and dunng ItS VISIt to Hungary m December

• Develop a model for use m determImng the financial feasIbIhty of a rental housmg as an
mvestment

• Along WIth MR!, develop a survey mechamsm that WIll be used to quantitatIvely determme
the extent of the pnvate rental sector m Budapest, types of partICIpants m the market (both
from the supply and demand SIde), types of deCISIOns mvolved m determImng whether to
partICIpate m the pnvate rental market, and ImpedIments (legal, fmancIaI) to rentmg out flats

• Work WIth MRI to select a contractor to test the survey methodology

• Work WIth team of Hunganan lawyers and tax experts to determme current legal and regu
latory framework that currently affects the pnvate rental market

• ASSISt m the analysIs of the results of the test

• Make recommendations regardmg how to proceed whether to refme the eXIstmg mstrument
as part of a larger, empmcal surveyor to abandon the effort
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WIth !REM to contmue to develop courses for property managers However, If these condItIons
are not met, USAID should not work WIth IREM

10/8/96

Meeting with J6zsefHegedus, Ivan TOSICS, Sandor Erdosl, and Andrea Ivan ofthe Metropolztan
Research Institute, and Kathanne Mark of the Urban Institute, Budapest

Katie Mark and I dIscussed the outlme for PADCO's work In housmg m Hungary through
December 31, 1996

WIth regard to the property management component, It was agreed that we must find out more
about the pnvate property management sector how many compames, the scope of theIr servIces,
who theIr clIents are, and what are therr trammg needs J6zsef and Ivan say that some of thIs
InformatIOn may be available ill the recent panel survey they conducted on 1,000 flats m Budapest

10/9/96

Meeting with Mrs Kanka of Zold-Kanka Kft, IXth Dlstnct, Budapest

Zold-Kanka Kft IS owned by five partners, each of whom IS employed withm the frrm One of
the owners IS an accountant, another IS a techmcal supervIsor, and three have property manage
ment expertIse obtamed from workIng at the DIstnct IX IKV The company also contracts WIth
two pensIOners on a part-time baSIS

Zold-Kanka Kft was estabhshed m January 1996 Pnor to that time, Mrs Kanka worked m the
DIStrIct IX Jomt stock company (prevIously an IKV) The five partners who opened the firm each
mvested 1 1 nulhon HUF mto the company They generated therr first operatmg revenue m April
1996 The aIm of the finn IS to prOVIde Jobs for the five owners It WIll probably take two years
for the frrm to generate a profit and for the owners to begm to realIZe some return on therr ImtIal
mvestment

Currently, Zold-Kanka Kft engages solely m property management The company's charter,
however, mcludes the prOVISIon of accountmg servIces and real estate brokerage However, before
the frrm starts to engage m other actIVItIes, It aImS to build up Its property management busmess

The company currently manages 800 umts They are located m the VIIIth and IXth DIstncts only,
and the company wants ItS portfolIo to be llIDlted geographically For thIs reason, the comp<:ny
does not manage umts outsIde of Budapest The owners of the firm devote substantial tIme to therr
duties, whIch are conducted ill a hIghly professIOnal manner Some of these dutIes are very tIme
consummg For mstance, the company and a deSIgnated mdividual from the condomimum
aSSOCiatIOn must approve and SIgn all receIpts and vouchers Also, clIents, partIcularly pensIOners,
lIke to be able to come to the office and talk to the staff about theIr problems, and sometimes
SImply to converse

The company advances petty cash for small expenses WhICh It pays on behalf of the aSSOCiatIOn
and then receIves reImbursement A condomImum representatIve must counterSIgn all bank drafts



AnnexA
Summary of MeetIngs

1 Property Management CapacIty BuddIng
10/7/96

Meeting wlth Kathanne Mark of the Urban Institute and Sandor Erdosl of Metropolztan
Research Institute, Budapest

I met wIth KatIe Mark of the Urban InstItute and Sandor ErdoSI of the MetropolItan Research
InstItute to receIve an update on what IS happemng m Hungary wIth respect to property
management smce my last tnp at the begmmng of July, and to dISCUSS upcommg actIVItIes

KatIe had met WIth Al Van Huyck of the Eastern European Real Property FoundatIOn (EERPF)
regardmg the Jomt IREM/HAREM tratrnng that IS bemg offered m Hungary Apparently, the
orgarnzatlon FutI, a tra111lIlg InstItute, has a lock on the real estate brokerage tra111lIlg that IS bemg
delIvered m Hungary, and wInch we thought has an exclusIve nght to offer the IREM trammg
As I knew from my last trIP, HAREM and Futl are lobbymg the government to pass a law that
mandates that all property management ftrms, m order to obtam lIcensmg, have at least one
CertIfted Property Manager (CPM) on the staff Tills creates a ready-made market for FutI It also
works to prevent small ftrms from entermg mto or staymg m the market, as the tratrnng, as far
as we know, IS very expensIve The cost IS 10,000 HUF per day and to recelve/obtam a CPM
deSIgnatIon requIres at least 20 days of traInIng Furthermore, the courses have stIll not been
revIsed to ftt the HungarIan context, they are VIrtually the same courses that are delIvered by
IREM m Amenca Futl and HAREM are splIttmg the fees They have no mterest m WIdespread
dIssemmatIon of the courses, but are pleased to have the prestIge of havmg the exclUSIve nght to
market them

Another problem IS that Futl appears to be charactenzmg the program mcorrectly It IS mtImatmg
that by takmg the courses, one automatIcally receIves the CPM deSIgnatIOn, whIle m realIty the
partICIpant must take and pass certam exams and successfully prepare a management plan for a
property

We deCIded to wnte a letter to AID advIsmg agaInst gIvmg FutIlHAREM a monopoly on offermg
the oourses and havmg a law passed that makes It mandatory for staff to be CAMS m order for
a property management frrm to be lIcensed

Apparently IREM IS offermg ftve courses m Hungary at present 102 (government-assIsted
housmg), 855 (condommIUm management), 302, 400, and 500

lREM courses In Amenca are generally of illgh qualIty If ItS courses were adapted to ftt the Hun
ganan context and IneXpensIve, If the Instructors were well-traIned and knowledgeable about the
subject, and If the CPM deSIgnatIOn were not mandatory, It would make sense for USAID to work
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These fmancml checks and balances ensure the cllent's confidence m the company Obtammg
cllent confidence IS worth the extra time spent by the owners of the fIrm

Zold-Kanka Kft advertIses m the DIStrIct IX newspaper, WhICh IS publlshed on a monthly baSIs
by the mayor's office 1 ThIs advertIsement costs 5,000 HUF Apparently, It has generated some
mqumes that may lead to actual management contracts When asked If they advertIse m any other
publlcatIOns, Mrs Kanka explamed that the company does not advertIse m any cItyWIde paper
because It does not want to accept chents from outsIde of Dlstncts VIII and IX

In March 1996, the fIrm dIstrIbuted a one-page flyer that advertIsed ItS servIces Soon, they WIll
create a half-page flyer that WIll be dlstnbuted to all of the maIlboxes m Dlstnct VIII

The pnnclpals of Zold-Kanka Kft have not conducted any formal analysIs of the market The
company had ready-made cllents Because Mrs Kanka worked at the Dlstnct IKV for 25 years,
many people m the area know her Mrs Kanka saId that she has met WIth vanous foreIgn
orgarnzatIOns and that busmess m Hungary IS umque m that It IS based on personal contacts

The fIrm does not have a formal busmess plan as such, however, It does have an Informal
strategy It alffiS to focus Its busmess on the VIIIth and IXth Dlstncts and to buIld ItS portfollo to
2,000 umts m order to make a profIt Mrs Kanka IS not certam whether or not the company has
the capaCIty to satlsfactonly manage more umts than that

When asked what she thInks are the most substantIal problems faced by the property management
sector, Mrs Kanka answered that one of the major problems IS that pnces for servIces are forced
to be extremely low Accordmg to her calculatIOns, Zold-Kanka should charge management fees
of 600 HUF per umt per month, but the firm's establIshed pnces for 1996 are 350 HUF per umt
per month Pnces that can reasonably be charged to condommIUffiS vary by dIStrICt In DIstrICt II,
whIch has a hIgher concentratIon of wealthy people, condomImUffi fees are generally hIgher than
they are m poorer DIStrICts hke VIII and IX

There has been a rapId and dramatIC mcrease m the number of condomImum bUIldmgs m
Dlstnct IX, from 21 bUIldmgs to 560 bUIldmgs m a relatively short penod of tIme Owners m
Budapest who were prevIously renters have been slow to assume the responsIbIlItIes of ownershIp
In the poorer areas of the CIty, thIs SItuatIOn was exacerbated by the fact that people were almost
forced, due to econOmIC uncertamty, mto buymg theIr flats WIthout bemg adequately prepared,
eIther fInanCIally or psychologIcally, to assume responsIbIllty for mamtammg the common
elements of the bU1ldmgs

Consequently, there IS a great need m the new homeowner commuruties for mdividuais or fIrmS
WIth expertIse m the fields of legal requIrements, techrucallssues, accountmg, tax regulatIOns, and

1 Each District In Budapest publishes a newspaper or newsletter on a monthly baSIS

/1
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SOCial secunty wIthholdmg Accordmg to Mrs Kanka, not many people m eIther DIStrIct VIII or
IX have thIS expertIse

Another problem IS that the buIldmgs m these dIstncts have a general lack of funds There are
very few lawyers who wIll provIde aSSIstance to these condomImums because the fees they can
charge to condomImums tend to be qUIte low

Common representatIves are entrusted by the owners to become employers, m essence, and thIS
responsIbIlIty mcludes an array of dutIes, some of whIch are very dIfficult Laws that are relevant
to the operatIOn of condomImums are contmually changmg, and common representatives must
keep abreast of these changes, as, theoretIcally at least, they are lIable for errors they may commIt
m tax reportmg, etc

On the techmcal SIde, It IS dIfficult to find relIable repaIr people for small Jobs Most condo
ffillllum aSSOCIatIOns are able to afford small repaIrs, but not renovatIon or capItal1ll1provements

Mrs Kanka thInks that mdIvIduals from small property management firms would benefit from
trammg by persons WIth expertIse m a vanety of fields, partIcularly on tax regulatIOns (personal
and company mcome tax), the SOCIal secunty regulatIOns, the housmg regulatory framework as
a whole, and the CondommIUm Act, whIch IS due to be mtroduced m a reVIsed form by March
1997 2 Owners need to learn what they have to gam by undertakmg such actIOns as sellmg off attIC
space for tlJe constructIOn of addItIOnal umts and other busmess-onented strategIes

Mrs Kanka saId that property managers could benefit from trammg on the partIculars of the
Accountmg Act, and speCIfically on the accountmg reqUIrements for condomImums and how to
apply and execute them

Another course she saId would be useful has to do WIth the psychology of the relatIOnshIp between
serVIce prOVIders and clIents In short, Property Managers need trammg on how to serve theIr
clIents m order to retam therr busmess Zold-Kanka Kit , for mstance, has space m ItS office for
clIents to SIt down and talk to company staff The clIents, Said Mrs Kanka, want to feel as though
representatIves of the management company are concentratmg on theIr needs

Mrs Kanka thmks that many property management firms would partICIpate m tralmng on the
tOpICS descnbed above She saId that the SOCIalIst Party approached her about takmg the lead m
orgaruzmg traImng, as It has orgaruzed a "club" for property managers m the IXth Dlstnct, but
It has no funds WIth whIch to orgaruze tralmng sessIOns or other actIVItIes 3

2 ParlIament has dIscussed the problem of the current CondommIUm Law which reqUIres agreement by 100 percent of the
owners of a bUlldmg m order to change the Foundation Documents The problem of requmng a unarumous vote to make any
sort of declSlon IS obVIOUS

3 Apparently Mrs KarJlca has been approached by all of the major parties about partlclpatmg m orgamzmg party-sponsored
trammg Mrs Kanka dechned to be mvolved however as she feels that property management trmmng should not be gUIded
by polItical alms
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I explamed to Mrs Kanka about USAID's possIble wIllmgness to orgaruze trammg courses on
vanous tOPICS relatmg to property management I asked about appropnate fee levels Mrs Kanka
saId that a one-day bnefmg orgaruzed by the SocIal Secunty Admirnstration costs from 8,000 to
10,000 HUF Small comparnes cannot afford such hIgh fees, but could pay 3,000 HUF for a
course

Ms Kanka saId to be aware that many property managers do not know what they do not know,
and may be dIsmc1med to partIcIpate m tra1illng courses Furthermore, some employees may not
be mterested m furthermg theIr knowledge

Sandor Erdosl asked Mrs Kanka why she thmks that pnces are so low m DIstnct IX She
answered that m 1991, when she worked for IKV, the orgarnzatIon undertook to manage condo
mmmm urnts on a market basIs A cost analysIs was not prepared pnor to settmg fees People dId
not care about the fees because they were not thmkmg m an entrepreneunal manner They were
employed and got paId, regardless of the level of management fees charged to the condomIrnums
Increases m servIce sector pncmg were tIed to the pnce mcrease mdex Issued by the Central
StatIstical Office At the time, annual pnce mcreases were lImIted to 50 HUF per urnt per month
Pnvate property management frrms had to accept these terms as well In addItIon to thIs problem,
most condommmm owners m Budapest do not VIew property management as a professIOn that
provIdes valuable serVIces, nor do the owners have sufficIent capItal WIth whIch to pay hIgher
fees

Sandor asked why the larger, formerly murncipally owned fIrmS still retam such a large share of
the property management market Mrs Kanka saId that the larger fIrmS contmue to aVOId cal
culatmg reasonable fees, but rather try to undercut the pnces of smaller firms The larger firms
make up for these low pnces by chargmg hIgher pnces for repaIr work Many property manage
ment fIrms offer repaIr serVIces, WhIch provIde the bulk of theIr mcome and SubsIdIZe theIr
property management actIVItIes Mrs Kanka saId that thIs IS a COnflICt of mterest She also saId
that these comparues will not survIve If they contmue to engage m these pncmg practIces and do
not begm to practIce good customer relatIOns

Meenng wlth Ann Becher of lREM and Kane Mark

KatIe and I met WIth Ann to determme what types of courses are bemg offered by IREM m
Hungary Ann IS a FInanCIal SpeCialIst who teaches the IREM 400 and 500 courses m the Urnted
States

Today, Ann delIvered IREM 855, a course on condoffi1illum management The course partICIpants
were pnmanly from small fIrmS One couple was III attendance has a small firm WIth three
employees The fIrm manages 1,000 umts

The IREM 855 course IS a one-day course that IS delIvered m two half-day seSSIOns The
IREM 300 course WIll be offered m December
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Ann saId that one of IREM's pnnclpal assets IS that Its mstructors are all practitIOners She would
hke to see Hunganan practitioners eventually offermg IREM courses m Hungary She doesn't
thmk, however, that anyone can teach anythmg, and that people should not dehver courses m
areas outsIde of theIr expertise

Ann has been teachmg m Poland as well as m Hungary She thmks that the mstItutIon wIth \:llhiCh
IREM has a trammg partnership m Poland IS better-organIZed than the groups WIth which they are
workmg m Hungary

Ann thmks that the Hunganan courses are open to everyone who \\ • ~S to attend She IS unclear
about the extent of the market for these courses m Hungary She thl lks that the pnces were cut
to 3,500 HUF per course, but IS not aware how these funds are dlstnt..:ted between HAREM and
Flitl She thmks that FlitI IS well-orgarnzed but that HAREM would not be able to dehver the
courses on ItS own

Currently, 43 partICIpants are enrolled m the IREM 400 course, WhICh WIll be dehvered next
week KatIe saId that It would be mterestmg to us to get mformatIOn on the course partICIpants
Ann saId that thIS mformatIOn IS requested on the back of the exammatIon forms In 1996,
480 Hungarians partICIpated m the IREM trammg courses

Three-page flyers regardmg the courses are dIstrIbuted to all HAREM members, and HAREM
members receIve a course fee dIscount IREM, however, does not have an exclUSIve arrangement
WIth HAREM to offer ItS courses m Hungary IREM would be wlllmg to become partners WIth
other HungarIan InstitutIOns

IREM courses have been offered m Hungary for several years Many partICIpants have taken the
102, 302, and 855 courses Wltlun the last two to three years Hopefully, by June of 1997, several
Hunganans w111 become quahfied CPMs Some of these mdlvlduals WIll be tramed as tramers

KatIe mentIoned that Larry BITch of USAID suggested that the Budapest Urnverslty of EconomIC
SCIences and the Techrncal Urnverslty mIght be condUIts for trammg Ann Said that IREM offers
Its 200 courses m urnversitIes, but urnverslty settmgs are generally counter cultural to IREM,
wluch requITes that Its tramers be CPM practitIOners Larry's theory IS that some of the courses
that the urnversltles offer at the Master's level m Hungary may be avaIlable for practItIOners

IREM IS offermg four courses m Hungary

102 and 855 (combmed mto a four-day module)
400 (fmanclal management - three days)
500 (case study deahng WIth real estate)
302 (office and commercial management)

PartiCIpants must wnte a management plan for an actual property m order to quahfy for CPM
deSIgnatIOn The management plan must mclude an Executive Summary, a descnptIOn of the
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regIOn m WhICh the property IS located, a descnptIOn of the neIghborhood, a descnptIOn of the
property, a dIscussIOn of the property's problems, and recommendatIOns

These courses do not exactly correspond WIth those courses that IREM offers m the U S The
reqUIrements are less stnngent In Hungary, but the course content IS not dIluted HungarIan
partIcIpants are requIred to pass exams at the completIon of each course and wnte a satIsfactory
management plan pnor to beIng qualIfied as a CPM 4 The 400 course IS very dIfficult, so
partIcIpants may retake the exam If they fall after the first attempt

IREM rewrote the courses for ItS Eastern European partIcIpants For Instance, the 400 EE course
IS somewhat dIfferent from that offered m the U S The concepts are essentially the same, such
as the tIme value of money, but some dISCUSSIOns are dIfferent, such as dIscounted cash flow, cash
flow, and taxes The courses were rewntten by Franz Jamcek and BIll Burke ofIREM Franz has
been delIverIng most of the East European courses

Although the courses have not been "Magyanzed," Ann feels that the concepts they Impart are
relevant In Hungary IREM has -brought m Hunganan attorneys to advIse them on the Hunganan
legal context

Ann does not thInk that all of the course partICIpants WIll be CPM candIdates, because some of
them are only Interested In speCIfic courses She mentIOned that one partICIpant attended one of
the courses because she had heard that the forms prOVIded were good

I asked about the content of the 102 course Ann saId that they were sImIlar to the ARM course 5

TOpICS mclude commumcatlOn techruques, managIng maIntenance staff and maIntenance requests,
tenant relatIOns, eVIctIOns, finanCial reportmg structures, tenant complIance WIth SUbSIdy
programs, tax credIts, leaSIng requIrements and lease documents, how to manage employees, how
to deCIde whether or not to contract out for repaIrs and serVIces, profeSSIOnal ethIcs, budgetIng
for capltallffiprovements, and NOI (net operatIng Income)

Although some of these tOpICS are not partIcularly relevant In Hungary, such as tax credIts and
tenant complIance WIth SUbSIdy programs, partICIpants apparently are cunous how certaIn aspects
of property manager dIffer between the U S and Hungary

There IS a problem Inherent In preparmg tramers to offer these courses although Ann can answer
questIOns from expenence, the tramers most likely would not be able to do so

I IdentIfied the need for courses on marketmg and market analySIS WhIle IREM's 700 senes
Includes marketmg courses, these are not yet offered m Hungary FutI IS responsIble for gettIng

4 To pass an exam partICipants must score at least 70 percent The exams are objective multlple-chOlce tests

5 lREM offers an ARM (Accrechted ReSident Manager) deSignatIOn to mdlvlduals who take a course and pass an exam on
the basiCS of property operatIOns
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the lREM matenals translated from EnglIsh to Hunganan It also IS responsIble for advertlsmg
the courses From what Ann could tell, FutI does not understate the reqmrements for the CPM
desIgnatIOn

Ann saId that partIcIpants are mterested m obtaImng books on property management She sug
gested that a lIbrary be started m Budapest, perhaps m connectIOn wIth HAREM KatIe saId that
EERPF, m partnershIp WIth the Hunganan Real Estate ASSOCiatIOn, receIved assIstance m startmg
a lIbrary

10/10/96

Meeting wlth Mrs Hornyak of the pnvate firm Otthon 2000, Presldent of the Trade Umon of
Asset and Property Managers, and Sandor Erdosl

The Trade Dmon of Asset and Property Managers currently IS compnsed of 24 member umons
throughout Hungary Of these member umons, 40 percent are located m Budapest, and 60 percent
throughout the rest of Hungary Each of the 24 member umons have one representatIve on the
board of the natIOnal orgamzatIOn There are roughly 4,000 members mall

The members of the orgarnzatIOn are employees of the former IKVs The member orgarnzatIOns
manage mumcipally owned housmg and some condomImUffiS Member orgarnzatIOns have at least
50 employees Mrs Hornyak saId that for thIS reason the Dmon does not represent pnvate
property management firms, whIch are smaller and have dIfferent needs

The Dmon aSSIsts m the development of collective contracts for employees of the member
orgarnzatIOns At the natIOnal level, It prOVIdes mterest representatIOn on behalf of the property
management profeSSIOn or employers m connectIOn WIth changmg legal regulatIOns On the local
level, the Dmon represents the SOCial welfare mterest of employees The board of 24 repre
sentatIves of the local chapters meet quarterly to exchange mformatIOn

WIth regard to the property management market, Mrs Hornyak saId that there IS a substantIal
amount of busmess aVailable m Budapest, and many firms have emerged as a result Some of these
firms WIll surVIve, and some WIll not

When asked how she would charactenze the concerns of publIcly owned vs pnvate firms, she
answered that the mterests of the two firms are dIfferent Local government firms manage
mumcipally owned stock, whereas pnvate firms must compete for busmess m the management of
condommlUms Speakmg as a practitioner, she saId that pnvate firms take much more respon
SIbIlIty WIth regard to the propertIes they manage, and are more mterested m pleasmg theIr clIents

I asked Mrs Hornyak whether she thInks the firms m whIch the mumcipalIties have an ownershIp
mterest WIll surVIve and be competItive over the long term She replIed that they WIll surVIve,
because they generally manage all of the local government's assets But If they are to retam
property management busmess, particularly the management of condomimums, she saId they WIll
have to adopt a better attItude toward theIr clIents
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One area m whIch the former IKVs generally perform IS payment of the bUIldmg's utIlity bills
They are very dlsclplmed m paymg these bills, whereas, accordmg to Mrs Hornyak, small
pnvate fIrms are not However, the former IKVs generally do not provIde mamtenance serVIces
that are as good as those provIded by the pnvate fIrms

Mrs Hornyak said that the cOndOm1l1IUm owners do not recogruze the nghts and responsIbilItIes
ofownershIp They generally do not realIZe that they should supervise the common representatIves
of theIr condoffilllium bUlldmg When condomllliums were fIrst establIshed m Hungary, many
homeowners lost confIdence In theIr common representatIves because of the IncIdence of bad
financIal management They dId not realIZe, however, that they had a role to play In the fInancial
management of theIr buIldIngs UnlIke when they were tenants, and IKV took responsIbilIty for
all phySical and fInancial operatIOns of the bUlldmgs, owners now have responsIbIlItIes them
selves, but are reluctant to assume them

Sandor asked If there IS a trend for condoffilmum management contracts to be gIven back to the
former IKVs Mrs Hornyak said that thIs seems to be the case When 51 percent of the umts In
a buIldIng are under pnvate ownershIp, usually the homeowners fire the former IKV and gIve the
contract to a common representative However, after a few years, the management contract IS
handed back to the former IKV

Mrs Hornyak saId that common representatives should have some finanCial lIabIlIty With regard
to theIr dutIes so that the homeowners have some secunty The homeowners generally end up
bemg lIable for unpaId bills of the condomlllium The homeowners can sue the common repre
sentatIve or the management company, but the legal process IS tIme-consUffilllg and expensIve

In discussmg how to strengthen small and medIUm-SIZed property management firms, I asked
Mrs Hornyak what she thInks about the pOSSIbIlIty of establIshIng an aSSOCIatIon of pnvate
property management frrms She saId that If It could be proved to the prmcipals of small
compames that their mterests could be served by Jommg such an orgaruzatlOn, then they mIght
be wIllmg to partICIpate and mcur the aSSOCIated expenses She suggested that we speak to the
Chamber of Industry and Commerce about startmg a sub-group for property managers, WhICh
could be a condUIt for mformatlOn exchange It IS mandatory In Hungary for all busmesses to pay
dues to the Chamber, and It IS unclear what, If anythmg, the busmesses receIve m return

She also thmks that there IS a demand for tralmng of mdIvlduals from frrms that do not employ
accountants and/or lawyers The courses would have to be affordable She also thmks that
busmess planmng and marketIng courses would be mterestmg, but IS not sure whether or not there
would be Widespread mterest m such courses

Meenng With Tamas Lakatos of Esosz Bt, Budapest

Esosz Bt IS a pnvate frrm located m Budapest's DIstnct III The firm IS owned by three partners,
and employs four staff members on the average It has some part-tIme staff and some contract
employees, such as supenntendents and Jamtors
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The firm manages 900 umts, the maJonty of whIch are located In Budapest's DIstnct III Other
than property management, the firm provIdes maIntenance and repaIr serVIces

Esosz Bt was establIshed In 1991 Mr Lakatos had been the dIrector of the maIntenance group
attached to one of the dIstrIct's IKV orgarnzations When the IKVs started to layoff people In the
early 90s, Mr Lakatos decIded he should open hIs own firm rather than run the nsk of lOSIng hIS
Job

The fIrm does not advertise, and has obtaIned new busIness In the past by word-of-mouth
Mr Lakatos IS currently not concerned WIth obtammg new contracts He and the rest of the staff
work very hard, and do not have tnne to adequately serVIce addItional umts

Mr Lakatos saId that Esosz Bt has not done an analysIs of the market, and that no firms In
Budapest do thIS The firm has no formal busIness plan Small property management firms, he
saId, are not enterpnses In the truest sense, and most of these firms have no funds avaIlable for
orgaruzatIonal development

Mr Lakatos thInks that one of the bIggest challenges faced by small property management firms
IS that the former IKVs stIll domInate the sector and charge lower management fees Condo
rnmIum owners tend to consIder pnce only, not qualIty of serVIces when chOOSIng a management
company CondommIUffi owners undervalue the work of professIOnal property management firms

Small firms are generally undercapItalIZed and have to undertake more work than they can rea
sonably handle Esosz cannot pay Its maIntenance staff enough for the work that they do, and e
condomlfilUffi owners do not value the reparr work anyway The condormmum owners do not tr, .:>t
theIr common representatIves They requrre that any bank drafts, InVOICeS, and receIpts have one
SIgnature from the management company and one from the condomlfilum aSSOCiatIOn 6

When asked If he thInks that any kInd of tralnlllg would be benefiCial to the property management
sector, Mr Lakatos saId that he doesn't need any traInIng, nor does anyone In hIs firm WIth
regard to laws and regulatIOns, Esosz hIred an accountant who momtors changes and Informs the
partners He saId that It IS not dIfficult to learn about these regulatIons, as there are not very many
that are applIcable to the company Rather than offenng traImng, he suggested that USAID fund
a publIc InfOrmatIOn campaIgn to educate CItIZens about cOndOmInIUm laws and regulatIons, the
responSIbIlIties of the common representatIve, cost-benefit analyses WIth regard to management
and maIntenance servIces, etc He saId that a teleVISIon program or InfOmerCIal mIght be very
effective

Mr Lakatos saId that Esosz's Income does not cover Its salanes and operatIng expenses, such as
rent, and that the firm owes money to the tax authontIes and the SOCIal secunty admInIstratIOn
He IS very skeptical of any Improvement In the SItuation In the near future He saId that small

6 It IS mterestmg to note that as descnbed earlier Mrs KarIka of ZoId-Karlka Kft thmks It IS a good Idea for management
and the condommlUm association to be co signatones, as thiS Inspires trust
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fIrms cannot compete WIth the former IKVs, because these larger firms are SUbsIdIzed by the
dIstnct governments and do not worry about profitabIlIty Condomimum owners who employ
these fIrms In essence pay for theIr serVIces tWIce through management fees and through local
taxes

10/14/96

Meenng wzth Gyula Varga ofPyramzdon Kft, Dzstnct III, Budapest

Pyranudon Ltd IS a pnvately owned firm that has 12 full-tune employees The firm was estab
lIshed In 1989 Mr Varga IS an electrIcal engIneer and used to work for a research firm Because
of the change of the regune at the end of the 1980s, there have been profound changes In the
economy Mr Varga attempted to fInd a market mche He felt that IKV dId not provIde good
property management serVIces and hIS firm IS tryIng to find the nght path In terms of provIdIng
good serVIce at a reasonable pnce

Pyramtdon Kft supervIses approxunately 100 JanItors who are employees of the condorntrnums
In whIch they work The company manages nearly 70 bUIldIngs, of 50 to 100 umts each Total
umts managed are approxunately 5,000 These umts are located In DIstncts ill and XI The firm
entered Into a contract WIth the DIStrIct XI mumcipaltty to provIde management servIces for some
of the mumcipally owned stock In 1994

Other than property management serVIces, the firm provIdes accountIng serVIces to small and
medIUm enterpnses WIth respect to property management, the firm provIdes accountIng, legal,
and techrncal serVIces to each of the bUIldIngs It manages The firm employs accountants WIth
mtd-Ievel educatIon, and the rest of the staff are engIneers

Pyramtdon Ltd does not manage any umts outsIde of Budapest Mr Varga feels that management
IS effective only when the management office IS located no more than a 10- or I5-mtnute dnve
from the bUIldmgs Because the firm works consIstently m these two areas, and staff are generally
m close proxlmtty to one another, It IS eaSIer to work WIth the homeowners on secunty Issues and
to represent them In front of the mumcipal governments

Pyramidon IS lIsted In the telephone dIrectory, In the whIte and yellow pages It does not
advertIse, however, and obtams clIents by word of mouth Mr Varga saId that Hunganans as a
rule dIStruSt frrms WIth flashy advertIsements When the frrm was establIshed, no market analysIs
as such was performed At the company's mceptlOn, It managed only a few bUIldIngs for the first
one to two years Dunng that tune, Mr Varga concentrated on orgamzIng the company and
creatmg Its mfrastructure Once the company was duly orgamzed, the firm dId perform a market
analysIs of sorts The staff mterviewed mdividuais from the lIft maIntenance and cable televIsIon
compames, and learned about theIr competitors Mr Varga saId that he learned a lot from mIS
takes made by hIS competitors

The frrm does not have a formal busmess plan When asked about the reason for thIS, Mr Varga
Said that long-term planmng cannot be done m Hungary nght now, because laws and tax
regulatIons change so qUIckly The firm's ImplICIt plan IS to not undertake the management of too
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many more propertIes Mr Varga feels that Pyramldon currently has the nght staff and the nght
number of staff to properly manage the bUIldmgs the firm now has under contract

Mr Varga saId that Pyramidon has not had any problems obtammg clIents When the firm IS
approached by new clIents, It engages m a contract for a three-month tnal penod, to determme
whether or not the profeSSIOnal relatIOnshIp WIll work

I asked how Mr Varga defines "profitabIlIty" Mr Varga answered that property management
IS not hke tradmg, m WhIch one can potentially make fast profits Property management IS only
profitable for those who have a long-term plan and stay m busmess For those who do stay m
busmess, they have the advantage of bemg able to calculate qUIte closely what their annual
revenue WIll be Contractually, property management firms may raIse theIr fees only once a year
If property management firms stay m busmess for two to three years, then they WIll usually be
able to survIve In order to do so m today's martet m Hungary, however, the firm has to be well
quahfied and proVIde good serVIce The firm should be well-eqUIpped from a techrncal!
admInIstratIve standpomt, It should be fully computenzed The firm should have a budget for
Itself and each of ItS bUIldmgs, and should be able to adhere to these budgets wlthm reason

Accordmg to Mr Varga, the greatest problems facmg the property management sector m Hungary
today are the lack of fmancIaI resources for bUIldmg renovatIOn In VIew of the present wages and
costs, condom1ll1um owners want to pay only the mllllIDal costs for the bUIldmg's lInmedIate
operatmg costs

Mr Varga has spent a great deal oftlffie helpmg hIS firm evolve to Its current state He receIves
numerous phone calls from condomllllUlTI common representatives who have management-related
questIOns for which they cannot obtam answers from the mumclpal governments ::vir Varga saId
that the property management sector, partIcularly common representatives, have substantial
trammg needs In hIs op1ll1on, the areas m whIch traInIng or aSSIstance IS needed are as follows

• acqUISItIOn of problem-solvmg skl1ls,

• accountmg for condomInIums,

• budget preparatIOn,

• preparatIon of management plans to address short- and long-term bul1dmg needs,

• mterpretmg apphcable laws, and

• general management skills (how to coordmate dIverse tasks), and knowmg what types of skills
are needed to run a successful property management busmess

Mr Varga thInks that people would take courses such as those descnbed above, although It mIght
be dIfficult to market them He saId that common representatives are eager to be tramed m prac
tIcal courses, from whIch they can learn skl1ls that can be Immediately put to use The trammg
should be offered by practitioners rather than academICS

Mr Varga stressed the llTIportance of budget preparatIOn He saId that budget preparatIOn IS not
only Important from the techrncal pomt of VIew, but from a psychologIcal aspect as well
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Condommmm owners often become upset when management exceeds the bUlldmg'S operatmg
budget, partIcularly If they are not gIven notIce or reasons why addItIonal expenses have been
mcurred

Mr Varga does not belong to HAREM When asked about the value of profeSSIOnal aSSOCIatIons,
he saId that It IS not as though he doesn't beheve m theIr value per se, but that he doesn't thInk
that they can effiCIently lobby for legIslatIon and that they don't have any real mfluence over the
government He saId that aSSOCIatIons do not proVIde serVIces that the members cannot obtam m
some other fashIon He saId that If hIS firm has a problem, the problem can be solved by hIS
lawyers and/or engmeers In other words, the problem can be solved much more efficIently
mdependently than If an aSSOCiatIOn were mvolved In addItIOn, he thInkS that lobbymg by
mdividual compames IS much more effectIve than group advocacy efforts

I asked If Mr Varga thInks aSSOCiatIOns are benefiCIal from the standpOInt of diSSemInatmg
mformatIOn that IS of general mterest to the profeSSIOnal commumty He saId that some experts
are not really experts, and that some sources may not necessanly dissemmate mformatIOn that IS
correct In the housmg sector, he saId, mformatIOn IS readIly obtamable

WIth regard to the marketplace, Mr Varga saId that the former IKVs had hoped to obtam
management contracts for pnvatIZed condomImums automatIcally, based on theIr contacts In the
commumty New condomImUffis usually contract WIth the former IKV ImtIally, but after a year
or two the former IKV IS termmated The consCIOusness of condommIUm owners IS slowly bemg
raIsed, and they are begmrnng to understand what they may expect from management comparues
To the IKVs' credIt, however, they are generally honest In theIr fmancIaI dealmgs WIth the
owners

I asked Mr Varga about the ImpedIments to small and medIUm fIrmS that are emergmg m the
property management market He saId that the former IKVs receIved capItal, office space, and
clIents automatIcally when they were formed by the mumcipahties Pnvate fIrmS had to acqUIre
these, and It takes them years to do so Many pnvate entrepreneurs are unwIllmg to seek credIt
or take any kmd of nsk Furthermore, all serVIce IndustrIes m Hungary are suffermg at present,
because people cannot afford to pay for these servIces The pnce of electrICIty and gas m Hungary
IS approachIng western levels, whIle salarIes are typIcally 1/6 to 1/10 of average western salarIes

People hvmg In condomImUffis generally prefer that one of the owners act as the common
representatIve for the bUIldmg, because the IKVs destroyed the reputatIon of property management
as a profeSSIOn The tIme of the Jack-of-all-trades, however, IS over, and one person cannot
proVIde all of the serVIces necessary for adequate operatIOn of a bUIldmg and condommIUm
aSSOCIatIon Mr Varga thInks that eventually, condomImUffiS will not employ mdividual common
representatIves The owners often accuse them of cheatmg or stealmg, whether or not thIS IS
Justifiable

Two-thIrds of the mumcipal housmg sector m Budapest has been pnvatized, but owners contmue
to retam the attItudes of tenants IKV dId a poor Job m mamtaImng the bUIldmgs RISIng energy
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pnces cause a huge burden on resIdents who had been allocated theIr umts years ago, and who
have to deal WIth a growmg amount of deferred mamtenance

Mr Varga saId that It IS essentIal for property managers to have good relatIOnshIps WIth the
condommIUm owners He thmks that fIrms that treat theIr clIents as IKV tradItIOnally treated the
tenants will eventually go bankrupt Only a few pnvate property management firms have placed
a prIonty on good clIent relatIOns as part of theIr long-term strategIes

Mr Varga conSIders hIS greatest profeSSIonal achIevement the contmUIty and conSIstent growth
of Pyranndon The firm started as a small partnershIp or Bt , and IS now a lImIted company, or
Kft

10/17/96

Retreat for PartlClpants at USAID's SME Program m Hungary, USAID Office Budapest

USAID held a meetmg on Its SME program m Hungary so that partICIpants could share
mformatIOn about the actIVItIes m WhIch they are mvolved Antoma Sanders and Olga Mendez
attended the seSSIOn brIefly to meet the partICIpants and determme WhICh orgamzatIOns mIght be
mvolved m generIc busmess trammg efforts The PADCO team mtends to VISIt some of these
orgamzatIOns durmg ItS trIp m December to determme If eXIstmg traImng programs would be
relevant to prIvate property management firms

Meenng With George Csaszar, Managzng Director, and Ildlk6 Meszaros, Director of Training,
Coopmform, Dzsmct II, Budapest

Coopmform IS an educatIOnal and adVISOry corporatIon that was establIshed m October 1990 It
used to be a computer techmcal company that developed software and dId computer systems
analySIS After the change m the regIme, when Hungary would Import products such as IBM and
MICroSOft, the company was transformed mto an educatIOnal orgarnzatIOn

OrIgmally, Coopmform targeted ItS trammg courses to top-level managers However, smce the
market for trammg IS decreasmg, the company IS mcreasmgly targetmg Its efforts toward traImng
mId-level managers Its current trammg courses are at the post-graduate level, but Coopmform
IS trymg to develop post-secondary school level courses

CL 'ently, Coopmform's most popular classes are as follows CrISIS management, asset manage
ment, management of publIcly held compames, the stock exchange, and computers In addItion,
some courses focus on harmornzatIOn of European busmesses , the finanCIal and bankmg sectors,
cash flow management, and cash management Each course has two components general manage
ment mformatIOn and marketmg (how to commumcate/negotIate)

Coopmform uses mstructors who are among the best lecturers from the best HungarIan
umversitIes or praCtItIOners who work WIth HungarIan or mternatIOnal compames
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Coopmform uses mteractIve trammg methods and mcorporates role-playmg and case studIes mto
Its classes

The company receIves no funds from donor sources, although the prmcIpals of the fIrm would lIke
to receIve some type of donor fundmg so that they can offer courses at a lower cost to par
tIcIpants The management of the trammg courses causes the fees to mcrease, and It would be
helpful If these costs were covered through donor fundmg In 1992 or 1993, Coopmform applIed
to a foundatIon to sponsor trammg and receIved funds from PHARE Mr Csaszar feels that the
traImng offered through PHARE and other foundatIons do not meet the current needs of target
partIcIpants Coopmform revIses Its courses to meet the changmg needs of Its partIcIpants, whIle
PHARE and foundatIons generally have a two-year lag tIme between the tIme an applIcatIOn for
trammg funds IS made and when the courses are actually offered By thIs tune, the courses are no
longer relevant Coopmform feels that there are not enough funds aVailable from foundatIOns to
cover the number of compames applymg for funds

OccasIOnally, Coopmform enters mto Jomt ventures WIth corporatIOns to offer trammg to members
of the board of dIrectors or supervIsory staff The company has developed good relatIOnshIps WIth
professors of umversitIes m Western Europe, Amenca, and Japan Coopmform WIll also offer
logIStIcal assIstance for tralillng courses other than those It offers dIrectly

The shortest courses offered by Coopmform are 2-3 days One-day conferences are also offered
The Asset Management Course meets one day per week for 5-6 months Mr Csaszar feels that
most compames WIll allow employees to mISS one day per week to attend traImng In any event,
Coopmform has no problem fIllmg these courses People lIke the courses and are wIllmg to pay
for them

Mr Csaszar feels that the bIggest problem m offermg trammg IS that not everyone can afford the
fees, so pnces must be reduced ThIs results m a low profIt for the company and a hIgh profIt for
tramer/Instructor

10/18/96

Meeting wzth Mrs lldzk6 Traub Bezsenyz, Common Condomznlum Representative, Dzstnct IX,
Budapest
Mrs Bezsenyl IS an mdIvidual entrepreneur who IS the common condomlillum representatIve for
approxImately 400 condomImum umts m Budapest's DIstnct IX She began managmg condo
mmIUm umts m 1990 She has no employees, but contracts WIth vanous techmcal serVIce
provIders

Mrs Bezsenyl IS a teacher by trammg, but could not take a Job WIth fIxed hours because she has
a SIck chIld Bemg a common representatIve works for her because she can work out of her home
and the hours are flexIble

Mrs BezsenYI's dutIes COnsISt of handlmg each condommIum aSSOCIatIOn's accountmg functIOns,
preparatIOn of correspondence, momtonng laWSUIts, servmg as lIaison wIth utIlIty compames,
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domg mspectlons, orgaruzmg assembly meetmgs,7 and paymg bIlls She sIgns all of the mVOIces
along wIth a representatIve from the ExecutIve CommIttee She never makes a decIsIon about
matters concernmg the bUIldmgs, as the members must vote on these Issues

Mrs Bezsenyl saId that she generally works WIth five to seven people m each of the bUIldmgs she
manages If there IS not a core group of people who are actIvely mvolved m the condomIllium'S
operatlOn, she WIll not work wIth that partIcular bUIldmg

It IS unportant that Mrs Bezsenyl keep abreast of all new regulatIons affectmg the operatIon of
condomilliums She says that thIS IS dIfficult but necessary, as It IS her responslbIhty to prepare
all of the bUIldmgs' tax and SOCIal secunty reports Currently, any profits earned by the
assoclatlOn are taxed at a rate of 20 percent A revenue tax IS paId In addltlOn to the profit tax

Mrs Bezsenyl gIves the umt owners a lot of mdlvldual attentlOn and takes pnde In thts aspect of
her Job She does not want to add any clIents at present as she feels she would not be able to
prOVIde addItIonal chents WIth quahty serVIce

Mrs Bezsenyl thInks that condommmm management IS profitable, and she makes enough money
as the common representatIve of several bUIldmgs to SUIt her needs She says she could even make
more money If she accepted addltlOnal chents

Mrs Bezsenyl thtnks that one of the greatest problems faced by the property management sector
IS the dIfficulty of fmdmg competent, rehable, and honest techmcal serVIce prOVIders Also, most
condorntnlum bUIldmgs have no "operatmg mstruCtIOns" that explam the bUIldmg's systems and
pecuhantles She commented that when one purchases a radIo, one receIves more operatmg
mformatIOn than IS accessIble to condorntnlUffi managers Another problem IS that, under current
law, concurrence of 100 percent of the homeowners m a gIven bUIldIng IS reqUIred to effect any
decIsIOns One person In a bUIldmg can stonewall any potentIal decIsIon on the part of the other
homeowners to fund necessary repaIrs and/or capltalunprovements

The greatest problem facmg property managers, accordmg to Mrs BezsenyI, IS the lack of
finanCIal resources on the part of most condommmm aSSOCIatIOns DespIte the fact that there are
operatmg standards for varIOUS bUIldmg systems, often condomilium aSSOCIatIOns cannot afford
to pay for the work that needs to be done

In respondIng to a questIon about the pnvate property management sector's need for traIling,
Mrs Bezsenyl saId that It IS lIkely that the larger firms would not attend traInmg courses, but
common representatIves need assIstance m mterpretmg foundatIOn deeds and other aspects of theIr
Jobs

7 Each condommmm aSSOCIatIOn generally has two to three assembly meetmgs per year
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Mrs Bezsenyl occasIOnally meets wIth other common representatives to exchange mformatIOn
She saId that some aSSOCiatIOns eXIst, but they do not provIde mformatIOn that would be useful
to her personally She Said that an aSSOCiatIon of common representatives mIght be useful If It
acted as an advocacy orgamzatIon, but IS not certam whether common representatives would have
the tlffie nor the fmancIaI resources to sustam such an orgamzatIOn

Meeting wlth Mrs Istvan Buzasl, Arblter Bt, Dlstnct XVII, Budapest

ArbIter Bt was estabhshed m 1992 The company employs 25 to 30 staff members and contracts
WIth an addItional 25 to 30 The prmcipais of the fIrm used to work for the DIstnct XIV mum
cIpallty m Its efforts to pnvatIZe ItS housmg stock The mumcipahty estabhshed Its own Kft to
manage the newly pnvatIZed condommlUffiS, but strategIcally undermmed It by awardmg manage
ment contracts to other busmesses m exchange for bnbes The murucipally owned fIrm eventually
went bankrupt m 1993

BeSIdes property management, ArbIter Kft engages m some brokerage actIvIties The staff lawyer
handles real estate transactIOns

ArbIter Bt currently manages 18 bUlldmgs made up of 60-300 umts Three of these bUlldmgs are
located m DIstnct XVll, 12 are m DIstnct ill, 1 IS m DIStrIct XIV, 1 m DIstnct XI, and 1 m
DIstnct X In addItion, the company IS a subcontractor to the mumcipally owned management fIrm
m DIstnct X and provIdes serVIces to seven bUlldmgs The fIrm does not accept chents outsIde
Budapest

ArbIter Bt occaSIOnally advertIses m the local government's newspaper, and also occasIOnally dIS
trIbutes leaflets to advertIse Its servIces It has obtamed chents through word of mouth The fIrm
never dId a formal market analySIS but knew that condommmm bUlldmgs had a need for quahty
property management serVIces

The company has no formal busmess plan, but ItS strategy mcludes centrallzmg actIVIties
Accordmg to Mrs BuzasI, It would be more practIcal for the company to have more of ItS
busmess located m DIStrICt XVIT, where the office IS located ArbIter alms to manage three
addItional condommmm buI1dmgs m DIStrIct XVII Each bUlldmg has a wntten management plan
Mrs Buzasl thinks that the econOmIC SItuatIOn m Hungary IS too uncertam for compames to
formulate busmess plans

In Mrs BuzasI's conceptIOn, the Issue of whether or not the company IS profitable IS a
"Catch-22 " To be really profItable,Lhe company would have to mre more quahfIed staff, but
would have to pay these mdlvlduals more than It pays ItS current employees ThIS would
neceSSItate an mcrease m management fees, wmch would cause the company to lose busmess To
aVOId mcreasmg management fees, the company would have to accept many new chents and
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compromIse the qualIty of the serVIce bemg provIded 8 ArbIter Bt 's cash flow IS at the break-even
pomt, but the company has no capItal reserves

Mrs Buzasl saId that one of the greatest problems facmg the property management sector IS the
amount of deferred mamtenance m many condommmm bUIldmgs In addItIOn, she saId that there
are many amateurs and swmdlers m the property management market There IS no regulatory
framework to WhICh pnvate property management compames must adhere The hIgh rate of
unemployment m Hungary has resulted In a glut of dIlettantes who attempt to enter the property
management market Without possessIng the necessary SkIlls There are apparently firms In the
market that offer low fees and then undenmne the condomlmum financIally by submlttmg bogus
bIlls AccordIng to Mrs BuzasI, these firr ., SImply change theIr names when theIr reputatIons
become tarmshed

Another problem faced by the sector IS that the mumclpal governments have retamed the
ownershIp of up to 90 percent of the commercial spaces In resIdential bUIldmgs If the bUIldIng
retamed more of the revenue generated from these spaces, they would be better able to afford to
address theIr deferred maIntenance needs

The pre-fabncated concrete panel buIldmgs are very expensIve to operate because the utIlIty costs
tend to be very high In these bUIldmgs Mrs Buzasl calculated that because of the hIgh utIlIty
fees, It costs as much to operate a two-room umt In a concrete panel buIldIng as a detached house
of 100 square meters ThIs has a dIrect Impact on the property management market, because the
hIgher the operatIng costs are, the less condomlmum owners want to pay for management/
maIntenance serVIces

Iromcally, utIltty costs are often hIgher than they should be due to overbIllmg on the part of the
Dlstnct heatIng compames ArbIter staff occasIOnally check the meters and have wItnessed occa
SIOns when the Dlstnct Heatmg has billed the condornmtum twIce the amount of actual consump
tIon The DIStrIct heatIng company WIll refund the dIfference to the bUIldIng If the overcharge IS
brought to ItS attentIon, but the refund process can take up to SIX months Often two to three
bUIldIngs share one meter, WhICh adds to the confusIOn about cost allocatIOn, but mdIvidual
meterIng IS expensIve In some cases, the DIstnct heatmg compames dIscourage buIldmgs from
mstallIng mdividual meters

Smce 1995, there has been a 500 percent prJce hIke fo .;arbage collectIOn The task of allocatmg
the mcrease among households m each condommmm bUIldmg fell to the Common Repre
sentatIves It IS dIfficult to allocate garbage removal costs based on the number of household
members, and thIS caused a lot of dIssatIsfactIOn among homeowners

In response to a questIon about property manager's traIling needs, Mrs Buzasl saId that the more
people that are tramed, the greater the competItion would be m the property management market

8 Mrs Buzasl cal1s thIS the IKV syndrome IKV tradltlonal1y managed almost al1 of the housmg stock and proVided httle
or no service to the maJonty of the bmldmgs
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She has seen advertIsements for traInIng lll1tIatives, but thInks that the courses do not provIde all
of the traInIng that IS promIsed She thInks that property management cannot be taught III an
academIc settIng She does thInk that IndIVIduals from small property management firms could
benefit from practIcal courses To be a qualIfied Common Representative, for Instance, reqUIres
knowledge In three areas constructIOn engIneerIng, finance and accountIng, and legal knowledge
If a firm has employees, the prIncIpals need to know about labor law

AccordIng to Mrs BuzasI, there IS a lot of competItIOn In the market and thIS IS handled dIf
ferently In each dIStrICt In Budapest In DIStrICt XVII, for example, the IndIVIdual comparnes have
agreed not to fight one another In DIstnct III, there IS an unwntten law that If there IS a murn
cipal tender for a property management contract and the contract IS not awarded to a DIstnct III
property management firm, these firms recommend ArbIter to the General Assembly

ArbIter Bt has not been mvolved In any bUIldIngs m whIch murncipal governments have funded
renovatIOn projects ArbIter Bt has applIed for grants on behalf of IndIVIdual condomlll1um
bUIldIngs, but has been refused In each Instance She thInks the competItIon IS "wIred," and that
those bUIldmgs m which murncipal officIals resIde receIve renovatIOn funds from the murncipalIty

10/24/96

Meetlng wIth Mr Baksa of Interclsa Kft and the Assoczatlon of Umt Operators (LESZ),
DunauJvaros
LESZ IS an aSsociatIon of property managers Mr Baksa IS a representatIve of IntercIsa, a housmg
cooperatIve organIZatIon, which IS a member of LESZ Mr Toth, who IS the PreSIdent of LESZ,
IS the preSIdent of Intercisa 9 LESZ IS an advocacy orgamzatIon m the claSSIcal sense The
members do not feel that polItiCians represent theIr mterests The members of the orgamzatIon
would ultimately lIke to see NGOs represented m CIvIlIan parlIament, as eXISts m Szekesfehervar,
which would advocate the causes specIal mterest groups, such as pensIOners, sernor CItIZens, the
unemployed, and people WIth large famIlIes

Currently, LESZ IS negotIatmg contracts WIth the publIc utilIty comparues and IS supervIsmg these
contracts An example of this IS that UTI, an Amencan firm, IS supplymg telephone hook-ups In
DunauJvaros The contract between UTI and the consumer refers to a set of condItIons that are
not stated m the contract, so the consumers do not really know the condItIOns to WhICh they are
agreemg when they SIgn the contract

LESZ tnes to prOVIde Interest representatIOn to ItS members It has compIled a lIst of serVIce
provIders who prOVIde serVIces at a faIr pnce to condomirnum and cooperative owners LESZ
arranged a forum to request that the local government gIve a cectam percentage of ItS pnvatIZatIOn
revenues to condommIUffis In the form of grants or low-mterest loans for renovation ThIS IS
because when the murucIpalIty pnvatIZed the uruts, there was a substantial amount of deferred
mamtenance

9 Unfortunately Mr Toth was III the hospital when we VISited DunauJvaros
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The aSSOCIatlOn IS nonprofit, It receIves funds from the mumcipalIty and membershIp, the latter
covenng the cost of mallmgs and mIscellaneous expenses Twelve mdiVIdual members also pay
50 HUF per year, and two honorary members pay what they wIsh LESZ's mam revenue comes
from the dues provIded by the 4,500 umts represented by Intercisa LESZ IS currently trymg to
mcrease the number of umts m Its membershIp

Condomimum representatives do not have baSIC knowledge or mformatlOn about accountmg,
applIcable laws, or techmcal fields to do theIr Job effectIvely LESZ IS trymg to fill that VOId If
a condomimum, for example, IS trymg to renovate a bUlldmg, It can request aSSIstance from LESZ
m findmg contractors

The present condommmm law makes It VIrtually ImpOSSIble for a condommIUm to obtam a bank
loan, smce one person m the condomimum can veto the Idea LESZ was able to get 1 5 mIllIon
HUF for a bUlldmg, but could not convmce the condomlllium to take the grant and apply for a
loan from the bank for the balance of funds reqUITed The funds were to be used to renovate the
bUlldmg's heatmg system The heatmg company agreed to gIve 600 HUF per umt per month back
to the condomimum If this renovatlOn was carned out The money from the heatmg company
would have been 70 HUF per umt per month more than the monthly loan payment Out of the
28 members of the condoffilmum aSSOClatlOn, one would not agree to apply for the loan, so the
decislOn was nullIfied

CondommIUms do not pay many taxes and as a result receIve lIttle superVISIon from the mum
cipahty Tills IS advantageous, smce the common representatIves know lIttle about the legal and
tax requrrements of condoIl11IllUffi management In addItIon, the ExecutIve Boards m most condo
Il11Illums do not supervIse the managers adequately The managers, therefore, often take advantage
of theIr positlOn and cheat the condomlllium aSSOCIatlOns

The Intercisa housmg cooperatIve oversees 4,500 umts Another LESZ member oversees
3,200 umts and a thrrd oversees 1,000 umts The housmg cooperatIves compnse approXImately
50 percent of the CIty'S housmg stock There are approxImately 200 mdividual common repre
sentatIves that are not members of any associatlOn

LESZ would lIke to tram condoIl11Illum representatives and have the tramed representatIves take
over management of addItIonal condoffillliums LESZ holds a monthly forum for common repre
sentatIves and addresses dIfferent Issues m each seSSlOn (e g ,accountmg) The problem IS that
common representatives do not pay membershIp dues to LESZ, and the mumcipalIty does not
cover the cost of provIdmg mformatIOn to common representatIves Therefore, LESZ cannot
afford to proVIde condommIUm traImng

It IS a benefit to the mumcipahty that the condommIUm representatIves are untramed, otherWIse
they mIght try to exert more authonty For mstance, m mIxed-ownershIp bUlldmgs, the mum
cipalIty generally retams ownersillp of a larger proportIon of the common areas than that to whIch
they are entItled For a bUlldmg to be deSIgnated as a condommIUm, 51 percent of the umts have
to be pnvatIzed The mumcipahty retamed ownershIp of the other 49 percent Common areas
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were dIvIded accordmgly, however, as more umts were pnvatIZed, the share of the common areas
held by the mumcipalIty has not decreased MumcipalItIes are now trymg to sell therr share of the
common areas for outrageous pnces to the condomillium assocIations, to whIch the space nght
fully belongs m the frrst place

Generally, the same 40 or 50 people attend aSSOCIatlOn meetmgs LESZ and Interclsa would lIke
to tram and rely on these mdividuals to take on more responsIbIhty

LESZ was establIshed before the last mUllicipal electlOn, yet has succeeded m gettmg two people
elected to the 26-member General Assembly The SOCIalIst party IS the majonty party m the
Assembly, so captunng votes for ASSOCiatIOn members IS dIfficult Instead, It may be more
appropnate to mcrease the base of the aSSOCIatlOn

Interclsa has agreed WIth another 3,200-umt cooperatIve to jomtly represent ItS constItuents In
front of the mUllicipalIty and utIlIty compames LESZ WIll have a general meetmg In March and
would lIke to see the other cooperatIve become an actIve member

The problems that LESZ encounters are due to the fact It IS not yet a powerful advocacy orgalllZa
tIon Therr Input IS not requested In creatIng the laws that affect ItS eXIstence, such as the condo
mImum law and the aSSOCIatIon act Furthermore, LESZ cannot settle management problems, such
as nonpayment of fees, untIl It has a legal means to deal WIth the problem

Dunaujvaros IS a young CIty that was buIlt In the 1950s It was bUllt accordmg to SOCIalIst phIlo
sophy that a 50-sq -meter flat was sufficIent for a famIly The hOUSIng stock COnsIStS mostly of
two-bedroom flats of 50 sq meters Some mobIhty became pOSSIble after pnvatIZation and many
people now want studIO or three-bedroom apartments It IS a status symbol to own an apartment
A barner to mobIhty IS many semor CItIZens on small penslOns who cannot afford to mamtaIn therr
flats are unwIllmg to move to smaller flats Construction of prefabncated concrete panel bUlldmgs
became prevalent In the 1970s, and almost no new housmg constructIon has occurred In
Dunaujvaros In last 10 years There IS a system to allocate mUllicipal apartments to those In need
but the waItIng lIsts are IncredIbly long Only 700 out of the CIty'S 8,000 flats are mUllicipally
owned

Meetzng WIth Kalman Netkovszky, Futz Omega KladVanyOZaSI es Oktatatsl KIt, Budapest

FutI IS a pnvate tralmng Institution that offers courses m vanous areas connected to real estate
The orgamzatIOn IS currently workIng m conjunctIon WIth HAREM to offer lREM courses In
Hungary Other than the IREM courses, Futl offers a senes of courses on real estate brokerage,
as well as courses on land law and property acqUlsitlOns The only course Futl offers that IS not
dIrectly related to real estate IS accountmg The company publIshes ItS trailling matenals as well

There IS a Hunganan law on educatlOn that regulates traInIng programs Exams are regulated
through millistenal decrees There are three types of tralmng m Hungary

• academIC tralmng (courses offered by schools),
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• certIfIed trammg dehvered outSIde of an academIC settmg, and

• tralmng dehvered outSIde of an academIC settmg that has not been certified

One rrumstry IS responsIble for regulatmg trammg programs m each dlsclplme For mstance, the
real estate sector IS regulated by the Mlmstry of the Intenor Trammg that IS tied to a certifIcatIOn
program IS ObVIously more deSIrable than tralmng that does not lead to certIficatIOn Futl IS
attemptmg to lobby the ffilmstry to certify the brokerage trammg and IREM tratmng courses 10

OffICial recogmtIon of these courses would lend them a certam cachet and mcrease theIr
populanty No courses for WhICh the matenals were ongmat(;' m a foreIgn country have ever
been offiCially recogmzed

FutI has Identified a market for ItS brokerage courses and the IREM CPM courses
Mr Netkovszky dId not mentIOn whether or not any formal market analySIS was undertaken by
the company

FUtIIS supposed to modIfy the !REM trammg matenals so that they reflect the property manage
ment envrronment m Hungary These modIficatIOns have not yet been made The orgamzatlon IS
deslgmng a course that will be offered m parallel WIth the IREM CPM courses Some textbooks
for these new courses have been wntten, and others are currently bemg prepared Tills senes of
courses, willch FutI calls Its "H" senes, WIll overlap WIth the brokerage senes by approxlffiately
25 to 30 percent

The !REM 400 course on fmancIaI management IS a three-day course Futl charges 36,000 HUF
for partICIpants who are HAREM members, and 44,000 for non-HAREM members 11 The course
fees mclude the cost of textbooks, coffee breaks, and lunch There are no small pnvate property
management firms that are members of HAREM, and a cost of 44,000 HUF would most likely
mhlblt partICIpatIOn by a maJonty of these frrms

The fees charged cover all of the logIstical costs of offermg the courses, such as the room at the
Buda Penta Hotel, at WhICh the courses are currently bemg offered Other expenses covered by
the fees mclude textbook production, course preparatIOn and marketmg, and costs mcurred m
admlillstermg exams At present, the courses have been taught by !REM mstructors, who are paid
by USAID Mr Netkovszky SaId that, at present, USAID covers about 25 percent of the total cost
of offenng the courses

In Hungary, 5,800 people have taken the real estate brokerage course Of these 5,800,86 percent
attended the FutI course Futl was the first mstltutlon to obtam a hcense to offer thIS course m
1990 There are four other compames hcensed to offer thIS course the Techmcal Umverslty, a

10 Mr Netkovszky said that he IS currently spendmg two to three days per month dlscussmg the pOSSibility of obtammg
mlll1stenal certification of these courses With a Mmlstry offiCial

11 ThiS IS m contrast to the figures proVided by Ann Becher, as mentioned earlier m thiS report
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firm m Debrecen, a firm m B6kescsaba, and a company called Kultrade Kultrade IS FutI's mam
competItor and has a 25 percent market share

In the brokerage course, brokers learn how to use facts and statIstIcs to buy and sell apartments
The matenal IS revIsed and Improved annually Futl uses a franchIse system to offer ItS courses,
and has 19 partners natIonwIde FutI provIdes these partners WIth the publIshed course matenals

2 Technical ASSistance to Developers
1017/96

Meenng wIth Kathanne Mark of the Urban Instltute and Sandor ErdoSI of MetropolItan
Research Instltute, Budapest

The NatIonal ASSOCIatIOn of Home BUIlders (NAHB) IS gomg to be workmg WIth the Urban
InstItute to develop an aSSOCIatIon of developers They WIll begm work on thIs component m
Hungary m November

BIll Claggett, who worked on the publIc-pnvate partnershIp m Szolnok, WIll be m Hungary as of
Monday, October 14 He and Sharon Lowenthal, together WIth Sandor ErdosI, WIll VISIt Szolnok
to obtam a status report on the project BIll and Sandor WIll wnte an updated, expanded verSIOn
on the methodology and results of the Szolnok project

In the meantnne, USAID wants to focus more effort on trammg of developers rather than under
takmg a new pubhc-pnvate partnershIp project at thIs tnne

KatIe suggested that we speak to Ilona Beharka, a developer who has built small numbers of flats,
to dISCUSS nnpednnents to the development of reSIdentIal real estate

Sandor suggested that we reVIew the current SItuatIOn of constructIon loans and the constructIOn
SUbSIdy

10/8/96

Meetlng WIth J6zsef Hegedus, Ivan TOSICS, Sandor Erdos." and Andrea Ivan of Metropolltan
Research Instltute, and Kathanne Mark of the Urban Instltute

Jozsef saId that m order for developers to partICIpate m trammg courses, the courses would have
to be tIed to a concrete project that would be of econOmIC mterest to them For lllStance, If a local
government Issued an RFP for developers to engage m a renovatIOn proJect, a developer mIght
attend a traIling course m how to prepare proposals and deSIgn specs

OtherwIse, mexpensIve, short practIcal courses mIght be useful to developers, on tOPICS such as
estnnatmg project costs
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As IS the case wIth pnvate landlords, the tax Issue IS a major problem for developers The lack
of constructIOn finance IS perhaps the bIggest ImpedIment to the development of reSIdential real
estate

A possIble output for this project, then, IS how to address the major Issues that are ImpedIments
to developers

10/15/96

Meetl1l~ wlth Pal Baross, Kolpron Consultants, Budapest
Mr Bu.ross IS mvolved m the preparatIOn of feaslblhty studIes for resIdential and commercial
developments HIS chents are predommantly foreIgn development compames and mstItutIOns from
the Netherlands, Germany, and Israel proposmg resIdential, commercial, or mdustnal develop
ments m Hungary Kolpron also works WIth local governments m Hungary Kolpron IS one of the
few fIrms m Hungary preparmg feaslblhty studIes, and hIS firm has httle cOmpetitIon The
maJonty of Kolpron's studIes COnsISt of gathenng market data, Identlfymg potential fmancIaI
nsks, assessmg whether purchase pnces or acqulSltIOn offers are reasonable, and concludmg
whether a development should be pursued further Overall, approxlffiately 70 percent of these
feaslblhty studIes have negatIve conclusIOns, 1 e , that a development IS not feasIble and should
not be pursued further Thrrty percent receIve posItIve feaslblhty conclusIOns Kolpron has a sub
SIdiary company, PROPLAN, which offers other professIOnal serVIces, such as engmeenng,
archItectural, and financial packagmg to developers who subsequently take theIr proposed
developments mto the plannmg stages

To date, Kolpron has not been successful m penetratmg Hungarian banks that hold property OTP
Bank uses ItS own mtemal resources, ItS development branch, and does not contract out for pre
development and development assIstance

It IS dIfficult for Kolpron to obtam accurate data for ItS feaslblhty studIes, and to assess \\ hiCh
banks are actIve m the reSIdential housmg sector HungarIan banks are tough to penetrate and are
unwl1lmg to prOVIde mformatlOn on therr lendmg activIties and development costs OTP Bank WIll
prOVIde rough statistIcs on theIr annual loan activIty expressed m square meters developed
Kolpron must then work backward from these statistIcs to determme the development costs or
market pncmg

Mr Baross was mvolved m the preparatIon of a study for Block 2 m Dlstnct VIII m Budapest,
WhICh assIsted the local government m procurmg SubsIdIes for a resIdential housmg development
The development was stalled, however, when a COnflICt arose WIth the chIef archItect The local
government could not be convmced to lower Its land pnce to a level that would allow for develop
ment feaslblhty gIven the aval1able SubsIdIes Mr Baross feels that thIS IS a common problem m
Hungary when a developer tnes to bul1d resIdential housmg on land controlled by the local
governments The local governments are shortSIghted and do not understand that a conceSSIOn m
the acqulSltIOn pnce for the first development parcells often necessary to assure feaslblhty, and
mIght have a stimulatory effect on surroundmg land values targeted for future development
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Local governments are not reactmg appropnately to proposed real estate developments, and are
reluctant to alter current zomng plans to encourage development In addItIOn, many of the eXIstmg
plans are Irrelevant gIven the rapidly changmg local markets Mr Baross estImates that m the 20
or so major CItIes of Hungary (WIth populatIon > 50,000) very lIttle development IS takmg place
and that the problems of the resIdential housmg sector are becommg acute Local governments
need to create new master plans m conjunction WIth the local development commuruty He feels
that the two uruverSIty programs m development management that were started thIS year
(Techmcal UruverSIty'S Bntish and EconOllllC Uruverslty's French-sponsored program) Will help
nnprove the capabilItIes and raIse the professIOnal standards of plannmg and real estate develop
ment consultants m Hungary Mr Baross also mentIOned that a Canadian orgamzatlon, the
Canadian Urban InstItute, has a four-year contract to offer techmcal aSSIstance to developers
through the ASSOCiatIon of Urbarusts Kolpron Itself was mvolved m a tralmng program m
Dlstnct vm and offers tralrung courses to muruclpal asset management fIrms

Mr Baross further felt that the formation of a natIOnal aSSOCiatIOn of developers would take
4-5 years, and would have a slower, more self-evolvmg effect on real estate development Local
developers deal WIth very dIfferent Issues and obstacles, dependmg on the POlItICS of the localItIes
m whIch they are operatmg and the econOllllCS of the local real estate markets Mr Baross felt It
would be dIfficult to develop common mterests and that mcentIVes would be necessary to get
developers to Jom and become actively mvolved m an aSSOCiatIOn He would lIke to see such an
aSSOCiatIOn focus prImarily on provIdmg accurate market data and techmcal updates on fmancIaI
resources and aSSIstance programs Predevelopment plannmg and mvestment analySIS are areas
where developers need the most aSSIstance Developers need to understand why and how some
developments work and others don't Secondanly, an aSSOCiatIon should provIde profeSSIOnal
lIcensmg standards, lobbymg aSSIstance for legal reforms, conferences, and a lIbrary Housmg
cooperatives that were state-sponsored and now mdIvidually owned should also be encouraged to
Jom the assocIatIon, as they have a pool of knowledge and expenence m the development, mar
ketmg, sale, and management of reSIdentIal real estate that has remamed relatively untapped

Other concerns raIsed by Mr Baross were the lack of strong domestIc mvestors m reSIdential real
estate throughout Hungary Most domestic mvestors choose to mvest m hIgh-earmng natIOnal
bonds or the stock market, and perhaps mcentives could be developed to brmg them Into the
reSIdential housmg sector Most Hunganan mvestors m reSIdentIal real estate are InstitutIOnal,
predommantly 1l1Surance comparues (AB Aegon, PostabankiPostInvest, Dom, Questor, Globex,
OTP Nortland) In addItIOn, there are very few pnvate developers or constructIOn comparues m
Hungary that can manage a reSIdentIal housmg development of more than 10 to 15 uruts because
of the banks' collateral and pre-sale reqUirements 12 Mortgage bankmg reforms are needed, and
developers need aSSIstance In locatmg potential purchasers for theIr uruts More stnngent
government measures need to be taken to stem the hITIng of labor and the purchasmg of supplIes
from the black market

12 Firms also cannot organize construction actiVIties qUickly enough
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Meeting wIth Larry BIrch, USAID, Budapest
In tlus meetmg, It was emphaslZed that the pnmary focus of the work plan should not be housmg
per se, but the strengthenmg of the small and medmm-slZed enterpnses mvolved m the develop
ment of resIdential real estate

Accordmg to Mr BIrch, there IS a need to understand why certam resIdential housmg
developments have been successful whl1e others have faded For example, the success of the
French-sponsored Jomt venture m Dlstnct IX-SEM IX - where many older umts were
demohshed to permIt the constructlOn of new resIdential uruts Smce the wmpletlOn of the
development, It appears as If the surroundmg area IS benefitmg from a synergIstic lffiprovement
m the local economy Several small stores and restaurants have been opened Was the
development profit makmg? DId the local government put m an mordmate amount of funds to
make It work? DId the French bank provIde the financmg?

Mr BITch further expressed an mterest m understandmg the current effect of the local and natlOnal
econOffiles on the resIdential housmg sector SiXty percent of ICA's requests for assIstance are m
the area of 10callreglOnai economIC development The local governments are reallZmg that It IS
more lffiportant to plan and attract mvestment than It IS to own and control development
However, loss of mdustry, hIgh unemployment, loss of murucipally owned real estate, lack of
potential buyers, nsmg energy costs, and mcreasmg delmquency rates on OTP mortgages are all
econOffilC forces negatively affectmg the reSIdential housmg sector In addItion, the ellmmatlOn
of the VAT excluslOn on constructIon purchases has slowed development actIvIty drastIcally
Though there appears to be enough aval1able fundmg sources, mcludmg the new Housmg
Guaranty and contract savmgs programs, these sources do not appear to be provldmg suffiCIent
fuel to spark actiVIty m the reSIdential sector

The Economzst stated that $12 bl1hon m foreIgn mvestment has been made m Hungary thIS year
to date, mcludmg proceeds from the pnvatlZatlOn of banks and energy compames The Budapest
stock exchange IS up over 100 percent Commercial propertIes are bemg bmlt faster than brokers
can fmd people to fill them Yet tills actiVIty has faIled to kick off a stlffiulus to the housmg sector
of the economy Mr BITch feels that It IS lffiportant to understand why, and where thIS money IS
flowmg Could mcentives be developed to encourage lllStitutlOns and penslOn funds to move theIr
mvestments from the safer national treasunes and bonds to mortgage pools or mvestment trusts
that would benefit the housmg market?

In addltlOn to ldentifymg and understandmg the obstacles to reSIdentIal development, Mr BIrch
saw a need for the formatlOn of an mcubator orgaruzatlOn that could techmcally assIst small and
medmm-slZed enterpnses m the development of reSIdential housmg The mcubator would act as
a non-profit support system for developers, asslstmg them m structunng Viable developments
gIven eXlstmg fmanclal resources and SubSIdIes These developments would then serve as proto
types that could be rephcated natlOnwlde by other developers and local governments The
mcubator would also proVIde trammg and techmcal assIstance, lobby for necessary legIslatIve
reform, and Identify potential sources of addltlOnal finanCial assIstance
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10/16/96

Meeting wIth Ms Ildlk6 Bohos, Local Government, Nyiregyhaza

Two pubhc-pnvate partnerslups were attempted rn Nyfregyhaza, a CIty of about 120,000 people
RFPs on both mumcIpally owned sItes were sent out to local developers, and the local government
requested the constructIOn of a mImmum of 40 resIdentIal housrng umts on each sIte
ApproxImately 8-10 developers responded to the RFP All 10 bIdders were local developers and
most of them were formerly state owned enterpnses All 10 developers proposed to construct theIr
developments as well, only hrrmg subcontractors for smaller tasks SelectIOn cntena mc1uded the
proposed acqUIsItIon pnce for the land, the percentage of umts to be retaIned by the CIty as
SOCIally assIsted rental housmg, the percentage ofJomt venture ownerslup offered to the CIty, and
the amount of mumcIpal aSSIstance requested A development proforma was not reqUIred by the
local government as part of the RFP SUbmISSIOn CIty offiCIals stated that they were not mterested
rn reVIeWIng fmancIaI projeCtIOns They knew that the developers would only make a 5-10 percent
profit per umt accordIng to theIr calculatIOns

Mr Jeno Horvath was selected as the developer of the Moszkva Street SIte WIth a proposal for the
constructIOn of 80 umts m two phases The first phase IS under constructIOn and the second phase
wIll commence constructIOn In Apnl1997 The local government WIll retaIn 60 percent of the
buyers' old umts as SOCIally aSSIsted rental hOUSIng Mr Imre Szatman was selected as the
developer of the Szamovar Street SIte WIth a proposal for the constructIon of 108 umts Due to
recent government reductIOns rn the SUbSIdy aSSIstance levels to home buyers, the proposed umts
at the Szamovar Street SIte could not be pre-sold The local government antICIpates usmg the SIte
to construct SOCIally aSSIsted rental housrng The natIOnal government recently enacted a bIll that
reqUIres the local government to utIlIze the sale proceeds It receIved from the pnvatIZatIOn of
reSIdentIal housmg to buIld SOCIally aSSIsted rental housmg The constructIon of these umts at
Szamovar Street WIll aVOId an audIt of the CIty'S use of these pnvatIzatIOn proceeds

Local offiCIals at Nyfregyhaza stated that they had negotIated WIth both developers concermng the
acqUISItIOn prIces of the land The cost of connectmg to publIc utIlItIes, the government reductIOn
rn housrng aSSIstance, and the percentage of buyers' old umts to be retarned by the local govern
ment as SOCIally aSSIsted rental hOUSIng were all reflected In reduced land pnces Unfortunately,
no reductIon m the land pnces could compensate for the natIOnal government's elImInatIOn of the
SOCIal polIcy allowance program, whIch had hberal maxImums and was avaIlable to famIlIes WIth
or WIthout chIldren The newly Implemented buy down SUbSIdy, where the government pays
4 percent of the loan balance rn the fIrst five years, 3 percent rn the next five years, and 1 percent
rn the followmg five years, has a maxImum ehgIble loan amount of 1 5 mIllIon HUF for famIlIes
WIth chIldren, and 600,000 HUF for households WIthOUt cluldren These new loan maXImums and
subSIdy lImItatIOns are precludIng many home buyers from purchaSIng newly constructed umts

Nyfregyhaza has seen 600-800 pnvate homes constructed rn the CIty thIS year These homes were
commISSIoned by IndIVIduals who hIred theIr own developers/contractors ApprOXImately
80 percent of the CIty'S hOUSIng stock IS srngie-famlly detached homes No publIcly aSSIsted
hOUSIng IS currently beIng constructed, other than the Moszkva Street development The local
goverrunent has a 1,600-person waItIng lIst for SOCIally aSSIsted rental umts ThIS has remaIned
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a faIrly constant number over the past few years In addItion, dIsabled and elderly housmg umts
are needed If such housmg were bUllt, It would free up the socially assIsted rental umts for young
famihes currently hvmg WIth theIr parents Unfortunately, many of the 2,500 umts of socially
assIsted rental housmg owned by the local government are m substandard condItion The rental
mcome does not cover the mamtenance costs, and many famihes do not pay theIr portIOn of the
rent Nyfregyhaza has 6,000 regIstered unemployed, WIth another 5,000 unregIstered and
mcapable or unwl1hng to work, brmgmg the unemployment rate to 8-10 percent

The local government does not own many more land parcels that are sUltable for reSIdential
housmg constructIOn and easl1y servIced by pubhc utIhties There are some parcels of land that
they would hke to sell, but there IS no buyer mterest due to the lack of the market demand for
housmg umts Nyfregyhaza has seen an mcrease m the renovation and new constructIOn of
commercIal and retaIl space, and there IS actually a shght oversupply Two large supermarkets
have been constructed m the CIty m the past year The local government was and IS wIllmg to alter
Its zomng plan to accommodate new developments As a result of the new commercial develop
ment, land values are growmg faster than the actual mflatIOn rate It was estImated that land
appropnate for the new constructIOn of a home m the downtown area would cost 30-40,000 HUF,
as opposed to 10-15,000 HUF m the suburbs Most newly constructed flats are 50-60 square
meters and are sellmg at a market pnce of 100,000 HUF per square meter

Meeting WIth Mr Jena Horvath, Nyzrkomplett Ltd, Nyzregyhaza

Mr Jena Horvath was selected as the developer of the Moszkva Street SIte WIth a proposal for the
constructIOn of 80 umts m two phases The fIrst phase IS under constructIOn and the second phase
WIll commence constructIOn m Apnl 1997 He paId the local government 2 5 rrulhon HUF for the
land WIthout pubhc utlhtles, willch amounted to 6,500 HUF per square meter He estImates that
the market value of the land WIth pubhc utl1ltles would be 20 milhon HUF He receIved a con
structIOn loan from the NatIOnal Trade & CredIt Bank (OKB) after postmg 150 percent collateral
The bank IS treatmg the development as an entrepreneunal venture, and he was not reqUIred to
pre-sell any of the housmg umts If no one comes forward to buy the umts, :be WIll have to fInd
renters or sell them to the local government as SOCially assIsted rental umts The local government
has been momtonng both hIS constructIOn and marketmg progress

Accordmg to Mr Horvath, there IS currently no demand for reSIdential housmg gIven the recent
changes m the government's aSSIstance programs He CIted both the termmatIon of the SOCIal
pohcy allowance program and the elImmatIOn of the VAT exclUSIOn on the purchase of con
structIOn matenals as contnbutmg factors In addItion, smce August 1996, the natIOnal govern
ment no longer allows the market value of more than one housmg umt owned by the home buyer
to be credIted agaInst the purchase pnce of the new umt Tills has severely decreased the pool of
potentIal buyers, as famihes were tradmg m multiple umts to afford the pnce of one newly
constructed umt The old umts are usually purchased and sold by the mumclpahty, or retamed (If
the land pnce had been reduced accordmgly) and rented to SOCIally assIsted tenants

Mr Horvath employs 100 laborers m hIS construction company, and an addItIOnal 13 employees
m a SubSIdIary company that manufactures wmdows and doors He was a manager of a formerly
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state-owned constructIOn company, and has relIed on thIS old network to provIde the necessary
contacts, technIcal assIstance, and access to capItal He IS also constructmg another development
of 30 housrng uruts m a neighborrng town, a secondary school wIth 10 classrooms, an rndustnal
plant, and a church, as well as renovatrng several pnvate homes and flats He descnbes h1Illself
as a fully rnsured contractor, whtch means he carnes all nsk property and worker's mJury
msurance

Meehng wlth Mr Imre Szatman, Mrs Mlskel, Nyirber Kft , Nyiregyhaza

Mr Imre Szatman was selected as the developer of the Szamovar Street sIte WIth a proposal for
the constructIon of 108 umts Due to recent government reductIOns rn the SUbSIdy aSSIstance levels
to home buyers, the proposed umts at the Samovar Street SIte could not be pre-sold The change
m the old flat rule also affected the market demand for the housmg uruts In addItIon,
Mr Szatman's company was too small to post the 150 percent collateral necessary to procure a
constructIOn loan He trIed to orgarnze a group of mvestors for the development, but could not
show a 10-15 percent profit margm due to the reduced SubSIdIes and mcreased 32 percent
constructIOn loan rnterest rate He located one BelgIan mvestor, WIth whom he IS Jomt ventunng
on another commercIal development, but the rnvestor reqUIred a 30 percent return on rnvestment
Mr Szatman has trIed to orgarnze a lobbyrng effort to reverse some of the natIOnal government's
recent changes rn the housrng programs The Mayor of Nyiregyhaza IS the leader of the lobbymg
group, but Mr Szatman does not feel that they WIll be successful untIl the natIOnal government
IS faced WIth StatIStICS that show that no new housmg IS berng produced

Mr SzatmarI's company IS a true development company, as It does not have a constructIon arm
It has worked WIth several contractors rn the CIty on the construction of both mumcipal develop
ments and pnvate homes Nyirber Kft IS a formerly state owned enterpnse, whtch IS now owned
by the employees as a result of pnvatIZatIon It has frnanced constructIOn m the past by eIther pre
sellmg the housmg uruts, or utIIIZrng the constructIon loan rnterest SUbSIdy program and sellrng
the urnts after constructIOn completIon However, the market IS not currently strong enough to
pre-sell umts and the constructIOn loan SUbSIdy program does not reduce the rnterest rate to a level
that assures an adequate profit margm In addItIOn, the constructIOn loan SUbSIdy program
prohIbIts pre-sale of the uruts

Accordrng to Mr Szatman, an aSSOCIatIon of reSIdential housrng developers IS desperately needed
LegIslatIve reform IS necessary and market data should be made more readIly avaIlable It would
also be helpful to have a ready pool of rnvestment capItal avaIlable to qualIfied developers to aSSIst
them rn meetrng the banks' collateral requIrements He feels that he had a good relatIOnshIp WIth
the local government m Nyiregyhaza durrng the negotIatIOns surroundrng the Samovar Street SIte,
but felt that they should have been of greater aSSIstance rn locatrng collateral rnvestors, or posted
the reqUIred collateral themselves The local governments should be an equal partner m these
ventures, and the developer should not be expected to post the entIre collateral hImself
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10/17/96

Meeting with Mr Gabor Aczel, SEM IX, Budapest

SEM IX IS a company owned by a French bank, the CaIsse des Depots et ConsIgnatIOns (CDC)
CDC IS a publIc sector lendmg mstItutIon created m 1816 by Napoleon Though It serves a
pnmary market maker and dealer m French government secuntIes and bonds of French publIc
sector entItles, It also fmances France's publIc housmg and IS the country's largest owner of SOCIal
housmg In 1995, CDC financed the constructIOn or acqUiSItiOn of 90,000 rental housmg umts and
the renovatIOn of 200,000 eXlstmg umts CDC also has 500 specIal purpose, semI-publIc
SUbSIdiary corporatIOns called SEMs located throughout Europe CDC prOVIdes these SEMs WIth
both constructIon financmg and eqUity capItal for reSIdentIal housmg developments In addItIOn,
It prOVIdes property management serVIces and support

In Hungary, SEM IX has a staff of five and a capItal base of 70 mIllIon HUF Last year, SEM IX
had a profit of 6 mIllIOn HUF, whIch WIll be used as eqUity capItal for new developments At the
current time, SEM IX IS predommantly mvolved m the reconstructIOn of a 12 block area of
DIstrICt IX m Budapest SEM IX Just completed Its first 13 urnt reSIdential housmg development
WIth ground floor retaIl space The umts sold at approXImately 100,000 HUF per square meter
In addItIon, SEM IX has completed a day-care center for 125 chIldren and a convent They are
currently m the feaSIbIlIty stage of another housmg development m Dlstnct IX and an mcubator
bUIldmg for mdustnal enterpnses on a 120 hectare, former slaughterhouse SIte

The French supervISOry cOmmIttee recently authorIZed SEM IX to perform work m other dIStrICts
m Budapest and mother mumcipalIties m Hungary They have completed feaSIbIlIty studIes for
DIstrIct XXI on a proposed housmg renovatIon project and m DIstnct vm on the Fut6 utca SIte
targeted for new housmg construction SEM IX IS optImIStiC that ItS work dunng the feaSIbIlIty
phase WIll lead to a role as co-developer of the SItes If SEM IX becomes mvolved m the develop
ment of these SItes, a separate Jomt venture partnershIp wIll be formed for each SIte and 51 percent
WIll be owned by the local mumcipalIty, 24 5 percent by the French bank CDC, and 24 5 percent
by OTP Bank (not OTP Ingatlan Rt , the real estate SUbSIdiary)

Though CDC WIll proVIde constructIOn fmancmg, SEM IX IS currently explormg alternative
sources for constructIon fmancmg, such as the European Bank for Development and Reconstruc
tion, the MBFB (Hungarian Investment and Development Bank), and the Budapest Enterpnse
Development CorporatIon SEM IX has also explored the pOSSIbIlIty of Substltutmg MBFB as a
future shareholder m Its Jomt venture partnershIps, m place of OTP However, MBFB IS pnmanly
a commercial bank, not accustomed to thmkmg about makIng money through the long-term mvest
ment of capItal m real estate MBFB has regIOnal branches that would be helpful m the financmg
of developments outSIde of Budapest

SEM IX expressed SImIlar frustratIOns WIth the recent natIOnal government changes m the housmg
programs, and feels that these changes have restncted any new housmg construction actIVIty and
essentially kIlled market demand for new housmg umts
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Meenng wlth Mrs Ilona Szab6 Beharka, Developer, Budapest

Mrs Beharka IS the owner of a development and constructIOn company called Beharka Epftesl
Vallalkozas, whIch has 26 employees and approxImately the same number of subcontractors She
IS a fonner constructIon manager for a state-owned enterpnse She formed her own company m
1991 and at that tIme employed 12 people About three years ago, she stopped constructmg devel
opments for compames and began concentratmg on the constructIOn of market rate smgle-family
houses for pnvate IndIVIduals She has found that pnvate IndIVIduals are more relIable when it
comes to paYIng on tIme, and has had very few developments stop constructIOn due to non
payment SInce sWItchIng her clIentele Her clIents are prImanly wealthy IndIVIduals, Includmg
foreIgners IndIVIduals pay her company In Installments ThIS effectively decreases the amount
her company must Invest In the project

Beharka Epftesl Vallalkozas constructs approxImately three houses per year WIth a total production
of 15-20 houses over the past five years Her houses range In SIZe from 300-1,000 square meters
and have sold at pnces up to 100 mIllIon HUF SInce It IS dIfficult for development comparues
to receIve development or constructIOn loans, fInanCIng IS the responsibIlIty of the owner Devel
opment compames generally have a 20-25 percent profit margIn, whIle mterest rates are at 34 per
cent, whIch makes constructIOn loans unaffordable The company's profit margIn is 20-25 percent,
and her final costs are usually WIthIn 10 percent of her pre-constructIon estImates She works from
a full set of archItectural plans and speCIficatIOns and does a complete trade Item breakdown pnor
to construction commencement Most of her constructIon matenals are Hunganan, except for
some Imported firush matenals and applIances The cost of Infrastructure Improvements and publIc
utilIty connectIOns are usually paId by her, and only In one case was she able to get the mum
cIpalIty to pay for such costs The company also was responsIble for the renovation of the
Budapest Bank

Mrs Beharka's clIents usually fmd SItes through advertIsements However, her company wIll fInd
a SIte for a buyer VIa real estate brokers If she knows In whIch areas the buyer IS Interested

The company IS currently constructmg ItS fIrst multI-famIly development, which COnsIStS of
13 market rate hOUSIng umts located In a suburb outsIde of Budapest All of the uruts were pre
sold, and down payments of one third of the umt pnce were reqUITed pnor to constructIon com
mencement, WIth the balance of the umt pnce beIng pre-paId dunng constructIOn Mrs Beharka
has never borrowed constructIOn fmancIng from a bank as the mterest rates and collateral reqUIre
ments are too high She also does not carry Insurance as It is too expensIve, but hIres a mght
watchman to protect the property and has fortunately never had an aCCIdent InvolVIng Injury to
a worker Her bIggest competItIon comes from compames that employ black market labor, which
allows them to underpnce her company She would lIke to see the government crack down harder
on comparues that employ black market workers

Mrs Beharka does not conSIder traInIng a pnonty and feels that most developers are not
Interested In It
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She saId that housmg IS not bemg bUllt or renovated for the mIddle class Developers are open to
workIng WIth mIddle-class clIents If they have enough capItal to finance the project When asked
If she thought there were other solutIOns outsIde state SubSIdIes or muruclpal SubSIdIes to buIld
housmg for the average Hunganan, Mrs Beharka confirmed It was nearly ImpOSSIble for an
average Hunganan famIly WIth chIldren to save enough money to buy a flat They could only
afford to do so If they had access to SubSIdIes or low-mterest mortgage loans

10/18/96

Meettng WIth Mr Bela KIs-Csontos, KevIterv Akva, Szolnok

Mr Kis-Csontos' company was deSIgnated developer of a muruclpally owned SIte and sIgned a
contract WIth the Szolnok local government m January 1996, as part of a USAID-sponsored
project to foster publIc-pnvate partnershIps Dunng the long 21/2-year negotIatIOn perIod, many
changes were made m the natIOnal housmg programs that decreased the market for potentIal
buyers of the 24 proposed housmg uruts In addItIOn, m 1995, Szolnok had the second or thIrd
worst economy m Hungary and had the lowest level of housmg productIOn Many young reSIdents
are movmg to Budapest to fmd employment Fortunately, Mr KIs-Csontos has been able to keep
hIS company actIve and retam hIs 46 employees WIth the constructIOn of two water dIstrIbUtion
systems for the local government Keviterv Akva's mam focus to date has been the deSIgn,
supervIsIOn, and constructIon of water channels for the murucipalIty The water channels are paId
for by the murucipalIty, whIch uses taxes paId by county reSIdents and funds from a SUbSIdy from
the natIOnal government to cover the development costs

There ha\ e been numerous delays m the Szolnok project Keviterv Akva was forced to walt
1% years before It obtamed a contract from the murucipalIty The first project bId was submItted
to the murucipalIty m November of 1993, yet the contract WIth the murucipalIty was not sIgned
until January 1996 DIfficultIes m obtammg IIcensmg proVISIOns and forced modIficatIOn of the
project deSIgn have also delayed the project Accordmg to Mr KIs-Csontos, a major cause of the
delay has been the lack of buyers ThIS has prompted Keviterv Akva to proceed slowly on the
project

The contract WIth Szolnok has a three-year tune perIod for performance, 1 e , constructIon must
be completed or ownershIp of the land WIll revert to the local government As a result, Mr KIS
Csontos IS redomg hIS archItectural plans and WIll propose to the local government that the
development be completed m two phases The first phase WIll be 12 uruts of WhICh four are pre
sold In addItiOn, 80 percent of the ground floor commerCIal space has been pre-sold Marketmg
efforts have mcluded advertIsements m all the local newspapers, on the radIO, and on teleVISIon,
but have yIelded no addItIOnal pre-sales Mr KIs-Csontos has mvested over 15 mIllIon HUF m
the development to date for archItectural plans, publIc utIlIty connectIOns, demolItion of structures
on the SIte, and dIsposal of materIals In addItIOn, the contract WIth the local government stIpulaks
that the SIte's acqulSltIOn prIce WIll be 18 mIllIon HUF Mr Kis-Csontos stated that polItical
dIfferences WIth murucipal offiCIals have prevented hun from askmg for a reductIon m the land
prIce based on the costs he has mcurred to date m preparmg the SIte for constructIOn
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In exchange for the land, Keviterv Akva agreed to develop several social housmg uruts for the
muruclpahty The funds bemg provIded for the social uruts do not cover the cost of matenals As
a result, these uruts wIll not be bUilt untd the market rate uruts are sold If the murucipahty were
to abandon the Idea of developmg new social uruts and mstead purchase some of the market rate
uruts to use as social housmg from Keviterv Akva, the developer would be able to pay for the cost
of the land The muruclpahty would still have a mortgage on the commercial space and therefore
would receIve revenue from that space

Mr Kis-Csontos has receIved a prehmmary COmmltment letter for constructIOn financmg from
OTP Bank However, OTP IS requIrmg 200 percent collateral for theIr loan and 50 percent of the
housmg uruts pre-sold Mr Kts-Csontos saId that he IS m a very precanous pOSItIOn financially,
and could go bankrupt If he does not complete the development He IS trymg to develop a Jomt
venture corporation WIth hIs subcontractors to help hIm meet the collateral requIrements of OTP
He IS also considermg askmg the murucipahty to take back housmg uruts m heu of an acqulSltIOn
pnce for the land, whIch would help hIm pass OTP's pre-sale requIrement He WIshes that there
were a developer's aSSOCIatIOn to help hIm lobby for housmg program and bankmg reform,
develop marketmg programs, c-ombat competItion from black labor compames, and locate new
sources of financmg for housmg constructIOn

Meenng wzth Mr Ferenc PataTa, ChzefArchItect, Szolnok

Mr Patak! admItted that negotIatIOns WIth Mr Kts-Csontos took much longer than anticIpated due
to polItical changes m the local government m Szolnok In addItIOn, the natIOnal government's
housmg program reforms, unpredIctable mflatIOn, and strmgent bank reqUirements have com
phcated the developer's abdity to perform under the executed contract However, m hIs opiruon,
the developer should have been more prepared to locate buyers for the housmg uruts, and hIs self
marketmg efforts have been madequate and too locahzed The local government even gave the
developer access to local radIO and teleVISIOn statIOns Yet the developer faded to fully explOIt
these marketmg opporturutles It IS doubtful that the local government WIll agree to adjust the
contractual performance deadlme, as many of the new offiCIals are not famihar WIth the developer
and would have to acquamt themselves WIth the SItuatIOn Other offiCIals feel that the developer
wanted to delay the negotiatIOns because he could not obtam constructIOn financmg, and that It
IS hIs fault that hIS abIhty to access credIt has detenorated

The local government has also recently been approached by SEM IX, and, at theIr recom
mendatIon, mvested 10 mIllIOn HUF m the formatIOn of an mdependent, non-profit development
company The members of thIs company's Board of DIrectors are paId salanes and, unfortunately,
the maJonty of them are pohtlcal appomtees WIth httle or no real estate expenence SEM IX has
been hIred by thIS company to perform feaSIbIlIty studIes for the converSIon of the muruclpally
owned, former RUSSian mIlItary base mto housmg and for the development of a tounsm mdustry
The local government had formerly Issued an RFP for a small parcel of land m the mIlItary base,
and one Canadian and four Amencan development comparues requested copIes of the RFP, but
none of them submItted a bId for the SIte Most of the local developers that responded wanted to
shIft the development nsk to the murucipalIty, and were reluctant to bUild rental uruts due to the
natIOnal law that prevents eVIctIOn of renters The local government Itself ended up constructmg
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24 socIally assIsted rental uruts on the sIte themselves No other housmg has been bUllt m Szolnok
smce that tnne other than pnvate homes

10/21/96

Meenng wIth Mrs JoIan Csomos, OTP Bank, Budapest

Mrs Csom6s IS head of the Company RelatIons department of OTP

The maJonty of OTP's lendmg IS for the purchase of homes OTP would lIke to do more lendmg
for the constructIOn of resIdentIal housmg OTP IS responsIble for the admmistratIOn of the con
structIon loan mterest subsIdy program Therr underwntmg standards for res rientIaI constructIOn
loans do not dIffer hom those used for any other type of OTP lendmg The real estate Itself may
be used as collateral, but the development company also undergoes a ratmg process However l

the cash flow of the development company IS rarely recogruzed as acceptable collateral
Ms Csom6s feels that, smce Apnl, OTP's collateral reqUlrements have been reduced, but the
depth of that reductIon depends on the qualIty of the borrower Of course, 30-50 percent of the
UnIts also have to be pre-sold before constructIon begms OTP's lendmg deCISIons are usually
made withm 15 days of submIssIon of a loan request

Out of a total entrepreneunalloan portfolIo of 110 bIllIon HUF, OTP has made 600 mIllIon HUF
avaIlable m 1996 to fmance housmg constructIon loans under the housmg construction mterest
SUbSIdy program Only 4 mIllIon HUF has been lent under this program so far this year No other
bank IS so mvolved m housmg finance The Commercial & CredIt Bank IS the only other bank
fmancmg housmg constructIOn, WIth four or five addItional savmgs banks lendmg resIdential
mortgages However, due to the high mterest rates, very few medIUm-qualIty housmg develop
ments are bUllt WIth constructIon loans Most developers requrre high down payments and prepay
ments of the purchase pnce from the home buyers to finance theIr constructIOn aCtiVIty

Although, as mentIoned above, there IS a construction loan mterest SUbSIdy program, the collateral
reqUlrements for partIcIpatIon m this program are very hIgh Unfortunately, WIth the federal
mterest rate at 30 percent and a bank prnne rate of 25 percent (23 5 % + 1 5% admInIstrative
fee), the 75 percent constructIOn loan mterest subSIdy (75% X 25% = 18%) still yIelds an
effectIve mterest rate to the developer of 12 percent (30% - 18% = 12%) The 75 percent mterest
SUbSIdy IS only avaIlable If constructIon IS completed WIthm a one-year penod If a two-year con
structIOn penod IS reqUlred, the subSIdy drops to 60 percent, and then drops to 25 percent If a
three-year constructIOn penod IS reqUlred Usually the resultmg mterest rates are too high to allow
the small and medIUm-SIZed developers to borrow for constructIOn and stIll achieve a comfortable
profit margm

Ms Csom6s feels that there IS no housmg shortage m Hungary because few people can afford to
purchase housmg WIth the eXIstmg subSIdy programs She IS optnnIstIc about the contract savmgs
program that WIll begm m January 1997, and feels that It wIll mcrease the real demand for
housmg Under the contract savmgs program, depOSIts are made over a four-year penod The
depOSItor receIves an annual 40 percent match m the form of a government aSSIstance grant, and
earns a low rate of return (3 percent) on hIS funds At the end of the penod, he receIves a low
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mterest rate mortgage loan (6 percent) that IS hopefully greater than the sum of hIS deposIts and
suffiCIent to purchase a housmg urnt Ms Csomos further stated that a new mortgage program IS
also under consideratlOn by the natlOnal government that would complement the contract savmgs
program

OTP would hke to partIcIpate m a demonstratIon housmg development, and feels It IS Important
to show developers how housmg constructlOn can be accomphshed She would also be mterested
m seemg a guaranty program OTP dId have a guaranty program, but It was discontmued because
the nsk was too hlgh 13 Even though OTP mfrequently forecloses on Its loans and IS very careful
WIth Its underwntmg, OTP mhented many bad loans from before It was pnvatIzed as a com
merCial bank, and has a hIgh percentage of loans that need restructurmg

10/21/96

Meenng With Mr Mihaly Koszta, Matfra and Bukk, Ltd, Budapest

Mr Koszta IS developmg 220 housmg urnts m Dlstnct XIII m Budapest Ultunately, he hopes that
the total development wIll conSIst of 600 housmg urnts It has taken hlm two years to get the
development underway, and five addItIonal months to secure a bUlldmg permIt The first phase
of the IDltIal 220 urnt development COnsISts of 80 housmg urnts It IS currently under constructlOn,
and WIll take 12-14 months to complete The balance of the 220 urnts WIll be constructed m three
consecutIve phases of 80, 40, and 20 urnts, respectIvely

The development complex WIll contam two floors of underground garage parkIng, a swunmmg
pool, fitness room, grocery store, bank, beauty parlor, doctors' offices, and 24-hour secunty Ten
dIfferent urnt types are bemg constructed WIthIn the five-story structure, mcludmg several town
house style urnts Urnt SIZes range from 43 to 115 square meters, WIth an average sellmg pnce
of 95,000 HUF per square meter The 80-urnt first phase also mcludes 30 SOCIally aSSIsted housmg
urnts The total constructIon cost for the first phase IS estunated at 750 mIlllOn HUF, mcludmg
100 ml1lIon HUF to construct the SOCIally aSSIsted umts Mr Koszta IS a fully Insured contractor,
and prOVIdes all umt buyers WIth a one-year warranty agaInst latent constructIon defects

The firm IS also developmg 139 smgle-famlly homes about 20 km from Budapest ConstructIOn
IS scheduled to begm m the summer of 1997 Mr Koszta IS antICIpatIng that the firm WIll develop
a buIldmg for serner CItIZens, and one for young couples who cannot afford to purchase flats The
young couple, whlle rentmg a flat m thls bU1ldmg, wIll buy savmgs certIficates each month until
they accumulate enough cash to eIther purchase a flat outrIght, or make a SIZeable down payment
The certIficates currently carry an mterest rate of 37 5 percent When the couple accumulates
enough cash, they can eIther use the cash to purchase a flat or sell the certificates 14

13 TheoretIcally, there are some guarantee programs that enable small and medIUm-SIzed enterpnses to obtaIn credIt USAID
and OTP SIgned an agreement In WhICh USAID agreed to guarantee loans through the SME loan program for a fee

14 An example of how thiS would work IS as follows
A young couple has a net Income of 70 000 HUF per month Their rent and utIlItIes equal 30 000 HUF per month Each
month they purchase 10 000 HUF worth of secuntles At the end of two years the accumulated funds plus Interest may
be used as a down payment on a flat Mattra and Bukk can arrange a loan for them at half of the Interest rate charged by
the banks payable In five years, for the balance of the purchase pnce of the flat



A-36

Mr Koszta thInkS that the saVIngs certIficate program IS better than the government's proposed
contract savIngs scheme He feels that after four years of savIng under the contract savIngs plan
the amount paid Into the contract would be worthless due to InflatIon The savIngs certificates are
therefore a much better Investment, they are dlstnbuted by a real estate agency cooperatIve and
are regulated by the Hunganan government

Mr Koszta was very cyrncal concermng constructIOn lendIng practIces In Hungary He feels that
developers practIcally have to bnbe loan officers to secure constructIon finanCIng He prefers to
firnsh constructIon one to two months late than to borrow constructIon finanCIng Hunganan banks
take stock m helpIng development efforts faIl, and, as a result, housmg developl,..rs are producmg
no where near the 40,000 housmg urnts per year that should be bemg bUIlt to meet demand
Mr Koszta's company employs 210 workers and could be bUIldmg 160-180 housmg urnts per
year, but, due to governmental and finanCIal restnctlons, he IS only able to buIld 80 uruts per
year

Mattra and Bukk gIves a one-year warranty on Its constructIon work and carrIes several Insurance
polICIes to cover any constructIon defects The company has a polIcy that covers the bUIldmg WIth
a face value of 650,000,000 HUF and a polIcy that protects workers m case of mJury valued at
40,000,000 HUF The polICIes are WIth GeneralI, WhIch Mr Koszta conSIders to be the best
Insurance company operatmg m Hungary

Mr Koszta IS very proud of the fact that hIs company IS able to offer five-year mortgage loans
to hIS buyers at one half of the bank's base mterest rate He would not prOVIde any detaIls on
where he obtaIns the fundmg for these loans, other than to say that It came from mvestors
Mr Koszta also scoffs at the proposed contract savmgs plans He belIeves that the growth of the
buyers' depOSIts will faIl to keep up WIth future mflatIOnary mcreases m housmg prIces, and that
the funds available at the end of the contract term WIll be InsuffiCIent to purchase a housmg urnt

Mr Koszta saId he would be mterested m participatmg m an ASSOCiatIon of Real Estate
Developers If the ASSOCiatIOn had worthwhIle, realIstIC goals

10/22/96

Meettng wzth Dr J6zsef Hegedus and Dr Ivan Toszcs, MRI, Budapest

BIll Claggett, Sharon Lowenthal, and Torn Sanders met WIth Jozsef Hegedus and Ivan TOSICS of
Varoskutatas Kft (MRI) to dISCUSS optIOns for offenng technIcal aSSIstance to the developer
sector

J6zsef and Ivan would lIke to see the upcommg work plan address three areas The first area
would be to foster a deeper understandmg of the type of enterprIse that IS attemptmg to develop
housmg How large are these comparnes? What are theIr long-range goals? How much housmg
are they producmg? What constramts and obstacles are they expenencmg m the development of
rental housmg? The second area would be to explore what reforms are necessary to Improve the
housmg aSSIstance programs, to combat black market labor, and to Improve the access to eqUity
and fmancIaI resources The thIrd area would be to develop a way to educate developers and
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government officials about the constramts m the development process, why reform IS necessary,
and how new aSSIstance programs could be used to produce more housmg

J6zsef IS a member of the Hunganan Housmg Pohcy COffiffilttee and has Imks to the Central
Budget Office The COffiffilttee IS charred by the Mmister of Fmance, Tetenyl Every mmistry of
the natIOnal government that has any responsIbIhty for housmg (such as the MinIstnes of the
Intenor, Social Welfare, the EnVIronment, Law, and Industry) IS represented on thIS CommIttee
In addItIOn, local governments, NGOs, housmg owners, housmg experts, and housmg managers
have representatives on the commIttee In the past, the COffiffilttee had no substantIve role m
makmg government deCISIOns J6zsef suggested that a SUbSIdy subcomnuttee be formed m order
to suggest a program of SUbSIdy reform The aIm of thIs program would be change tax mcentIves
and the eXIstmg subSIdy programs to support a ShIft m the housmg market The MInIstry of
Fmance IS also currently workIng on a new constructIOn program for low- and middle-mcome
home buyers

It IS Important that any technIcal aSSIstance to developers be supported by someone at the natIOnal
level A lInk WIth such a person-eould be estabhshed through the Housmg Pohcy Comnuttee BIll
Claggett explamed the concept of estabhshmg speCial enterpnse zones to test speCial tax mcentIves
and loan guarantees Such a pIlot demonstration could lead to a program that could be dupllcated
throughout the country, If It successfully demonstrated that housmg development could be
facilltated WIthOUt a great fmancIal dram on the government

Ivan feels that all suggested reforms should be lInked to demonstratIOn developments NatIOnal
and local governments must be mvolved m the development of Jomt publlc-pnvate partnershIps
He does not belleve the Fut6 SIte would be appropnate for a demonstratIon development, as
DIStrICt VIII's mayor IS m COnflICt WIth the Mlillstry of Fmance and the local government IS too
dIffIcult pohtIcaIly Ivan WIll try to come up WIth better locatIOns for a pubhc-pnvate demon
stration development J6zsef wIll try to determme where better development cost and market data
could be obtamed

Meeting wzth Mrs Mana Kollar Szekeres, Provzdencza, Budapest
ProvidencIa IS a 17 bIlhon HUF frrm that IS part of the Generah Group, an AustrianJItahan
lllSurance company, WIth offices m VIenna and Tneste The company employs over 2,000 people
m Hungary (1,500 by ProvidencIa, 500 by Generah) It IS the thrrd largest of 15 lllSurers currently
operatmg m Hungary 15 The maJonty of ProvidencIa's premIUm mcome comes from the prOVISIon
of open penl, broad form property Insurance Only two other msurers m Hungary prOVIde a
slffillar form of property lllSurance - HungarIa and AhIco Though Providencia msures all types
of property, It collects over 200 mIllIOn HUF annually from premIUms on reSIdential real estate
The premIUm on a property msurance pollcy depends on the SIze and type of development, but
ranges from 2-3 percent of each 1,000 HUF of property value, WhICh IS relatively mexpensive
In January 1996, the natIOnal government enacted an msurance act, whIch reqmres all Insurers

15 In 1989 there were only two state-owned comparues operatmg III Hungary Hungana and Allaml BlztOSltO These firms
have slllce been purchased by Alliance and tEgon

,I
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to be supervIsed by a natIOnal lllsurance COnll111SSIOner Prov1denc1a developed a standard property
lllsurance pohcy, based on a French model, WhICh was recently approved by the COnllTIlSSIOner

ProvldencIa also offers a form of worker's compensatIOn lllsurance In Hungary, If a worker IS
lllJured, sOCial secunty pays the worker, and the employer IS responsIble for re1mbursmg social
secunty for these payments, whether or not the employer IS found hable for the lllJury
ProvldencIa's msurance pays the employer an amount sufficIent to relffiburse social secunty, but
only m the event that the employer IS found not hable for the worker's 1DJury Subcontractors
must carry theIr own hab1hty msurance, and are not covered under the general contractor's pohcy

Mrs Szekeres stated that no type of surety bonds or lllsurance coverage IS aval1able to lllsure a
contractor's completIon of constructIOn eIther m Hungary (or throughout Europe to her knowl
edge) It IS common for a 10 percent constructIon retamage to be held by the constructIOn lender
for two to three years after constructIOn completIOn to cover the cost of repamng any latent con
structIOn defects ProvldencIa does offer a third form of reSIdential lllSurance that covers that
portIOn of the cost of repamng any latent constructIon defects that exceeds the 10 percent
retamage

Jl,leetmg With Larry Birch, USA/D, Budapest

BIll Claggett, Sharon Lowenthal, Olga Mendez, and Tom Sanders met WIth Mr Birch to diSCUSS
therr findmgs and recommendatIOns for techmcal assistance to the developer sector

Mr Brrch hked the Idea of trymg to assess how the hOUSlllg programs could be lffiproved to over
come some of the eX1stmg constramts to reSIdential housmg development He also liked the Idea
of lookmg at ways to mcrease the access of developers to financial resources Durmg our next
VISIt, he suggested we assess the natIOnal government's mterest m housmg reform He also
suggested talkmg to the European Bank for ReconstructIOn and Development and the World Bank
about pOSSIble mvolvement m a demonstratIOn development Any financial resource used m the
demonstration must be aval1able to developers long after U S mvolvement IS termmated Twenty
ml1hon dollars m Housmg Guaranty funds are also aval1able If the demonstratIOn development
apphes to one of the part1c1patmg banks There IS also $8 ml1hon m unprogrammed funds that
could perhaps be used as a guaranty fund, as long as 50 percent of the funds were used to lllcrease
housmg affordab1hty

Whatever form the work plan takes, It should have tangIble results w1thm 21h years, usmg
predommantly local InstitutiOns The demonstratIon development should be reprodUCIble by and
transferable to other locahues It should act as a market catalyst changmg the attItudes of
developers toward the feasIb1hty of housmg constructlon and mcreasmg the rate of future
reSIdential real estate productIon If the formatIOn of an aSSOCiatIOn IS one of the goals of the
program, It w111 only be successful If developers dIscard the old SOVIet way of growmg your
busmess by w1thholdmg mformatIOn from others and are convlllced that the sharmg of knowledge
wIlllffiprove everyone's profitab1hty
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The overall strategy and goals of the program should be coordmated WIth those of leMA's
regIOnal managers, the Urban InstItute, the World Bank, the trammg programs for aSSOCIatIOn
executlves bemg run by the Center for InternatIOnal PrIvate EnterprIse, as well as MRI

3 The Private Rental Market
10/8/96

Meeting wlth J6zsef Hegedus, Iwin TOSlCS, Sandor Erdosl and Andrea Ivan of Metropolltan
Research Institute, and Kathanne Mark of the Urban Institute

The problem With the pnvate rental market m Hungary IS that no one knows very much about It
The number of prIvate landlords IS not known, nor IS the number of umts that are eIther bemg
rented or left vacant Tills IS partly due to unwillmgness of landlords to publICIZe the fact they are
rentmg theIr flats TraditIOnally, landlords were requIred to pay a substantIal tax on rental mcome

There has been a change III the rate of taxatIOn for rental mcome Apparently, a change to the tax
regulatIOns was passed m 1996 that reqUIres that pnvate landlords pay 5 percent of the mcome
they earn from the rental of flats Tills IS an Improvement, as the percentage was previously much
hIgher We must clanfy the tax changes relevant to pnvate rental housmg and development that
occurred m the past few years

J6zsef and Ivan suggested that a study of the rental market be conducted, which would proVIde
us WIth market mformatIOn on the Budapest market The study would proVide Informatlon on
supply and demand Indirect methods to obtam thIs mformatIOn would have to be used Rental
advertIsements should be collected and the researchers would have to talk to real estate brokers,
etc A lawyer must be consulted to obtam InformatIon on the latest tenant-landlord laws, enforce
ment polICIes, etc Of the 1,000 umts covered m MRI's panel survey, 12 were rental umts These
could be analyzed as a startmg pomt for the feaSIbilIty study

One suggestIOn for techmcal assistance IS to prOVIde pnvate landlords WIth up-to-date InformatIOn
on applIcable laws and tax regulatIOns

Another potential project would be to adVIse a local government to establIsh a company, partly
owned by the local government, to allocate, rent, and manage rental flats at a cost somewhere
between the current rents for mumclpally owned flats and pnvate market rents

Government aSSIstance m real estate mvestment would be an mcentlve to entIce mvestment m the
pnvate rental sector The logIcal type of aSSIstance would be a system of tax mcentives

A tax mcentlves expert could be used to assist m the analySIS of the pnvate rental sector, to
reVIew avaIlable lIterature, and to prepare a profitabilIty analySIS of the pnvate rental market

A pOSSIble outcome of the next three months could be to deSIgn a survey and test the
methodology
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10/21/96

Meettng wlth Mrs Blasko and Mrs Racz, Resldeal Kft, Budapest

Resldealls a real estate company that handles both sales and rentals, prImarIly m Budapest The
company's clIents are mostly fOleign compames that rent housmg for theIr expatrIate employees
The company works wIth landlords who rent housmg m DIstrIcts I, II, XI, and XII Most land
lords rent exclusIvely to foreIgners Some HungarIan comparues, both new and establIshed, rent
uruts for commercial rather than reSIdential use

There IS a demand from Hungarians for StudIO apartments No stock, however, IS avaIlable on the
market ThIS IS because HungarIans can generally afford rents of 35,000 to 40,000 HUF per
month Luxury urnts, however, command rents of 1,000 HUF per square meter, willIe HungarIans
are generally only wIllIng to pay 700 to 1,000 HUF per square meter Renters who do not WIsh
to pay a premIUm for space do not come to Resldeal

Landlords have recogrnzed that foreIgn busmessmen have dIfferent aesthetic tastes than the
average HungarIan, and have begun to renovate flats accordmg to these standards

When Resldeal was establIshed, Its mandate was to fmd mdustrIal spaces for busmess clIents For
reSIdential uruts, Its clIents are usually compames, smce mdlvlduals generally do not want to pay
any COmmISSIOn The commISSIOn IS equal to 3 percent of the "'lIes prIce of the urnt, or one
month's rent

Resldeal helps locate warehouses, office bUlldmgs, and mdustrIal SItes for ItS clIents It also
addresses Its clIents' housmg needs ForeIgn clIents, who are not planrung to lIve m Budapest for
an extended perIod, generally prefer to rent rather than buy office spaces Rent can be consIdered
an expense Item rather than a capItal expendIture, and can therefore be used as a deduction from
gross mcome

Resldeal helps obtam luxury housmg rentals for Its clIents, but this IS a small part of Its actiVIties
When asked about the level of busmess mvestment m rental housmg, Mrs Racz answered that
some busmess people buy blocks of flats and rent them out It IS her oplrnon, however, that after
these urnts are renovated, they are too expensIve for most HungarIans She saId that most of the
prIvate rental of lower-cost flats occurs when parents purchase flats for theIr chIldren, and rent
out the flats untIl the chIldren become adults

Mrs Racz saId that the housmg SItuatIon m Hungary IS dIfficult for young people, who cannot
afford eIther to purchase or rent flats m the CIty These couples tend to buIld theIr own houses at
the perIphery of the CIty or III the suburbs Flats can Still be purchased m Budapest for less than
10 mIllIon HUF m the less fashIOnable sectIons of the CIty Demand IS hIgh for lower-cost
housmg

Mrs Racz does not know the number of luxury flats that eIther are bemg rented or are on the
rental market Mrs Blasko saId that she thInks that there are roughly 5,000 III Budapest, and that
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currently there IS a shortage of thIS type of flat They suggested that we VISIt specIalIZed housmg
rental agencIes

Mrs Racz saId that Hunganan landlords used to rent out flats for use as office space ThIS trend
IS decreasmg because numerous office bUIldmgs have been bUIlt m the center of town These
offIce bUIldmgs are eqUIpped WIth mfrastructure and offer vanous serVIces Therefore, flats m
resIdential bUIldmgs are less competItIve than sUItes located m offices bUIldmgs

Resideal works mostly WIth compames that want to rent or buy space, and also WIth partIcular
propertIes The company filters buyers to determme who IS senously mterested m a gIven
property Resideal works hard to match supply WIth demand Because of the COmmISSIOn Resideal
charges for ItS servIces, ItS clIents must be prosperous enough or busy enough to agree forego
findmg the appropnate space on therr own

Commercial lessors generally reqUIre lessees to sIgn rental contracts that have stnct provIsIons
These contracts generally mclude an eVIctIon clause that states that nonpayment of rent may be
purushable by eVIctIon Other clauses requrre that the umt IS left m the same condItIOn as It was
when the lease penod commenced

Mrs Blasko and Mrs Racz saId that all agencIes use sImllar rental contracts These contracts,
however, can be concealed from the tax. authonties When asked If they thought we mIght be able
to dISCUSS the sItuatIon WIth landlords of pnvate rental flats, they saId that thIs would be dIfficult,
as prIvate landlords are reluctant to reveal themselves and therr actIvItIes

10/23/96

Meeting WIth Mr Fellner, Founder of Penszon, an ASSOCIation ofLandlords, Budapest

Rather than bemg an aSSOCiatIOn of pnvate landlords, thIs orgamzatIOn IS for owners of short-term
vacatIon rental property, those who manage these propertIes, and related serVIce provIders

Mr Fellner feels that housmg IS affordable m Hungary and that 50 percent of Hungary's popula
tIon could own a home after one year If they worked hard and saved therr money Durmg the pre
VIOUS regIme, the average Hunganan would receIve a flat almost for free after waItIng 8-10 years
Accordmg to Mr Fellner, thIs has resulted m a lack of wIllmgness among today's youth to work
hard to own a home Due to past condItIons, he feels that today's youth are accustomed to bemg
paId whether they do a good Job or not and that people are not accustomed to creatmg condItIOns
to further therr career advancement

Accordmg to Mr Fellner, there IS a large number of apartments aVailable and no demand for
them Developers and mvestors put therr money m the bank rather than m real estate due to lack
of demand for housmg He feels that the government should aSSIst people by provIdmg them WIth
free or quasI-free modest, low-comfort uruts (one room/one room and kitchen) and m return
expect the person to Improve the umts themselves (e g , mstall plumbmg)
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Mr Fellner founded PensIOn, a nonprofit aSSOCIatIOn, m 1993 He felt there was a need for a
central locatIon to wluch a person could come to rent an apartment Rooms, pensIOns, and hotels
are pnmanly rented to visItmg guests and compames An average Hunganan could not afford
these umts Most apartments are rented to foreIgners for one to two days, but some are long-term
rentals He feels that It IS more profitable to rent at a much hIgher rate for one mght than for a
lower rate for one month Breakfast, sheets, and towels are proVIded

The aSSOCiatIOn was founded WIth the purpose of findmg contmuous work for ItS members
Members do not charge tIme they devote to the aSSOCiatIOn smce therr compames benefit dIrectly,
as a result of therr work, they receIve commISSIOns and/or employment The aSSOCiatIOn mamtams
a drrectory of quahty servIces and rates each servIce proVIder The mformatIOn proVIded by each
member IS recorded m a computer database program and IS acceSSIble to all of the aSSOCiatIOn's
members ThIS allows each member to know the quahty of another member's work or serVIce
Usmg the computer program, members can contract WIth other members for serVIces needed m
therr hotels, apartments, and penSIOns Members are confident m each other's work and there IS
a level of trust among serVIce proVIders and property owners that otherwIse would not eXIst

The aSSOCiatIon membershIp COnsIStS of real estate owners and those mdividuais managmg or
operatmg propertIes (mc1udmg the mdividuais who actually rent out the uruts, those who proVIde
mamtenance and constructIon servIces to the propertIes, and laundry serVIces) A property owner
IS usually an mvestor who owns 3-15 flats The average mvestor generally has nothIng to do WIth
the operation of the apartment Members of the aSSOCiatIOn fmd the apartments for the mvestors,
contract for and manage any necessary renovatIOn, rent the apartments to the guests, and act as
brokers Members hear about the aSSOCIatIOn VIa word of mouth and through advertIsements for
servIce proVIders There are 150 member compames that belong to the aSSOCiatIOn Each company
deSIgnates one of Its employees to be an aSSOCiation member Most of the member compames have
6-8 employees

The aSSOCiatIOn prOVIdes approxImately 1,000 people WIth work Among the members are
10 compames that own and operate properties Non-aSSOCIatIOns may have access to the serVIce
database

The aSSOCIatIOn proVIdes a reasonably pnced advertIsmg veluc1e for ItS members A company
would have to pay 1,000,000 HUF to partICIpate m a promotIOn faIr The aSSOCiatIon, however,
pubhshed a glossy brochure about Its propertIes and aval1able serVIces Each advertIser only has
to pay 100,000 HUF Those compames that actually market avaIlable umts are not mc1uded m the
brochure However, each day the aSSOCiatIOn's reception area IS manned by a representatIve of
a dIfferent marketmg company, and IS able to steer chents to that company's hstmgs Accordmg
to Mr Fellner, tlus IS such an effectIve marketmg tool that the one frequently finds a company's
managmg dIrector manmng the aSSOCiatIOn's receptIOn desk
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Concept Paper on a Proposal for
Technical Assistance to Developers in Hungary

by
WIlliam Claggett, Sharon Lowenthal, and Antonia Sanders

1 Background
In the next several years, USAID WIll focus on strengthernng small and medIUm enterpnses m
Eastern Europe as a vItal part of a developmg market-onented economy The development of
small and medmm enterpnses IS cntIcal to Hungary's transItIOn to a sustamable market economy
Currently, the greatest constramts to the success of small and medIUm enterpnses m Hungary are
lack of access to credIt, InsuffiCIent access to market and technology mformatIOn, lack of knowl
edge of busmess systems and practices, and the eXIstence of a tax structure that prOVIdes few
mcentIves for small and medIUm-sIZed busmesses and mlnbitS the honest reportmg of labor
utIhzatIOn and revenues Technical aSSIstance efforts m the next few years must focus on the
removal of these constramts

Housmg production IS essential to meet one of the baSIC needs of Hunganans and IS a fundamental
aspect of a sound, balanced, and growmg economy The housmg mdustry IS compnsed of
numerous small, medium-, and large-sIZed enterpnses The housmg mdustry m Hungary IS cur
rently expenencmg a senous and prolonged depreSSIOn FIeld research and low overall productIOn
rates overwhelmmgly descnbe an mdustry m cnSIS The lack of housmg development IS due to
vanous fmancIal, legal, admmlstratIve, and market constramts In large part, these problems are
InstitutIOnal m nature That IS, Issues of fmancmg, taxatIOn, SOCial SubSIdIes, and market demand
are entwmed WIth the condItIOn and practIces of the bankmg mdustry, knowledge of market condI
tions, publIc understandmg, natIOnal and local government plannmg aIld practIces, functIOrung of
labor markets, and developer competence The recent changes m the natIOnal housmg programs,
depressed local econOmIes, sprralmg mflation and hIgh mterest rates on loans, mgh collateral and
pre-sale requrrements of lenders, hIgh value-added taxes rvAT) on constructIOn supplIes, black
market labor, urut pnces not meetmg market demand, meffectIve marketmg techruques, few
effectIve mortgage loan programs, and msufficient mvestment eqUIty are Just a few of the
obstacles that must be overcome by reSIdential housmg developers

In attemptmg to address these constramts, the housmg sector m Hungary faces further obstacles
due to the lack of accurate productIOn figures, lendmg statistICS, market data, and, most Impor
tantly, technical knowledge to assess development feaSIbIlIty Few developers actually pre-test the
fmancIaI VIabUIty of a proposed development, and proforma prOjectIOns are rarely prepared There
IS a VItal need for a technical aSSIstance program that mcorporates all of mstitutIonal components
of housmg productIOn, and demonstrates new tools, techniques, and processes that can be used
on a broader scale to stImulate productIOn and meet latent demand WIth more SUItable methods of
fmancmg than are currently avaIlable
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NatIOnal and local governments must also be mcluded as a full partner In strengthenmg the
hOUSIng sector HOUSIng assIstance programs are currently pushed and pulled by natIOnal
mlmstnes tryIng to juggle pohtIcal Interests and tight budgets, and are frequently amended or
ehmInated altogether Many developers have mvested substantIal eqUity In projects only to have
an amendment m the housmg programs dlffillllsh the project's feaslblhty Local governments com
phcate these woes by lffiposmg an added layer of POhtlCS and bureaucracy to the real estate devel
opment process, and by fallmg to understand how successful real estate development posItively
affects the finanCial condltlOn of the CIty

PADCO's proposed program IS deSIgned to address the Issues descnbed above and to produce
tangIble results wlthm the next two to three years It bUilds on our prevlOus work to create pubhc
pnvate partnerships between muruclpahtIes and pnvate developers to stlffiulate housmg productIOn
and attempt to transfer the expenence to dIfferent locahtles The attempt to successfully mtroduce
thIS process m Hungary, however, was lffipeded by the problems noted above Much of what was
learned through the effort to successfully mtroduce and aSSIst pubhc-pnvate partnerships and from
the PADCO team's VISIt to Hungary m October 1996 helped form the baSIS of what IS proposed
below

2 The Housing Development Enterprise Zone Project - A Comprehensive
Approach to Stimulating Housing Production in Hungary

The followmg figure Illustrates the prlffiary elements of the housmg development mdustry In
Hungary It IdentIfies the major government and pnvate sector entItles that affect and/or are
Involved In hOUSIng productIon It also shows the cntIcal role played by hOUSIng consumers In
estabhshmg demand and the lffiportance of stlffiulatlng that sector of the mdustry More lffiPOrtant,
the fIgure Illustrates the need for effective relatIOnships, or partnershIps, among the vanous
entItles In both solVIng the more cntIcal InStItutIOnal barrIers and constramts to hOUSIng productIon
and In the actual productIOn of housmg Itself It IS a plctonal representatIon of the types of
InStitutIOns that must be Included and needs that must be addressed If techmcal aSSIstance to the
developer sector IS to be effectIve
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It IS proposed that USAID, m cooperatIOn wIth the natIOnal government of Hungary and par
tlCIpatmg murnclpahtles, estabhsh a demonstratIOn program that wIll mcrease the capacIty of
Hungary's pnvate housmg developers to produce housmg m a competitive, market-based enVIron
ment The other program objective IS to remove ImpedIments at the natIOnal and local level to the
pnvate productIon of housmg and to proVIde a rephcable process by wmch the pubhc and pnvate
sectors can work together m the development of housmg

The Housmg Development Enterpnse Zone (HDEZ) program would be a demonstratIOn project
m wmch new laws and regulatIOns affectmg the development of housmg, new construction fmance
mstruments, and new lllSurance products could be tested m connectIOn WIth actual development!
redevelopment projects If these new laws, mstruments, and products are effective m removmg
or relaxmg the ImpedIments to housmg development, and results are shown to be rephcable, thIS
could lead to permanent legIslative change The demonstratIOns could serve as models for
development projects throughout the country

There would be four components to the program, wmch could eIther be undertaken SImultaneously
or could stand alone These mclude

• workmg WIth the natlOnal and local governments to promote legIslative change,

• workmg WIth banks and lllSurance comparnes to develop lendmg mecharnsms and products,

• trammg of national and local government offiCials, bankers, and developers, and

• conductmg actual housmg development!rehablhtatIOn demonstratlOn projects

The HDEZ program would mclude

• DesignatlOn of up to three SItes (m Budapest and two other CItIes) for the development of new
housmg and/or rehabIlItatIOn of eXlstmg housmg consIstent WIth the local and regIOnal needs
These SItes would have eXlstmg plans for development/redevelopment that were stalled due
to one of the constramts hsted m the Background section above

• Workmg WIth the natIOnal government and banks to evaluate eXlstmg laws and regulations
pertammg to land use controls, deSIgn standards, constructIOn lendmg, mortgage bankmg, and
other controls over how projects are developed, fmanced, and marketed For the deSIgnated
HDEZ SItes, some of the laws and regulatIOns would be reVIsed to overcome some of the
constramts to the development of housmg

• Workmg WIth the natIOnal government, partlclpatmg local governments, and banks to deSIgn
new tools to aSSIst murncipahtIes and developers WIth project financmg These new tools
would be tested m the three demonstratIOn SItes

• COmmItment from the natIOnal governmrnt, m partnersmp WIth USAID, to allocate a portIOn
of fmancIaI aSSIstance to the HDEZs for housmg development m the form of one or more of
the followmg more eqUItable constructIOn lendmg, guaranteed constructlOn loans, or
guaranteed mortgage loans, etc

• Techrncal trallllng to be offered to faCIlItate the ShIft away from the government's tradItIOnal
role of a housmg prOVIder to one of a housmg enabler ThIS trallllng could be offered through
a Hunganan Land Development Institute, WhICh would foster the mterests of developers and
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others assocIated WIth land development ActIvItIes would mc1ude trammg and educatIon
programs and the provIsIon of assIstance to local governments mterested m upgradmg theIr
development planmng and executIon

• Pre-quahficatIon of developers who would be mterested m bIddmg on the HDEZ
demonstratlOn projects

• Establlshment of a "Development Incubator," an entIty that would COnsISt of on-the-Job
trammg on an actual development project Trammg would be offered to developers on
assessmg the financial feasIbIhty of projects, Job costmg, marketmg, and respondmg to
Requests for Proposals Only pre-quahfied developers would be adffiltted to the mcubator, and
only developers associated WIth the mcubator could bId on the HDEZ demonstratIon projects
PartIcIpants would have to agree to adhere to all of the expenmentallaws and regulatIons m
effect at the demonstratlOn sIte and would have to make therr accountmg books and records
transparent and accessIble to the USAID HDEZ team Tills would enable the team to deter
mme the fmancial ramlficatlOns of the expenmental regulatlOns

3 Expected Results
The HDEZ demonstratIon program would be mIme USAID' s StrategIc ObjectIve 1 3 Improved,
more sustamable busmess operatlOns, by alffilllg to acilleve the followmg results

• mcreased accessIblllty of constructlOn fmancmg for the use of pnvate housmg development
frrms (SO 1 3 1, CapItal aval1able to busmesses),

• creatlOn new mecharusms to address the collateral and eqUity needs of pnvate development
frrms (IR 1 3 1 2, EqUity venture capItal provIded),

• demonstration of a process by willch the publlc and pnvate sectors can work together to
remove the lffipedlffients at the local level to the pnvate productlOn of housmg (SO 1 3 2,
Busmess skl1ls and system developed),

• mcreased aval1ablllty of productlOn figures, lendmg StatIStICS, and market data to pnvate
housmg development firms (SO 1 3 2, Busmess slalls and system developed),

• techrncal trammg to foster the repllcatlOn of demonstratlOn developments and lffiprove the
SkIlls of pnvate developers m assessmg the fmancmg feasIbIhty of proposed projects
(IR 1. 3 22, Busmess lessons dissemmated),

• mcreased housmg starts by pnvate housmg development frrms, and

• mcreased number and employment base of pnvate housmg development frrms

The HDEZ project would also help remove the mpedments at the natlOnal and local level to the
pnvate productlOn of housmg and provIde a rephcable process by WhICh the publlc and pnvate
sectors can work together m the development of housmg ThIS relates to USAID's StrategIc
ObjectIve 1 3 3, Pohcles, laws, and regulatlOns conducIve to enterpnse profitabIhty m place The
am would be to achIeve the followmg
• evaluatlOn and reform of eXIstmg constructlOn fmancmg SubsIdIes to mcrease accessIblllty of

these funds to pnvate housmg developers (SO 1 22, Pohcles, laws and regulatlOns conducIve
to enterpnse profitabIhty m place),
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• evaluation and reform of eXIstmg natIOnal tax laws to Improve the finanCial mcentIves of
pnvate housmg productIOn (SO 1 22, PolIcIes, laws, and regulations condUCIve to enterpnse
profitabIlIty m place),

• evaluatIOn of local approaches to reSIdential development to hIghlIght the legal and polIcy
reforms reqUITed to faCIlItate zomng approval, land valuatIOn and transference, mftastructure
and nnprovements, and housmg constructIOn (SO 1 22, PolICIes, laws, and regulatIOns con
dUCIve to enterpnse profitabIlIty m place),

• promote local government partICIpatIOn m publIc-pnvate partnershIps through HDEZ demon
stration developments located In Budapest and east and west Hungary, usmg nnproved
pII grams (SO 1 3 2, Busmess SkIlls and system developed),

• me cased local and natIOnal government partICIpatIOn m new housmg constructed by pnvate
housmg development firms, and

• mcreased number of uruts bUIlt as a result of putJ.Ic-pnvate partnershIps

4 Complementary Technical Assistance Effort - FaclbtatIng Consumer
Access to Housing

The ann of the techrucal aSSIstance effort outlmed above IS to mcrease the supply of housmg m
Hungary Some of the obstacles to housmg development, however, are connected to the con
sumer's lnnited abIlIty to purchase housmg, WhICh IS a result of the lack of effective mortgage
loan programs, meffectIve SUbSIdy programs, and msufficient mvestment eqUIty A program to
mcrease housmg development must address the demand as well as the supply SIde, and must ann
to achIeve the followmg

• nnproved natIOnal housmg programs that faCIlItate the sale of reSIdentIal uruts to consumers,

• Improvement m marketmg techruques to mcrease the pool of potential buyers for new reSI
dential housmg uruts, and

• evaluatIOn and reform of eXIstmg natIonal housmg SubSIdIes and mortgage programs to better
faCIlItate the marketabIlIty and sale of reSIdential uruts to consumers

USAID attempted to achIeve some of these results by mtroducmg a new mortgage loan mstru
ment, the Housmg Guaranteed Loan Program (HG) ThIS program has never been successfully
Implemented In connectIOn WIth the HDEZ demonstratIOn program, the Issues connected to
consumer acceSSIbIlIty to credIt should be revlSlted USAID must address the problem of the
consumer credIt and targeted housmg SubSIdIes WIth the natIOnal government

5 Next Steps
The elements of the proposed HDEZ program outlmed above m SectIOn 2 subsume a number of
Issues and actIOns that must be further defmed for ImplementatIon In addItion, refinement of the
HDEZ concept WIll requITe a collaborative effort mvolvmg key agenCIes of the natIOnal govern
ment, USAID, local government offiCials, and educators/praCtitIOners mvolved m the housmg
productIOn system
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A consensus must be reached among the partIcIpants of the proposed program on the followmg
aspects of the housmg mdustry III Hungary

• Housmg productIon IS a fundamental aspect of a sound economy and IS essentIal to meet the
needs of the Hunganan people

• There IS a housmg productIOn cnSlS III Hungary

• Housmg productIon mvolves a number of mstltutIOnal constramts and barrIers, anyone of
WhICh IS suffiCIent to depress the mdustry

• PIecemeal approaches WIll not resolve the many underlymg Issues that currently mhIbIt the
growth of a healthy housmg mdustry

• A comprehensIve method of resolvmg housmg mdustry problems IS deSIrable

• It IS Important to develop new tools and technIques that facilItate and encourage the growth
of an effectIve development sector of the housmg mdustry, and at the same tIme stImulate and
enable consumers to acquIre new and/or Improved housmg

• Trammg and educatIon programs are reqUIred at all levels of the housmg system - for devel
opers and would-be developers, government planners, and mtermedIanes (bankers, real estate
brokers, archItects, etc)

Although each of these statements or assertIons IS based on our understandmg of the current
housmg development SItuatIon III Hungary, they need to be tested among key polIcy-makers at
vanous levels of the government and among leaders m allIed fields who are famI1Iar WIth the
vanous aspects of the housmg problem

The focus of the PADeO team's field trIp to Hungary m December will be to test the underlymg
assumptIons of thIS proposal and to refme the elements of the HDEZ program defmed m
SectIon 2 The result of thIs effort will be a more detailed proposal for a demonstratIOn program
that can best define the practIcal steps that should be taken by the government and the pnvate
development sector to stImulate housmg productIOn m Hungary



Annex C
Fmancial Analysis of Rental Real Estate

by
Sharon Lowenthal

The fmancIaI analySIS of a rental real estate mvestment ImtIally mvolves four basIc calculatIOns

• Net Operatmg Income = The amount of cash annually receIved by the mvestor, mcludmg
all revenues collected, mmus all cash operatmg expenses mcurred

• Before-Tax Cash Flow = The amount of cash annually receIved by the mvestor, mc1udmg
all revenues collected, mmus all cash operatmg expenses and fmanclal payments mcurred,
WIth the exceptIOn of mcome taxes

• Cash-on-Cash Return = The rate of return generated by the real estate mvestment as
measured by the ratio of the before-tax cash flow to the amount of eqUity mvestment

• CapItalIzatIOn of Income = The value represented by the real estate mvestment gIven ItS
actual or prOjected net openltmg mcome

These four calculatIOns prOVIde a baSIS for not only measurmg the actual or prOjected rate of
return, but also for estabhshmg the value of the mvestment to be acqUired Through penodic
recalculatIOns, an mvestor can momtor the effect of vanous mcome or expense changes on the
return on eqUity or market value of the mvestment Even If the mvestment IS not producmg
mcome, these calculatIOns still proVIde a measure of the opportumty costs mvolved m contmumg
to own the mvestment by computmg the amount of annual loss., and, therefore, the amount of
addItIOnal eqUIty reqUIred to be placed at rIsk to cover these losses

1 Net Operating Income
Net Operatmg Income (NOI) IS the amount of cash annually receIved by the mvestor, mcludmg
all revenues collected, mmus all cash operatmg expenses mcurred By followmg the procedure
outlmed below, the net operatmg mcome for an mvestment can be determIned

Gross Revenue

- VacanCIes and ConcessIOns

= Net Revenue

BaSIC rental rates
Expense reImbursements
Other Income

Losses from urnt vacanCIes
Losses from poor collections or bad debts

Also known as EffectIve Rental Income



- Operatmg Costs

= Net Operatmg Income
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Admmistrative
Mamtenance
UtIhties
Insurance
Real estate taxes
Replacement reserve (If apphcable)

Also known as Free and Clear Cash Flow

The calculatIon of NOI may be made WIth eIther actual or projected revenue and expense figures
However, It IS crItIcal that a prospective mvestor know what kmd of mformatlOn IS bemg useo,
particularly If the financial analysIs IS prepared by the seller In the West, lenders examme
projected mcome and expense Items very cntIcally, and most will use only actual operatlng figures
where available to determme the value of the rental real estate bemg offered as secunty for a
mortgage loan The proportIOn of rental mcome allocated to each of the operatmg expense
categones vanes sIgmficantly accordmg to the type of property, Its age and location, and whatever
agreements ffilght eXIst between the landlord and tenant concernmg the apportIOnment of expenses
Allowances for replacement reserves deserve careful consIderatIOn and are espeCially cntIcal m
older propertIes subject to more rapId depreCIatlOn and higher mamtenance expenses

1 1 Gross Revenue
1 1 1 BasIC Rental Rates
The analySIS of an mcome property should start WIth the estabhshment of the basIc rental rates
This mvolves locatmg comparables Comparables are rents or revenues generated by propertIes
WIth sImIlar features (e g , SIZe, age, layout, amemtIes, quahty of constructIOn, etc) and m
slffillar locations Newspapers offer a first source of comparable data, WIth the advertIsed rental
rates usually shghtly above the actual market The mvestor should also consult WIth local realtors
and landlords to confirm the rental ranges of the eXIstmg competItlOn, notmg vacanCIes and any
new developments to be offered for rent m the area Once the comparables are Identified and It
IS determmed that the proposed mvestment can compete m the rental market, a reahstIc standard
can be set for the gross rental revenue to be obtamed from the property

1 1 2 Expense ReImbursements
Often a tenant wIll agree to reImburse a landlord for certam expenses over the baSIC rental rate
These expense reImbursements can be for such mdividual Items as real estate taxes, heat,
electncIty, water, and msurance For a multt-tenant bU1ldmg, an mdividual tenant's portIOn of
these charges can eIther be set as a flat amount, or as a percentage based on total space occupIed
In acqumng a property, It IS cntIcal to analyze the terms of each mdividuallease and to have a
reportmg system that takes such compleXIties mto account
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1 1 3 Other Income
Sources of other mcome mclude parkmg charges, furruture rental, special clearung serVIces, etc,
and often represent a major source of supplemental mcome for housmg mvestments AssumptIOns
underlymg such other mcome projectIons should be carefully exammed, and the terms for the
collectIOn of such fees confIrmed Local practIces should also be analyzed regardmg mclusIOn or
exclusIOn of these Items m the basIc rental rates For example, If Withm a gIven localIty, amerutIes
such as parkIng are normally mcluded m the basIc rental rate, chargmg an addItIOnal fee for such
parkmg could affect a development's competItIveness and decrease Its overall occupancy rate
However, other mcome may also represent an opporturnty for the mvestor to mcrease the return
on a margmal mvestment by chargmg separately for varIOUS ameruties It IS Important to explore
the unrealIzed potentIal that may come from the other mcome category when contemplatmg a
future purchase or development

1 2 Vacancies and ConcessIOns
A vacancy allowance IS always necessary for rental real estate developments, and the dIffIculty
hes m determmmg what IS a reasonable rate FaIlure to mcorporate such an allowance mto the
fmancial projeCtIOns may materIally dIStort the potentIal future return of an mvestment The
mvestor should always keep an eye on the trends m local vacancy rates and prospectIve entnes
mto the market that mIght adversely affect the proposed development GUIdance can be obtamed
from local trade and busmess publIcatIons, eXIstmg competItIve rentals, and changes m consumer
tastes and spendmg patterns NatIOnal econOmIC trends, such as growth or reductIOn m partIcular
mdustrIes, are also Important to note

The vacancy rate should always be set as a percentage of gross revenue, mcludmg other mcome,
and should not be underestImated The rate should reflect prOjected losses due to the mabilIty to
rent umts Immediately upon turnover and the mabilIty to collect rental mcome from eXIstmg
tenants Poor collectIOn practIces, as well as the extensIOn of credIt to tenants delmquent m all or
a portIOn of the baSIC rent (1 e , bad debt), can trIgger such losses In addItIon, the vacancy rate
should reflect any rental conceSSIOns (reductIOns)

1 3 Operatmg Expenses
Controllmg operatmg expenses IS one of the key elements m the profItabIlIty of a real estate
mvestment Unfortunately, It IS also the area m which the mvestor IS subject to the highest degree
of deceptIon InformatIOn on current operatmg expenses IS dIfficult to confIrm, often unrelIable,
and almost ImpOSSIble to project mto the future Expenses vary m relatIOn to gross rent, square
meters mvolved, number of uruts, serVIces proVIded, and the age, condItIOn, and cost of the
property In preparmg forecasts, It IS CrItIcal for the mvestor to understand the varIOUS categones
of operatmg expenses One of the most frequent mIstakes made m the analySIS of operatmg
expenses IS leavmg out a category of expense



C-4

1 4 AdImmstratIve
Rental, advertIsmg, accountmg, and management expenses are mcluded under admirnstratIve
operatmg expenses A reSIdential property owner may choose to manage the mvestment hImself,
or contract WIth a local firm specIahzmg m the management of sImIlar properties The two
pnmary trade-offs are cost and degree of owner mvolvement For smaller propertIes, the cost of
contractmg WIth an mdependent management firm may be prohIbItive and severely affect the
profitabIhty of the mvestment However, most lenders w111 mput an allowance for admirnstratIve
expenses m considermg the bUlldmg's value Even If the mtentIOn IS for the owner to perform the
serVIces, some cost or value should be Imputed for the mvestment of thIS time and effort

ProfeSSIOnal fees also should be mcluded under adffilllistrative expenses Legal aSSIstance may be
needed m such areas as lease and fmancmg negotiatIOns An accountant may be necessary to file
tax returns and prepare audIted finanCIal statements, as real estate mvestments often trIgger speCial
tax lffiphcations and reportmg reqUlrements Other admirnstratIve costs that should be mcluded
here are advertIsmg, computer, telephone, and payroll aSSIstance costs

1 5 Mamtenance
The age of the bUIldmg or rental umt IS one of the prlffie determmants of the mamtenance
reqUlred Even If the mamtenance hIStOry IS known, slffiple prOjectIOn of that hIstory mto the
future w111 understate mamtenance expenses substantially The deSIgn of a bUIldmg, mcludmg the
quahty of materIals and eqUipment, the number and SIZes of urnts and pubhc spaces, the
accessIbIhty of mecharncal systems and extenor surfaces, and the remammg hfe of deprecIatmg
assets, WIll all illfluence the magmtude of future mamtenance outlays Mamtenance payroll for a
Jamtor and supplemental staff, as well as employment taxes on that payroll, also represent a
sIgmficant part of mamtenance expenses The cost of mamtenance supphes and contracts necessary
to perform ongomg repaIrs, cleanmg, redecoratmg of common areas, extermmatIOn, trash
removal, and seasonal tasks, such as landscapmg and snow removal, should not be forgotten Con
tractual costs for the mamtenance and systematic upkeep of major bUlldmg elements, such as
bOIlers, elevators, etc , should also be mcluded here

1 6 UtilItIes and Insurance

Both of these Items are generally verIfiable when purchasmg eXIstmg propertIes and eaSIly
estimated by competent profeSSIOnals for new developments However, consIderable expense may
be mcurred If present utIhty costs are underestimated, and major rIsk IS assumed If msurance
coverage IS InsuffiCIent A rugh acqulSltIOn pnce for an mvestment property may trIgger the need
for addItIOnal msurance

1 7 Real Estate Taxes
ThIS IS obVIously dependent on eXIstmg and proposed real estate tax regulatIOns m Hungary
Taxes can be the smgle greatest source of uncertamty m real estate mvestment, as they almost
always grow at unpredIctable rates Before any mvestment IS made, the mvestor should examme
the pubhc tax records for the property m questIOn and make an analySIS of comparable propertIes
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1 8 Replacement Reserve
In any property, there are Items that are subject to phySIcal detenoratIOn and, therefore, must be
penodically replaced Carpets, roofs, applIances, and mechamcal eqUIpment wIll not last the eco
nOmIC lIfe of the bUlldmg It IS cntIcal, therefore, m calculatIng the cash flow to be denved from
an Investment to consIder the Impact of such reqUIred replacements If the Investor cannot fund
such replacements when needed, the relative attractIveness and future value of the property wIll
declme Seventy-five percent of the value of the phySIcal structure of the property, excludmg land
value, IS often consIdered an appropnate level for annual contnbutions to the replacement reserve

2 Before-Tax Cash Flow
Before-tax cash flow IS the amount of cash annually receIved by the mvestor, mcludmg all
revenues collected, mInUS all cash operatmg expenses and fmancial payments mcurred, With the
exceptIOn of mcome taxes By followmg the procedure outlmed below, the before-tax cash flow
for an Investment can be determmed

= Net Operatmg Income

- Fmanclal Payments

= Before-Tax Cash Flow

Also known as Free and Clear Cash Flow

Mortgage mterest payments
Mortgage prmcipal amortIZatIOn
Land lease payments, If any

Also known as Cash Flow after Fmancmg

2 1 Fmanclal Payments
If a mortgage IS placed on the real estate, the cost of the debt IS the annual total of the mterest and
prmcipal payments The sIZe of the mortgage, the tIme penod over WhICh It WIll be paId off, and
the mterest rate all affect the cost of the debt and subsequently the return on eqUIty to the mvestor
To the extent allowed by the market, these Items can be controlled by the mvestor and adjusted
accordmg to hIs needs The borrowmg of debt can have a pOSItive effect on an mvestor's return
on eqUity, known as pOSItIve leverage If a mortgage can be borrowed at an mterest rate that IS
less than or equal to the return that an mvestor can achIeve on eqUity placed m an alternatIve
mvestment, the mortgage WIll have a pOSItIve effect on the mvestor's return on eqUIty ThIS IS
because the mvestor Will stIll have some return on eqUIty remaImng after makIng the payments
on the mortgage debt Lower mterest rates and longer amortizatIOn penods for mortgage debt
ObVIOusly lead to hIgher return on eqUity

Of course, If the cost of the mortgage exceeds the return an mvestor IS earmng on hIS eqUity, the
borrowmg of debt WIll have a negatIve effect on the mvestor's return, known as negative leverage
In thIS case, the Investor may mcrease hIs return by usmg hIS own eqUIty Instead of borroWIng to
acqUire the mvestment, borrowmg less mortgage debt, or reJectmg the mvestment altogether If
the return on eqUity proves InSUffiCIent If mortgage debt IS borrowed under these CIrcumstances,
the Investor IS not necessanly "lOSIng money," but rather sacnficIng some current return on eqUity
to buIld up the eqUIty pOSItIon through the repayment of the mortgage debt Because eqUity buIld-
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up cannot be reahzed untIl sale or refinancmg of the butldmg, It IS usually not mc1uded m the
calculatIon of cash return from operatIOns

Fmanclal leverage offers ObVIOUS benefits to the mvestor seekmg to maXImIze return on
mvestments Heavy use of leverage IS normal m most real estate markets For the lllvestor,
leverage allows control of a greater asset base than would be possIble slffiply through the use of
eqmty Often non-recourse clauses m mortgage debt mstruments, or a deed held m trust, llffilt the
rnvestor's nsk to the eqmty mterest held rn the partIcular asset, WIth the credItor havrng no claIm
to other assets owned by the mvestor Smce the repayment of the debt IS a fixed sum, the rate of
return " 1 eqmty IS mcreased rapIdly m the event of appreciatIon m value, and s1ffi11arly decreased
or ehmmated If the pnce of the asset should fall The use of heavy leverage, however, can
mcrease the nsk to the eqmty owner by placmg a large cash dram on operatIOns, causmg a
negatIve cash flow pOSItIOn, and often forcmg a sale at an mopportune tIme when values for such
propertIes are low

2 2 Land Lease Payments

Often the underlymg land IS not-acqurred as part of a real estate mvestment, but leased on a long
term baSIS To satISfy the collateral requrrements of lenders, the term of such a lease usually must
be equal to or longer than the term of any mortgage loan The cost of the lease payments must be
subtracted from the net operatmg mcome to determme the before-tax cash flow

3 Cash-on-Cash Return
Cash-an-cash return IS the rate of return generated by the real estate mvestment as measured by
the ratIo of the before-tax cash flow to the amount of eqmty mvestment Cash-an-cash IS a baSIC
frrst step m calculatmg the return of a proposed mvestment, but can also be useful m determmmg
the effects of the costs of borrowmg on thIS return By recalculatmg the return at vanous levels
of debt, the most appropnate and profitable fmancIaI structure for the real estate can be selected

Before-Tax Cash Flow

EqUIty
= Cash Flow after Fmancmg = Cash -on -Cash Return

Equtty

The before-tax cash flow IS one year's cash flow remalmng after financmg payments are made
Eqmty IS defined as the ImtIaI cash mvestment For these reasons, cash-an-cash return IS often
consIdered the most ngld measure of an mvestment's profitabIlIty and the toughest to pass ThIS
IS because It IS "statIC" rn nature, reflectmg only the lllitlal year's cash flow and the mlt1al eqmty
mvestment The measure Ignores any tax effect, the present value of future cash flows, and the
future value of the mvestment upon sale or refinancmg

The cash-an-cash return IS then compared to the return that could be achIeved on alternative
mvestments If the cash-an-cash return yIelds a return hIgher than alternatIves, the mvestment
should be made only after carefully proJectmg and exammmg the prospects of future cash flow
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and value appreCIatIOn Rental Income can vary drastIcally WIth changes In occupancy rates and
escalatIOns m operatmg expenses, and mflation and unstable econOmIC trends can wreak havoc on
even the most thoughtfully prepared projectIOns Such fluctuatIOns make forecastmg cash flow
many years mto the future extremely dIfficult Current estnnates of future cash flow can, there
fore, should be VIewed as only tentatIve at best

4 Capitalization of Income
CapItallzation of Income represents a way to confirm the value of a real estate mvestment gIven
Its actual or projected net operatmg Income AppraIsers often supplement the value determmed
by the capItalIzatIon of mcome WIth an analySIS of comparable sales, replacement cost, and the
dIscounted value of future cash flows

Net Operating Income F_re_ef_C_l_ea_r_C_a_s_h_F_l_ow_ =Net Value of the Real Estate
Rate Capltalzzatzon Rate

The capItalIzatIon rate that should be used IS the rate of return that could be achIeved on alter
natIve Investments The chosen rate IS a measure of the perceIved nsk of Investmg eqUIty m the
real estate based on current and prOjected mterest rates, expected return on eqUIty, and future
growth rates By USIng the net operatmg mcome, Ie, the net mcome before any finanCIng pay
ments, the entIre free and clear cash flow IS assumed to be avaIlable to support the value of the
Investment The value that IS determmed by the capItalIzatIOn of mcome should be equal to or
exceed the proposed acqUISItIon pnce for the real estate The Investor must then deCIde how much
of that value should be posted as eqUIty and how much should be borrowed as mortgage debt The
cash-on-cash return aSSISts the Investor m determmmg the most appropnate finanCial structure and
loan-to-value ratlOn for the Investment

The before-tax cash flow can also be capItalIzed at the same rate to reflect the eqUIty value of the
Investment

Before-Tax Cash Flow =
Capltalzzatzon Rate

Cash Flow after Fmancmg = Value of Equlty
CapltallzatlOn Rate

ThIs can be used to determIne whether the mvestor has selected an appropnate level of eqUIty to
be mvested m the real estate If the capItalIzed value of the eqUIty IS equal to or greater than the
actual eqUIty to be Invested, the Investor WIll be receIvmg a rate of return greater than the
capItalIzatIOn rate If the capItalIzed value of the eqUIty IS less than the actual eqUIty to be
Invested, the mvestor should reconSIder whether the Investment should be made
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41 A Word about Future Value
Rental propertIes are ObVIously long-term mvestments and may generate cash flow for many
years However, they are certamly not hqUld assets and often lack marketabIlIty ThIs IS especIally
true dunng penods of hIgh mterest rates, low occupancy rates, or polItical uncertamty The
mvestor must recogrnze that non-economIC factors may affect the profitabl1Ity of a real estate
mvestment Consumer tastes may change, or new and unfavorable rent control and tax laws may
be lffiposed Future appreCIatlOn m the value of real estate cntIcally depends on the local economy
and the physIcal conditlOn of the lffiffiedlately surroundmg neIghborhood Real estate mvestments
are fraught WIth future uncertamties

Though the above measures of profitabIlIty are StatIC m nature and do not take mto consIderation
future cash flows or value, they are the toughest tests to pass Certamly, If a real estate mvestment
cannot demonstrate profitabIlIty m the present, It w111 be dIfficult, If not ImpoSSIble, for It to
demonstrate It m the future The longer the tlffie horIZon, the more dIfficult It IS to calculate future
benefits ProbabIlItIes mcrease for major changes that may be eIther benefiCial or detnmental to
an mvestment's profitabIlIty AnalysIs of real property mvestments IS comphcated, and It IS often
well to err on the conservative SIde ProJectlOns of future mcome and expenses must always be
consIdered to contam a nsk

However, m any financial analysIs, It often becomes necessary to make Judgments about the future
value of a real estate mvestment The degree of complexIty m calculatmg and achIevmg the future
value depends on the projected holdmg penod, the nature of the property, the patIence of the
person attemptmg the sale or refmancmg, and the complexIty of the finanCIal structure through
which the property was 1ll1tIally purchased The rehabilIty of the calculated value w111 also depend
on estImates of many future condItIOns These mclude, but are not lImIted to, the phySIcal
condItIOn of the asset, the economIC and money market enVIronment, changes m the phySIcal
neIghborhood, consumer preference for the kmd of property mvolved, the mflatlOn rate, the rate
of return on alternative mvestments, the tax positlOn of the seller, and the contemplated holdmg
penod DespIte the dauntmg nature of these uncertamtIes, the mvestor should attempt to estImate
future benefits when evaluatmg any real estate mvestment

The next dIScussIon WIll mcorporate the net present value of future cash flows, the tax pOSItion
of the Investor, and sale or refinancmg proceeds mto the analySIS of the profitabIlIty of a real
estate mvestment

4 2 Tax Effects
Once the before-tax cash flow has been establIshed, the second step IS to calculate the effect of
mcome taxes Tills IS determmed by first calculatmg the taxable Income from the mvestment and
then multiplymg by the appropnate tax rate of the mvestor The amount of the tax IS then
subtracted from the before-tax cash flow to arnve at the after tax cash flow

11



Before-tax Cash Flow

+ Replacement Reserve

+ Mortgage Prmclpal Amortization

- DeprecIation

= Net Taxable Income

* Tax Rate of Investor

+ Tax
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Also known as cash flow after financmg

Not tax deductIble untIl expensed

Not a tax deductIble expense

Value of property (excludmg land)
deductIble over Its useful lIfe

If the mvestment IS not producmg cash flow, but Instead generatmg operatmg losses and these
losses are tax deductIble agamst other mcome, the amount of these losses IS consIdered a tax
benefIt and IS added to before-tax cash flow to compute after tax cash flow Therefore, the
calculatIOn of after-tax cash flow IS completed by deductmg the taxes paId or addmg the tax
benefit of losses deductIble from the before-tax cash flow

Before-Tax Cash Flow - Tax = After-Tax Cash Flow

4 3 AddItIOnal QuestIOns to be Answered to Complete Rental Profitablhty AnalysIs

• Average market pnce of rental umts acquIred m HUF/sq m

• Average SIZe of rental umts acquIred (sq m )

• Other costs mvolved m the purchase and sale of real estate - legal, brokerage, land transfer
taxes, recordmg stamp fees, VAT, etc m HUF or percentage of acqulSltIOn pnce

• Average cost of 1ll1provements needed pnor to rental m HUF/sq m

• Average rental rates m HUF/sq m Does this mc1ude any rental SubSIdIes? What operatmg
expenses are paId separately by the tenant, mc1udmg mflatIOnary mcreases m those expenses?

• What categones of operatmg expenses are normally paId dIrectly by the owner/mvestor? How
are utilIties, real estate taxes (If applIcable), Insurance, and common area charges normally
assessed, and who pays them?

• Average operatmg expenses m categones delmeated above m SectIOn 1, Net Operatmg Income
(HUF/sq m ), particularly those that are paId by owner/mvestor

• What, If any, real estate taxes are currently bemg charged? Are there any planned changes m
the real estate tax rates?

• Percentage of total acqUISItIOn cost normally paId m eqUIty by owner/mvestor

• Percentage of total acqUISItIOn cost normally borrowed from a lender

• Term (e g , 25 years), amortizatIOn penod, and market mterest rate for any mortgage
borrowed, mc1udmg second mortgages If applIcable
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• What IS the debt servIce coverage ration normally reqUIred by lenders (NOI/Debt ServIce =
1 10, 1 15, 1 20, etc )?

• Income taxes that are paId on the annual mcome produced by rental real estate Who IS taxable
mcome calculated? What expenses are deductible from rental mcome? What IS the margmal
tax rate that IS applIed to the taxable mcome? Is the mcome taxed at mdividual or corporate
rates? Are depreCiatIon allowances allowed? Over what penods? Is personal property
(applIances, etc) depreciated, and, If so, IS It depreciated on a dIfferent schedule than real
property? Is mortgage mterest deductIble? Are losses deductible agamst other mcome, other
passIve mcome, other busmess mcome, or Just agamst mcome produced by the real estate
mvestment?

• What are the appropnate mflatlOn rates to use on rental mcome, operatmg expense categones
(e g , mflatlOn on utlhtIes wIll be mgher than on real estate taxes, etc ), and the overall market
value of the mvestment?

• What IS an appropnate dIscount rate? What rate could an mvestor's eqUIty be earnmg man
alternative mvestment?

• What IS the current capItalIZation rate? The cap rate IS generally denved by usmg a com
parable sales approach, whereby slffillar propertIes that have recently sold are analyzed to
determme therr cap rates Is the appraIsal mdustry mature enough to have begun to compute
such rates? OtherwIse, It can be guesstlffiated from lendmg rates and the eqUIty ratIo

• How are capItal gams computed and taxed? At what tax rate? What may be mcluded m the tax
basIs, e g , value of Improvements completed, etc ?

• How long are real estate mvestments held on the average?

• What IS the projected overall mflatIon rate? PV and IRR should be adjusted for the effects of
mflatIon?


