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Preface

Real estate developers involved in housing construction usually have to cope with
three main difficulties during the process of development. First, they have to make
sure that they are working on a successful project that will come to the market at the
right time. Second, they have to convince others, especially banks originating con-
struction loans, that their ideas are good so that the banks will be persuaded to invest
their money in the project. Third, they must put their ideas into practice and sell the
product at a good price and at the right time. In the end, the developer must make a
reasonable profit.

This manual has been prepared with the support of the United States Agency for
International Development (USAID) in cooperation with Hungarian and American
experts. The manual aims to show developers how to present the concept of their
projects in a logical format that will convince a financier to grant them a loan. The
formal requirements of different banks vary. Therefore, this manual does not aim to
provide help in the actual wording of the loan application, but shows how the
information the developer needs for a housing construction loan can be acquired.
analyzed and documented.

This manual was prepared with materials provided by Pal Baross (KOLPRON
Budapest Kft.), Frank Piatkowski (Charles E. Smith Companies’PADCO) and Kevin
O’Brien (First Washington Associates/PADCO). Based on those materials and the
literature shown in the references, the manual was written by Gabor Sodki-Téth
(KOLPRON Budapest Kft.) for the Urban Institute and the Metropolitan Research
Institute.

This manual was developed from material that was used in five different classes and
presented in three Hungarian cities (Budapest, Nyiregyhaza and Zalaegerszeg).
Developers, bankers and local government officials attended these classes. The aim
of the classes was to engage all parties in a dialogue. The developers were instructed
how to present their projects so a banker could understand them. The bankers learned
how to analyze these projects to make loans. Local regulators gained a better
understanding of their responsibilities to stimulate the development of private
housing for the residents of their cities. This developer’s handbook is both a
summary of these classes and a legacy from those meetings.
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Chapter 1: Real Estate Development Process

1 Real Estate Development Process

1.1 Introduction

Housing construction, especially when its purpose is to sell the property at the market.
is, in fact, real estate development. It is a process in which the parmers who take a risk
have financial expectations in proportion to their risk. Everyone benefits from
successful development: the developer realizes a financial profit, the neighborhood is
improved and suitable flats are provided for the customers, whose housing demands
are satisfied by the new building, in terms of price, quality and location.

Market risk

While the risk taken by the “investor” in the traditional sense is mainly in managing
the costs, the risk for the developer is in the constant changes in the real estate market.
Successful developers find opportunities while watching the market and start a project
in the hope of making a profit. In this respect, real estate developers are “speculators™
At the beginning of the process, they intend to sell the property in the market, although
they do not yet have a buyer for the property. However, in other respects, developers
are not “speculators.” Their decisions are determined by their knowledge of the real
estate market and not by irmational expectations or by their knowledge of external
factors that might be expected to lead to a growth in the value of the property without
any intervention.

“QOther people’s money”

Real estate developers use other people’s money; their own capital in the project is
small. During the development, one of the most difficult tasks for developers is
acquiring the starting capital and persuading the partners to risk their capital. The
developer is the only participant in the process who will lose all the money invested if
the project fails, while the other participants will have some hope of reducing their
risks. Real estate development requires considerable capital investment and poses
serious risks. The risks and the financial expectations are obviously related. Capital
investment is motivated by the possibility of making a profit by improving the market
position of the property. In general, we can say that there are two basic goals
underlying the entire process of real estate development, from a project’s conception to
its completion:

¢ reducing the developer’s risks: and
¢ improving the quality of the project.
Reducing risk is in the interest of those who provide the financing, while improving the

quality is in the interest of the end-users, the investors. Both are important for the real
estate developer.
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The real estate market is a local market

Some products are “worldwide™ products: If they are successful, they can be
reproduced and sold by the millions. Real estate, especially residential property, is not
like that: It is individual, location-specific and “has to be invented again and again.”
Even the same neighborhood, the same street or the same side of the street is not
necessarily in the same microposition. It is no coincidence, therefore, if real estate
developers stick to a part of the city they are familiar with and look there for the
possibility of new projects in the long term.

You can become a real estate developer if you have at least one of the following:
e money, or capital, to invest;

e area, or property, to develop;

* abuyer you know you can do business with; and

e cxpertise in real estate development.

In the traditional sense, the real estate developer buys a site and selects a segment of
the market based on the demand, the supply and the characteristics of the location. He
or she then designs the product (the property), that is, determines the functional con-
struction program. Later, the developer acquires the required permits, organizes
financing and carries out the construction. Finally, the developer sells or leases the
finished property directly to the end-users or the investors.

1.2 The Housing Market

In many respects, the housing market is similar to the market for durable consumer
goods in that both may be characterized from the standpoint of supply and demand.

Demand consists of households for:
s first-time buyers;
¢ the “move-up” market (those buying a newer and more expensive home); and

* new residents moving to a certain region.

Supply consists of:
® new consiruction;
* old units left behind by the “move-up” market; and

* units that become vacant as a result of an occupant’s death.

Supply and demand are limited in quantity; therefore, prices are determined by the
laws of the market, not by central regulations. Still, comparisons come to an end here,
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as residential units are clearly different from other durable consumer goods because of
the following characteristics.

The lifetime of a residential 11t is long. The lifetime of a residential building is
considerably longer than that of other durable consumer goods. The useful lifetime of a
new unit is at least 50 years and, oftentimes, 80 to 100 vears. Consequently, the market
is determined by the existing housing stock. That is why the housing market cannot
respond promptly to changes in the housing supply. As a consequence of the long
lifetime, the housing stock is heterogeneous, built in different periods. with differences
in price, quality and location. Accordingly. the housing market disintegrates into
several local market segments. As a result, long lifetime residential units are not only
consumer goods but also forms of investment.

“You have to live somewhere.” The function of residential units cannot be replaced.
Residential units are one of the most important necessities in life. There will always be
demand for them. The volume of the housing demand is determined not by individual
consumer preferences but by the number of consumers.

Location specific. The units do not *go™ to consumers, but consumers move into the
units, in a specific geographic, social and economic environment. These characteristics
are expressed objectively (e.g., infrastructure and provision of services, emplovment.
natural and environmental values) and subjectively (e.g., image, social status. the per-
ception of the quality of the environment} factors.

Supply is inflexible because of these faciors, and the geographical location of con-
sumers is determined by practical factors and emotional preferences, resulting in manyv
regional and local market segments. The same is true for consumers: Throughout their
lives, people have different needs and wishes conceming their homes, and, in certain
periods of their lives, they are in different financial positions to realize these goals.

13  The Participants

Real estate development, as we have seen above, is a very complex activity. In
Hungary, most housing construction enterprises come from the construction or devel-
opment sector. The role of the developer is to manage the project from the idea to the
sale. The developer receives a fixed amount for this, usually between 3% and 10% of
the total costs of the development. Enterprises that are perhaps closest to the traditional
deveioper are those involved in land development. Thev provide a supplv of building
sites that appear on the market with legal and planning restrictions placed on them.

Real estate development, as people say, is in the details: A rash decision or a piece of
information not checked can stop the whole process. Developers have to be cautious
and flexible at the same time. Throughout the process, the work of professionals from
several fields—engineers, architects, urban planners. contractors, experts, lawvers,
bankers, investors and the representatives of the authorities that issue the permits—has
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fo be coordinated. The project has to be sold to the end-users, and, in certain cases,
successful communication with representatives of NGOs or residents’ groups is also
necessary. Of course, no one can comprehend all the details completely. Real estate
developers are not only conductors but good listeners as well. They know when and to
whom they should listen. The key to the success of everyday activity is solving
problems continuously and, if possible, promptly.

The diagram below shows the system of relationships among the participants in the
process of development. We can distinguish between two basic cases: real estate
“products” intended for direct sale and those for long-term utilization. The two, of
course, do not exclude each other, since people buying a unit from a real estate
developer can do so with the intention of investing, leasing or perhaps expecting a
future increase in the value of the property. The units built with the purpose of long-
term utilization are called income-producing property.

In the case of property offered for sale, the interests of the developer are limited in
time, lasting only unti! the property is sold. Income-producing property is taken to the
market in two steps. First, it is leased to the end-user, and then the fully leased property
is offered to the financial investors. In this case, the long-term value of the property is
influenced by the organization of the operation and the quality of the project.. One
thing is important for developers, whether they offer the property for sale for end-users
or for long-term investors: The property must fully satisfy the users’ functional and
location demands.

The system of relations among the participants throughout the process of real estate development

FOR SALE PROPERTIES

" conmstruction
.. finance

INCOME PRODUCING REAL ESTATE

Starting capital is needed to launch the project. It may be the developer’s own capital
or the investment of the capital-risk partners. As the active participant, the real estate
developer tries to arrive at an arrangement that ensures him the highest expected
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refurn. In many cases, however, the passive capital partmers also want to participate in
the profit to the same extent as the developer because their financial risk is the same as
his.

The diagram above indicates that the owner of the land is different from the developer.
However, in reality, many developers own land they are planning to develop because
they bought it either in anticipation of expected favorable market trends or for purely
speculative purposes, not being able to resist a favorable opportunity. This, however.
can be very dangerous: Experience shows that a lot of the projects that failed started
with a “cheaply™ acquired plot.
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2 The Project

A new real estate developer has to take more risks than his more experienced com-
petitors. His bargaining position is weaker because he cannot produce successful
references to get the attention of prospective buyers or banks that originate loans. The
purpose of the first projects he develops is mainly to build up references. Similar to the
lending practice of banks, real estate development takes the same amount of titne and
energy to develop smaller projects as it does to develop larger projects. Therefore. it is
a more effective use of time and energy to develop larger projects. However, this is not
recommended for new enterprises: A lot depends on the size of the first project. The
chances for success are higher in the case of projects that can be realized in a relatively
short time and are not very expensive. A smaller building means a smaller risk. It is
important that the first project be a “smooth business,” an opportunity for development
without special permits and modifications of the master plan.

21 TheProcess

Every development aims at satisfying the demand in the housing market. The starting
point is defining the future buyers and their demands. The market research that serves
as the basis of the development must provide a starting point for what is lacking in the
housing market (age, size of family, financial situation, etc.) and what kinds of housing
products are sought in the market. If the developer is the owner of the site as well. the
starting point is defining the best possible use of the land. The developer must deter-
mine what type of housing products are possible considering the natural characteristics
of the site, what the demand for them is, what competition can be expected and how
many of this kind of unit are sold in a year.

Every property has its best use. Of course, over time. the best use may change. It may
happen that the best possible option is to leave the site vacant, because developing it
could only bring losses. If the site is given, the market research has to find the answers
to four guestions: What shall we build? How much shall we build? What price level
can we use in our calculations? How long will it take to sell? The conditions for
developing the site must be identified from the legal and the technical aspects. in
addition to the market research. On the basis of these two studies, a development
program can be prepared. A lot depends on the right timing. The “spare area” will gain
in value as the development starts, while the land that is not being developed in the
given phase can be offered as collateral to help finance the project.

When the end-user or the targeted client group is known, the task is to define a devel-
opment program and a location that will satisfy the demands of the future owner or the
given market segment. In this case, a given housing product is looking for its place in
the town or the city. Later, we will talk about the factors that need to be considered
when selecting the focation.

~i
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The chart below demonstrates the process of decision making about the project. In the
first step, a decision has to be made about the selection and acquisition of the site, and
in the second step, about starting the construction. The decision to be made in the
second step is the more risky of the two, as most of the costs are made up of
construction and financing costs.

In the two phases of the decision-making process, we look at basically the same thing,
although to a different depth: the economic environment and the technical-physical
aspects. Based on the market research, after considering the characteristics of the site, a
draft or a concept plan can be prepared that contains enough information for the pre-
liminary feasibility study. The aim of the financial analysis is to define the maximum
price that can be paid for the site considering the expected profit of the project. Based
on the financial analysis, discussions can be started and a decision can be made about
the purchase of a site.

In the second phase, the details will come into the foreground. It is not enough to
define what the product should be like; we should know precisely what the base area,
the design and the composition of the units should be. The designer’s job is to acquire
the permits. The feasibility study (examining the profitability) shows the detailed cash-
flow analysis, which serves as the basis of the actual loan applications. There is a
difference between the depth of the study required in the two phases and this difference
is not due only to the increased risks. The real estate developer must first take good
care of his time (and his money as well, even though, as we have mentioned, he works
mostly with “other people’s money™); therefore, a relatively fast but reliable method
must be applied in making the decision to purchase the site. A preliminary feasibility
study can be done very quickly if the developer has a good view on the market as a
whole. A more detailed analysis requires not only time but money as well. With these
simple calculations, the completely hopeless cases and the locations that are worth
considering more seriously can be identified with great certainty. We will come back
to these calculations in detail later.
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Decision making in starting real estate development

ket research

i

Decision Making through the Development Process

Pro-forma Calc ulation
*Residual Land Value

CHASE: YES /NO

S
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Architectural Plan
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22  The Developer’s Task

10

In developing a —project, the developer does business with many different players. The
chart below indicates the tasks that a developer may perform over the course of the
24 months that is takes to develop a typical, small project. There are five players: the
developer, the designer and builder, the investors and bankers, the brokers and the local
government officials. The developer leads the team, hires the professionals and inter-
acts with all the different parties.

Developing a Housing Project

Pre-Feashility Mrket | PoFoma Cah el Maas Maketing
Loss Statesment o
2vees 1mrerth 1 e Thrawgh carpletion
DESIGNER!
BULDER
- Disoasss Famal’ MkeOffrer L . Shopfor Findize " Distribusionef -
Partresship Patesship Agpraisal of Site R Corm@m . Constnuction Profits to Partriers
Zrontts 2merths 12rrorers 12 rerths 23monte Upaon conpietién -
Selet Fornel Refine Buyer Meketinga Project Sdle and
BROKERS Brokerage  Hp|  Brokerage Profile —)I Ierchandising Closzout
Compary Agreerrent Canpaign
1-2months 1imorth t2norths ‘fwough carpletion Merks project end
EOCAL
GOVERNVRNT
| | | [ T I N | [
T ! T B A | R B S S N B B
MONTHS 4 6 0 24

There are 24 tasks shown in the chart, which the developer must perform to complete
the project. However, this Development Handbook focuses on only three tasks:

e  Prefeasibility Analysis

* Market Analysis
¢ Pro-Forma, Cash Flow, and Profit and Loss Statement

initial capital and construction financing.

These are the tasks that a developer needs to complete to present the project to both
investors and bankers. These are the tasks the developer needs to complete to get both
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Everything that the developer does is in reaction to the market. To begin the
development of a housing project, the developer must first understand the market.

23 Market Research

The word “marketing” is used in both Hungarian and English to describe activities
related to the process of real estate development. Before starting a project, detailed
market research examines the expected demand for the project. After the decision iIs
made to purchase a site, the developer introduces the project to prospective customers
and starts marketing. Finally, at the same time as the construction. sales go on in full
swing. What? How many? Where? For how much? For whom? These are the
questions marketing professionals ask, and the financial success of the project actually
depends on how soon and how precisely these questions are answered.

From an overall perspective, the housing market is determined by current economic
and demographic trends. If there is an economic boom and a growth in the population,
the main factor in the market is to meet the quantity demand. If there is a decrease in
the population, qualitative segmentation will come into the foreground. A decline in
the economy and a decreasing population will bring about stagnation. A declining
economy coupled with population growth will lead to deterioration of the housing
stock. These connections are shown in the following matrix.

The Economy

ERY

Qualiy Quarnity

- + Population

Stagnation Detevioration

The first step in marketing is the market research, which means looking into the future.
an educated guess. Based on the best information developers have at present. a forecast
is made about expected future developments. Market research can take place at the
macro and the micro level and can cover a geographical region, a city or a certain part
of a city or a specific site. The targeted group of buyers, their demands (preferences)

1
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and their purchasing power must be outlined, since the aim of the real estate developer
is to satisfy the realistic demand as exactly as possible. Knowledge of the target group
determines the characteristics not only of the housing product offered for sale but of
the related services and the message and the form of the marketing communication as
well.

The most important question is: What is the demand in the housing market? By
determining demand, one can determine what tensions exist or will exist between
demand and supply in the individual market segments.

24 Demand

The events on the demand side are determined by the population, the purchasing power
and the consumers’ preferences. The quantity and, in part, the quality of the housing
demand are determined by demographic changes in and the number and composition
of households. The crucial elements of these factors are the number of births and
deaths and the migration of households. The first two—births and deaths—depend to a
large extent on cultural-factors in addition to numercus other factors. The third
factor—migration—is mainly a function of job opportunities and the geographical
location of educational institutions. The age composition of the population determines
the quality of housing demand. The young generation looks for different kinds of units
than do families that are more settled or senior citizens.

The number of households, which actually determines the quantity demand, is a func-
tion of the number of people in the population and the composition of the households.
Several models can be used that draw on different variables (economic development,
cultural factors) to estimate how different types of households are transformed (when
young people move away from home, start a family, etc.).

The second most important factor in the housing market—purchasing power—can
basically determine housing demand. It determines both the form of ownership sought
(rental or owner-occupied property) and the price bracket.

Customer preferences are different, according to different groups, as targeted by the
developer. These differences are not static in character but follow social and cultural
trends in society. In countries with a developed market economy, the change in such
frends, e.g., individualization, the employment of women and more flexible job oppor-
tunities, is very important. Individualization is manifested in longer periods of being
single and shorter periods of being in a relationship. As a result, the composition of
households is more varied. There is an increasing need for different residential
environments and urban designs. :

25  Demand Analysis

In the housing market, both the supply side (the existing stock of housing and new
construction) and the demand side (households) are divided into segments.

12
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Buyers can be grouped on the basis of:

e age;

e size of household;

+ composition of household;

& income, and as a function of all these:

s way of life.

Composition and way of life for families can be attached to different stages of life, and

they keep changing all the time. A simple relationship can be shown to exist between
size of household and demand for a minimum size dwelling.

A
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o

3

a8

5

g .

S . family with children

3

I sincle parent with children I sigte elderty
. couple with child )
B o
W s:reers
—

me

The income required to meet the demand for the minimum size home is rising with the
passing of time. In market research, we concentrate on the demand first. The aim is to
find a suitable home considering the financial capacity of the targeted household
groups. Identifying demand means: determining the number of buyers in the market.
what kind of units buyers are looking for, where buyers would like to buy and how
much they would like to spend. There are two kinds of demand: potential and real.
When identifying potential demand, we determine the preferences of prospective
buyers. Real demand, on the other hand, is the number of households that will actually
buy units that conform to their ideas.

i3
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In most cases, real estate developers do business with a certain group of buyers—
private individuals, families and, maybe, companies or institutions. The common
element among these groups is that each group member would like to buy a certain
type of unit. The most important characteristics of the group that constitutes the
demand are the following:

e the price members of the group are able and willing to pay for the unit;
» preferences concerning the type, quality and location of the unit;
¢ the average income of group members; and

s other social, demographic and economic characteristics, such as size of household,
number of children and occupation of family members,

The characteristics of different groups of people looking for units can, of course, be
different; it may happen that no geographical boundaries can be drawn between
groups. In practice, it is enough to identify the “core™ of the group to learn the charac-
teristics of the group.

When satisfying the demand of different groups, 1t is important to keep in mind a few
basic rules. First, the number of potential buyers for a unit decreases with an increase
in price. In other words, the higher the price the potential buyer is willing to pay for a
suitable unit, the smaller the given group is. This is also true the other way: The more
common the preferences of a group are, the larger the group. While this general rule
holds true in each case, there are “gaps” in the market at all possible price levels
(where there is a demand but no supply or the supply is not adequate).

Classifying potential buyers is very important for the real estate developer, since he can
successfully choose the targeted buyer group based on this classification. Classifying
potential buyers are also a useful instrument for planning, marketing and advertising.
One of the developer’s most important talents is to know the needs and preferences of
his customers. The developer must select a marketing approach that identifies with the
consumer’s needs, preferences and desires.

The classical analysis of demand takes place on two levels. On the first level, the
demand for certain types of property is identified throughout the whole area of a city.
Following this, the change different factors bring about in the current demand is
monitored and, based on this change, a forecast of the actual demand in the market is
prepared. This is important because very often different segments of the market
compete with each other, and buyers with specific needs can join another group. For
example, in certain cases, the demand for single-family houses can be transformed into
demand for large flats in condominiums.

However, we need to remember that this example has to do with real demand, and
people who know the housing market and housing prices and are aware of their
housing purchasing power. Differentiating on the basis of price, quality, size and other
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parameters of a unit takes place in a similar way. The crucial factor in determining the
different layers of the demand is the price.

In Hungary, the most serious problem in evaluating demand is the difficulty of
acquiring reliable first-hand information. Figures providing information on the housing
market are available, but without the cooperation of real estate brokers experienced in
selling, information on home and apartment sales is very limited. There are several
methods for analyzing demand in the housing market. Let’s take a brief look at them.

Assessing demand through the press

One of the most reliable sources of real estate market information is the local press.
More in-depth. comprehensive information is provided in the real estate supplement of
daily papers and professional real estate brokerage publications. These publications
both analyze the situation in different segments of the real estate market and examine
prevailing local trends in the real estate market. However, they do not pay enough
attention to the demand for different types of property; they show only the supply. The
real estate developer must pay attention to the information published to monitor
changes in real estate prices in different parts of the city. Based on information
collected in this way, one can find out about the average prices of different properties
in each district, and it is possible to monitor the fluctuation of real estate prices. While
processing the published information, it is possible to collect more precise information
(e.g., the difference between the requested prices and the final, actual sales prices)
through empirical studies (e.g., telephone surveys).

Other sources of information include real estate agencies specializing in real estate
market information. In Hungary, there are several agencies that monitor the market
regularly, besides conducting their daily business. These agencies can provide regular
information and figures on the supply in different market segments.

Assessing the demand through public surveys

The most general method of assessing demand is with sociological samples. However,
such a survey can be effective only if it is performed by experts, since the task can be
difficult. It is easy to make mistakes that can influence the accuracy of the survey. In
countries with a developed market economy, there are many surveys that deal with the
statistical relationship between demographics and purchasing power. Statistical rela-
tionships have been established among the age of the head of the household, the
income of the breadwinners and the probability of buving a unit. In Hungary. the
probability among a certain group of prospective buyers of buving a unit can be deter-
mined only through empirical research. These studies are expensive, so they can hardly
be justified for the majority of smali- and medium-sized enterprises.
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Assessing demand through target groups

A careful study of target groups of prospective buyers of new units is much more
effective. These groups can consist of the well-paid employees of different economic
enterprises and banks, foreigners interested in buying or renting units, groups that
migrated from other cities or from neighboring countries and people receiving local or
central subsidies for buying a home. Expert studies and analyses on the real estate
market can help identify these groups.

Assessing demand through housing statistics

Due to the lack of primary information, a rough examination of demand can be per-
formed on the basis of information on units that have been constructed and sold in the
past few years. Hypothetically, in the past, supply was significantly higher than
demand. Therefore, we can assume that families intending to buy a home have already
bought a unit suitable for them. In other words, the actual demand roughly corresponds
to the number of people who have bought a flat or a house in the city recently. The
necessary information on the construction and residential permits issued in the past two
or three years can be obtained from the construction authorities. Many municipalities
now use a computer system to track and process these figures. Investment companies
must be contacted to obtain figures on the number of units sold. Trends in change in
the demand through time can be determined using these figures.

Information on the average price and the typical price of housing units published on
the basis of real estate registration can inform you about the secondary market. On the
basis of this kind of information, real estate developers can determine the number of
units sold in the secondary market, and, based on total sales figures, they can have a
picture of the number and value of transactions carried out in the primary and
secondary markets. These figures must be organized and evalvated by districts.

The actual demand can be identified by monitoring the sales of new constructions. By
keeping an eye on housing construction, the real estate developer can obtain a true
picture of new sales in the district. The collection of these figures is very effective, as
they are availabie free (marketing information, advertising publications) or at a very
small cost (e.g., the cost of photocopying technical plans and informative publications
in certain cases).

Assessing demand on the basis of the developer’s own performance

The easiest way for a developer to identify demand is to examine past sales. While this
method will not determine demand outside of the developer’s local neighborhood, for
most small and medium-sized projects measuring neighborhood demand is all that is
needed. To assess demand, the developer must analyze earlier sales and project future
sales. The analysis requires the developer to keep detailed records on the following:
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inquiries from prospective buyers, on a weekly and monthly basis. including
information on the tvpe of product the customer is interested in and how he/she
found out about the project;

total sales contracts closed on a weekly and monthly basis; and

default rate on any contracts.

Based on the above information, demand can be charted and graphed month by month.
From the chart, the developer can estimate and project not only cash flow from
completed contracts, but also the impact of new sales.

In project demand based on the developer’s own performance, the developer must
make judgments on the effects of outside influences, such as:

.

seasonal fluctuations;

which products are most desirable and sought after;

the impact of price;

the trend of community employment;

increase/decrease n inflation;

changes contemplated in government housing subsidies; and

increase/decrease in borrower’s loan interest rates.

While much of this analysis seems obvious, in the past, when contemplating a housing
development project in Hungary, developers were not compelled to examine past per-
formance or project future demand.

26 Supply

In the housing market, demand and supply are on opposite sides. Demand can be
distinguished on the basis of quantity, price and quality. according to the following:

type of ownership;

type of building;

method of construction;

technical parameters (number of floors. construction technology):

technical and esthetic parameters of the units (base area. number of rooms. lavout,
fixtures and fittings, etc.);

location (inner city, garden city, suburb); and

age ( new construction, 1-5 years old, 5-10 vears old, etc.} or the period of
construction (the tumn of the century, the 1920s, the 1930s, efc.).
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Besides characteristics of the product—to be assessed on the basis of objective and
subjective criteria—housing prices are determined mostly by the difference between
demand and supply, the “general feeling” in the market (e.g., interest rates) and the
impact of government intervention (e.g., rental policy, subsidies). Housing prices are
influenced by the general economic situation. In the long term, housing prices increase
more quickly than the rate of inflation.

Supply foliows the changing demand only slowly, owing to the nature of the supply
stock. This is a source of tension among the different market segments. It may happen
that, although the number of units equals the number of households, as a consequence
of the differences in the quality, there is a high demand in certain segments, while in
others there are a lot of vacancies.

Besides distinguishing among the above-mentioned product groups, another important
area of the market division is the identification of so-called “replacement” products.
The different housing products compete regarding price, quality and location. Not only
other new units, but existing “used” units compete with new units, especially in a
market where the price of a new unit is much higher than the price of a used unit.

An important part of analyzing the demand is defining the profile of competing
products as precisely as possible in the targeted area. A simple form of it is the so-
called “windshield survey”: When walking around the selected area, we gather
impressions about the units under construction there (the type of the building,
architectural character, quality, the stage of completion, etc.). Based on the master
plans and the construction permits found at the municipalities, we can make an
estimate of the volume of expected competition in time and space. In American litera-
ture, this analysis is illustrated by a water pipe: The water flowing from the faucet
represents the units brought to the market and, as we move backwards on the pipe, we
come to projects and development sites to be realized further in the future (houses
under construction, infrastructure, land under site preparation, areas under new zoning
regulations, etc.). The name of the analysis, “pipeline analysis,” refers to this analogy.

A subsequent analysis of the supply extended over the whole city and broken down
according to location, price and demand is the classical method of analyzing the
supply. The application of this method is especially important in the preparatory phase
of the project, when we are looking for the “gap” in the market, where we would like
to enter with our product. Information on the competing projects can be obtained from
different sources:

» advertisements in the local press;
¢ sijte visits to the construction; and

* information obtainable from the construction authorities on the projects under way
and planned.
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The developers must do their best to collect all the available information. The informa-
tion collected should be organized according to the following method.

An Analysis of the Competing Projects

Project/Location

Indicators Project 1 Project 2 ... Projectn
The start/end of construction

The number of units built

The number of units sold

An estimate of the monthly average of sales

Based on the information, the following can be done.

e Determine the sales period of competing projects and determine whether this
period is the same as that for the projected sales of the developer’s own project.

¢  Determnine how many units of the same quality and on the same price level are the
competing projects planning to sell at the same time as the developer’s own
project is brought to the market.

¢ Compare the sales patterns—estimated and actual—of the competing projects and
the developer’s own project.

»  Compare the prices of competing projects and the developer’s own project.

Assessing the effective demand in the market

Effective demand shows the number of units that can be sold in the market during a
certain period. For example, if the effective demand in the market in the city is 80 units
per month, it means that presumably this is the highest number of units that can be sold
in the free market of the city—under normal circumstances. Effective demand must be
determined not only in the entire city but separately for each district. Two basic con-
cepts must be considered during the use of this indicator.

+ First, a crucial element of the effective demand in the market is the period when
most of the units are sold. Supply and demand can be determined considering
different periods. When preparing the loan application. the real estate developer
should prepare a forecast for monthly sales. The analysis of the supply and the
demand therefore must cover the same period.

e Second, effective demand can change in the function of the sales pattemns of
individual projects (effective demand is a statistical indicator determined through
experience).

Let’s use an example and suppose that the subject of our analysis is “Project A" which
involves the construction and the sale of 60 units. Construction starts in the third month
of the vear and lasts 14 months. Sales start in the seventh month and take 10 months. In
the same area of sales, three other competing projects are implemented. with the
foliowing parameters.

19
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e Project B offers 90 flats for sale. Construction started last year. The units are put
on sale after the third month following the beginning of the construction, and the
sale of the units can be expected to finish within 11 months, that is, in January in
the following year.

o  Project C offers 50 flats for sale. Construction starts in the seventh month of the
year. Sales start in December and continue in the first half of the following year.

¢ Project D results in 70 units being brought to the market. The project was finished
last year, and 25 units have already been sold. Sales can be expected to finish in
the first five months of the following year.

On the basis of a comparative analysis of the above-listed projects, we can say that
construction takes place at the same time for all four projects. Let us determine the
sales pattern of our own project and of the competing projects. First, let us divide the
number of units by the length of the sales period. Using a rough simplification, we
assume that the same number of units is sold each month. Later, to arrive at more
precise figures, after the effective demand is initially estimated, we can take seasonal
fluctuations into account. After this, the number of units expected to sell monthiy in the
given area can be measured. Finally, knowing that in this sales area the sale of units
has been practically the same in the past two years, we can conclude that, in both years,
200 units, that is 16 to 17 units per month, were sold. The bottom line in the following
table shows the average rate of monthly sales in the given period.

An Estimate of the Effective Demand

Number of Units Sold Each Month Total
Projects 13314567 819110[11]12[13[14]15]16]17]18] (per year)
Project A 6{6(6(6(6]6(6]6(6(6 60 (36)
Competing Project JS gl8|8|8|8l8gi|8[919 90 (81)
Competing Project T17(7(7({7({7(8 58(7)
CompetingProject | 9[9[ 9|99 45 (45)
Total 91931717178 | 14141414 114722(22113113]13{ 7| 8| 245(169)
Average Effective | 11 171 16| 17116 | 17{ 161 17| 16 | 17] 17| 17| 16 | 17| 16 | 17 {17 | 17| 399 c200)
Demand

After this, we can assess both how well “Project A” can do in the market and its
feasibility. To do this, the estimated monthly sales must be compared to the average
effective demand in the market. During the total sales period of the project, the number
of units offered for sale by all the projects together is smaller than the average of the
effective demand in the market, except during December and January. Therefore,
assuming that the other factors are the same, our project can compete with the other
projects, and the demand is high enough to make it possible to realize the projected
sales pattern. ‘

After comparing our project with the effective demand in the market, we must make
minor adjustments in the sales plan to increase the number of sales to eight in the
period between the seventh and the eleventh month. After this, the projected sales
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volume in the critical last month of the vear and the first month of the following vear
must be reduced. On the basis of the given parameters, the advertising and the sales
strategy of the project can be fine-tuned.

Finally let us go through the general topics of housing market research.

3)

Evaluating the site

the present and the expected status
a study of the environmental factors
accessibility

provision of services

The potential demand
demographic indicators
households

Effective demand
trends
meodeis

Defining the target group

the size and the composition of the target group
financial situation

the use of cars

price/quality preferences

expectations conceming the location

other expectations

Examining the housing stock
a statistical analysis of the demand in the catchment area

The competitive situation

the profile of the competitive projects

the profile of the planned projects

an analysis of the finished reference projects

Conclusion

identifying the target group

proposal for a development program
price/quality (product) to be aimed at
price level to be achieved

expected sales period

proposal for the timing of the project
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2.7  Selecting the Site
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According to the favorite saying of real estate professionals, three things are needed for
real estate development: a good site, a good site and a good site. A good site in the
English version of the joke means, first of all, good location, “a favorably situated”
site. However, when selecting the site, several macro- and micro-environmental factors
must be considered. The decision on the location of the site can be made after
identifying the demand and the supply in the market. In the areas sought after in the
market, we must examine what sites or what property can be considered. The first step
in selecting the site is locating the market geographically.

One of the results of housing market study is identifying the so-called product-market
combinations. The different end-users look for different real estate products. Within
the different sectors of the real estate market, these product types and the location
determine the market segments. Location in many cases is as important as the product
itself: In a good location, there may be significant demand for a “weaker” house.
Within the given geographical limits of the market, we must find the areas with the
most favorable characteristics for the given market segment. Within the geographical
structure of the city, we can distinguish the cify center; the different sub-centers, which
are not necessarily the same as the administration centers of certain parts or districts of
the city; the outskirts (inner and outer) and the catchment area, the area surrounding
the city. During the different phases of the development of the city, different factors
have influenced the process of development and the actual forms in which the
geographical structure of the city is realized.
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Site Search Market Area

Target Neighborhoods

After identifying the target areas, a developer can find a suitable site in different ways.
The first method is getting to know the selected area in detail. that is, discovering the
present use of the area. This involves both understanding the survey of the master and
zoning plans for the area and touring the area. Another solution, which is usually com-
bined with the first, is taking account of the sites put up for sale in the market. Many
developers are contacted directly by the owners of sites, who do not go through the real
estate market. Finally, the developer can try to find sites through advertisements. The
site offered must be analyzed quickly to see whether it is worth spending time with it at
all. Based on the project to be realized, the characteristics of an “ideal™ site must be
identified and, through a simplified, short-calculation, feasibility study. must be
checked. The factors that are considered when selecting a site can be grouped
according to the following:

1} The characteristics of the site: the location, shape, size and other aspects: the tvpe of
ownership; the selling conditions; estimated value: regulations, efc.

2) The market environment: the location, a survey of the land, the real estate market in
the neighborhood, the competitive situation, the scope of the sought-afier real estate
products, prices, the expected revenues of the project, timing, etc.

23
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3) The technical condition: land and soil conditions, utilities, roads, drainage, etc.

4) Architectural opportunities: opportunities for construction on the site and variations
thereof, internal inspections, roads, etc.; all these based on current regulations.

5) The estimated costs: assessing the expected costs of the work needed to establish
the conditions for the construction and the costs of the construction.

6) Legal conditions: clarifying the legal issues related to the acquisition of the site, the
terms of the contract, the wording of the contract, ete.

On the basis of the above information, the developer can decide whether he wants to
buy the site and, if so, under what conditions. To be able to keep his leading position,
the developer must, of course, always be one step ahead of the market. This requires
long-term planning and a suitably designed strategy for buying land. Accordingly, suc-
cessful real estate developers buy “spare land.” For the site to produce income in the
transition period between purchase and sale (to at least cover the costs incurred), it
must be used. A widespread form of temporary use is creating guarded parking lots. In
the case of former agricultural areas to be developed, a solution can be to maintain the
present use for a few more years in the form of a land lease, but putting up billboards
or letting the site for storage space, etc., is also possible. During the transition period,
one should examine whether acquiring certain adjacent sites would strengthen the
position of the given site and under what conditions it is possible to buy them
(purchase options).

Creating a foundation for a competitive advantage requires a strategic foundation for
the purchase of the land. The developer must know the part of the city and the market
he works in very well. The following steps are needed in this respect:

1) a knowledge of the past, present and planned utilization of the area, its transport
system and the system of its highway and road connections;

2) information about the type, character and future economic prospects of the existing
area and the future economic prospects of the owners and the users;

3) knowledge of the political tendencies affecting the arca and the most influential
figures, the forces controlling the policy of the city concerning the given area;

4) an overview of the documents detailing the current regional development pohcy,
the master plan and development concepts;

5} liaison with the chief architect of the city or the district, the head of the construction
authority and the officials responsible for different areas;

6) liaison with the real estate brokers, architects and lawyers who know the area well;

7) identification of active competition in the area, information on competitive com-
panies and entrepreneurs and their projects (finished and planned);

8) identification of development trends in the area, the character of the development,
the dynamics of the land and propetty prices; and
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9) most important to decision making about the purchase of any site. monitoring of the
expected demand and supply trends in the given area in the targeted segment of the
real estate market.

In practice, this means acquiring the zoning plan for the part of the city where housing
development is planned and examining the number of construction permits issued and
the profile of finished constructions. The developer must examine what the demand for
the accomplished projects was, how many potential buyers inquired about the projects.
the profile of those who showed an interest in the projects and of the actual buyers
(e.g., in the case of residential units, their age, size of their family, what they were
looking for exactly) and in what percentage of the cases was the property purchased or
rented in advance. It is also important to find out whether the area is a target of
immigration or if the demand is basically local in character.
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3 Preparing the Loan Application

3.1 Sources

When constructing residential units for the free market, the financial bases of the
project are the developer’s own capital, the loans taken out for the construction and the
payments of the buyers. Among the sources of housing construction, we should
mention the subsidies provided by the central government and the municipalities.
These partly help the short-term financing of the developer (an interest subsidy makes
the loan more affordable) and also improve the purchasing power of the buyers
(housing construction subsidy, interest-free loans or grants to subsidize the acquisition
of a family’s first owned home). In Western Europe and America, long-term loans
available for buyers (morigage loans) play a very important role in housing finance.

To determine the capital needed to start a project, one must assume an expected yield
that is determined on the basis of market research. The developer can only receive a
Ioan if he can produce an adequate share of his own capital. Financiers normaily
approve a loan if the developer’s own capital share is at least 20% to 30%. Using the
capital, of course, incurs costs as well: The cost of the loan is the interest: the costs of
the developer’s own capital (or the partner investors” capital) is the expected return.
Based on the law of the capital leverage, in the case of a successful project. the lower
the proportion the developer’s own capital is of the combined loans. the higher the
projected return will be.

The “price” of the capital and the loan is, of course, proportional to the risks. In the
case of lending rates, however, several other indicators have an important role. Getting
an approval for the loan is easier if there is some kind of guarantee of repaving it. We
can speak of “project financing™ if the condition for generating the loan is only the
feasibility of the project. In other words, the guarantee of the loan is the project itself
and not some other commitment of the borrower. For project financing to become
widespread, it is essential that housing construction enterprises should emphasize the
preparation of the project and its economic and market foundations.

32  Prefeasibility Analysis

The real estate developer, as we have said in the introduction, is not so much a person
with capital but rather a person of ideas who works first of all with other people’s
money. Time is the most valuable factor for him: He has to discard ideas for projects
that won’t work as soon as possible. He gains preliminary information on opportunities
in the market after examining certain areas. A simple calculation is needed to
determine whether it is worth dealing with a given site or not.

The starting point of the prefeasibility calculation is the price of the unit; which
depends on two factors: estimated average size of a typical unit (in square meters) and
estimated sales cost per unit (what price the developer thinks he can sell the average

7
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unit for). The expected price of one unit can be determined on the basis of the results of
the market survey. There are two ways the developer can estimate how many units can
be constructed on the site. First, an architectural draft design can be sketched up. .
Second, the total useful net base area—the area that can be sold—can be calculated
according to the regulations of the master plan of the city. The gross income of the
project can then be calculated. However, the cost of selling (the agent’s fee) has to be
deduced from this income to determine the net income: '

{the base area of residential units/non-residential units/garages, etc., that can be
constructed} x {HUF/m2 attached to the different items} = gross income

Gross income - the costs of selling = net income

All costs of construction are deducted from the net income, using estimated values that
are as exact as possible under the circumstances. The costs of acquiring the land are not
included because we are trying to arrive at the cost of land.

Preparation of the site includes the following construction:
demolishing buildings on the site;
site preparation;

a road to the site;

water;

sewage;

electricity;

transformer;

gas;

telephone;

cable TV; and

landscape gardening.

* 8 8 & & & 8 & & @

Construction costs for the units include: ,
the construction cost of residential units (the contractor’s tender price);
the construction costs of nonresidential units;

the construction costs of garages; -

architect’s and expert’s fees;

structural engineer;

other experts (lawyer, geologist, land surveyor);
administrative costs;

technical inspectors;

site supervisor;

office costs;

advertising and marketing;

unforeseen costs;

contingencies;

®» & & & & & & 8 O ¢ 8 @
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financing costs;

credit;

prefinancing;

interest cost;

the cost of a bank guarantee;
expected profit; and

the developer’s own capital.

* & & & & 0 @9

By deducting the development costs and the developer’s profit from the sales proceeds
of the project, we get the amount that—if our estimates on the income and the costs are
right—can be paid for the site. '

Net income less expenses = the price of the site

According to our calculations, this “residue value™ will be accurate only if the project
is accomplished on the site and is sold under the conditions used in the calculations.
This also means that the price of the site calculated in this way must be accurate | or
10 years after the time of the calculation. Therefore, this amount has to be discounted
to the present value. (The present value calculation can be most simply interpreted as
the “reverse” of compound interest.) In the example shown in the appendix at the end
of this chapter, this discount rate is 25%, which can be taken as an average loan
interest. At the same time we calculate the discount rate, we express how expensive the
money is that we use to buy the land. Usually the site is bought with the developer’s
own capital. The return expected on the developer’s capital can be expressed by
selecting the discount rate. Of course, the higher the discount rate is. the lower the
calculated present vaiue will be.

33 Land Purchase Price

In the following section, we will show an example of the residue site value calculation
prepared with the help of a spreadsheet program. The figures shown here are only
illustrations, and our main purpose is to show the logic of the calculation. The model
for the calculation starts with an introduction of the project’s parameters: The address
of the property, the size of the site, the required price and a proposal showing the
results of the calenlation and the calculated sales price are shown here. By showing the
parameters of the regulation, we can check whether the planned project conforms to
the local construction regulations.

The incomes can be forecast on the basis of the parameters of the planned projects and
on the perception of the market. The model shown here includes the sale of the flats.
the garages (parking places) and the land belonging to a unit separatelv, since the last is
exempt from VAT. Only the useful base area can be considered for the income, so the
gross construction area is modified by a base area efficiency coefficient. which is 85%
in our examples. The rougher—and consequently the faster—the calculation is. the
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more coefficients are used for estimations. Of course, it is possible to give an estimated
figure as well.

The Costs of Development

We would like to talk a little about the cost factors listed. Site preparation, the
infrastructure, the fees to be paid, etc., are considerable costs, which make the site
more expensive. It is important for the developer to have as much general information
about the neighborhood as possible. We can get estimates on these costs from
specialists who know the area (e.g., those who prepare the master plan).

The comstruction costs involve only the building itself, and usually the main con-
tractor’s tender price is shown here. The model calcnlates the costs per unit for the
gross base area.

Remuneration of the experts taking part in the project can be given as a percentage of
the total costs of construction. Some of the administration or management costs are
clearly added up from some of the construction supervision and technical inspection,
etc. costs and from the general office costs that provide the overhead for the daily work
of the company.

Unexpected changes and modifications occur during every project. It is important for
the lender to feel that the developer who is applying for a loan thinks realistically and is
conservative in his calculations, that is, that he makes provisions for the unexpected.
The percentage value in the model determines these provisions in relation to the
amount of all the estimated costs listed so far, and it is hoped that these provisions will
not have to be used fully through the implementation phase.

The period of financing is the period of construction and sales together. In the example,
after 3 months’ preparation, it takes 12 months to construct the building. After that, it
takes another 3 months to sell the units.

Normally, the developer does not take out the loan at the beginning of the period of
financing. Instead, he takes the loan in installments later, during the construction
period. The function of the cumulative value of taking out the loan is usually a
gradually rising curve. This curve can be replaced by the 50% loan amount “taken” for
the whole period. The size of the loan depends on the lender’s expectations concerning
the developer’s own capital. Normally, banks do not finance the purchase of the site or
the designer’s, expert’s, etc. costs incurred during the preparation of the project.

We use the commercial interest rate determined by the bank, but when calculating the
interest subsidy, which is 75% to 50%, etc., depending on the length of the construc-
tion period, we use the base interest rate plus 1.5%. The effective interest rate is
calculated according to the;
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(base interest rate + 1.5%) x (1-75%) + (loan interest rate-base interest rate)

formula (if the maturity is within 1 year). The cost of the loan is the bank’s “fee”” (bank
service and stand-by charges). Additional financing costs besides the interest burdens
are the costs of the bank guarantee (if it is used) and the expected profit on the
developer’s own capital.

The last line in the model is the “present value™ of the site. Of course, this does not
mean that we would like to buy the site at this price. What is sure, however, is that we
cannot afford to pay more for the given site. If the development position and the price
of the site are realistic according to the results of the market research, it is worth
spending more time and energy on performing more detailed calculations and studies.
The model has two sides: the data input field and the summary sheet, where the above
items are shown in less detail but in a more easily comprehendible format. The
suggested sales price is determnined by the person performing the analysis. and this
figure is taken into account throughout the additional calculations.
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34 Pro-Forma Analysis

If the project performed well at the preliminary assessment of the calculation based on
the residue principle (see above, Residual Land Value Calculation). further and more
detailed analysis can be performed through the cash-flow projection (see pro-forma on
following pages). The pro-forma spreads out the project income and expenses month
by month over the development of the entire project and constitutes a basic part of the
loan application. The first part of the pro-forma model is the Residual Lane Value
Calculation, which was discussed previously. The income is calculated according to
the fogic we have already introduced.

+ Based on the “Regulation indicators,” the base area to be constructed can be
determined (residential unit/parking space).

e Under the heading “Planned construction,” we have the actual parameters of the
building. The base area that can be sold is calculated from the gross base area
(with the percentage value expressing the base area efficiency).

¢ The heading “The timing of the development™ gives an overview of the planned
duration of the different phases of construction.

=  Finally, multiplying the sales price per unit based on the market research with the
net base area, we get the total sales or proceeds for the project. By deducting the
agent’s fee from total sales we get the net sales proceeds.

In the case of financing indicators, we calculate the interest rate according to the logic
already seen above, supposing a subsidized loan.

The discount rate (25% in this example) for the developer is the value of the money.
that is, the expected return. As we have already discussed in detail. expectations for the
return are always determined as a function of the risk. Government securities can be
regarded as zero-risk investments. The maturity of the discount treasury bills available
can be compared easily to the duration of housing construction projects. The interest
rate of the treasury bill is therefore the interest related to the “retum expectations™ of a
risk-free investment. For this to happen, the developer must add his own risk premium
(e.g., 5%, 8% or 10%). considering the situation in the market.

On the other side of the model, there are the input fields for separating costs and
incomes in time. On the first page, the detailed cost items are included in the main
items, and the costs can be distributed in time in percentage values. We can do the
same when calculating the expected timing of the sales.
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Of course, calculations distributing the different items at absolute values, in time, are
also possible. The model for the calculation can be set up for individual projects in
different ways. Considering their characteristics, what matters is that the model must
have the same logic as the one shown here. We must never forget that the model is
only a means to examine the indicators of the project’s results and for the developer to
feel what freedom of action he has to study the different scenarios. If there are errors in
the figures we use in our calculations, the result will distort reality.

In the “incomes” and the “expenses” field, the absolute values of incomes and
expenses are calculated on the basis of income and expense indicators expressed in
percentages. For the sake of interest, we show the results without financing, We
determine the net present value of cash flow and the internal return rate supposing that
there is no loan and that the expected return on the capital is 0%.
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We use two main indicators in the analysis. The “net present value™ (indicated in
international practice as NPV) is the value discounted on the starting point in time.
equivalent to the total cash flow. The discount rate is the return indicator mentioned
earlier. NPV evaluates the cash flow considering the volume of vield. When cal-
culating NPV, the total vield of the project and its present value is measured in the
analysis. The “internal rate of return” (IRR). on the other hand, is the indicator of the
project’s ability to produce a yield. According to the definitions, the IRR is the interest
rate at which the NPV of the cash flow is zero, that is, the present values of incomes
and expenses are the same. They can only be calculated through iteration. These
financial indicators are related. If the expected return is higher than the internal retum
rate of the cash flow of the project, the NPV is negative. With the so-called target value
searching function of the Excel computer program, the expected indicator can be found
where the present value turns positive.
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Of course, money is needed to implement the project, and money has a price, which is
expressed in the expected return concerning the developer’s own capital (a rate that is
in proportion to the risk but also takes the risk profile of other alternative investments
into account) and in the interest to be paid concerning a loan. The cash-flow table
shows the financing costs broken down monthly (capital account and loan account). In
the case of cash flow calculated with financing, we also look at the NPV and the IRR.

In the last lines of the cash flow table, we can project the accumulation of the costs and
the incomes on the graph.
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The diagram above shows the costs curve throughout the project. The closing page
shows many details of the previous two pages in a uniform balance sheet.

The profit and loss account shows the financial result achieved at a nominal value first
(not taking the time value of money into account). The reality, however, is shown by
the values of the discounted values, the NPV and IRR (calculated without taking
financing into account). We use three main indicators besides these: the profit realized
in the percentage of incomes and expenses and the profit projected on the developer’s
own capital invested. With the help of this last figure, we can make comparisons to see
whether we would have gained more or less if we had invested our money in another
project. We should not forget, however, that when we use the time value of money for
calculating the profit and loss statement, the yield expectation used to determine the
discount rate is proportional to the developer’s risk, which means that if the discount
rate is different, the same system of conditions—sales prices, the maturity of the
project, etc. (see the data input page)—brings a positive result. The risks, however,
cannot be avoided. Therefore, the developer deceives himself if he does not determine
the time value of money with this in mind. The message of the indicators is this: If the
present value is negative, the project will see a loss with the given rate of return.
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Depending on how the discount rate relates to the IRR, we can see the profit realized

on the developer’s own capital.

[PROFIT & LOSE STATCRENT X
Tanacsadd (consultant} KOLPRO
Ttems
|A. Bétektetelt sajat toke (own equity) 3547113
B. Kalcson (loan) -116 793 224
IC. Usszeg (Budgel) 149 904 427
I. Bevételek {(Revenues)
Usszes Devete] (Qross sales revenue) 185 530 000"
AFA befizetés {Less VAT) 23741550
Netfo bevétel {net sales revenue) 137788 453
. Roliségek {project costs)
Telek {land purchase + associated costs) 17 747 (42
Infrastruktdra (infrastruciure} 2875000
Kivitelezés {construction) + Bontas 1117575000
Tervezes (design) 2450 880
franyitas {managment) 7 4706300
ErtékesitesT kis. (less cost of sales} 6 207 375
Tartalékkepzés {contingencies) 3585 533
visszaigenylés reclaim -25792 853
Osszes Kolség (Tofal project costs) 108 415135 T A6Z 8771
yereség {Cash How before financing} 156253573
Kamat fizetések (financing costs) -7 282 203
rofit finanszirozassal (afier finanncing) 5343 370
% a bevétele¥nek (%of sales} 59%
% a koftsegekneK {% of costs) 56%
% a sajat tokének {equity)

23.5%:

V Kockazatok (risks)

V1. Profit 0 ha a bevetel {if sales revenue is) |

94,1%éa tervezetinek (of planned)

V2. Profit 0 ha a kéRségek {if project cosls are] |

106,6% [a tervezetinek {of planned)

W3 Profit © ha az éntékesités késik {f sales delayed by}

37 honapot (months)

V4. Profit 0 ha a telek vételara (if land purchase pnice is)

147,0% a szamitoinak (of calcutted)

Item V. in the balance sheet is the sensitivity test: Considering the above, it shows the
difference allowed among the incomes, the costs, the timing of the sales and the
calculated and actually paid sales price of the site to prevent the project from becoming

a loss maker.

Compiling the loan application

The loan application serves two purposes. First, it is an official document of the loan
request. Second, it is structured information on the basis of which the lender makes a
decision. The details of the form and the content of the loan application can be found in
the printed forms available from the banks. A loan application usually contains the

following:
e  The name of the applicant

o The legal status of the applicant
¢ The official address of the applicant
L

The required loan amount
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The maturity of the loan and the sources for repayment
The purpose of the loan

The name and the address of the property

The characteristics of the site

The characteristics of the building

In addition, the appendices attached to the application contain the following:
o The reports on the applicant’s financial condition

¢  The financial reports of the third party providing a guarantee

s  Bank and professional references

In the application, the applicant can introduce his enterprise, his scope of activity and
the market environment he works in and on which he bases the success of the project.
If this is a case of project financing, through which the lender regards the cash flow of
the project and its income as the source of repayment of the loan, market research and
an analysis of the feasibility of the project is of crucial importance, but this does not
mean that there is no need for other collateral. The lender has obvious reasons for
getting his money back, whether through the project, through the borrower or through a
third party.

The application must include a section in which the applicant confirms, with his
signature, that the information he provided is true and that authorizes the bank, if
necessary, to examine the information submitted, including the bank and professional
references.

The application is prepared and submitted to the bank by the borrower. It is advisable
that the applicant consult with the representative of the bank while preparing the
application to make sure that all the information required for the underwriting of the
loan is available. The information provided about the applicant, the personal guarantor
and the other parties participating in the project must include the business past of the
enterprises, especially if they are new to the bank.

In this book, we have attempted to summarize the process through which the housing
developer can prove the feasibility of the project 1o the financing partner by collecting,
processing and analyzing the information necessary to gain approval for the con-
struction loan. The developer does this by translating, so to speak, his own business
vision into the language of quantitative and qualitative aspects of market trends and
the arithmetic of economic analyses.
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4 Case Study
41 Market and Project Feasibility Analysis
Introduction

To illustrate the methods presented in this Developer’s Handbook, a typical project
market and project feasibility analysis is presented in this section. In this hvpothetical
example, a developer proposes to build 40 residential units on a 3,400-square-meter
site located in one of the up-market Buda Districts in the Hungarian capital.

This case study is broken into the following sections.

¢ Description, This section describes the project, the neighborhood, and the site.

¢ Demand Analysis. This section defines the “top residential buyers™ that this
project is targeting. The definition includes affordability, employment, household
incomes, and demographic trends.

e  Supply Analysis. This section looks at geographic location, market product.
prices, and competition.

e Development Analysis. This section uses spreadsheet models to evaluate the
financial feasibility of the project.

* Land Purchase Price. This section includes a model to determine how much the
developer should pay for the land. Typically, this information is part of the
package presented to the bank with an application for a loan.

¢ Cash Flow Projection. This section uses month-to-month estimates for income
and expenses t0 demonstrate how the project will be built and how the money.
which is borrowed, will be used.

e Profit and Loss Statement. This section summarizes the projected profitability of
the development.

In proposing this project, the developer demonstrates that, with an equity investment of
HUF 286 million (US$1.2 million), within 18 months, the investors in this project
should realize a profit of HUF 109 million (US$470 thousand), a 38% annual retum on

equity.

No investment is guaranteed, and past performance may not ensure future success.
However, this case study is a realistic example of the presentation any Hungarian
developer will need to make to both investors and bankers to convince them to put
money into the project.

42  Project Description
This report was prepared by a well-established developer with a solid track record of

building more than 150 top-quality residential units (in the form of 8 to 12 multifamily
units) during the past 5 years.
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Project Information

The unique site in this case study has the potential for 40 townhouse wnits, with an
estimated sales value of approximately HUF 1 billion. Because of the size of the
investment and the anticipated bank financing requirements, it was decided to prepare
an in-depth project study.

The site is 3,400 m2 and is located in a prestigious neighborhood, a 10-minute walk
from a major public transportation hub with a wide range of shops and services.

There are two schools close by, and part of the site looks upon a public park. Adjacent
to the park is an indoor sports facility with squash courts and a fitness center. The
immediate neighborhood consists of small condominiums with four to eight units and
large villas, mostly from the pre-war period. Some buildings are historic.

Site SWOT (Strengths, Weaknesses, Opportunities, and Threats)
Strengths

This site, located on a gentle slope, provides an excellent environment for a residential
project because it is located close to the heart of Buda while still being in a “green”
neighborhood. This is one of the last sites in the area that is suitable for a landscaped
residential project development so close to the inner city.

The natural vegetation of the site provides an attractive landscape in which to place the
project. The site is a short walk from public transportation and within a 15- to
20-minute drive from quality and international schools. Major retail and entertainment
facilities are also close by, but far enough away so they do not disturb the peace of the
neighborhood.
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Weakness

The site is formerly part of a large single residential estate. A good 60% of the site is
covered by mature vegetation and is designated in the submitted zoning plan as
“protected.” Thus, only 40% of the site can be developed; this may make the eventual
project density too high.

Opportunities

Acquiring and developing the site would vield a unique, high-quality residential
project in a very good location, which would retain lasting residential property value.
At a later stage of development, a land subdivision plan may allow separation of the
“protected area™ from the currently designated “developable area,” thereby opening
new opportunities to increase the density of the “protected area.”

Threats

The required density of the development exceeds the building-up density of the
surrounding neighborhood. Upon submittal of the development permit application.
there was strong opposition from the neighbors. Although the plan was approved. to
secure the building permit, we estimate that some delays or further reduction of the
allowed building volume may result from the building application process.

43 Demand Analysis
Target Market Definition
Affordability: Employment and Incomes

Since 1990, the share of the Hungarian population emploved or eaming an income as
entrepreneurs increased from 33.3% in 1989 to 41.6% in 1996. The 33% labor par-
ticipation rate appears to have stabilized since 1996, with around 10% of the
population unemployed, 28% retired and about 25% of school age. The entrepreneur’s
share is growing, making up about 4.5% to 5.5% of the current population. The market
econory also introduced a growing income disparity between families in general and
those living in specific regions of the country. The top 10% of the population eamns 7.5
times more than the bottom 10% does and about 2.5 times the median income. In 1996,
the gross per capita annual income in the top 10% income deciles was HUF 689.000
which, with our estimates of a 20% growth rate in both 1997 and 1998, will be around
HUF 992.000. The capital city of Budapest has been the major beneficiary of the deep
restructuring of the Hungarian economy. While direct foreign investment accounts for
about 20% to 25% of the country’s population, about 45% of direct foreign investment
is concentrated in the Budapest GMA. In the financial and business services sector
(those that registered the highest growth rates in salaries and other emplovment
benefits), the foreign investment was almost exclusively made in the Hungarian
Capital. (Source: Central Statistical Office, 1997 Household budget survey. 1996,
Privatization Institute)
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Income estimates for Budapest are about HUTF 346.000, or more than 25% higher than
the national average (with the unemployment rate being 5% or 50% of the national
average. Thus, the per capita income in the top 10% stratum is estimated to be HUF
1,190,000 to 1,250,000 per year in 1998. Translating per capita incomes into household
incomes (average 2.4 for Budapest), the yearly income in the top 10% social stratum is
about HUF 3,000,000. According to a survey carried out by the Associafion of
Hungarian Managers, there are about 40,000 to 60,000 people emploved as top
managers by medium- and large-size companies in Hungary. That is approximately
1.4% of the total labor force. Adding another 1.5% of entreprencurs who manage their
own successful companies, the top stratum of the Hungarian business community is
around 3%. Incomes in the top 3% managerial stratum are estimated to be HUF
8,000,000-10,000,000 per year (US$35,000-U8$43,000}, of which about 15% is paid
out as non-wage benefits (car, pension fund, share options). (Hungarian Managers
Association, Price Waterhouse, Hay Management Ltd.)

As both the highest managerial stratum and the successful entrepreneurs are over-
represented in Budapest, we expect that approximately 5% of the Budapest labor
forces falls within this category. We expect that roughly 2/5 of these 5% are employed
as top managers, and the other 3/5 are successful and highly profitable entreprenecurs.
Approximately one out of three households in Budapest does not have an active wage
earner. Since we expect a considerable amount of double-earning households, in which
both partners have a top income, we expect that the share of the houscholds in
Budapest belonging to the top income groups will be 3%.

For the purpose of our definition of the market segment of the top income category, we
selected the following parameters.

Regutar household income - .7 - S L 25% 8 0()0 000 =10,000 000/year
%ofBudapest households be[ongmg to this category R G L 3%
Total numberofhousehoids in‘Buddpest j T ) S 'f:_ 779 248 -
Households invthe top 3%mcome group - e L B BT & 77
Estzmaxed purchasers of néw units / vear” f;- e o s 0 8% of all households

This corresponds to the annual number of neiwly constructed units in Budapcst and the surrounding ‘area.

“The market of nevly constructed is predominantly: for higher incomes, t i.2% of highest-mcomc groups. ..
'Demand for new units in the- top 3% market i is estimated to be - . " 470 units'year

Demographic Trends/Household Size
Houschold dynamics

In Budapest, the demand for housing is not generated directly by demographic trends.
The population of Budapest has been decreasing since 1988, while the number of
households remained stable. As a result, the average size of Budapest households has
been decreasing for decades. The average household size is currently approximately
24.
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Number of Households in Budapest and Average Household Size
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The primary demand for housing is created by those making an upward move on the
housing hierarchy. On the bottom end of the market, the amount of substandard and
not-renovated housing is high, whereas there is still a shortage of high-quality housing.
Therefore, one can expect a considerable demand for new housing on both ends of the
market. There is also a growing number of expatriates interested in buying properties
in Budapest.

Household Composition

However, changing household composition is expected to have an impact on the
demand for housing. As is shown in the figure below, the increase in single-person
households is significant, whereas the number of households with families is gradually
decreasing. The increase in single-person households is predominantly related to the
aging population, as most of the singles are eiderly, with a partner who has died. Also,
the average size of families is decreasing. Except for the single-person households. the
share of all family sizes decreased.
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Household Composition in Bodapest
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Though the demand for dwelling space in upper-market households is increasing, the
demand for dwellings suitable to accommodate large families is decreasing. This
implies that instead of just a greater number of (sleeping) rooms, larger individual
rooms are required, as are extra rooms, such as a study room and a dining room.
Furthermore, a room for guests is preferred more and more.

Expatriates

Though accurate and reliable data on the number of expatriates and their household
composition is lacking, it is evident that there are a considerable number of expatriates
in Budapest. This group is characterized by high purchasing power. As the economy of
Hungary stabilizes, and integration with the European Union is only a matter of time,
more expatriates are becoming long-term residents in Budapest.

In the sense of household composition, there are basically two different groups of
expatriates. The first group comprises young white-collar employees, who generally
Jjust graduated and are sent out by their companies to gain experience. This group of
singles or cohabiting individuals primarily rent apartments in downtown locations. The
second group comprises middle-aged employees (ages 35 to 45), who are more
advanced in their careers and live here with their spouses and (young) children. These
people tend to rent houses or apartments in the green belt of the Buda districts, The
main preconditions are a clean, safe and child-friendly environment, as well as being
close to international schools. As foreigners are allowed to own real estate (except
arable land or natural conservation areas), we expect that expatriates will become a
more important factor in the Budapest homebuyer market.
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44  Supply Analysis

Budapest Overview: Declining New Housing Construction

The new housing construction has already been declining since 1980, mainly due to
budget cuts in the state housing construction sector. This decline continued after 1990.
The drop in output was stronger in Budapest than in Hungary as a whole, while the
drop in the GMA of the Hungarian capital was much less than it was at the national
level. Although the worst decline in output seems to be over, a considerable increase is
still not predicted.

New Housing Construction in Budapest and the Agglomeration {1990-1996)
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There are three main causes for this drop.

* Investors

The overwhelming majority of new dwellings (around 75% in urban areas, around
67% in Budapest, and almost 100% in rural areas) are constructed by individuals who
are not developers.

» Construction Costs

Construction costs are supposed to be too high compared to labor costs, resulting in a
high price/income ratio. Net building costs were around HUF 80,000 per square meter
during 1998, leading to sales prices between HUF 150,000 and HUF 350,000 or more
per square meter, depending on the location and quality.

» Affordability

Due to the high price/income ratio, housing construction or buying a dwelling on the
housing market is not affordable for the majority of Hungarian households. The
problem is further aggravated by the lack of favorable loan and morteage system
accessibility for broad segments of the population.

Owning a dwelling is an important criterion for entering the housing market, since the
money from the sale of an apartment provides the bulk of the money needed to buy a
new one. Buying behavior is further enhanced by relatively high savings ratios. The
real estate market provides one of the best opportunities for investing entrepreneurial
non-taxed profits from the non-registered economy. This non-registered economy is
considered to be substantial, about 30% of total GNP.

Size of Newly Constructed Dwellings

Besides a decline in construction volume and an increased share of private construc-
tion, the average size of newly constructed dwellings in Budapest is increasing, both in
terms of size and in tetms of number of rooms.
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Average Size of Newly Constructed Dwellings (1990-1996)
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The average size of newly constructed dwellings increased from 77 square meters to
around 90 to 100 square meters between 1991 and 1996. The average number of rooms
also increased. The share of new dwellings with four or more rooms increased from
17.1% in 1991 to 31.8% in 1996. The share of newly constructed three-room dwellings
was stable, and the share of one-room and two-room dwellings showed a decrease. The
share of one-room dwellings decreased dramatically, from 12.1% in 1991 to only 3.9%
in 1996, after a temporal increase in the becinmno of the 1990s. Mhs_mml,_

Newly Constructed Dwellings by Number of Rooms (1990-1997)
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New Construction Dominated by Private Self-Managed Construction

Besides the declining construction volume of new housing in Budapest, the share of
private (self-managed) construction focusing on the fulfillment of family housing
needs is increasing.

Number of Newly Constructed Dwellings by Constructor (1991-1997)
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There are clear differences between dwellings constructed by different type of con-
structors. The graph below shows that dwellings constructed by developers between
1992 and 1996 had, on average, fewer rooms than dwellings constructed by natural
persons. About 67% of the newly constructed dwellings built by developers had two or
three rooms, about 20% had one room, and around 15% had four or more rooms.

Newly Constructed Dwellings by Constructor and by Number of Rooms (1992-1596)
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One of the reasons behind these differences in size and number of rooms is the fact that
developers tend to construct different types of dwellings. Whereas natural persons are
predominantly occupied with constructing single-family houses with garden for their
own use, developers are more focused on multifamily housing, like apartments and
row houses. Developers are rarely involved in constructing dwellings in existing
buildings, as new construction tends to be preferred by buyers on the market. building
plots are still available, and new construction tends to be more efficient than

constructing in existing buildings. Developers mostly construct row housing and smail-
scale tenement apartment blocks.

New Housing Construction in the Buda Districts

The new construction in Budapest is not evenly spread over the city districts. The
highest rate of construction can be found in peripheral Pest and similar districts, where
the opportunities for self-help construction are the best and where the prices of
building plots are still within reach of a considerable share of the households. The up-
market central-Buda Districis, and fo a lesser extent more outlying areas of Buda. also
show higher construction intensities. These are the most favorable among developers
working for the most expensive ranges of the housing market. These are also these
most-popular districts for expatriates to live in. This is partly because of the atiractive
environment and partly because services like international schools and international
libraries are concentrated here.
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The graph below shows that the new housing construction in the district remained
quite stable compared to other districts. The same can be said about the Buda Hills
neighborhoods, though the decline was more substantial there. The decline of new
housing construction has more seriously affected the Pest side than the Buda side, as
new housing construction, which is becoming more up-market, involves people who
can afford and who prefer to live on the Buda side. As the graph below shows, the
annual production of new dwellings in the district ranges between 375 and 500 units.

Number of Newly Constructed Dwellings in Budapest
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As building plots are becoming increasingly scarce and are expected to become more
expensive per square meter, we expect that new construction will be done with an

increased density. This implies more small-scale, luxurious town or garden apartment
type of projects.

The situation in the district with regard to construction is not particularly different.
Approximately one out of five dwellings is constructed by economic organizations
such as developers. Dwellings constructed in the district as well as in the other Buda
Hills districts tend to be larger and tend to have a higher average number of rooms.
This again is an indication of the importance of the highest market segments in these
districts. More than 60% of the newly constructed dwellings has three rooms or more,
and around 30% of the newly constructed dwellings have four rooms or more.
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Newly Constructed Dwellings by Number of Rooms
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The average size of newly constructed dwellings in the Buda Hills is also bigger than
in Budapest as a whole. The average size in the district ranges between 1135 and
120 square meters over the last few years, whereas for the city as a whole it ranged
between 90 and 95 square meters. This probably has to do with the higher share of
houses constructed in the area and with the fact that people are able to pay for more
square meters.

Competition Profile and Estimated Adsorption
Property Types for Top Residential Properties

Quality apartments are refurbished high-quality buildings of the pre-war stock in
exclusive locations or newly built condominium properties of 120-250 m2 usually in
6-12 unit blocks. Whereas the refurbished properties typically represent an individual
purchase, custom-built, new apartments are generally supplied by a developer.

Quality villas are single-family units of 150-300 m2 set on large (800-2,000 m2) plots.
The properties are typically custom built, emphasizing the personal preferences and
social projections of the owners. In this market, new housing is generallv built for
residential purposes only, while refurbishment often involves a change of use into a
representative office purpose.
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Top Residential Prices

There is still a wide price gap between existing and newly built residential units in the
top residential locations. This is a reflection of the fact that most second-hand
properties require extensive renovation and upgrading.

New dwellings provided by developers are typically medium-scale projects of
8-20 units, being either 3-4 story condominiums or “garden apartments” in low-rise,
townhouse arrangement.

Prices in the in the Buda Hill Districts range from HUF 220,000/m2 to
HUF 400,000/m2 (US$960 to USS1,750), including 25% VAT.

New Housing Prices in Budapest (1997-First 5 Months}

units units  price average

District  constr. sold  range price/sq.m.

*HUF 1,000 *HUF 1,000
Inner Buda
District 240 138 250-300 280
Buda Hills 76 58 160-280 184
Other Buda
1 113 99 135-190 165
X1 256 144 90-200 134
XX 15 15 173 173
Pest
IV 111 78 85-105 100
VI 64 46 98-105 101
IX 365 200 99-200 134
X1 184 101 85-114 104
X1V 321 217 91-130 112
XV 88 11 96 9
XVI 62 16 78-125 87
Competition

The top residential location in Budapest will remain the garden hills of the Buda side.
The map and table below show location and profile of projects completed within the
last year in the neighborhood.
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sale at 06/97

Project number | 7 2 3 4 3

'Projectuame | Residential Residential Residential Restdential Residennial
apartments apartments apartments apartments apartmenis

Descraption 2 freestanding [Free standing |4 freestanding | Old villa 6 storey wnfill
buildings. 3 |5 storey 4 storeyv refurbished project
storey walk- [building < |intoa
up apartments buildings in a|condominium

landscape
environment

Number of  §ed 23 45 [ 32

units

Cnit sizes 90— 133 3395175 {85-180 I43 J0-65-113

Sales prite 300-315 200-230 130-280 280-300 213-218

‘000 HUF/sqm

Startof 10795 02796 06793 04796 03/96

construction

End of 8/%6 12796 12/96 01797 03797

construction

:Units presald 6 0 10 5 3

“Umits sull Tor 0 0 2 0 12

Location of Completed Projects
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The data shows that, although not in the immediate neighborhood, some 120 units
were constructed, of which 20% to 30% were sold before construction started. In the
district already during 5 months, almost 138 new built units were sold, showing a take-
up of almost 30 units per month, The sales record of the five projects shows 1-2 units
sold per month. All units are sold before the end of construction. The only exception is
Project 5, where interestingly the 65 square meter, 2.5 room apartments did not sell
very well partly as a result of suboptimal orientation (the apartments are dark and look
upon a blank wall of the neighboring building).

This corresponds with the developer’s own record from previous years (I-IV on the
map). As a result of aggressive marketing in the four projects completed last year,
more than 40% of units were sold before construction started. About one-third of
customers were foreigners or elderly Hungarians returning from abroad. Two projects
each containing eight units proved to be very successful, as in both cases 6 units (75%)
were presold and the remaining 2 units were sold immediately after the structure could
be seen from the street. The other two buildings also performed according to plans. In
the first building, 4 of the 12 units were presold and the rest sold 3 months before con-
struction finished. In the second building, a conversion of an existing 1960s office
block, 2 of 16 units were presold, with the remaining units selling at a rate of 23 units
per month. All the units were completed with the highest-quality specifications and
included three or four rooms, fully furnished and equipped kitchens, and bathrooms.
All units had a garage and an extra gated parking place on site. Units were sold for
HUF 280,000-320,000 per square meter, while garages sold for HUF 1.2-1.3 miltion.

The following map shows current developments (shown as circles) in the pipeline. A
supply estimation is also provided. '

Location of Competing Projects and Possible Projects in the Pipeline
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Project A B C D LT F 1L27F
Status construction | Construction | Bullding construction Building Inirastrecture
Permit Permit development
Application Application
 Project Attic 3 storey Altic 2 Jbuildings {10 6 unit
type conversion |condominiu |conversion |freestandin {ina .
i ) N . blocks in a
m g 3 storey  |residential
buildings | park setting |landscaped
park setting
Number of |8 9 4 is 40 60
units
nit sizes |45 - 80  (I15- 180 {130 95 - 133 G030 35— [0
Price 200 330 n.a 313-330 n.a n.a
*000/sqm
[ Presold g 3 2 i3 n.a. n.a.
(Planned) | 03/97 02797 08797 04797 10797 0598
date of
start
(Plannedy |10/97 02798 12797 05/98 0199 06799
date of
completion

Presale rates of 30% to 50% are known, whereas with the larger projects the estimated
presale result is about 25%. Based on the above, an estimation of take-up per month is
calculated for the development period of the project (starting from 10/97):

Projects The number of units sold each month Toual
1R B[ )5 ke ol |8 fie |ivojiz 13 fis 15 hie |17 j13 ftsold bef.
10:97}
project 3P BB B B o o5 B ool loofo jo o o lo 10 (10)
Competing project A |4 [g
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The estimated average take-up is about 5-10 units per months. Compared to the sales
statistics, this falls well within the possible range.
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Land Supply Assessment

An in-depth study was commissioned to assess the future supply of residential land in
the district. The study surveyed those land parcels that are: a) presently vacant but
zoned for housing, and b) under agricultural or recreational use but designated in the
Budapest Master Plan as potential residential sites.

In total, there is about 67 ha of vacant land in the district (1.8% of the total 3,634 ha
land area of the district) that is likely to be brought into development for residential use
in the future. Given the historically prevailing low densities in the district, most of this
land will be zoned for single-family dwellings or low-rise condominiums and town-
houses. The estimated land supply will yield around 900-1,000 units.

The sites are clustered around three subareas of the district, with some differentiation
in terms of market appeal. Some 250,000 ha of development land is located in an
outlying, village-like part of the district, which is still considered to be “far” from
Budapest and has low levels of public infrastructure and services.

Location of Possible Projects in the Pipeline
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Projects in the Pipeline: Land Supply Assessment

Number Plot size Zoning Pianned units [Ownership Regulatory
planning
status

I 25,000 Institutional 30 public Planning
application
slarted

2 30.000 Institutional ™ |60 private Planning
application
slarted

3 25,000 Institutional |30 public Plans exist

4 12,300 Institutional |20 private Plan under
modification

3 1,500 Residential. 10 privaie Plan exisis

6 23.600 Residential 30 state Plan exists

7 £9.000 Agricultural  [300 co-operative [ Incorporation
and rezoning

8 23.000 Recreation 50 private Rezoning
required

Sites 1-3 are all large (on average 2.5 ha) plots with once monumental but now derelict
property. This area was once the “summer residence™ of well-to-do urban families,
comprising nice, large houses located in a park-like setting. During the communist era,
these buildings housed public or institutional functions, but recently passed into private
hands. There is an intense pressure on the municipality to allow low- and medium-
density new developments on these sites. The development site under investigation is
typical of these plots.

Sites 4-8 are located in the already well developed areas of the district and are either an
opportunity of conversion from industrial or institutional to residential use or are
simple “in fill sites.”

In reality, there is presently very little land readily available for new construction. Only
a few sites have legally valid planning permits and are located in areas where sufficient
off-site infrastructure is available.

There are clusters of sites, which are in a similar stage of “preparedness™ for develop-
ment (Sites 1-3). They are all within the urbanized designation of the district: the pre-
sent zoning allows residential use but a detailed regulatory plan has to be prepared
before the building permit can be issued. These sites all have some off-site
infrastructure deficiencies, which require investments by the developer outside of the
actual property. The four sites comprise approximately 12.5 ha and may yield
approximately 200-220, mostly muitiple-family residential units. In our view these
parceis will come to the market in the next two years.

w
~
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Further down in status are the outlying sites (not shown on map) and Site 8. These
parcels, some still classified as for agricultural, forestry, recreational, or institutional
use, are all outside of the “urbanized” boundary of the district but are designated in the
long-term master plan of Budapest as potential future residential areas. Their develop-
ment will require first the extension of the “urban land boundary™ (itself a complicated
procedure, involving the city and the Ministry of the Environment) and then the
extension of the off-site urban infrastructure. Nevertheless, these types of “leapfrog”
speculative sites have been the hallmark urban land conversion on the Buda side in the
last decade of soft regulatory discipline, and therefore we consider these properties as
part of the residential land supply in the future.

The bulk of potential new land supplies identified in this study belong to this category.
It comprises approximately 33 ha of land, about half of the potential new supply.
Given the legal and infrastructure difficulties in this area, we predict that this land will
be on the market, ready for development in about 5-8 years. In summary, the district is
running out of vacant building plots for larger-scale residential construction. Much of
the new construction is currently built on incidental single-family plots or a conversion
of a low-density, single-family home parcels into multistory dwelling (spot zoning).

Development Appraisal

Prefeasibility Analysis

How much should the developer pay for the land?

Prefeasiblity is assessed using the residual model. This information does not form a
part of the loan application package or the communication between the developer and
the bank. The main reason to do such assessment is to support internal decision making
within the development company. The question to be answered is whether the oppor-
tunities a particular development site offers are worth further investigations or not. The
calculation helps the developer formulate his or her negotiating strategy on the pur-
chase conditions with regard to the site.

First, a regulatory assessment shows whether the proposed development fits with
regulatory requirements. Based on site plans and consuliation with the architects, these
parameters can be checked against the proposed development. In our example, a
40-unit building is assessed, with average unit size of 85 square meters, a total of
5,000 square meters gross. One floor is the garage in the basement. From the net
salable floor space, the total revenue of the project can be calculated.

Development costs are grouped into four main categories: land development, infra-
structure development, construction, and management/designer fees. This is important
for the developer, as in such detail fairly accurate empirical numbers based on past
experience can be used for the appraisal. Also a cost sensitivity analysis can be per-
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formed. These costs are financed from two sources: own equity and loan acquired. The
cost of capital is related to the interest rate and the length of the loan amortization
period. This model also takes into account those government subsidies that are
currently available in Hungary for housing construction. The cost of own capital is the
required return.

The costs and revenues estimated in the RLV calculation are used to perform the
detailed pro-forma (CF). These costs are spread over time. The level of detail of such
CF prediction depends on the bank’s loan application requirement. The feasibility
assessment is presented here as a set of pro-formas.
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Land Purchase Price

Telek ar meghalarozasa (Residual 1ang value calculation)
1. PROJECT
11 [Varos {aity) ;
District
1.2 Fejfleszto (developer)
T3 (Geruhizas project)
T4 Tanzcsado {consutanty
5 Lyitar: (dats)
T8 TelekAadysan (pIet size] & q00m2
7 [RinaTsy 3 [asking prce) i 250000000 FOF
g [Riralad animZ (asking PRoeimz) 73528 [FOF
[T [RaIKUIER 5i7m2 | calculated e PREETZ) 5 BEUHUF
10 ava Targyal], negouae
TTT |[JavasoR vetelar {buy Tor) HOF
mZ
m2
7080 [mZ
O[mzZ
. P 4050 [m:
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. T 3}
» puletvolumen Sant 8/l (Maximiim dudding volume Delow groun
2} Tak3s ok S2ama (number of resigenbal ummsy
o Erickesilelo 1akas Tt (salette 1asidental Space)
K ervEZett parkolOk szama (Salble parking space,
memﬁﬁﬁ]—"”‘:{e
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" TNCGME]
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EE ngatan (652 (Parking Componen FUGAE
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10 [AFA Kalkdlacio (VAT calculabony
T |Cakasok (@welngs) TE7 000 000 |
12 “Telek (land)
X[ ~Tnaglan (unitsy
T=kascl WETROTI aF. I 255009
N arkoloK (pazking) 7 500 000 |
T5 [ -Telek fland)
T8~ Tngdtlan {umis;
ParkolGk AFA WeTRUT aregyseq T3TI500 |
307 |Netlo 5352bevetel [nel incomay TET SHO0T |
5[] S0K ukani Bevetel (Tevenue funil ZIBI 500 |
1 FEJLESZMESTROCTSECER {0EVELOPNENT COSTEY
T Terilet elo k@ szres (land preparation]
e NTAs (demeltony Fi
E1.2 [Terep rendezds (leveling) Fi
T3 {tak (foads 2nd aceess) Ft
& (Viz (waler) a}
TS5 |Csatorna (sewege) &
E iekiromos. 2al (efectricity) F
1.7 [Transzformator (fransformer) 1
T Z(gas) T
1.3 |Telefon ftelephone, Ft
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ROz TejlesZies] hoZzajAfulasoR (peblic ulliy Gevolopment T1ees)
Kl Z (waler) Ft
B¢ |Cealona (sewage) 3]
~ |ERRtomos Zat {eleckicity) Ft

The residual land value calculation continues on the next page. Note: This spreadsheet
is the same as shown on pages 29-30, of course with different numbers.
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Epitke24s {buildng construction)
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. {EpAkezési kdlosSa timgatas (construction 0an subsidy) %
6.4 Ktiesba kamatidb (bank lending rate) %
6. Betéli kamatlab (interest on deposits} %
8.6 Epitkez£si kidkesdn kamatldb {effecine mterest off construttion kany 3
5. Diszkon! rita (Discount rate) %
X :InfRCK: (nfiation) %
:Fizetes temezése (schedyle of paymenis)
7. Sap! Ibke (required equity) %
i2. VMewd finanszirozas (buyers depost) %
[ wowson fiany %
Egyszen és ia kts. {diation and loan guaraniee costs) S

{9, Ertékesitési ké m (interest 055, sales period)

.0
9.1 Kamatkiség. feflesziési pencdus (ntenest cost. development period)
2

{83~ Koleson kamattoresatés (intefest payments)

X3 Ehart befektetett 1dke hazam (sequired réturn o0 equiy)

9.5 Nyeteséq egységenkéntipr@amd)

96 Osszes kilség cosisprofl)
9.7 Befekletés / épitett m2 (mvestimentisaleble residential m2)
9.8 Bekekleléshakds egyséq (Lostonity
5 ek Erek fand )
maradék 1ekek éridk/m2 (lnd vale m2)
9.13 Telek xOls§ge (tnance cos! of tnd hokng)
9.1 érték (oresent vale of sde)
9.1 nyereség ateken_(proft on and) 1050500
i1 Y35 8riast koS Eoek (AU 40N COstS) © 104X
bAT:) [ATELEK (SITE VALUE TODAY) Y .
10.1 [2 TELEKERTEKE (SITE VALUEMZ) B H &5 358
1102 JJAVASOLT VASARLASI AR (RECOMMENDED PURCHASE PRICE) | T
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Cash Flow and Pro-Forma
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Profit arnd Loss Statement

The Profit and Loss Statement is prepared on the basis of the Cash Flow calculation.
The most important indicator is the profit after financing, the return on the investor's
equity. The risk or sensitivity analysis shows what alterations may take place in costs

and revenues in order not to run into deficit.
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PROFIT & LOSS STATENENT X
Tanacsadd (consultant) KOLPRON

HUF
Jtems totals in HUF
A. Befektetett sajat toke (own equity} 2
B. Kdlcson {loan) -611643 419
C. Budget 897 693 419

. Bevételek (Revenues)

Osszes bevetel {gross sales revenus)

11487000 00C

AFA hefizetés (Less VAT) . -184°500 00D
Neétto bevéfel net sales Tévenue) 953 500 000
I. Kditségek {project costs)
Telek (land purchase + associated costs} 231196 169
Infrastructura {infrastruciure) 12 125 000
Kivitelezes (consiruction) + Bontas 528 125 000
Tervezés (design) 16 562 000
Tranyitas Tmanagment) 37920 000
Ertékesitesi kis. (less cost of sales) 43 050°G00
Rezervalt koliségek {contingencies) 28 715250 897693419
AFA vissza'igénylés (VAT reclaim} -126 993 734
Osszes voltseg (Total projeci cost8y | 939 503 516| 770 6UY 655
. Nyereség {cash flow before financing) 18Z 800 315
Kamat fizetések {financing costs) 73682 222
IV Frofit after finanneing 105 118083
% a bevételeknek (%s0f sales) 11.4%
% a keliségeknék (% of cosis}y 14,2%
% equity 38,1%

V Rockazatok (risks}
Profit = 0, ha a beveétel (if sales revenue is)
Profit = 0 ha a koktségek (if project costs are}

88,8% |a tervezetinek {of planned)
114,2%|a tervezetinek {(of ptanned)

Profit = 0 ha atelekar (if lang purchase price isy 147,2% |of calculted

Conclusions

With this project, the developer aims at entering the top residential market in Budapest.
The pipeline study indicates that there is sufficient take-up of new-built apartments in
this segment of the market in the district. Both land and for-sale property prices reflect
the high value involved with this sector. The high land price reflects the low costs
invoived with land preparation. This properly zoned the site is fully serviced with off-
site infrastructure and has no major other legal or technical difficulties that would
prevent or delay construction works to proceed.

The HUF 320,000-square-meter price for the new units is considered to be a good
average price level for the property as it enters the market. Forty units as one project
seem larger than the average project size in the district. This risk can be managed by
phasing the development.

The detailed cash flow analysis shows sufficient return on the own equity. Both on the
side of development/construction costs and sales revenues the sensitivity is about 15%,
which corresponds with the general inflation level of the country. This is considered to
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be the most important risk factor. The developer should find a way fo conwrol cost
inflation (e.g., through fixed-price contracts) throughout the development period. More
analysis should be performed on how this inflation effects the sales prices throughout

the development period.
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