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The market for residential
property development ®nance

The reasons behind the growing popularity of  Property development ®nance is a very broad
mortgage development ®nance are not dif®cult term. It can be used to fund residential and

to deduce. While property almost tripled in mixed use developments, including new-builds,
value over the past decade, other investment  conversions, and refurbishments across a range
classes have experienced a bumpier ride in of project sizes. Specialist lenders will consider
the very ®rst years of the century and the projects ranging from single property builds to

uncertainty around pensions has made them less small development of several houses (on the
attractive to some groups of investors, leading site of an old factory for example), and, in some
them to seek out alternative investment options. cases, much bigger residential and commercial
projects requiring loans that run into many

In the face of rising house prices, homeowners ™
millions of pounds.

have also been motivated to look for investment
property that may rise in value alongside their ~ According to questions put to intermediaries by
residential homes. AMI, two-®fths of respondents (40 per cent) said
that development ®nance did not account for an
of their business. But for intermediaries looking
to expand their business or open up a new area
of expertise within the property ®nance arena,
mortgage development ®nance could provide a
workable solution.

Meanwhile, the Bank of England base rate
has remained relatively low, meaning that
funds can be borrowed at historically cheap
levels + another factor which has made
residential property development appear
attractive to investors.
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No intermediary will want to invest time and resources into a new
business area without some evidence that it is going to pay off.

But, according to the Intermediary Census, while 27 per cent of those
interviewed have witnessed an increase in the sector in the last three
years, just three per cent reported a decline, with the remainder

(70 per cent) experiencing no change. Most importantly however,

six out of 10 intermediaries surveyed expected the sector to grow

by up to 25% in the next two years.

However, intermediaries should take a balanced  But any intermediary venturing into a new

approach. It is important to note that the key territory will have to assess both the advantages
house price indices are indicating an end to the  and disadvantages carefully. For example, less-
housing boom, with prices "at-lining and even seasoned developers who have not yet established

nudging downwards while interest rates have also a relationship with an intermediary may visit more
risen considerably in the last year. Both of these than one to spread their risk and learn more about
factors could potentially spell a slowdown for the the various options within development ®nance that
development ®nance market. different intermediaries can source for them.

But the nature of mortgage development ®nance The risk for the intermediary then is that they can
could nonetheless ensure that this market remains invest time and resources in the application without
attractive to mortgage intermediaries. For exampleit ever progressing to a sale = something that is
once an intermediary has established relationshipsmade especially frustrating as development ®nance
with builders and property developers, a rolling requires a longer and more detailed application
supply of business tends to ensue. Property process than would apply to a standard mortgage
developers will sell on a completed development deal. But, of course, the potential rewards could
and look to raise funds to ®nance their next projectbe worth the risk. The intermediary typically will
Given that the typical term for residential property receive a larger fee on completion than would
development ®nance is anywhere between six andbe the case with a residential loan, as well as
18 months, depending on the project, the need for broadening their experience in a new sector.
®nance will occur on a regular basis. Where the

relationship between intermediary and property

developer is ®rmly established, the intermediary cal /

expect to source business for new developments on Those already active in
an ongoing and fairly frequent basis. If a developer the buy-to-let market

®nds an intermediary who can access and deliver

the specialist funding required, he may also refer may decide to branch
him on to fellow developers. In addition to this, out further into fU”

those already active in the buy-to-let market may

decide to branch out further into full property property deVGlOpment.

development. /O
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How development ®nance

differs from mortgage ®nance

Due to the variables of property development ®nance, it would be
impossible to "box up'an application into the type of ®xed criteria
mortgage intermediaries are likely to encounter with a high street
lender. However, each one of these variables will already be familiar to
a professional mortgage intermediary * they simply have to put them
in a different order and context. For example, while applications for
development ®nance are more detailed than for a standard mortgage,
the fundamental issues for the lender to consider are exactly the same.
These are the risks attached to the covenant and the property +

in other words, the applicant and what their plans are.

ORICING AND COSTS

Due to the increased risks associated with therefore be tied into using the same lender for

development lending, fees for the loans will be ~ the next development project. For this reason,
pegged slightly higher than on standard mortgagessome developers prefer a ®nance arrangement
Pricing also tends to be linked to three-month where a proportion of the loan facility is repaid
LIBOR rather than the Bank of England base rate. from each unit sale. The time period which the
However, rather than the client qualifying for the ~ developer has in which to sell the properties or
rate, the rate will be ®ne-tuned to re ect the risk  units will be set down in the initial agreement +

posed by the client and the proposed project. between nine and 12 months is typical + although,
A benchmark of rates could be anywhere again tolerance is exercised where the lender sees
between 1.75 and 3 per cent above LIBOR ®t, and extensions can be granted.

(correct as at 1st October 2007). Loans are typically available over a 6 - 18 month

Property development ®nance usually incurs a onePeriod and, as is the case with the majority of

per cent arrangement fee at the start of the loan. buy-to-let mortgages, are payable on an interest-

However, upfront fees arguably pose better value only basis.

for development ®nance as specialist lenders

provide a more bespoke service in arranging a

loan to suit the client's needs. The release feeof JNDIVIDUALITY OF EACH DEVELOP

development ®nance loans however, is signi®@cantyl NANCE AGREEMENT

higher than on stgndard deals. Specialist It.-:'r?d.ers VYHI contrast to standard mortgage lenders that
charge |.n the region of one per cent of the initial require borrowers to ®t into lending “boxes',

loan while a return per annum can also be payable.ye\elopment ®nance is underwritten around each
Generally, repayment of the loan follows the application. This is because each case brings with
completion and sale of the units contained within it a signi®cant number of variables, including type
the scheme. However, the method in which this  and size of development, amount of capital available,
is done will vary from lender to lender. Some will level of pro®t anticipated and even the client's past
require the debt to be repaid from the ®rst sales, experience of property development. The ®nal

with pro®t being realised later. The downside of  pricing, type of funding and its terms and conditions
this for the developer is that he has no equity set down by the lender, will re ect this combination
with which to fund his next project and may of factors.
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B3OURCING LENDERS SPECIALIST LENDERS

Traditionally, clients looking for property Specialist lenders are small enough to

development ®nance would have been attracted accommodate “fringe' ®nance applications and big

to one of two camps. These were a self-builder  enough to provide funding for large development

of a single property, for which a high street lender projects that can run into millions of pounds.
specialising in the area would cater, or a ‘property They are positioned to accommodate complex
developer' who would typically be referred to a applications and "hand-hold' more inexperienced
clearing bank. But, as the trend for more medium- clients, throughout the course of the development.
sized projects gathers momentum, intermediaries This is re ected in the relatively small loans available
have been at odds as to where to transfer the for development ®nance which start at around
business. According to the Mortgage Intermediary £100,000 * although in some cases can be even less.
Census, 59 per cent of intermediaries said that
sourcing lenders was the most dif®cult aspect of
development ®nance.

There are only a handful of specialist lenders that
deal in this mid-ranging level of development ®nance,
and few are fully “exible in their criteria. However,

A small number of specialist lenders operate in  there are some lenders who pride themselves on

this market and can provide the solution. These  “stepping outside the box' in their lending terms,

providers, albeit not well-known to the general as well as offering expertise and support to clients.
public, serve in bridging the gap between what These lenders can cope with both small and larger
is effectively a straightforward mortgage and a loans and so can continue to ®nance your clients
major development ®nance proposal. In turn, as their businesses grow.

this translates into more opportunity for both
the client and the intermediary.
'RANTS

Grants on certain property developments
#LEARING BANKS are sometimes available to individuals = but

For the largest nationwide developers, clearing usually where the project is of bene®t to the
banks have been the traditional means of ®nance. environment (for example, zero-carbon homes)
Clearing banks are used to dealing with huge or to the local area, in terms of regeneration or
commercial and residential developments run by affordable housing, for example. Grants will not be
seasoned developers with high expertise and robusivailable for owner-occupied property. Applications
cash ow models. However, they are not geared to for grants will take a similar format to those
service small or even medium-sized development required by lenders and will have to undergo an
®nance applications, or those which have special approval in principle and a ®nal approval, while

or unusual property requirements, which is where funding is typically capped at a year. Contact the
specialist lenders come in. Local Authority or the Government's Department
for Business, Enterprise and Regulatory Reform
(www.berr.gov.uk for more details.
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o Preparing and presenting

a client's application

Before any specialist lender will agree to development ®nance it will
need to build up a detailed picture of the quality and expertise of the
client, most of which will come down to their experience. Three years'
accounts relating to past property developments or building projects,

will provide the lender with the peace of mind that the client is likely to
manage a loan reliably. If applicants are not in possession of three years'
accounts or they are a sole trader, existing accounts plus an accountant's
projection may be a suf®cient alternative, depending on the application.

Where the applicant is undertaking their ®rst A lender will also need to be sure of exactly what
property development, lenders will still consider  they are being asked to fund, so presenting the
any relevant experience. A plumber or electrician project as accurately as possible is also crucial. The

for example, who has previous experience of intermediary's presentation + or appraisal + should
working for a developer, or managing properties, typically include the purchase price of the property
would be held in higher regard in terms of risk, or plot of land + and whether existing planning
than a city worker who fancies trying their hand  consent is re ected in this, the cost of development
at something new. or building, the timescale in which the work will be

Clients should also list their assets and liabilities fmcarrled out, and the anticipated sale price of each

the application. Assets may include a main residenflr:%s'(]lem'al unit ance completed.

and any other property owned, for example. Other
information, about pensions and investments could
also be listed. Liabilities may include any outstandi /

residential mortgage and personal debt such as Presenting the project
| d credi ds. .
0ans and credlt cards as accurately as possible
A lender will also want to see a CV for the

applicant. GCSEs and swimming certi®cates are IS also CrUCIal'
irrelevant here + this CV will need to focus on /
relevant trade experience that demonstrates to @
the lender they have the skills to turn around the

development to a high standard and within the

con®nes of both budget and deadline. Any

existing equity partner in the project should

also be disclosed at this point.
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Glossary of terms

for types of ®nance available

3ENIOR BtefnTmost often employed for

%QUITY PARTWDére & ledder takes

commercial lending, the “senior debt' is the primarya percentage share of proceeds of the development

loan agreed against the development.

Depending on the project, this loan can represent
up to 85 per cent of the value of the land plot.
Stage payments are then available throughout the
build, usually in arrears and only when overall
lending does not exceed the original agreed LTV.
Interest rates on senior debt are priced in the
region of 1.75 per cent to 3 percent over LIBOR
(as at October 2007), depending on risk. From
specialist lenders, senior debt is available from
below £100,000, to sums into the millions.

-EZZANINE | NANCtRe name for any
additional funding over and above the senior
debt, although again the term is usually reserved
for commercial lending. Mezzanine funding can
either be arranged at the initial point of application
if the maximum senior loan is insuf®cient funds
at the agreed LTV, or at a later date if the project
costs more than anticipated. As mezzanine
funding takes the lender outside its risk criteria,
it will only be made available to exceptionally
promising developments. Although the interest
rate will typically be the same as on the senior
debt, mezzanine ®nance may also have other
costs attached such as an annual return on

the initial sum invested.

when it is sold. The level of this percentage share
will be determined by factors such as the level of
pro®t anticipated from the development and the
terms and conditions of any existing funding. In
return for providing the funding, the lender takes
a share of the pro®ts.

4R AN S F E R A B LW@herldsvelophiznt
®nance funding is seamlessly transferred to a
different type of lending, such as buy-to-let or
residential, within the same lender. This avoids
the costs and inconvenience of remortgaging.
Transferable funding is especially useful on small
developments where properties are retained
and rented out by the developer. According

to the Mortgage Intermediary Census, 52 per
cent of intermediaries have clients who fall into
this category and would therefore bene®t from
transferable funding.
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© contacts

‘z, Landsbanki | Heritable Bank

(ERITABLE "ANK

+44 (0)20 7518 4224
www.heritable.co.uk

Association of

Mortgage Intermediaries

JNTERMEDIARIES !-)

+44 (0)20 7628 1288
WWW.a-m-i.org.uk

&OR -ORE INFORMATION

If you would like to know more about Residential Property
Finance then email AMI at inffo@a-m-i.org.uk or visit our
website at www. a-m-i.org.uk where you'll ®nd useful
information and links to other sites we think may be of interest.

(ERITA B L Eis'WAdgliKrecognised as a provider of creative
lending solutions in the mortgage and development ®nance
markets. Established in 1877, the Bank employs experts who
structure innovative lending arrangements to meet the needs
of the borrower in many product areas, including development
®nance, buy-to-let, semi-commercial and self-cert mortgages.
There are no call centres to negotiate and intermediaries can
speak directly to a decision maker.

IBOUT 6IEWPOINT

ISSOCIATION OF -ORTGAG EThisVieWpoint is designed to provide an overview of property

®nance development. AMI is the trade association of the
mortgage intermediary profession. It is our role to lobby policy
makers and regulators to ensure light touch and proportionate
regulation. As part of our remit we endeavour to bring insightful
and plain English information to the market.Viewpoint is
prepared in this spirit. Firms are advised to seek professional
advice rather than rely on the comments contained in this text.

Prepared on our understanding as at November 2007.

ISSOCIATION OF -ORTGAGE )NTERMEDIARIES
Austin Friars House, 2-6 Austin Friars,
London, EC2N 2HD

4E D20 7628 1288

& A X20 7628 1678

% M Aihfo@a-m-i.org.uk
7E B S | Wiyw.a-m-i.org.uk

AMI is the trading name of the Association of Mortgage
Intermediaries which is a division of AIFA (Association of
Independent Financial Advisers) a company limited by guarantee,
registered in England and Wales under the Companies Acts

with number 3779289.

Registered of®ce: 100 Fetter Lane, London, EC4A 1BN



