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There are three main sources of funds involved in a typical construction project. The costs of site
acquisition, planning, and construction of the building are covered:

(a) by the owner's own funds, the equity investment (down payment);
(b) by money borrowed from one or several lending institutions;

(c) where applicable, by subsidies from government agencies, which may come in the form of
loans or loan guarantees by the government, in the form of tax advantages, or (more rarely) in the
form of outright funds supplied by the government.

Of course, this outline is not the whole story. It covers only the first step of getting the building
built. Specifically, it addresses the first phase of financing a building, which is the phase of
financing its construction. The main component at this phase, the construction loan (b), must be
repaid in some way. If the project is sold immediately after completion, the sale proceeds would
be used to pay off the loan.
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If the owner keeps the building, the construction loan must be converted into a long-term loan—
the mortgage. These two steps occasionally may be fused into one, and the lender may be the
same in both cases; but it is conceptually more clear to think of two distinct phases and two
different lenders: one for the construction loan and one for the long-term or "permanent financing"
loan or mortgage. The loan from the long-term mortgage is used to pay off the construction loan.

For example, the buyer of a new building arranges for a mortgage to finance the purchase price
for the project with bank A. The buyer then gives the money to the seller of the project, say a
developer, who has borrowed the construction money from bank B, and uses part of it to repay
this construction loan.
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In addition to the prior two phases, in the process of paying off the long-term mortgage, a new
source of funds is introduced—the user, who may be the tenant paying rent for the use of the
building or of a part of it. (Again, the user also may be the owner, but it is easier to think of the
roles as separate in order to understand the process.) Some of the rent payments will be used to
cover the costs of operating and maintaining the building, including taxes. Another part will go
toward repayment of the mortgage loan—"debt service.”

Finally, if the owner and the tenant are separate, the owner will expect part of the rent to repay his
or her equity investment with interest, or profit.
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An owner or developer planning to build a project will arrange for financing its construction with a
suitable bank, savings-and-loan, or other lender if the owner's own funds are insufficient to cover
all the costs involved.

It is rare nowadays to have an owner pay outright for an entire project. Typically, the construction
loan will be a credit line in the amount of a certain percentage of the estimated project cost, the
loan-to-value ratio, which will be determined in part by the amount of available equity on the one
hand and by lender policy on the other.

A frequent assumption is a loan-to-value ratio of 0.8 or 80% financing, which would require the
owner to contribute 20% of the project cost as his or her equity in the project.

In reality, an owner's or developers "sunk costs" (the costs already incurred that cannot be
recovered even if the project should not be realized), such as the cost of the previously
purchased site and the site development costs, will be counted against this equity requirement so
that the lender will supply all or almost all the actual funds needed for construction. For many
projects, 100% financing is no longer uncommon.
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The lender will charge the borrower both for lending the money and for efforts involved in
establishing the transaction. The latter is done in the form of "closing costs"—the various fees for
services involved in setting up the loan: checking the applicant's credit, reviewing and processing
the application, title checks, legal fees, surveys, documentary stamps, taxes, and so on—and
"discount points,” which may range from 1% to 4% or more of the amount borrowed. This amount
Is taken off the top of "the amount actually disbursed; it constitutes one part of the cost of
construction financing.

The other part is the interest on the loan. Interest is charged on the actual amount drawn against
the credit line and usually is paid monthly. That is, as bills for materials and completed work on
the project begin to come in, they are paid from the credit line.

Interest then is charged month by month on the amount drawn, until the project is completed and
"the entire loan can be repaid. The actual amount of interest that must be paid thus depends both
on the total construction time and on the pattern in which the bills for completed work come due.
This pattern is called the "draw schedule."
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How can the amount of interest on the construction loan be estimated at early stages of planning
when the actual draw schedule obviously cannot be known? In practice, this is done not by
assuming some hypothetical draw schedule, but by using the concept of the average outstanding
balance of the loan. It is customary to assume that on the average, about 50% or 60% of the full
loan would be drawn, and interest is calculated on this average balance for the entire period.

Contractors, who most likely have themselves borrowed money for materials, equipment, and
labor, naturally are interested in getting paid earlier rather than later. Some contractors therefore
have shown a tendency to "front-load" their bids, meaning that work to be completed earlier will
be relatively more expensive than work to be completed later. This strategy could become
expensive for the owner, especially of larger projects, because of the interest on the construction
loan, as shown.
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The project initially must be financed by a construction loan taken out by the developer, who then
Is responsible for paying it back. The lender assumes a considerable risk in such situations
because, after all, there is no real collateral for the loan yet, except for the site. Should the
developer default on the interest payments during construction and have to give up the project,
the lender would be left with an unfinished project, most likely already in some trouble due to
interrupted work and resulting damage to previously completed parts and materials stored on
site, litigation with subcontractors who had not performed adequately or who had not been paid,
and so on.

For this reason, lenders tend to charge higher interest rates for construction loans than for other
loans. For security in assessing this risk, the lender looks at the reputation and the financial
situation of the developer, besides the quality of the planned project itself. Finally, because the
developer expects to sell the project upon its completion, the loan terms reflect this expectation
by providing for repayment of the principal in full at that time. Until then, only interest is charged.
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The situation for the buyer of the completed building is quite different. First there now is a
completed building in a useful state to serve as the collateral for the loan. The lender thus
assumes considerably less risk, which usually is reflected in lower interest rates for such loans
than for the construction loan.

Second, the lender is dealing with a different kind of borrower— for example, either a homeowner
who intends to live in the house for a long period of time or an owner who expects to lease or rent
the building to other tenants. In both cases, the loan cannot be repaid in full after a short time but
must be paid off in small installments over a much longer period- This period—the mortgage
term—in conventional fixed-rate mortgages, normally has been 20 or 30 years.

For convenience the installments are arranged to be of equal size each period (Le., the same
amount every month or year) and include both interest and at least a small share of the principal.
Thus, the ratio of interest to principal in the payments changes over time. The first payment will
consist largely of interest plus a small amount of principal; the last payment consists mainly of
principal and a small amount of interest, and, with that payment, the loan is repaid.
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What Does Discount Points Mean?

A type of prepaid interest mortgage borrowers can purchase that lowers the amount of interest they will
have to pay on subsequent payments. Each discount point generally costs 1% of the total loan amount and
depending on the borrower, each point lowers your interest rate by one-eighth to one one-quarter of your
interest rate. Discount points are tax deductible only for the year in which they were paid.

Investopedia explains Discount Points

For example, on a $200,000 loan, each point would cost $2,000. Assuming the interest rate on the
mortgage is 5% and each point lowers the interest rate by 0.25%. Buying 2 points will cost $4,000 and will
result in an interest rate of 4.50%.

Both lenders and borrowers gain benefits from discount points. Borrowers gain the benefit

of lowered interest payments down the road, but the benefit applies only if the borrower plans on holding
onto the mortgage long enough to save money from the decreased interest payments. Lenders benefit by
receiving cash upfront instead of waiting for money in the form of interest payments over time,

which enhances the lenders liquidity situation.



http://www.investopedia.com/terms/d/discountpoints.asp
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In estimating the cost of financing, and assessing the terms of permanent financing
arrangements, the following variables must be considered:

The amount of the loan, called the principal.
The equity or down payment (cash equity contribution).

The loan-to-value ratio, which expresses the lender's policy or negotiated offer with respect to the
relation" ships between the principal and the equity contribution.

The length or maturity of the loan, also called the mortgage term.
The interest rate

The size of annual or monthly payments or debt service payments, as determined by the
principal, mortgage term, and interest rate together.




INAR 413 BUILDING ECONOMICS
LECTURE 05
FINANCING CONSTRUCTION PROJECTS

Whether interest rates are fixed or variable (or adjustable). This feature often gives its name to
the entire loan arrangement. In fixed-rate mortgages, the interest rate remains the same
throughout the agreed upon mortgage term. In variable-rate loans, the interest rate can change,
and this then changes the annual or monthly debt service payments.

If the interest rate is variable, how often it can change. Some arrangements provide for rate
changes after every three-year or five-year period of the term. Others let the interest rate change
more frequently, following general economic conditions or other considerations.

For variable rate loans, whether there is a "cap" or limit to how ranch they might change. This is
especially important for adjustable rate mortgages in which there is no fixed schedule of
adjustments. Typically, one then would look for a provision limiting the percentage by which the
rate can change over a year. For example, the lender might agree that the rate would not be
raised by more than two percentage points per year.
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In any such variable-rate loans, what considerations determine how the rates will change. For
example: they might be arranged to follow some index of average market interest rates; or they
might be set at a certain number of percentage points above the Central Bank’s (the interest rate
at which the Central Bank lends money to the large banks), the average prime rate (the interest
rate the large banks offer their best corporate customers), or some other prearranged pattern
such as the anticipated earning pattern of the borrower.

For some "new" financing packages, whether monthly payments have been kept low at the
expense of the rate of equity buildup. The periodic payments may contain only a very small
amount of retired principal, or none at all. This means that it will either take a very long time to
pay off the loan, or the payments must be increased drastically later on. At the extreme, the
arrangement may even provide for the monthly payment not to fully cover the interest in the early
phases of the loan, which is equivalent to an increase of the amount owed, or "negative
amortization.”

Especially for loans arranged at times of high interest rates, whether there is an opportunity for
refinancing before the end of the mortgage term (that is, to pay off the loan and arrange for a new
one), and what the conditions for such refinancing will be.
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A MORIGAGE MITH VARIABLE FATMENTS: RESULTING IN NEGATHE AMORTIZATION

T e gy et R e L R e e A Rl 1
Feias ) T T I P gt :
e e PR e e SR L L LS LR T T T
PR A A e it g S S e s o izt ] oy
P S, qome .uv“..".w.."..r.".uru“ﬁhwﬁ,m.m. i R e a
m T e e e @ e e o FT B It k]
. 1 a4 - - el T
- algal L

L ARy
= £ i W e S i n
Ry R e e

o AL I A R
e

e
iy

AL : T
HH.","...._“v.....“."....r..."......_."..n.........nﬁu_.....- 1
B e e ™, 5

M
Ty 3
e = o
e T N R R ; - i
ZE: T 26 T T O T = i
TirErr : e e e s i : He
Fat “.I. e L ek e e o e e it i
7 Fophitinen 7 i%ru.?ﬂ;h#ﬁnﬁi 5
.rﬂr_“m Pl - o fjxﬁijahm%ﬁmm. ] it e S anpr FTEE
ermam e s Bl s R GRS LA b - R R s mrm.,.
e g b i man ot IR et sl nn i o
SR Ly S S e e e LS : =
A 2 R P e S g f bt g A Par e O 2
Cirta s ik R T T : EH
Lt : e e e T o i LU LU o TILE
R Gl e R e e e St Raid 8 R Pl
k] St ) =l Soees shimt kg s e el fen L = T
et Brienty Lo iﬁ.xmdmﬂnayrmﬁmmﬁikcﬁ. s - EIAE
! e i e e Lo
e T L Lo ey B i
gl

i

= =
Fre et e e B s f e i
ot A e L A e e T reat e e i
o ISl R e : :
mmw..““u“u.mﬁ.mm. B bt ...1..;1.....&_,.%...... £ i o
- des 1 =

e EmA T R e 3
B R R L N e I
e : - ==
S hhﬁjﬂ;ﬂﬁﬁeﬁiﬁéf%ﬁﬁ?ﬁﬁ?ﬁﬁ.m AT L e o e S A e PR T
R o o S N R T s B oo
D T e 2 Mo Lt R E
ottt o p e T e e R e T R e T T
L e Saoby ekitiar T T T Yt e e e e
e T S T S R
e e e A e L T T A e Tyt tadd
J..it...m R b o A i i B0 e
mnm_i.y.y. A i i Aot s o T B e i .|.,Wn...1.ww ) P 4 LSRR
e e L e e A T T A EETEREIETIENINE
e e b e e e e e
L D o L P Fok Ao o SR B B B T L oo S e R T R T RN e R b S e



INAR 413 BUILDING ECONOMICS
LECTURE 05
FINANCING CONSTRUCTION PROJECTS

Fixed-rate mortgage. The "traditional" mortgage, with interest rates and therefore monthly
payments remaining constant over the entire team—usually 20, 25, or 30 years. In times of rising or
strongly changing market interest rates, banks are reluctant to offer these mortgages except at very
high rates. For a while, they were not available at all.

Flexible-rate mortgage. A mortgage whose interest rates can change, for example, according to
some index. They may or may not have "caps" or limits as to how often and how much the rate, or
the payments, can change.

Balloon mortgage. A mortgage that resembles the traditional fixed-rate loan with payments
calculated as they would be for a long-term mortgage, except that the outstanding balance comes
due in three or five years. It then must be paid in full, or the loan must be refinanced at then current
rates. Some balloon mortgages have payments that cover interest only, in which case there is no
equity buildup.

Graduated payment mortgage. Arranged for the young family," a mortgage with initially low
payments that then rise and level off later on, corresponding to the estimated pattern of increasing
earning power of the family.

Growing equity mortgage. Mortgage in which the interest rates are fixed, but payments are
arranged to rise on a schedule, to allow for a rapid payoff over a relatively short term (e.g., 15 years).

Shared appreciation mortgage (SAM). A mortgage that represents one of several attempts to
make the better borrowing position of larger companies (developers or builders, who can obtain
larger loans at lower rates) available to the individual home buyer. In return for below-market interest
rates and payments, buyers agree to share with the lender a certain percentage of any appreciation
of the house upon resale.



