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The Other Side of Subp:
How Developers Can Co

ter

the Effects of the Subprime

Lending Crisis

By Randhir Sahni

ortgage foreclosures conanue to
soar. and many homeowners find
their financal arrangements turn-

ing sour as the narion remains focused on the
fallour of the subprime lending debacle. Yer,
despite all the atrention, many far-reaching
effects of this crisis have been underreported:
the repercussions for both commercial and
residendal developers and what it means for
the furure.

RETIRING A
GENERATION
OF DEVELOPERS

A typical developer gets into the business o
make the most money in the Jeast amount of
ame, all while keeping risk and exposure at a
minimun. When market demand and money
supply are both up it results in lower interest
rates. Lower interest rates translate to “afford-
ability;” the traic most soughr by the prospectve
buyer/homeowner. The demand for honsing
is always there—affordability is not. So. when
the developer gauges that condidons are right
to bring abour “affordabilicy” the developer
begins che development process.

History shows char chis s a cvclical wend,
and the cycle ends with the cost of long-term
money rising. causing the supply to shrink, or
when the Fed raises the rate, thereby tighten-
ing the money supply. When that happens, the
developer backs off from the resuldng expo-
sure and risk. If. ac that poine, the developer
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has achieved his or her financial goals for the
effort. chances are thar the developer will
maove On.

The heads of the larger development firms
have many incendves as part of their contract.
If chese developers started with virtually noth-
ing, and now they have a few million in cash-
able egnicy available if chey leave. they certainly
attempt to redre. As a general rule, developers
will be in the game as Jong as 1ts clear to them
that they can make money. When they see the
muarker wending away from that, they'll retire,
take the money. and move on.

1n 1980, Congress passed a tax law that accel-
erated many such redrements. Now we are
seewg the subprune lending situanon acceler-
ate a new wave of redrements. The common
elements are cost and availability of money.
When the profirs decline, for whatever reason,
people move on.

PLANNED
DEVELOPMENTS AND
MASTER PLANS—OUT

THE WINDOW?

A developer, at the height of subprime
lending, nught have received 3200,000 for a
completed house, depending on the market.
Now they might only get $160,000 because
interest rates have gone up and buying power
has shrunk accordingly. They cannor produce
the same house because they cannot sell it for
the same price. This affects how the develaper
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thinks while dealing with cash flow: They have o come
back to the drawing board and ask: “Dio we build smaller
housest Do we build on smaller Jots? Do we wair and
reduce inventory, thus carrving costs?”

For the developer, the subprime fallonc will cerainly have
physical implications and things will change considerably
over tme. About 35 percent of every developmenrt goes
into oads and open space. So if one can increase the density
—which means “jam’™ in more houses on the same amount
of land—-the result is a better return. In thac case, the same
amonnt of street and che same amount of open space serves
a greater number of houses, and the requrn goes up.

This, of course, is why the master planned communiries
keep their covenants very flexible; so that they can come
back and change the requirements over ame in response to
changing market condidons.

CRISIS OF CONFIDENCE
AMONG BANKS
AND LENDERS

Banks are under a grear deal of scrutiny now, and this has
had a severe effect on their confidence in lending, They are
unlikely to lend the say they used ro. They will be more
careful as the standards have changed, and will include more
fees and points. etc., to make sure chere’s enough money
cover any losses or miscakes chey malke.

The bankers may have less confidence left in themselves—
ar lease in che real estate end of it. They’re all licking their
wounds ar this point in time, as they did after the S&L
debacle in the 1990s, which resulted in the formadon of
the Resolugon Trust Corporaton to salvage the S&L and
the real estare mdusoy.

So banks are only going to loan moeney. right now, with
high percentage returns. And so only those developers who
have a very good product, and think they can make 25
percent or more m rerarn, will consider such a source of
money.

A NEW BREED
OF DEVELOPER

What 1t all boils down to is that we are going to see a new
breed of developers entering the arena as a result.

At the height of subprime lending, the sorc of developer
we saw was someone Jooking to tarn a quick profit. and
who was able to offer affordability o the would-be hom-
eowner because money was so inexpeisive. As the cost of
money came down and affordability went up, they realized

FEBRUARY 2008

that it didn't cost much more o build more house. We
started to see more houses with three, fonr and five bed-
rooms. larger bedroons, kitchens that came with all the
latest technology, ceniral air condidoning, and the houses
started to bloat. As the mterest rates came down, and cost
per month came down. people began to buy bigger houses
on the same housing budget.

That is not the case anymorte, and we are seeing a I1ass
exodus of those developers, as well as—unformnacely—
people from their homes. The developers were not innova-
tive in understanding how people lived. The new breed of
developers will be those who can bring some innovaron o
the table; something new to make homeownership a viable
opton for people who couldn’t afford it before.

Things are changing. The bloating may go away—except
for the upper straca, which chis doesn't affece—and in the
coming vears, 2 majority of the housing stock may consist
of smaller, highly energy-efiicient “greener’” houses. And as
the dollar declines in value-—or has been declhiming—the
marerials coming from overseas will go up 1 cost, and
people won' be able o afferd the same house for the same
amount of money.

The new breed of developer will have ro work with a
new set of paramerers under which he or she thinks they
can make a profic. It would only be speculaton to say what
such paramerters would be, buc it is hkely we wall see things
fike densites going up (in regard o how many houses on
an acre) and square footage of rooms coming down, as well
as a possible reduction in amenites. Shorter commures may
also become more popular.

FINDING A NEW PATH
TO AFFORDABILITY

The goal is to reach our to buyers and coax them back
meo the marker, and there are a number of tools rthat
developers and builders might employ i1 bringing “afford-
ability” back into the equadon. For example, the seller
could complete houses, new or pre-owned, with minimuwm
mrernal finishes and equipment that can instead be replaced
or npgraded over time by the buver. thereby reducing the
price, The seller could effectively guatantee to set aside an
“allowance” to be used o pur in appliances or other ame-
nides over a one o two year period. instead of ncludmg
all of these amenides up front and inflaung the price of
the house. These replacenient and upgrade opdons would
allow buvers to pay over a longer tmeframe wusing monthly
disposable income.
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Builders might alse consider going the route made so
popular by other retailers of large-tcker irems, and provide
free financing to buvers for a few months or up to one vear.
Tris a gesture chat would be exmemely meaningful to the
would-be buver, and a cost thac would have to be absorbed
by the builder, anyway, as long as the house remained
unsold.

One other idea is to offec to curry insurance or pay the
deductible for a limited time when the house is at warranty
period. This mighrt encourage the buyer o select the high-
est deducdble possible, thereby reducing the premium and
allowing the difference 1o go into buying the house.

In general, first-time buvers consider themselves unincel-
hgent in termms of money. They hear phrases like “Buying
a house is the biggest investment vou’ll ever make,” and it
scares them away. Certainly, all of the atenton on people
that have lost their homes as a resule of the subprime lend-
g debacle has made would-be buyers even more gun-shy.
The builder/developer. then, has an oppormunity to edu-
cate these first-timers and make them aware of the wealth
of affordable financing options and wx-breaks available
o them in a way that can demysdfy the home-buying
process.

For example, builders could set up an in-house financing
division chat could help buyers find the best money. Either
that. or refer them o a collecton of wusted bankers who
could explain potennal pit falls and how o avoid them. It
would also be wise for builders to keep an updated money
availabilicy report handy as a giveaway, to inform buyers
abourt the index related rates such as LIBOR, or Treasury
and other funding sources. Cermain pardes with ulterior
mortives might oy to push these buvers toward cerrain
options that would noc really benefic dhe buver; they'll feel
more confdent in their ability to buy a home if they know
more about their options.

There 1s otber informaron that the seller can provide
to the buyer if the buyer insists on doing his or her own
home loan shopping. If the buyers are frugal, educate them
about the adjustable rate that is hased on the 11d District
Cost Of Funds Index (COFI). The COFI rate remains the
lowest as it plays on the greed of the lender. Builders could
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also ace on behalf of prospecuve buvers and pre-negodate a
low add-on facror for buyers with Instrutons lending long
rerm money. Finally, if possible. they might steer the buyer
tosvard a loan based on a 40 year loan amoertzagon schedule
to keep the monchly payment even more affordable.

There are other tips. like these, that sellers can use o make
the idea of buying 1 home more awracuve to {porendally
nervous) consumers. In shorr, if huilders can go tw greater
lengths o educate their clients, help them understand the
psvchology of how bankers work and how incerest works,
they will be more likely to stay in the game—and stay joval,

ADDITIONAL CHANGES IN
COMMERCIAL REAL ESTATE

In addition to the significant changes we have seen—or
will see——in restdennal real estate, the conumercial side has
seen notable shifts as well: both 1n terms of turnover in che
fleld of developers, as well as in terins of properdes and
land that has—and will conanue to—<change hands. The
individual examples of the latrer are really oo many to
catalogue, bur every major market has its share of develop-
ment companies that have either been selling propertes ar a
breakneck pace, or have simply dropped off che map.

The thing that will be tmly interesting o note is the fush
of overseas investment money that enters the market, which
has happened before when the dollar was weak. In the 80s
it was Japanese-developers that invaded the US when the
ven was strong and boughe a great amount of real estate
in Hawail and the 48 states. In the 1970s. and again in the
1990s, it was the ol barons that came and bought properry
all over the country. Aud now 1ts going to be the Chinese.
Canadians, and Indians. So whoever has the money will
come to mke advancage of the siruaron.

It is like going to Vegas and playing the dice, and then
when the investors lose, out they go.

According to Hindu philosophy wealth is called Laksiend,
and Laksluni has the ability to niuake its possessor move in
circles. So one has e be very careful as one begins ro con-
trol more resources: if not, wealdy has the ability to manage
its owner. The term has nothing to do wath development,
but it applies racher well.
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