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INTRODUCTION AND OBJECTIVE

This treatise is concerned with property development in its role as
an investment rather than as a speculative ventufe. The property,is,
therefore, one which is to be held as a rent pfoducing development
with the hope of capital appreciation as a hedge against inflation

rather than for the realisation of a profit by means of a sale.

Careful and thorough investigation must be undertaken by the developer
with regard to a possible project. The aspects of such considerations

are dealt with in this article as follows :

1. Investigations.prior to the acquisition of a property
investment.

2. The illustration of certain of the considerations neces-
sary by means of a viability study of a hypothetical
case of a block of flats.

3. The post-construction administration of the property.



OWNERSHIP AND FINANCE

OWNERSHIP

Ownership of a property can be in many forms such as direct owner-
ship by an individual, by various individuals and/or other legal

entities in partnership or by means of a company.

In the case of direct ownership by an individual, the individual
owns the sole title to the property. He is personally responsible
for all of the liabilities relating to the property which may arise

from time to time.

In the case of a partnership the asset is jointly owned by the
various partners who become, jointly and sevefélly liable for the

liabilities of such partnership.

In the casé of company owned property, the property is owned by the
company, which is a separate legal entity, and the various partici-
pants in the development hold shares in that company. - The company
is responsible for its own debts and obligations and the liabilityA
of thé shareholders is, in this case, limited to the amount of share
capital issued to them. The liasility of the shareholders is thus
limited unless they choose to underwrite or guarantee the obligations

of the company in some way.



Becausé of the numerous disédvantages of owning immovable property
either individually or in a partnership such as the liability for
debts and difficulties in transfer ﬁhen an individual wishes to
dispose of his interest, the company is the most common form of

ownership utilised today.

Accqfdingly, for the purpose of this treatise, ownership will be

by way of a company in which the liability of the investor (share-
holder) is limited, i.e. the private resources of the individual
~members of the company cannot be seized for the benefit of the
compaﬁy's creditors should the company become insolvent. It
should, of course, be borne in mind that this limitation of liabi-
lity may be offset to a greater or lesser degree by the reason of
the execution of guarantees or suretyships which the lenders of
financé to the company would invariably require of the shareholders.
A sale, thch would be effected by means of the transfer of shares,.
is also facilitated by the utilisation of a company and is also far
less costly than.the costs involved in the transferring of fegis—
tered titlebfrom one owner to another. It should also bé remem-
bered that under certain circumstances tax advantages can also arise

through this form of ownership.

When it is desired to float a company for the purpose of owning an
immovable property which.is being purchased, the actual legal pro-
cesses in relation to the formation of the company would normally

be undertaken at the time bf the purchase of the vacant land or

prior to that date. The reason being, that if one wishes to



transfer the property into the name of the company at a later date,
transfer‘duty will be involved. The developer's attorneys would
be instructed to form the company aé soon as the prospective site
has been seleéted or the Deed of Sale signed. If the Deed of Sale
"has already beeh signed, it would invariably have been purchased in
the name of the purchaser "on behalf of a .company in the process

of formation". Transfer of the land would then eventually be
registered directly into the name of the developing company prior
to any construction work. having taken place and thereby avoiding a
double transfer and the additional costs associated with such a

transaction.



FINANCE

1.

The Ratio of Qwn Funds to Borrowed Funds

‘Many investors/developers aim to borrow the maximum amount

possible so thét the project wiil require a bare minimum
of their own funds. The viability and success of sﬁch

a course of action must be very carefully considered,
bearing in mind also, the repayment requirements of the
1endiﬁg institution and the projected cash flow of the
develgpment. |

The general objective with the borrowing of a larger amount
is that the revenue remaining relates to a sméll capital
sum and a high percentage retﬁrn thereon. The main effect

of borrowing money, whether from a single source or from

séveral sources, is to add additional burdens to the income

producing ability of the project as a whole. This is so
firstly, beéause the capital outlay is increased by the
additional cost of raising the borrowed money, cost of
registering the loan agreement and payment of interest on

the borrowed money in the start-up period and before the

project is income producing and secondly, because once the

project is income producing, payment of interest on borrowed
money is a charge against revenue as it is money which has

had to be expended in order to generate such revenue.

Types of Borrowing Available

Trust Companies and Banks

These two types of institutions have been grouped
together as the funds provided by them are usually

by way of participation mortgage bond schemes. In



such schemes the funds of various clients of the
institutions are advanced and duly secured by means
of the registration of a mortgage bond against the

immovable property concerned.

The rate of interestlpayable is not only determined
by the laws of supply and demand but also by certain
Government regulations which stipulate the maximum
rate which may be payable to an investor (i.e. the
client of the institution) and such regulations also
limit the maximum rate of commission which may bé
charged by the institution under a participation bond
scheme. The total payable by the property owner at
present varieé between approximately 11% and 13%_per
annum. Such interest is normally payable quarterly

in advance.

Most participation bonds are fixed»for an initial
pefiod of five years, during which time no capital
repayments are required. Thereafter, the institution
concerned will require that the capital be repaid over
a period of normally between 20 to 25 years in equal
annual instalments. The interest is, of course, paid
on the reducing balance from time to time. In most
instances the rate of interest is fixed at a minimum
during the first period of the bond and thereafter,

is allowed to fluctuate upwards or downwards according



to the market rate from time to time, governed of
course by the vafious controls aforementioned.

It is unlikely that the bond'ﬁould be called up
for repayment after the expiration of the initial
period except in the event of default on.

the part of the debtor (borrower). In the case
" of a development project the amount of the bond
will be advanced in instalments from time to time
in accordance with the building work progress and

is usually made against Architects' Certificates

on which are certified the value of work completed from.

time to time. It is usual for the institution
concerned to appoint an independent valuer to check
.on the progress of fhe project so as to ensure.that
thére is always sufficient bond capital withheld to
complete the building in the event of probiems ariéing
(such as the insolvency of the borrower and/or the
builder) and also so as to ensure that there is ade-

quate security for the amount advanced.

‘Insofar as the amount of the bond is concerned, this
will be governed by the institutionms valuation of
the property. At present, a bond in excess of 60%
to 66% of the institutioﬁs valuation would not be
granted. In the evgnt of a larger sum being re-

quired, then additional security would have to be



furnished to the satisfaction of that institution.
Participation Bond Managers are normally extremely
reluctant to grant bonds against the security of
hotels, boarding houses, specialised institutions,
vacant land and similar types of property for which
there might not always be a ready market. It
should be noted that the amount granted is governed
by the Participation Bonds Act No. 48 of 1964 which
stipulates a maximum of 75% of valuation in the case
of ‘a reducible bond and 66% in the case of a non-
reducible bond. All participation boﬁd schemes are
also precluded‘from granting bonds under the sum of

R20 000,00, but there is no maximum laid down.

Insurance Companies

In the present time, most insurance companies do not
grant many bonds as they prefer to invest their funds

in their own properties.v Where they have granted bonds,
the rate of interest charged by them has normally

been the maximum rate permissible, i.e. 14% per annum.

In some cases, interest is charged quarterly in advance
and in other cases, monthly or even half-yearly in

arrear dependiﬁg entirely upon the policy of the partii
cular insurance company. As in the case of banks and

trust companies, however, bonds are usually limited to
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60%‘to 66% of valuation, In respect of farming
properties, thch certain insurance companies
seem to prefer, it is interesting to note that
they normally grant in the region of 30% to 40%
of their_valuation of that property.> Some
-inSuraﬁce company bonds are fixed, i.e. regular
capital reductions are not required and the
total amount of the bond becomes payable on its
expiry but other insurance company bonds are of
the reducible type whereby regular monthly or

annual repayments are required.

Building Societies

Building Societies normally grant bonds of up to
75% of their valuation of the éroject concerned.
Interest is charged monthly in advance and monthly
repayments on account of capital and interest ére
normally requirea. The present rate of interest
being charged by building societies is in the
vicinity of 12%% per annum. It should be noted
that legislation lays down the proportion of av
building society's fundswhich cén be devoted to

projects other than normal housing.



Other

It should also be borne in mind that certain other
institutions also make funds available for mortgage
bond purposes, the terms and conditions relating to
sﬁch being varied from institupion to institution.
Such institufions would include Pension Funds,

Friendly Societies, etc.

Although the raising of finance by utilising the
immovable probertyvas security is the' most
common method utilised, it should be remembered
that finance.can also be provided froﬁ othér
sources such as bénk overdraft and even personal

funds available to the developer.

Some Advantages and Disadvantages of Types of Borrowing

Available

Mortgage Bonds

A mortgage bond has the advantage that the borrower
knows that the amount Borrowed will not be called up
for a fixed and defermined period of time, unless,
of course, he does not fully comply with the terms
and conditions of the agreement. The fact that
bonds are available(ia which capital repayments are
not required for é specified number of years, allows
the development to become fully revenue producing
before having to finance capital repayments. A

disadvantage of a mortgage bond is that in the event

11 -
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of the developer deciding to change the investment
purpose of the development and dispose of it under
a Sectional Titles or a Block Share Scheme, the
bond holder could poséibly be a stumbling block by
objecting to the change or requiring that certain
additional terms be met befpre allowing the scheme
to go ahead. Problems may also be encountered
with the bond holder in the event of the developer
deciding to dispose of his interest in the develop-
ment by selling his shares therein. The bond holder
may not readily approve the proposed new shareholder
in substitution of the developer wishing to dispose
~of his interest. It is usually a condition of a
~mortgage bond that after a pre-determined initial
beriod notice requiring repayment may be given by the
bond holder.to the developer and the developer could
find himself in a difficult situation in the event of
the lender deciding ﬁo recall part of the bond, if,
for example, the value of the property declines as is
the present situation on the property market in South

Africa.

Bank Overdraft

The disadvantages of financing by use of a bank overdraft
far outweigh the advantages which there might be and it
is for this reason that it is very seldom found that pro-

perty developments are financed from this source. The



advantage of this form of finance is that interest is

only paid on the balance dutstanding from time to time.

In other words interest is only charged from the time
when the money is actually required and as soon as sur-
plus funds are available, even for a short period,
interest is saved by a temporary reduction of the over-
draft balance. Overdrafts are governed by the economic
climate from time to time and also by regulations made

by both the Reserve Bank and the bank providiné the
facilities itself. It can, and has often, happened that
a borrower of very good standing with a bank is suddenly
called upon to reduce part or all of the overdraft because
of instructions received from the Reserve Bank to all banks
requifing that they reduce overdraft ceilings. At such
times the availability of funds from other sources would

be very small and their rates of interest extremely high.

The Lenders Considerations

When assessing any development project the lender (the pro-
vider of borrowed money) would, inter alia, look very care-
fully at the financial strength of the borrower, the type

of/f?bﬁég?y that is being-érected as well as the location

ot

thereof and the type of temant who will be occupying the
premises. The rentals proposed are also examined carefully
80 as to ensure that they are reasonable and at market levels.

If they are above what is considered the reasonable market



level, they would be reduced when assessing their valuation
of the projectl The expenses, or at least the anticipatea
expenses qf the property are éiso carefully scrutinised by v
specialists in their field in arriving at fheir valuation.
Their valuation of, for example, a block of flats, would be
influenced by a calculation in which the net excess of income
over expenditure is capitalised at what is considered to be
avreasonable rate for the particular type of property in the
parﬁicular area. It is interesting to note fhat when
assessing the value of a property the evaiuator will nor-
mally arrive at a different valuation for bond purpoéeslas
compared to that for insurance purposes. The information
usually required by a lender when considering'an application

for a loan is contained on pages 15 to 19.

In”some cases the financial institution concerned will insist
upon a share in thé equity of the development and this de-
Apends entirely upon the policy of the particular institution
and the acceptability of such equity participation on the part
of the developer. Certain institutions will réquire a con-
trolling interest in the property, while éthers find a rela-
tively 1§w equity participation quite acceptable. Most
institutions do not, however, seek an equity involvement at

all.

14
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4 a) Purpose for which loan is required_

1

Based on tha following information:

Full name of applicant

Address

Telephone

Location of property (including street name and number and erf number):
Tvpe of property {iick applicable type) 1. House 2. Flats
Freehold/Leasehold : 3. Shops 4, Offices

{deiete which is inapplicable) 5. Industrial 6. Mixed

a) Date of purchase:

b} Price paid or to be paid:

c) Title Deed number and date:

d) Where is the Title Deed:

b} If for part of purchase price, how is balance being provided?

c) If there is to be a second mortgage, please stata:

(i) Name and address of lender _

(i} Amount of second mortgage: R

Terms of repayment

Interest rate _

If the property is already mortgeged plzase stata:

a) Name and address of lender

b} Amount ov)ing: R

c) Date to which interest has been paid

Interest rate

d) Why the bond is being repaid

e) Is the bond immediately repayable or does notica have to be given?




DETAILS OF PROPERTY
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2)

3)
4)
5)

6)

7)

8)

Site area

Municipal rating valuation: Land R

Buildings R

" Total R

Property reference number

Town planning zone

In the case of lettable property

a) Number of units, i.e., flats, shops, etc

b) Aggregate lettable area

c) /f applicable

(i) Number df garages

2) Uncovered

{ii) Number of parking bays 1) Covered

(iii} Number of stores

(iv) Number of outbuildings

(v} Nurnber of lifts

(vi) Is property air conditioned?

d) Gross rental per annum R

e) Outgoings per annum R

N.B. A schedule of rentals and details of outgoings must be furnished with this application,

and name of managing agent (if any).
In case of dwellings:

a) Mumber of living rcoms

Other rooms (specify)

Bedrooms

b) Garage or car port?

c) ‘Servants rooms?

d) Swimming pooi?

Construction: Date

Nature of walls

Nature of roof

Is the property subject to Rent Control?  Yes/No
if so, please state date of last Rent Roard application

and result thereof
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7 Additional informaticn for building bond
9) Plans, tenders and spemflcatlor‘s must accompany this applicaticn,

10) Cost of construction (exclusive of land and professxonal fees) R

11) Date of commencement of building:

12) Date of anticipated completion:

13) A summary of (a) lettable floor area, .
(b) overall building area, .
{(c) anticipated rentals per unit, and :
(d) anticipated overheads must accompany this application.
(Please use attached schedule.)

14) Cost of land: R

15) Dates and amounts of anticipated loan advances

16) Names of architects

builder

% in the case of an individual Please state:-

a) (i) Occupation

{ii) Annual income

{iii) Name of bankers : —

b) (i) What life insurance cover do you have on your own life or, in the case of a marrled woman, on the life of
: the husband?

R_ Particulars of policy:

(i) Do you consnder such life cover adequate to cover the amount of the proposed loan and other requirement
in event of death? Yes/No

(iii) If not, or if not covered at all, would you be interested in obtaining advice on cover that should be
effected? Yes/No :

In the case of a ccmpany Please state:

a) Main objects of company

b) Name of bankers:

Address:

c) Full names of principal shareholders and number of shares held




18

"d) Are all the aforesaid shareholders willing to bind themselves as sureties and co-principal debtors for the full amoun/
of the loan Yes/No

e} Address of sure'ties

f) Directors and shares held

a) Date company incorporated

h) If more than 24 per cent of shares are heid directly or indirectly by non-residents of South Africa,
has Excheange Contrel sanction been
(i) applied for Yes/No
(ii) obtained Yes/No
If yes, please attach Treasury’s written authority.

If not applicable, please state so
Note: Attach company’s balance sheet and profit and loss accounts for last three years, or from commencement

of business if less than three years. . 5

In the case of lettable premises, are you willing to allow us to collect the rents? Yes/No

This application must be accompanied by a statement of the applicant’s (or in the case of a company or a married
woman, the sureties), assets and liabilities (including contingent liabilities and existing sureties) duly signed by the
appiicant, surety or auditor/accountant

I, the undersigned (fu!l names)
" confirm the accuracy of the particulars herein given and agree that they form the basis upon which this
application is to be considered and that any discrepancy subséquently discovered may resuit in the withdrawal
of any loan facilities that may be offered. 1 further agree that in the event of this application not proceeding for
any reason after inspection of the property, | shall be liable for the payment of your inspection fee.

Dated Signed




BENIAL | | 1

i.f.0. factories, shops and offices only

Flat, Factory Area Rent p.o. Tenant Lease Expiry Option
Office, Shop no.. . Pericd Date Terms
R
R

Garages

Stores

Covered Uncovered
Parking bays
Servants rooms .

Other

p.m. . R p.a.

Estimated outgoéﬁgs p.a.
Rates

Insurance
Electricity

Water

Air conditioning-
Caretaker

Wages and staff

Lift maintenance

Repair

2 X W P I X WX I DV W OIJIIJ}T DMV I I DD W OI XY DY OBV P OID I OV ODTD D

General

Total

ol

Administration @ %

Net income R p.a.

Name of managing agent (/f any)

sA £y,
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The Cost to the Developer

Apart from the actual cost of the land, building, professional
fees and other development costs the developer will also be
required to pay interest on his loans as well as a raising

fee which usually varies between 1% and 3% depending upon

a) the availability of money at the time of the
application, and

b) its source.

Some institutions also charge a regular fee to cover their

cost of re-inspection of the property from time to time.

It is also normally a requirement that the insurance of the
property be placed through the agency of the lender as fhis
enables it to govern the amount of the cover and also ensures
that the premiums are regularly paid and that the policy is

ceded in favour of the lender.

Type and Amount of Borrowing Chosen for Case Study

Although, in the past, most developers seemed to attempt.to
borrow as much.as they possibly could, this pra%f?ff:}s hot 
necessarily a sound one. Unless the developer is in a
financially sound position, he could find himself in diffi-
culties if the value of property falls and the lender decides
to recallba portion of the bond. Similarly, if the interest

rate should rise on a large loan the borrower could once again

e ey e e % W e . ws e s o v L e e eemt e et men e w el e rin e wes e
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"find himself in an emﬁarrassing financial position. For
the aforementioned reasons,the type of borrowingvchosen for
the purpose of the case study which follows is a fixed

term bond in which the bond is fixed for a number of years
(five in this case) and only the interest is due during the
initial fixed period. Whilst opinions vary greatly, many
developérs consider that the amount of funds loaned by means
of a bond should be between 40% and 60% of the total cost of
the project. In the viability study which follows, the
effect of various different amounts of bofrowings are con-

sidered in detail. (See pages 22 onwards).
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VIABILITY STUDY

-

The objecf of a viabiiity study is to establish the anticipated fe-
turn which a developer can expect to earn on the funds which he
intends putting into the particular project. In other words, the
developer is given an indication of what he can reesenably be ex-
pected to earn on his investment in the projeet._ In coming to

a decision as to whether or not the prejected return is satisfac-
tory, the developer would consider other possiele avenues of invest-
ment available to him at that particular point in time and he would
also have regard for the risks_involved. Obviously, the higher the
risk involved, the highef the rate of return which would be expected.
if, for example, a fixed interest long term investment in a building
societ%f%ii>to produce, say, 10% per annum, this would present a
steady guaranteed return with little or no management problems and
little‘or no risk of loss of capital. | Accordingly, because of the‘
management and the risk involved, a developer would, therefore, be
entitled to expect more than 1l0% return on his investment in a pro-
perty development. On the other hand, he would also bear in mind
the fact that a property investment is regarded as a reasonable
hedge against inflation, whereas an investment in a building eociety

does not provide any protection against inflation.

“When a viability study is undertaken, the possibility of changes in
interest rate must be borne in mind. During the peak of building
progress, in 1972/1973, many developers were quite happy to prepare

a viability study on the basis of an interest rate of approximately
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9% per annum which was then the CUrrént rate. A small margin
for increase would most probably have been allowed for but in
most cases, as it happened, this allowance was inadequate because
of the phenominal rise in interest rates from about 9% to 13%
over a two to three year period. Furthermoré, many develbpers
did not allow suffiq&éﬁi}for the large increases in rates and
other expenses which have resulted in a decrease in the value of
properties. At the present time, buyers are demanding anything
up to 14% or 15% per annum return on their investment. When the
net income is capitalised at that rate of return, the value of
the property comes down drama;ically when compared with the value

in previous years when a return of 9% or 107 was perfectly satis-

féctory. Accordingly, at presént many develqpers avoid building
~a property in excess of three stq{éé?)in height as lift installa-
tion and maintenance cost can today be prohibitive.. Maintenance
plays an important part in the actual viabilify of a project and?
therefore, the size of the block from the point of view of mainte-
nance, must be véry caréfullf considered as a relatively small
block could be maintained with a minimum of labour whilst bigger
blocks reqﬁipe a full time resident caretaker and perhaps a full
time maintenance team as well.. In addition, the long ferm as
~opposed to the short term must be very carefully considered. This
may sound elementary but a number of investors/developers have
found themselves in difficulties in recent years simply because

of an over-éptimistic viability study having been prepared at the
outset. Consideration must also be given to the streamlining of
building operations so as to complete the project in the shortest

possible time thereby making the proposition revenue producing at
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an early date. An over-optimistic view should also not be
taken when determining or estimating the time which it will

take to let the individual units.

For the purpose of the consideratiocns which foliow, a figure

of R100 000,00 has been used as being the estimated Capital
Investment and a figure of.R14 000,00 has been used as the
Estimated Annual Excess of Income Over Expenditure before the
cost of financing borrowed money. Full details of the items
u3ua11y‘constituting Capital Investment, Annual Income and
Annual Expenditure are recorded on pages 27 - 30.

The scheduie which foliows clearly discloses the expected return

in a number of different financial arrangements.



Investment By Developer R10,000 R20,000 R3b,000 _RA0,000 R50,000

Mortgage Finance Required R90,000 R80,000 - R70,000 R60,000 - R50,000

Interest Payable At : 10% R 9,000 R 8,000 R 7,000 R‘6,000 R 5,000
11% R 9,900 R 8,800 R 7,700 R _6,600 R 5,500
12% R10,800 R 9,600 R 8,400 R 7,200 R_6,000
13% R11,700 R10,400 R 9,100 R 7,800 R 6,500

Return on Developer's

Investment If Bond

Interest Is : 10% 50% 30% 23.3% 20% 18%
11% 41% 26% 21% 18.5% 17%
12% 32% 22% 18.7% | 17% 16%
13% 23% 18% 16.3% 15.5% 15%
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The aforegoing schedule clearly-discloses that the ratio between
borrowed finance and own finance in a project, as well as different
interest rates payable, has a very marked effect on the yield on "’
the developer; finance. The figures clearly illustrate that where
more borrowed funds are utilised, a higher return is earned on the
developefg own finance. In coming to a decision as to the ratio
to be utilised, the major considerations which face the developer

will be :

1. The amount of finance which can reasonably be expected
on mortgage bond and the conditions attached thereto, and

2. The funding of the repayment obligations in terms of the

relevant mortgage bond.

Whilst a higher figure for borrowing will result in a higher return
on the developers own funds, it is also necessary to bear in mind
that a2 larger amount of the surplus remaining would have to be set

aside for the purpose of eventual bond repayments.



CAPITAL INVESTMENT

This would ihcludé -

Entrepreneurial Costs: 1Includes the fees charged

by the Entrepreneur for promoting the project.
These fees are usually made up of the charges
involved in setting up the method of ownership
(e.g. formation of company,  registration of
the company, stamp duties, etc.) and consultants'
gharges which include amongst others, investment
advisors, property economists, estate agents

and conveyancers.

Land Costs: 1Includes all expenses incurred in
connection.with land acquisition and registratién
of title. These expenses include, inter alia,
purchase price, agents commission, stamp duties

and survey charges.

Transfer Fees: These are fees which are payable in

respect of all property transactions. They are made
up of legal charges and disbursements and transfer

duty.

Development Costs: . Includes all construction and

other project costs, such as services to site

(roadways, power supply), land-scaping, etc.
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Passing of Plans and Municipal Charges: Charges

relative to obtaining municipal approval for the

S

proposed development.

Professional Fees: Normal professionals required

are architect, quantity surveyor and engineers.

 Clerk of Works

Printing of Drawings, Typing, Etc.

Rates and Taxes (while building)

Other Charges: 1Includes all sundry charges and

expenses such as secretarial, audit, legal, in-

surance, banking, etc.

Opportunity Costs on Capital Invested (until

building is fully revenue producing): Includes
all loss of opportunity to the investor to earn é
return on the various monies expended over the
period from the time of éonceptibn until the pro-

ject is fully revenue producing.



ANNUAL INCOME

Annual rental income calculated on the available number of
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rental units at ruling market rates or at rates when block jo =
e

fully revenue producing. Less allowance for vacancies

which constitutes a loss of rental due to lack of demand

for the rentable units.

ANNUAL EXPENDITURE

Rates and Taxes: A charge levied on property by a local

body to obtain money to maintain local services. Based
upon the municipal or divisional valuation. For existing
properties rates can be ascertained by enquiring at the
rates office but for new building rates have to be esti-

mated.

Sewerage Fees

Refuse Remcval -

Caretakers' Wages

Property Repairs and Maintenance

Water

Electricity

Insurances

Rent Collection Commission

Administration Charges




Secretarial Fees

Auditor's Fees
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Assumed Details of the Case Study for Consideration -

i) Project costing R100,000 to be held for investment
purposes.,
ii) Bond finance of R60,000 available as follows
Interest at 12% per annum
Fixed for 5 years
Annual capital repayments of R3,000 per
annum after initial 5 years (i.e. R3,000
p.a. for 20 years) o
iii) Estimated Annual Excess of Income over Expénditure
of R14,000.
iv) Rent increases over the years will be sufficient to
meet increases in bond interest rates and other
expenses such as increased maintenance as the building

ages.

Expected Results of Case Study -

Years 1 to 5 :

- i) Excess of Income over Expenditure

{before bond interest) 14,000
ii) 1Interest on Bond (12% on R60,000) 7,200
iii) Net Return (before taxation) (17%
on R40,000 invested) 6,800
iv) Company Taxation (including Loan
Levy) (1L 50%) 3,400
v) Net Return (after taxation) R3,400

Year 6 :
The above amount of R3,400 will be reduced by
R3,000 in order to meet the bond repayment

required.
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Years 7 to 25 ;

i) Interest on Bond will Reduce by'R36O per
annum (12% on R3,000)
ii) Net Return (before taxation) will Increase
- by R360 per annum (0.9% on R40,000 invested)
iii) Company Taxation will Increase by R180 per
annum.
iv) Net Return (after taxation) will Increase by
R180 per annum.

v) Bond Completely Repaid at End of Year 25.

Year 26 Onwards :

Property fully paid for and earning 14% on invest-

ment of R100,000 (R40,000 + (R3,000 x 20))

Conclusions -

o

ii)

iii)

Return (before taxation) of between 17% in year 1 and
14% from year 26 onwards is reasonable by present day

levels.

Negotiations to avoid complete repayment of bond could
result in an increased return (for example, if the bond
were pegged after repayment of R30,000 then net return
would amount to R10,400 (R14,000 - R3,600) or(§)14.86%
on investment of R70,000 (R40,000 + R30,000))

Development to be recommended as viable if owners do not
expect large cash flow initially. (For example, in year
6 only R400 would be available but this would increase

by R180 per annum to R7,000 in year 26 and thereafter).
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ADMINISTRATION OF DEVELOPMENT

From Acquisition of Land to Completion of Building Project

(1)

(2)

Cash Requirements Plan (budget)

The object of the cash requirements plan is to list
the relevant expenses pertaining to the development
of the project in such a manner that the developer

is able to budget for the expenses revealed in the
plan and thus have made provision to meet the various

expenses as and when they become due.

The costs reflected in the cash requirements plan will
be arranged into time sequence. By liason between the
design team, namely architect, quantity surveyor, etc.,
a list of the major cost items in sequence will be pro-
duced. This list is in effect a forecast showing what
amounts and when cash will be required to meet claimé

arising from the construction of the project.

The accuracy of the forecast is important as the deve-

loper could be placed in an embarrassing position should

‘there be too little cash to meet a claim due to inadequate

scheduling of the plan. On the other hand for the deve-

'loper to have too much cash on hand than required to meet

expenses at that point could mean a loss of earnings by

way of interest foregone.

Cash Flow To Meet Budget

At this stage the developer will not be receiving an
income from the project. All charges be they building
construction costs, interest on loan, professional
fees incurred etc., have to be funded by either the

developer's own capital or by capital the developer has
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managed to secure in the form of a loan.

The developefs available funds for the project are
usually invested to earn the highest percentage

yield or interest for the period until such funds

are required. The rate of interest and the place-

ment of the funds in various investment forms are
dependent on the developer's partiéular tax incidence.
Thus the highest percentage yield is the highest possible
interest that could be earned in light of the developer's
tax incidence and the limited periods for which the funds
could be invested. By use of the cash requirements plan,
the expected cash flow which will be required to fund the
project can be devised and, accordingly, the developer
arranges his resources, so that as cash is required by

the project it becomes available (to meet the cash flow).

The cash requirement will vary, building up as the project

gets under way from the inception stage through to actqal
construction work. The cash flow remains high during

| the construction period although towards the end of the

construction period the flow tapers off.

The cash requirements of the project whilst under con-
struction are funded, firstly, from the developers equity
in the project and thereafter from the borrowed funds
arranged. This will continue until all of the bond,
less a certain percentage held back for retention pur-
poses, has been disbursed. Completioﬁ of the project
(the final account) in theory should coincide with the

final draw on the bond.

The "Cash Requirements Plan'" and the "Cash Flow To Meet
Budget" can be best illustrated by the following schedule
which utilises the assumed figures contained in the

viability study.
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CASH REQUIREMENTS FPLAN

Jan

reb.

- March

April.

June

July

Aug

Sept

Oct

Nov

Purchase of Land

(Included are survey fees,
transfer fees, etc.)

(This land is taken on a
3 months transfer).

Professional fees, Scrutiny
fees, etc.
Building Construction

(Included are professional
fees, dead interest on money,
etc.)

Final Account

(Including release of reten-
tion, professional fees, dead
interest on money during
building period).

TOTAL

CASH FLOW PLAN

Developers Funds (R40,000)
Borrowed Funds (R60,000)

TOTAL

600

2,600

9,500

4,000

16,100

19,500

20,300

15,200

5,900

6,300

' R600

R2,600

R13,500

R16,100

R19,500

R20,300

R15,200

R5,900

R6,300

R100,000

600

2,600

13,500

16,100

7,200

12,300

20,300

15,200

5,900

6,300

40,000
60,000

R600

R2,600 |

R13,500

R16,100

R19,500

R20, 300

R15,200

R5,900

R6,300

R100,000
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Protection of Investment

In discussing the above we must consider the require-

‘ments of the developer.

\

Firstly, to adequately protect his investment the

developer relies heavily on his design team, namely,
the architect and quantity surveyor as well as the
building contract drawn between the developer and

contractor. The architect will be in charge of super-

. vision and quality control while the quantity surveyor,

by preparing the monthly valuation certificate which
the architect authorises,'ensures that at each stage the
building contractor is not overpaid for any section of

the work performed. The contract signed between the

_builder and contractor will have numerous protection

-clauses built in. Reference to the standard form of

building contract document in South Africa entitled
"Agreement and Schedule of Conditions of Building Con-
tracts" will give the prospective investor in property
development further information on this aspect. It is
also advisable that this form of contract be entered
into between himself (the developer) and the building
contractor before the construction of the project is

commenced.

Secondly, to ensure that the building is indeed built
according to plan with the correct materials as speci-
fied, a Clerk of Works may be employed by the developer.
The Clerk of Works, who is on site during the construc-
tion activity, keeps an eye on the builder's use of
material and his building methods and reports to the
developefé agent, the architect, any discrepancies he
notices to the requirements as detailed in the contract
documents, drawings, plans, specifications, etc. In
this manner the develope;'s overall protection of his

investment is enhanced.
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It should be noted that it is gemeral practice that the
institution from whom the develo#er has raised finance
(in this case a bond) will also be concerned to see
that their investment is covered by a sound and well
constructed building. In consequence the institution
will send a valuer to the site regularly to check that
any payments certified are in fact a true reflection of
the work performed at any particular stage. It is in
the inétitutioné interest to do this, as a poorly con-
structed or finished off building has a low value and
might in an extreme case be below the value as determined

for the purpose of the bond.

Security of the site is left up to the contractor as a
clause is normally inserted in the coﬁtract documents
allowing the contractor to price for the cost involved
in watching and lighting as may be réquired. The effect
of this clause is that the developer does not have to
worry abput guarding the site to ensure against theft,

etc.

Insurance of the works is normally required of the con-
tractor and adequate insurance is required to be taken

out in the joint names .bf the contractor and the developer.
The deveioper would be well advised to ensure that the
contractor has indeed taken out the necessary insurance
and that the contractor keeps the premiums for the in-
surance policies up to date. As the building progresses
so the replacement value of the building increases neces-
sitating constant up-dating of the insurance policies and.
the developer through his agent, the architect, must

check to see that the contractor has suitably up-dated

the insurance as required. The standard form of builders
contract in South Africa normally has the following re-

quirement in so far as the insurable risks are concerned:
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"The Contractor shall in the names of the
Employer and the Contractor insure the Works
including all unfixed materials and goods
(excluding temporary structures and all plant,
tools and equipment owned or hired by the Con-
tractor or his employees or any Sub-Contractor
or his employees) intended for delivery to and
placed on or adjacent to the Works against
‘physical destruction or damage by the risks
insured under a Fire Insurance Policy suitably
endorsed to includevthe risks known as 'Special
Perils','Riot and Strike','Earthquake','Fire and
Shock' and 'Explosion' in so far as the said

risks are insurable. Such insurance

(i) shall be for a sum not less than the

full value of the said Works, materials
and goods, plus 10% to cover professional
feesy

(ii) shall be with a company approved by the
Employer who shall not unreasonably with-
hold such approval; and

(iii) shall not be cancelled or otherwise ter-
minated until seven days after the Con-
tractor -has given written notice to the
Employer of his intention to deliver up

the Works and to cancel this insurance.

The said policy or policies together with all pre-

mium receipts shall be deposited with the Architect.

Should the Contractor make default, the Employer may
insure as aforesaid and deduct the premiums paid from

any monies due or to become due to the Contractor."

Insurance againét theft of any materials whether fixed or
unfixed on site or adjacent to the works is also sometimes
desirable. The contractor should also insure in the joint
names of the developer and himself against injury to persons

and property.
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The abovementioned insurances will not be necessary if
the contractor has a contractorg all risks insurance,
which is an annual "blanket" cover (including public
liability). Once the developer has been assured that
the contractor has this policy with a suitable amount
of cover for the project in mind, he can_rest assured.
For further details of this type of policy, please see
page 40 - 48.
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CONTRACTORS' ALL RISKS TINSURANCE

ANNUAL "BLANKET" COVER

(Inclﬁdingqublic Liability)

This Policy and the Schedule shall be xead
together as one contract and any word or.
expression to which a specific meaning has
| 5een attached in any part of the Poliéy or
the Schedule shall bear such specific

' meaning wherever it may appear.

" s bl Gws  Smt o St Gt gy S} Gt Ot b pred Al Gl Sy Sl b et S e

- WHEREAS the Insured has applied to the
. Company for the insurance hereinafter ex-

pressed and has paid or agreed to pay the
Premium ' .

THE COMPANY will indemnify the Insured
to the conditions and the General Exceptions
of this Policy in accordance with the terms,
exceptions and provisions of Section I and II
" of the Policy and of any endorsement hereto.

PROVIDED ALWAYS that the due observance
and fulfilment by oxr on behalf of the Insured
of the Conditions of this Policy in so far as
they relate to anything to be done or complied
with by the Insured, and the truth of any state-
ments made by or on behalf of the Insured, in
connection with the application for this Insur—
ance (which statement together with any decla—
ration signed by or on behalf of the Insured
shall be the basis of this contract and shall
be regarded as incorporated herein) shall be
conditions precedent to the Company's liability
under the Policy. i

-
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THE GENERAL EXCEPTIONS:

The Company will not indemnify the Insured under
this Poliqy

l.

In respect of any loss damage or llablllty
directly or indirectly or proximately or
remotely occasioned by or contributed to
by or arising from

(1)

(iii)

(iv)

War civil war invasion act of foreign
enemy hostilities (whether war be de-
clared or not) rebellion revolution
insurrection civil commotion assuming
the proportions of a popular rising or
military or usurped power - or the act
of any person acting on behalf of or :
in comnection with any organisation
with activities directed towards the
overthrowv by force of the Government
de jure or de facto to the influencing
of it by terrorism or violence.

Tonising radiations or contamination
by radioactivity from any nuclear fuel
or from any nuclear waste from the
combustion of nuclear fuel.

For the purpose of this Exception the

- term "combustion® shall include any

self-sustaining process of nuclear

. fission.

Nuclear weapons material.

Confiscation nationalisation or requi-
sition or destruction of or damage to -
property by or under the order of any
Government de jure or de facto or any
Public or Local Authority.

Unless otherwise agreed by endorsement hereto from
time to time, in respect of any loss damage or
“liability as insured by Sections I and IX hereof -
arising out of or in connection with any Contract
for the construction of bridges over water, dock
or harbour works, breakwaters, dams or weirs,
reservoirs, viaducts, or other works on oxr over or
about water, or contracts for sewerage for water
reticulation or drainage schemes carried out on
behalf of any Government Department Public Autho-
rity Public Utility Company or Township Owmner.
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SECTION I : CONTRACT WORXS INSURANCE

The Company will indemnify the Insured under
this Section of the Policy against accidental loss
of or accidental damage to the Property Insured
occurring on or about any Contract Site within the
Territorial Limits during the Period of Insurance
from any cause not hereinafter excepted.

Provided always that the liability of the Com-
pany shall be limited to the reasonable cost of re-
pairing replacing or reinstating the said Property
and shall not exceed as regards any one Contract
Site the sum insured mentioned in the Schedule nor
the final Contract Price as cerLlfled by the
Architect/Engineer.s

REINSTATEMENT:

, Subject always to the Insured's agreeing to the
payment of a pro rata additional premium for the re-
maining Period of Insurance, the Sum Insured undex,
this section of the Policy shall be deemed to be
automatically reinstated as from the date of any loss
or damage by the amount payable in respect thereof.

DEMOLITION AND CLEARING : CONSULTANT'S FEEs:

It is understood and agreed that the Sum Insured
includes, unless otherw1se stated:

(a) Any costs necessarlly incurred by the Insured in
respect of the demolition of structures or the
removal of debris, and in providing erecting and
malntalnlng any hoarding required during
demolition 31te clearlng or reconstruction;

(b) Architects' Quantity Surveyors' and/or Consulting
Englneers' fees (excluding any such fees incurred
in connection with the preparation of a claim
hereunder) necessarily insured by the Insured in
connection with the replacement or reinstatement
of the Property Insured.

following any loss or damage against which the Insured
is indemnified by . this Section of the Policy.

THE INTEREST OF THE PRINCIPAL:

Where in terms of any Contract entered into by the
Insured in the course of and for the purpose of the Busi-
ness the Insured is required to effect insurance against
loss or damage to the Contract Works in the joint names
of the Insured and the Principal, the interest of the said
Princil shall be deemed to have been duly noted hereon.
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THE EXCEPTIONS TO SECTION I:

The Company will not 1ndemn1fy the Insured under this
section in respect of:

1. Any costs of replacing reinstating or making good
any defective work or defective materials or normal
weay and tear or gradual deterioration (but physical
loss or damage arising in consequence of such
defective work defective materials wear and tear or
deterioration to any part of the Property Insured not
immediately affected thereby shall not be deemed
to be excluded by this Exception).

2. Loss or damage due to or arising from or in con-
sequence of defective design.

3. Loss of or damage to :

{(a) Any locomotive rolling stock alrcraft, vater—
craft or crane.

(b) Any trailer or mechanically propelled vehicle
' other than mobile plant used on the Contract
Site as a tool of trade and not otherwise insured.

- (¢) - Cash bank notes cheques stamps postal or
' money order or securities.

4. That part of any loss or damage to any plant or

- equipment that arises directly from and consists .

of 1ts own mechanical or electrical breakdown ox
derangement.

S. Unexplained shortageé or shortages evidenced only
- by stocktaking or inventory. .

6. Loss of or damage to the permanent works or'any
N part thereof occurring during any maintenance
perlod other than from°_

(a) a cause occurrlng before the commencement
of maintenance period;

(b) any act or omission of the Insured in the
course of any work carried . out in pursuance
of the Insured's obligations with regard to
maintenance under the Contract.

THE EXCESS:

In respect of any one event or occurrence the Company
shall in addition not be 11able under this Section

1. For the amount of the Excess specified with
regard to:

(a) Loss or damage arising out of storm tempest
flood subsidence or collapse;

(b) Loss or damage arising from any other cause
xcept fire riot 1lightning or explosion.
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SECTION II : PUBLIC LIABILITY INSURANCE

The Company will indemnify the Insured under this
Section of the Policy against all sums the Insured shall
become legally liable to pay as damages including claim-
ants' costs and expenses in respect of

(a) Accidental bodily injury to or accidental
‘ disease or illness of persons (fatal or
non-Ffatal)

(b) Accidental damage to property

occurring during any Period of Insurance and caused by the
Insured or the Insured's servants or agents (1nclud1ng
sub—contractors or such sub-contractors' servants) in the
course of the Business or by any defect in on or about the
premises occupied by the Insured for the purposes of the
Business.

In the event of legal liability attaching

(a) Personally to any director or employee of
the Insured

(b) To the Principal

for the payment of any damages, costs and expenses against
which the Insured is indemnified hereunder, the Company
will also indemnify such director, employee or Principal
jointly and severally with the Insured in terms of this
Policy but only if and to the extent that such director,
employee or Principal shall as though named as the Insured
hereunder observe, fulfil and be subject to the terms,.
,exceptlons and conditions of the Policy and is not entitled
to sucn indemnity under any other insurance Policy.

Provided always that the total liability of the Com-
pany for all such damages, costs and expenses as aforesaid
- payable in respect of -all claims arising out of any one
occurrence or event shall not exceed the Limit of Indemnity.

The Company will in addition pay any costs and expen-—
ses incurred by the Insured w1th the Company's written
consent.

THE EXCEPTIONS TO SECTION II:

The Company will not indemnify the Insured under thlS
Section in respect of : :

1. Bodily 1n3ury to or disease or illness of
persons employed by the Insured under a
contract of service or apprenticeship if
such injury, disease or illness arises
out of and in the course of such employment.



‘2. Damage to any property insured under Section 1 of this

Policy or any other property owvned or held in trust or,
on commission by or leased let rented hired or.lent to

the Insured or for which the Insured has otherwise
assumed or acquired responsibility.

. 3. Any Bodily injurj disease illness or damage:

(a) " caused by or resulting from defective design
... on the part of the Insured or the Insured's
servants or agents.

(b) occurring after the completion and handing over

of any work and caused by or resulting from any
defect error or omission, whether in or of exe— -
cution material oxr otherwise, in the carrying
-out of such work; ,

(c) caused by or through or in connection with the
ownership possession or use of :

1¢9)

(1)

any aircraft watercraft 1ocomot1ve or
rolling stock,

any trailer or mechaanically propelled
vehicle; Provided that this Exception.
shall not relieve the Company of liability
to indemnify the Insured in respect of
bodily injury or damage to property caused
by mobile plaant used on the Contract Site
as a tool of trade, or caused or arising.

- beyond the limits of any carriageway or

thoroughfare in connection with the load—
ing of any trailer or vehicle, but only in
50 far as such injury or damage is not
insured by any other insurance Policy oxr
is not required to be insured in terms of

any enactment or proclamatlon relating to
the use or ownersa1p of vehicles.

(d) caused by v1brat10n or by the removal or weakenlng
of or interference with support to or the subsidence
of the wnole or part of any bulldlng or other struc-

ture;

(e) caused'by or in connection with or arising out of:

(i) -

- renovation or maintenance by or on behalf

the use following the erection repair

of the Insured, or the ownership possession
hiring letting renting or leasing, of any
spectators stand;

the manufacture posse5510ﬂ or use of
explosives (for blastlng purposes or
otherwise);

the underground worklng of any colllery
mine;

Poul berthing; stevedoring work, any work

at or about or connected with docks harbours

plers breakwaters or harbour or dockside
services or installations of any kind.

(£) L1ab111ty assumed by Agreement (other than under any
General Conditions of Contract) that would not have
attached to the Insured in the absence of such agreement-
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T HE CONDITIONS - 46
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‘The Insured shall give written notice to the Company

as soon as possible after the occurrence of any event
that may give rise to a claim for indemnity hereunder

~and shall give all such additional information as the

Company may .require.

In the event of the loss of theft of or wilful damage
to any property insured under Section I the Insured
shall also give immediate notice to the Police and
shall take all practicable steps to recover the
Property lost or stolen and at the Company's expense
to prosecute the gullty partles.

No admission offer promise payment or indemnity shall
be made or given by or on behalf of the Insured without
the written consent of the Company, which shall be

‘entitled in the name of the Insured but at its owm ex—
~ pense to take over and conduct the defence and settle-
‘ment of any claim or to prosecute for its own benefit

any claim for indemnity or damages or otherwise, The
Company shall have full discretion in all such matters v
as aforesaid and the Insured shall give all such inform-

‘ation and assistance as the Company may reasonably re—

qulre.

The Insured shall exerc1se all reasonable care in the
selectlon employment and superv151on of all employees

.and in the prevention of any injury disease illness
loss or damage against which this Policy indemnifies

the Insured. -

If at the‘time.of any occurrence giving rise to a claim
for indemnity under this Policy there shall be any

other insurance effected by or on behalf of the Insured
and covering the same 1loss damage orx liability the Com-
pany shall not be liable to pay or contrlbute more than

its rateable proportion of any such claim.
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If the Premium or,any part thereof is calculated
on estimates (whether of wages, turnovef, output,
employees or otherwise) supplied by the Insured,
the Insured shall keep an accﬁrate record of all
particﬁlars relating thereto that may be required
by the Company and shall at all reasonable times-
allow the Company to inspect such record. WVithin
one month of the termination of. each Period‘of
Insurance the Insured shall declare the required
particulars to thé Company. The Company shall
thereupon adjust the Premium accordingly, and any
‘difFference between the premium paid and the premiun
due by the InsSured shall be met by a Purther pay-—

ment by or -a refund to the Insured -as the case

- may be.

The Insurance by this Policy shall be subject to
cancellation by the Company or the Insured on 30
(thirty) -days' notice by registered letter addressed
to the other parfy. In the event of such notice -
being given,. the current Period of Insurance shall
be deemed to terminate for all purposes hereunder

.on the date on which the said notice expires.

It is a condition piecedent to any right of action
or suit'againsf the Company in connection with any
claim for Indemnity hereunder that all disputes that
may lawfully be referred to arbitration shall be so
referred to an Arbitrator appointed in writing by
the parties hereto or if a single Arbitfator cannot
be agreed upon to an Arbitration Committee consisting

“of an Arbitrator appointed by the Ccmpany an Arbitra-

tor appointed by the Insured and an Umpire appointed
by the Arbitrators. If either party does not make
an’ appointment in terms hereof within sixty days of.

. the date of any notice in writing requesting such an

appointment the other party may appoint a sole Arbi-
trator.
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An Award by the Arbitrator or by a majority of the

Arbitration Committee shall be binding on the
parties and no action or suit for the setting aside
of such Award shall be taken by or on behalf of
either party unless comnznced within three months
of the date of the Award. ‘

If the Company shall disclaim liability for any
claim for indemnity made by the Insured or for any
costs and expenses in connection therewith and the
Insured does not take steps to refér the matter to
Arbitration in accordance with Condition 7 of this
Policy or (in the event of a dispute that may not
lawfully be referred to arbitration) does not in-
stitute proceedings for an action or suit at law-
within six months of the date of such disclaimer
the Company shall be entitled to assume that the

-claim has been abandoned and shall not thereafter

be liable to make any payment whatsoever in con-—
nection therewith.
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After Completion of Building Project

(D)

(2)

Cash Requirements Plan (budget)

The object of this is to show what items of expenditure
are likely to be generated by the project after the

building construction period is over. By arranging

these expected expenses into a cash requirements plan

the developer can thus be shown a forecast of what
amounté of cash are required and when .they will be
required. These expenses include finance charges on
borrowed funds, operating expenses, for example, rates
and taxes, rent collections, maintenance costs, etc.,

and, at a later stage, capital repayments on the bond.

The developer using the cash requirements plan can con-
trol the expenses of running the completed project. A
graph can be drawn showing expected expenses for the

project as a ﬁhole and relating actual expenses to this

graph by drawing in the actual monthly expenses. In

this way the developer can try to make reductions in

the expenses of the project as well as being made aware

of any increases in the running expenses of the project.

Cash Flow to Meet Budget

The project once cdmplete will, hopefully, at this stage
be revenue producing thus relieving the burden on the

developer's financial resources.

The income production from the project is used to meet
the expenses of the project in the amounts and at the
times they are required as set out in the cash require-
ments plan. The income position can also be shown on a
graph on which the optimum monthly income has been drawn
as an indicator. The actual income produced each month
is shown on the graph and indicates the resources of the

project.
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In the position where the project is completed and

‘revenue producing, the funding of the expenses of

rﬁnning the project is by way of the rent income.

This revenue when the project reaches its maximum
rental ?roducing potential should not only fund the
expense of running and all incideﬁtal expenses of

the project but should have sufficient over to more
than cover the interest charges on the borrowed portion
of the funds used to finance the project. " An allowance

should also be set aside to pay off the capital borrowed.

In the event of a shortfall between the income received
from the project and the expenses generated, the developer
will have to fund the difference from his own cash re-
sources or by funds acquired elsewhere, i.e. short term
finance (for example a second bond or even an overdraft

facility) until the revenue from the project enables the

“developer to dispense with the additional borrowed

finance.

The reasons for a shortfall occuring are numerous, not
least amongst them being an over optimistic appraisal
of the letting capabilities of the project at the desired

rental figures.

Protection of Investment
Supervision

The building must be properly staffed to obtain the
maximum performance at the lowest overall cost. From
a2 supervision.point of view, it is essential thatA
sufficient is done to énsure that rental growth is
maintained at its optimum level. If maintenance is

olecsclyer
neglected or kept to the bare minimum, tenan;A%élatlon-

ships can become strained leading to vacancies, etc.
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The supervision, therefore, required by the project

once revenue producing will be -

(a) the administering of the funds accruing from
the rental of the project. By use of the cash re-
quirement plan and cash flow the financial super-
vision is made far simpler, being the balancing of
the incoming money from rental to the expenses and
funding any shortfall or banking any excess as the

case may be.

(b) the supervision of the project to see that it
remains a rent producing investment is far more de-
tailed and requires the co-ordination of all aspects
of repair work required as necessary, the leasing of
the rental units and the everyday running of the pro-

ject,

The supervision can be performed by the developér him-
self or he can appoint administrators for the project
who will handle all aspects of supervision (tenants

complaints, general repairs, etc.).

Insurance

To safeguard against all the possible risks which might
beset the project now completed, the developer takes
out insurance. The normal insurances which a developer

should consider insuring the project for are as follows:-

A, (i) Fire, lightning, thunderbolt, sub-
ﬁerranean fire, explosion.
(ii) Riot, civil commotion, strikes, lock-
outs, labour disturbances or persons
of malicious intent.

(iii) Storm, tempest, flood.



(iv) Earthquake

(v) Aircraft
(vi) ﬁdrsting or overflowing
(vii) Impact

(viii) Housebreaking, etc.

Loss of Rent
C. Property Owners Liability
Accidental damage to public supply or

mains connections.

E. Another insurance to consider taking out -
is a policy to cover damage to any plate

glass'in the building.

et

. " Ve .
The above insuranééé\providég\the developer with cover
e~ %

and while the cost of this type of insurance is not
cheap, it more than amply justifies its being taken out

should a claim arise.
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The égft/bf the insurance premiums/are}treated as an
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expense against the rental received from the investment.

Tenant Selection

This phase of the project demands a certain amount of
caution due to the fact that if a poor selection is made
"and in conseguence the project develdggsfg "bad name"
the rental producing potential will drop and maintenance

costs will increase.

In the siting of the project and subsequent purchase of
the land the developer would, along with his advisors,
have given a great deal of attention to the type of
tenant to go for and for which the project will be

designed to attract.
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Some of the considerations which would have been
considered are the proximity to public transport
(an attribute of site location of great importance
when the lower or poorer level of the ‘social strata
is to be catered for), the amount of parking which
will be available, the site proximity to shopping.

facilities, etc.

The sites attributes such as bulking factor, zoning,
height restrictions, set backs, etc., would have been
investigated to enable the developer to ensure that
the project will be so designed to give the optimum
number of rentable units (in the sizes or areas to

suit the prospective tenants requirements).

To ensure that the correct type of tenant is found from
those attracted to the units a selection or weeding out

process is required.

In order to establish whether or not the prospective
tenant is suitable for the block, information is re-=
quired régarding the income he earns, where he works,

his bankers, how long he has worked with present firm,
his previous address, how long he stayed at his previoué
address, trade references, etc. Please see pages 54 - 55

for an example.

The aims of the questions, normally contained in a
questionaire (an application form) which each prospective
tenant fills in, are to bring out the tenants financial
"standing, the maturity and stability of the tenant and

his ability to accept and recognise responsibility.

The rental charge of the units will, to a certain extent,
determine the type of applicant. (Most developers
(private or institutional) have the criteria that rental

must not exceed 25 - 30% of the tenants' income).
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R I A R A S S I BRI

If married, are you married in Community of Property? s

If not a South African Citizen, how long have you been in South-Africa?-..;...;.~

Identity or Passport No: .....

Date of Birth:

. Place of Birth: ......vivivveveenn

e e e 0t e e

TEOTTDRUANTE NN -

Name of your Employer: ........ e cresen ceems e e veeeeas

Address: CEvetesesenana o e e h e e o cenn
i . oo . Phone No: ..........c.ocnvus e

Capacity in whic " Monthly _

employed: ‘ eieeresnsssersess Income: e e e e e e et

Name of immediate Length of

Superior: serecaosesanees.. Service:r L...ila.ee.. e

Do you own a car? e e Reg. No: ... ieenvrrnnrennns ‘e

Husband/Wife's 4

full name: C e e e e e st e E e be sttt

Name of Employer: P -J 1o3: -3 \{+ S

Capacity in which Monthly

employed: cesreserssesanrsses. Income:; B N,

Name of immediate Length of

Superior: 1= o 2 =7

'Number of Children: R

State Names and Ages: T I SN treeseasds

Which schools do ' '

they attend: . a e e » o0 0 s s o e 0 0 e . S 2o s 9 0 00 LIRS I B RO A

NAME & ADDRESS OF

NEAREST RELATIVE: R R R AR R R R R



Have you any other >3

dependentS? ..--...n.o-.v.-.aoocono’-t'-oqoco;.;ooonononto.ctl';oo..

N8m6~&nd &ddreBS: o : lll..'l;llllf'.ll;0'gl?l"l';IOOll.l"'ll'li]'.’..l".;.

Yourpreserlt addresc: LI R S I R I R R NI N BUEE S R BV B R I R R A R A A A A LI I B A I L

.'.l""..t.'.'.‘ll‘ul PhoneNo: .'OQIQIC'.OO".'.'.'IIOI'
Present Landlord/’ )

Agent: ) OO‘ITOOOcltoOQl"l'lo.'l'lC.o.ll'll.;tnolol.'b.fltovq;oo

Moﬁthly Rental: ..... vesssessse.. Duration of Tenancy: .,.....}.........

If less than one year
give preVious address: « 0 0 0 006 s 000 0 .OOD"'..O.I..D..l'0'....‘ll..'."'.‘.i.....‘

ReaSO‘n fOI V&C&ting: ocoo'ooc_too'oo'--oool-.'on-.ool-lno;o-o-la.'olcootnloo-.c

Do you have any HIRE PURCHASE accounts8? ....ieecveeenscocsorssnrosesoassocssonoses

"GIVE DETAILS

Name of ComPany & ..uveertvoncorivocrsrernsosesososetnstesssosasacscnsoses
Addréss T S
Mdnthly PAYMENES © o\ vuorenooranosororosrtrossniosoreersonsorossasnssssans
Account No. L R TR

Have you signed SURETYSHIP for anyone? .....evescresrrcensvrcoossosonnocrssonce

GIVE DETAILS : Olc.'o.oo.'l.Cll'ot.tﬁu'.qtc;.c--0.0-0-00-'-0.00000010‘.

Give two trade references where you havs accountg, including:

FIRM BRANCH ACCOURT XO.

1- IR N N N I A Er B AT B B R I N R B B S SR S B R R SR S B I B R R A S I B R B RS B I B L I N I
. . o . L a8 60 L] . . . . . v e v e o000 e e e s - . . . . . e
2 ----- e . . . . ‘0 . . . . LK) [} LR A A A S S A A A N s e s LIRS

State name of Bank/Building Socilety:

BANK M ooooc0000'oa'0lotoonl-l.loocolo-oo;ln'oooognuolOcool.oo-

e

Branch: .......00.00e0.0.. Account No: ....... tessoasnse

BUILDING SOCIETY ’ : oocolsll.loooooo.QIoo!‘oloao..'oolcot.ll.OOO..:.'O..'DOO_'I.

Branch: ..ccecevee. ceeeenes ACCOUNt HO! covrsereneosorens
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Once the applicant has been accepted a lease is signed.

The normal period of a lease is at least 1 year and

should contain, inter alia, the following main clauses:

1.

10.

11.

Description of the property subject to

the Lease.

Use to which the premises may be put.
Period of Lease.

Rental, including basis of any option to
renew.

Rates - provision for Lessee to pay a pro-
rata share of any increases in rates.
Payment of electricity charges.

Cession and Sub-letting.

Signs - the Lessee is not entitled to dis-
play signs on the premises without prior
consent of the Lessor. Thé Lessor under-
takes to install a notice board to display

names of tenants.

Insurance - the Lessee is prohibited from

keeping anything on the premises which

would result in the insurances of the

Lessor being increased.

Alterations and additions - the Lessee will
not be permitted to carry out alterations

or additions without the Lessor's consent.
Usually provision is made that at termina-
tion of the Lease, the Lessee shall restore
the premises or alternétively; the alterations
become the property of the Lessor‘without com-~.
pensation.

Electrical installations - the Lesseé'is not
allowed to change or interfere with the in-

stallations in the premises.



12,

13.

14,
© 15,

16.

17.

18.

19.

20.

21.

Internal repairs - the Lessee's respon-
sibility should be clearly defined.

External and other repairs - effected by

the Lessor.

Cleaning.

Cost of drawing and executing lease docu-
ment and stamp duty.

Enforcement by Leésor - enabling the Lessor

to carry out the Lessee's obligations if the
Lessee fails to do so and includes recovering.
the costs and expenses from the Lessee. -
Notice of vacancy.

Entry on premises - the Lessor to be entitled
to enter at reasonable times to inépect”and
carry out any work connected with the building.
Default or breach provision to enable the
Lessor to cancel the lease.

Non-completion of the premises at commence-
ment date.

Business hours.
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Rent Collection

The collection of rent from the tenant of the develop-

ment can be handled in two ways :-

(a) The rent collection can be performed by
the owner. In this instance the controls.
necessary to reduce non-payment of rental
and bad debts are the owners respoﬁsibility.
I1f the development is one of any appreciable
size, Ehe problems to the owner, often make

this method not worth the trouble.

(b) Rent collection by a reputable rent collecting
agency. The collection agency will charge the
owner for the service they provide. WNormally
the charge is a percentage of the gross rental
of the development and is in the order of 5%

thereof.

Maintenance

As the project is one in which long terﬁ capital appre-
ciation is anticipated, great attention should be paid
to the finishes used initially régarding durability-and
low costs of maintenance as well as the design of the

building in facilitating repairs and services.

Finishes chosen for the project to be held as an invest-
" ment should normally be of high quality to attempt to
reduce future maintenance costs. The question of whether
to use cheap finishes which have to be frequently and
regularly maintained, or expensive quality finishes
needing little or no maintenance can be resolved by com-
paring the immediate high cost of expensive finishes
against the d?scounted value of future expenditure on

maintaining cheaper finishes.
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The design of the building should be considered from

a maintenance point of view. Due to good design it may
be relatively cheap and easy to reach surfaces requiring
repairs, cleaning or painting, conversly poor design may
contribute to high maintenance costs. For example, it

is cheaper to paint a building by using a cradle if thé
building has been so designed and equipped than would

be the case if scaffolding has to be used. 1In the former
case the investor's maintenance staff could probably do
the job while in the latter case the services of a con-

tractor would have to be obtained.

A quick or large turnover of tenants will cause the main-
tenance costs to rise and this is another reason why the
tenant selection process discussed earlier must be as
thorough as possible to avoid the wrong type of tenant

entering into a lease in the project.

As maintenance is one of the largest or most costly of
the expenses arising directly from the completed project,
it is to the developers advantage to formulate how the
maintenance of the building is to be handled. Dependent
on the size of the building (and its complexity) there

are a number of methods :-

1. The developer can employ his own maintenance
team,

2. The maintenance can be handled by a resident
handyman in conjunction with the caretakef,
who will call in any specialist as required.

3. The caretaker of the building can be both
caretaker and handyman. _

4. The caretaker will attend to all complaints
and general repairs and service by calling

in a service firm or firms as required.



For the maintenance and service of complex machinery
such as a lift, the developer, no matter what scheme

(1 - 4 above) he uses, should employ a firm of lift

maintenance specialists.

60



61

- OTHER

The following, although aspects of financial consideration, have
not been embodied in the case outlined above and are included here

to show their effect on investment in a project.

The units are normally intended for letting purposes. These units
could well be intended for eventual sale under a Block Share or a

Sectional Title Scheme.

With either of these two methods of sale, certain principles will

apply.

Sale by Sectional Title

"Sectional Title" is the purchase of a unit, in a building,
‘defined more explicitly by a Deed of Sale, which indicates.
the area and proportions of the building and the unit pur-
chased. Under this scheme the purchaser is specifically

buying a portion of a Building and as such, has a right of

ownership in the stated portion or unit bought.

Care must be exercised in the raising of the initial and
end finance by the developer. Some institutions will not
consider funding Sectional Title Schemes at all while others
will require the toﬁal bond granted to be repaid as soon as
the Body Corporate has been formed or when 50% of the units

have been sold.

An important feature to note is that the building should be
built in accordance with the Sectional Title Act require-
ments to facilitate seliing under this method, otherwise it
could make it difficult to proceed with the sale of units

if the block is not built in the required manner.

Sale by a Block Share Scheme

A Block Share scheme involves a purchase of a portion of a

property by way of a shares purchase in a company which



entitles the purchaser to occupation of a certain portion

of the property owned by that company.

A point to note here is that this scheme does not give the
shareholder registered title to his unit (the purchaser

has not purchased an actual unit) and thus has only a right
of occupancy of the unit as well as a right of way to the

common areas of the project.

This system of sale of units, if it can be called a sale of
a unit, has some serious disadvantages and professional

advice must be obtained when embarking on the scheme.

If;for'exémple;'thé”Bléck is a rent controlled block of
flats, then the purchaser would not be allowed to give the
present occupants of his unit notice, nor can he evict them.
In a Sectional Title scheme, he would be able to give the

present tenants notice as he has a right of title.

A further disadvantage occurs when the purchaser wishes. to
sell his shares. The permission of the other shareholders

in the company must be obtained prior to selling.

In both schemes the purchaser contributes to a management fund to

provide maintenance and service to the building.

Special Requirements

The problems of tenants requirements can involve a building
owner in considerable expense, unforeseen at the initial

i
planning and costing stage, more so in office or commercial

developments than in a2 block of flats.

. The standard to which the building is to be finished will
have a bearing on the type of tenant that will lease space
in the building. The more prestige the building, the more

selective the tenant will become.

Normally, a tenant for this quality of building will sign
a longer lease than in cheap rented accommodation and will

make such improvements as seen fit. In an office building
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such features could be a board room, more furnishings,

executive suites, etc.

A modern office building is normally constructed on a
module or grid basis so that design of partitioning
lay-outs, air-conditioning, lighting, power outlets,
etc., can be related to the module. Any departure from
the module will thus increase the building cost as

special components would have to be made.

A tenant located on a number of floors will generate
inter-floor traffic and this can cause disruption to the
lift programme for the remainder of the building. Such
a tenant could cause additional lifts or alternatively
a good staircase access between the floors to become

necessary and thus increase the cost of building.

To try to minimise the disruptive effect of tenants in

.

the building, the owner should note the following :-

a) To avoid wherever possible wet trades (brick,

strong rooms,- etc.) -

b) Avoid plumbing alterations (such as doctors' or

~ dentists' consulting rooms). Doctors and den-
tists consulting rooms may perhaps occupy a
reception area approximately 15 m2 and a surgery
of 10 m2 plus a developing room of 5 m2 and the
additional requirements of plumbing and gas and
water, etc., make these types of tenant more
trouble and more costly to the owner than say a
professional firm which requires 10 times the

amount of space.

c) Plan partitioning to module. (This avoids reloca-
tion of air-conditioning, lighting, ceilings and

floor located power outlets).
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d) The options of finishes available to tenants
should be kept to the bare minimum. (For
exaﬁple, a single colour per floor of both

partitions and floor finishes should be used).

e) The owner is usually inclined to go for the
tenant occupying large space. This can lead
to a problem when the firm wants to expand.
For example, a tenant who occupies half the
building will invariably want an option or a
right of first refusal on other floors in the
building. This places a restriction on the
letting of the balance of the building as any
space next door or on the next floor to the
large tenant can only be leased for a short

period of time.

An Alternative Method of Appraisal of Investment (Discounted
Cash Flow)

To enable the developer or investor to chose between various
investment copportunities he requires a basis on which to compare

the performance of the opportunities.

In the case study above the ratio of the expected net annual
income to the total capital cost gives the calculated rate of

return. This is the basis on which comparison can be made.

Another method which, unlike the above method, takes into account
both variations in the flow of income as well as in the annual

cash flow (to meet expenses) is the principle of discounting.

Discounting involves the discounting of sums receivable or expend-
able at a future date to their present monetary worth based on the
idea that capital today is worth more than the same amount receivable
in the future. The reasoning behind this being the fact that money
received now can be invested to earn a2 return in the intervening

period.



The converse is also true that expenses
certain monetary value but expenses due
a lesser value than the face value. To

money can be set aside earning compound
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if due now will have a
in the future will have
explain more fully,

interest until due to

meet future expenses and thus a lesser sum need be put away at

"present to meet future expenses.

Although this method can be used to analyse the case study it

has not been considered here as the intricacies of this method

lie outside the overall scope of this treatise,
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