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2. Executive Summary

The objective of this report is to assess the potential growth of the local property development market in district 9. 

This report summarizes the evaluation for the financial feasibility of launching the new investment business and also gives advice and supporting documentation for the selected financing options (bonds or equity financing) should this project be undertaken. 

Research of this industry has shown that the current property market has seen improvements in recent years. People engaged in real estate services have had an increase in their average monthly earnings. This leads me to assume that there is an increasing trend for people to own their own residential properties since they are using the services of real estate agents. 

NPV has been calculated to be $17,827,817.67, which is NPV > 0. Therefore it means that there will be an increase in the company value. The IRR calculated is 143.63% which is higher then the stated required rate of return (6%). 

Lastly the calculated payback period is 1.72 years which means that the company will be able to recover its initial investment in 1.72 years time which is within the maximum 5 year period. 

All these positive factors show that the company is favourable of launching the property development business project.

The financing method chosen is Equity Financing. The company already has a high percentage of its assets financed by debt financing at 49.8%. Further inflation of the debt ratio may place burdensome restrictions on the firm and this also indicates possible difficulty in paying interest and principal while obtaining more funding. 
If equity financing is used, the company will not have to worry about repayment in the traditional way.  As long as the business makes a profit, the lenders will be repaid.  In addition, with the help of investors, the business becomes more credible and may win new attention from the lenders' networks. 

Another reason to use equity instead of debt financing is because in equity financing, interest rates do not affect the selling of stocks to other investors unlike debt financing, where debt financing is borrowing money based on interest rates.

Part II : Industry Research

a) Average transacted price of residential property in district 9

Parc Emily

Average price per sqm = Total Price / total sqm

     = $12,627,750.00 / 1537

     = $8,215.84

8@Mount Sophia
Average price per sqm = Total Price / total sqm

     = $81,892,898.00 / 10501

 
     = $7,798.58

CityLights

Average price per sqm = Total Price / total sqm

     = $11,633,560.00 / 1789

     = $6,502.83

Average Price per sqm for 3 condos

Average Price for the 3 Condos = ($8,215.84 + $7,798.58 + $6,502.83) / 3 

  
        = $7505.75

Price for 100 square meter per unit of condominium

Price per unit of condominium = 100* $7505.75 

 
      = $750,575.06

Please refer to Appendix for the detailed average residential property transacted price.

Source: http://spring.ura.gov.sg/lad/ore/real_estate/transaction.cfm

	Industry
	2003($)
	2004($)
	2004Q1($)
	2004Q2($)
	2004Q3($)
	2004Q4($)

	Total
	3, 213
	3,329
	3,428
	3,097
	3,030
	3,762

	Manufacturing
	3, 265
	3,350
	3,537
	3,042
	3,073
	3,749

	Construction
	3,411
	2,453
	2,574
	2,332
	2,329
	2,576

	Wholesale & Retail Trade
	2,831
	2,890
	2,981
	2,696
	2,678
	3,203

	Hotels & Restaurants
	1,283
	1,298
	1,296
	1,256
	1,253
	1,388

	Transport, Storage &

Communications
	3,297
	3,439
	3,556
	3,259
	3,118
	3,821

	Financial Services
	5,393
	5,639
	6,452
	5,352
	4,949
	5,802

	Business & Real Estate Services
	3,352
	3,389
	3,423
	3,204
	3,243
	3,685

	Community, Social &

Personal Services
	3,409
	3,668
	3,550
	3,329
	3,166
	4,626


b) Average monthly Earnings by industry

Source: http://www.singstat.gov.sg/keystats/mqstats/mds/mds33.pdf#search='average%20monthly%20earnings%20by%20industr

c) Summary of statistics (Part b)

In brief contrast, the local residential property market has seen an improvement in the year 2004 compared to the year 2003.

This is supported by the increment of the Business & Real Estate Services sector, Average Monthly Earnings by Industry (b), from the 2004 Q1 to 2004 Q4. The figures have increased from 3,423 to 3,685. 

People engaged in real estate services earned more, which allows us to make an assumption that more Singaporeans are enlisting the services of property agents to aid them in purchasing property. In turn, this goes to show that more people are buying their own property. 

Singaporeans are now better able to afford to own their own residential property. The positive progress of the local residential property market may interest foreign property investors to invest more in Singapore, seeing that the property market here is improving and therefore more lucrative to earn profits. 

If foreign property investors further extend their investments in Singapore, this will help expand the employment circle in the real estate services sector. As a result, more people are able to accommodate to the increasing number of people who seek to purchase their own property and this facilitates the growth of the property market. 

However, there are still potential threats associated. Foreign property investors may vie with local property firms for property projects. Even though foreign investment is a positive business affair, too much foreign investment may cause a leak in the government revenue to flow out of the host country. Local property firms will have to reinforce their place here in Singapore and not lose out to overseas competitors. 

In summary, the local residential property market performance has advanced in the year 2004 as more people are able to afford buying their own property. This also led to a higher salary for people belonging to real estate services. This improvement will continue to be if the local property firms are able to sustain their place in Singapore and not get overwhelmed by foreign property investors.     

Part III : Capital Budgeting

	Initial investment
	
	
	
	
	

	Cost of FreeHold land
	$50,000,000.00
	
	
	
	

	Development Charge to convert the plot of ratio
	$500,000.00
	
	
	
	

	Total initial investment
	$50,500,000.00
	
	
	
	

	
	
	
	
	
	

	
	Year 0 - 2005

($)
	Year 1 – 2006

 ($)
	Year 2 – 2007 ($)
	Year 3 – 2008

 ($)
	Year 4 - 2009 ($)

	
	
	
	
	
	

	Initial Investment
	-50,500,000.00
	
	
	
	

	
	
	
	
	
	

	Revenue - based on 85% take-up rate (255 units) :
	
	
	
	
	

	Foreign - 60% (153 units)
	22,967,596.88
	22,967,596.88
	22,967,596.88
	28,709,496.10
	17,225,697.66

	Local - 40% (102 units)
	15,311,731.25
	15,311,731.25
	15,311,731.25
	19,139,664.07
	11,483,798.44

	Total - 100% (255 units)
	38,279,328.13
	38,279,328.13
	38,279,328.13
	47,849,160.17
	28,709,496.10

	
	
	
	
	
	

	Expenses :
	
	
	
	
	

	Construction and Development
	
	10,000,000.00
	10,000,000.00
	10,000,000.00
	0.00

	Interest Rate
	
	1,500,000.00
	1,000,000.00
	500,000.00
	0.00

	Marketing Agent Commission
	
	1,913,966.41
	1,913,966.41
	2,392,458.01
	1,435,474.81

	Cost of Show Flat
	
	500,000.00
	0.00
	0.00
	0.00

	Salaries
	
	257,950.00
	270,847.50
	284,389.88
	298,609.37

	CPF contribution @ 13%
	
	33,533.50
	35,210.18
	36,970.68
	38,819.22

	Uitlities (variable components)
	
	1,913,966.41
	1,913,966.41
	2,392,458.01
	1,435,474.81

	Fixed components
	
	1,000,000.00
	1,000,000.00
	1,000,000.00
	1,000,000.00

	Total Expenses
	 
	17,119,416.31
	16,133,990.49
	16,606,276.58
	4,208,378.20

	
	
	
	
	
	

	Net profit before tax
	
	21,159,911.82
	22,145,337.65
	31,242,883.59
	24,501,117.90

	
	
	
	
	
	

	Tax @ 20%
	
	4,231,982.36
	4,429,067.53
	6,248,576.72
	4,900,223.58

	
	
	
	
	
	

	Net profit after tax
	 
	16,927,929.46
	17,716,270.12
	24,994,306.87
	19,600,894.32

	
	
	
	
	
	

	After tax cash flows
	
	16,927,929.46
	17,716,270.12
	24,994,306.87
	19,600,894.32

	
	
	
	
	
	

	Terminal value
	
	0.00
	0.00
	0.00
	100,000.00

	
	
	
	
	
	

	Net projected cash flows
	-12,220,671.87
	16,927,929.46
	17,716,270.12
	24,994,306.87
	19,700,894.32


1. Cash Flow statement

2. Evaluation of capital budgeting

a) Net present value (NPV) represents the amount of value added to the firm as the result of implementing a proposed project. 

At rate of return 6%, Net present value = $17,827,817.67

b) Internal Rate of Return (IRR) is the discount rate that equates the present value cash inflows with the initial investments.

Internal Rate of Return = 143.63%

c) Payback Period is the exact amount of time required for the firm to recover its initial investment.

	 
	Project

	Initial investment
	$50,500,000.00

	Year 0
	$38,279,328.13

	Year 1
	$16,927,929.46

	Year 2
	$17,716,270.12

	Year 3
	$24,994,306.87

	Year 4
	$19,700,894.32

	Payback Period
	1.72 years


* Through the excel spreadsheet, we calculated NPV, IRR and Payback Period. Please refer to the appendix for further details.

3. Advice on project 
Since the rate of return is 6% so therefore using the excel function, we found out that the NPV = $17,827,817.67, which is NPV > 0. Therefore it means that there will be an increase in the company value, so we accept the project.

The IRR that we calculated is 143.63% which is higher then the stated required rate of return (6%). Therefore we should accept the project, as it has a high insurance that the company will at least earn back its required return. 

Lastly the calculated payback period is 1.72 years which means that the company will be able to recover its initial investment in 1.72 years time. Since the company's maximum payback period is 5 years, we undertake the project.

In conclusion, all these reasons show that the company is feasible of launching the property development business project and we should undertake it.

Part IV : Financing Decisions

a. Recommendation on appropriate financing options

I. The advantages and disadvantages of debt and equity financing
The main advantages of debt financing are:

· interest payments are tax deductible to a firm 

· wise use of debt may lower a firm’s weighted average cost of capital (WACC) 

· during inflation, debt is repaid with “cheaper dollars” 

The principal disadvantages debt financing are:

· interest and principal must always be met when due, regardless of a firm’s financial position
· poor use of debt may lower a firm’s stock price
· may place burdensome restrictions on the firm
The main advantages of equity financing are:

· The funding is committed to your business (and your intended projects). Investors only realise their investment if the business is doing well, eg through a sale to new investors. 

The principal disadvantages of equity financing are:

· Raising equity finance is demanding, costly and time-consuming. Your business may suffer as you devote time to the deal. 

· You will have to invest management time to provide regular information for the investor to monitor. 

· Your share in the business will be diluted. However, your share may be of a much larger business because of the funding. 

II. Effects of each type of financing 
For 2004, Debt ratio = total liabilities/ total assets

                                  = 409,200/820,290

                                  = 0.498

                                  = 49.8%

This indicates that the company has financed 49.8 percent of its assets with debt in 2004.

For 2003, Debt ratio = total liabilities/ total assets

                                 = 148,309/540,819

                                 = 0.274

                                 = 27.4%

· Debt financing is basically money that you borrow to run your business.

· Equity financing is capital invested in a business for the medium to long-term in return for a share of the ownership and, sometimes, an element of control of the business.
Having a debt ratio of 49.8% in 2004 shows that the company has been using debt financing to finance its assests as seen in the increase from 27.4% in 2003.

III. Recommendation of preferred financing
Based on the information in (ii), our group has decided to recommend the company to adopt the Equity Financing method as the preferred type of financing for the company. The current financial leverage (debt ratio) for the company for the year 2004 is at 49.8%. In comparison to 27.4% of the year 2003, there has been a significant increase of 93.7%. This shows that the company had been aggressive in borrowing money to finance its assets. ie. debt financing

If the company continues to employ debt financing, its financial leverage (debt-equity ratio) will soon exceed the acceptable ratio limit of 2:1. Should the company continue to rely more on debt than equity when it raises capital, the business will have a higher debt-equity ratio As the ratio increases, the financial leverage of the business also increases. A high financial leverage or debt to equity ratio indicates possible difficulty in paying interest and principal while obtaining more funding. 

To prevent further inflation of its debt ratio, the company should therefore use equity financing instead of debt financing for the following reasons:

1) To refrain from depending too heavily on debt financing

2) Unlike equity, debt must at some point be repaid
3) The larger a company's debt-equity ratio, the more risky the company is considered by lenders and investors. Accordingly, a business is limited as to the amount of debt it can carry. 

4) Interest is a fixed cost which raises the company's break-even point. High interest costs during difficult financial periods can increase the risk of insolvency. Companies that are too highly leveraged (that have large amounts of debt as compared to equity) often find it difficult to grow because of the high cost of servicing the debt.

b. Bonds and Share financing

Par value = S$ 0.200
Face value = S$5,000

Length of bond = 10 years 

Pay annually = 4%

Authorized capital = S$ 192,500,000
Issued and paid up capital = S$ 62,775,759
Price from July 25 = S$ 3.120

60% of funds by bond = S$ 30,300,000

40% of funds by share placement = S$20,200,000

Total = S$50,500,000

No. of bonds to be issued:

Required rate of return = 6%

Bo = (Interest Payment * PVIFAk,n) + (Maturity Value * PVIFk,n) 

     = (4% * 5000 * PVIFA6,10) + (5000 * PVIF6,10)

     = (200 * 7.3601) + (5000 * 0.5584)

     = 1472.02 + 2792

     = S$ 4264.02

No. of bonds = required funds / PV of bond

= 30,300,000 / 4264.02



= 7106 bonds

No. of shares to be issued:

5% discount of closing share price = S$2.964

No. of shares = required funds / selling price



 = 20,200,000 / 2.983



 = 6,771,707



 = 6,772,000 (round to nearest thousands)

Therefore, 7106 bonds and 6,772,000 shares are to be issued.

c. Impact of low but rising interest rate

The issue of rising interest rates will not affect the financing decision for part(a). Equity financing requires that the company sell an ownership interest in the business in exchange for capital. Interest rates do not affect the selling of stocks to other investors unlike debt financing, where debt financing is borrowing money based on interest rates.

For part(b), rising interest rates will affect the bonds used to raise funds for the company. As the value of bonds distributed are directly related to the required rate of return of the investors, rising interest rates will in turn influence the rate of return. ie. Higher interest rates equals to higher rate of return. Therefore, the rate of return will inflate and the value of the bonds will drop. This will cause the company to sell more bonds but still receive the same amount of required financing. Ultimately, the company will incur higher expenses and this is undesirable. 
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