Executive Summary
•

We recommend AGAINST investing R$ 35 million in the V:House multifamily
development (303 pre-sold units) in São Paulo

•

Although we achieve a 26% IRR in the Base Case, we earn above the 2x
cash-on-cash multiple we’re targeting only in the Upside case

•

In the Downside case, we achieve a 12% IRR and a 1.2x – 1.3x multiple

•

We believe the Hard Costs provided in the case document are overstated
and do not correctly represent the property…

•

…but even with lower estimates, the Hard Costs still represent huge risk –
an increase as low as R$ 100 / sq. m. (on base costs of R$ 4,000 / sq. m.)
reduces the IRR by over 5%!

•

While we don’t necessarily think the Hard Costs will increase substantially,
there is little we could do to mitigate this risk if they do

•

Additionally, the market and qualitative factors are average-to-slightlynegative, further reducing our conviction in this deal
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Market Overview
•

Demographics: São Paulo is the largest, fastest-growing city in Brazil, with a
median per-capita income of R$ 40,000 vs. R$ 24,000 in Brazil as a whole;
there are also many high-income professionals in service-based industries

•

Economy: Has slowed sharply in the past few years, from 7-8% GDP growth
to 2-4% in 2011 – 2013 and 0% projected in 2014

•

Home Prices: Slowed from 20-30% nominal growth in 2009 – 2011 to 16%
and 14% in the past two years; we project 8%, 6%, and 4% growth going
forward over Years 1 – 2, 3 – 4, and 5 – 8
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Supply and Demand
•

Supply: There are a fair number of comparable developments in São Paulo:

•

Demand: But the home-price growth rate has slowed dramatically
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Apartment Selling Prices
•

Key Deal Driver: We assume that selling prices per sq. m. range from
R$ 7,500 in the Downside case to R$ 8,200 in the Base case to R$ 9,000 in
the Upside case

•

Other Data: For reference, the asking prices at Parque Global, a similar but
higher-end complex, exceeded R$ 10,000

•

Comparable “For Sale” Properties: Median asking price of R$ 7,500 per
sq. m., but above R$ 10,000 at higher-end properties:
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Hard Costs
•

Key Deal Driver: We disagree with the figures provided in the case study
document:
 Downside Case: R$ 4,500 per sq. m.
 Base Case: R$ 4,200 per sq. m.
 Upside Case: R$ 3,900 per sq. m.

•

The progression doesn’t make sense, and these figures result in total
construction costs that are higher than those of Parque Global, a higher-end
complex

•

Also, the total costs far exceed the R$ 175 million quoted in the WSJ article

•

Our views:
 Downside Case: R$ 3,900 per sq. m.
 Base Case: R$ 4,000 per sq. m.
 Upside Case: R$ 4,100 per sq. m.
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Other Factors
•

Very Limited Data: We would like a more detailed budget and information
on comparable developments and the associated costs

•

Timing: Similarly, we have no real way of knowing whether the assumptions
for the # of pre-sold units per month are reasonable (4 units / month up
through 8 units / month) – and timing is essential in this deal

•

Comparable Sales and Pre-Sold Units: We would like data on the # of
units pre-sold, the time required to pre-sell them, asking prices vs. realized
prices, and so on

•

Lot Prices: Also almost no data on land prices in this area – “seems”
reasonable based on a limited survey of land sales, but we need to confirm
these figures since the land purchase will be funded primarily with equity
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Development Assumptions
•

Lot Price: R$ 20-25 million lot price with 50% deposit and 50% due in 6 months

•

Sales Phases: Phase 1: 50 units (125 sq. m.); Phase 2: 153 units (150 sq. m.);
and Phase 3: 100 units (100 sq. m.)

•

Construction Period: 24 months in each phase

•

Payments: 30% upfront, 30% during construction, 40% upon completion

•

Construction: 60% of units in each phase must be pre-sold for construction and
next phase to begin; 40% of total units must be sold to draw on loans

•

Construction Loan: 12.0% fixed interest rate; no set LTC ratio

•

Returns Splits: 80 / 20 between Investors and Developers up to 20% IRR, with
70 / 30 between 20% and 25% IRR, and 60 / 40 above 25% IRR

•

Sources & Uses: Base Case scenario funding shown below:

7

Building Profile & Economics
•

Scenario: Base Case timing profile shown below (55 months until the end
of Phase 3 Construction):

•

Other Assumptions: The Lot Square Meters, Gross Square Meters,
Rentable Square Meters, # of Floors, # of Units, FAR, etc. stay the same
regardless of the scenario
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Operating Cases
•

To analyze this development, we considered three operational scenarios:

•

Case Study Instructions: The Hard Cost figures provided in the document
were different, but we challenged those numbers for reasons explained in
the previous slides
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Base Case Annual Summary
•

We achieve a 26% IRR, but only a 1.6x cash-on-cash multiple:
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Upside Case Annual Summary
•

Even in a very optimistic case, the cash-on-cash multiple is still only 2.3x:
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Downside Case Summary
•

We do achieve the minimum 1.2x multiple in this case:
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Returns in the Base Case
•

Even if the construction process is greatly delayed, or pre-sales are slower
than expected, the IRR does not drop by a tremendous amount:

•

But the Hard Costs represent a huge risk, since each R$ 100 / sq. m.
increase results in a 5% reduction to IRR:
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The Downside Case
•

For reference, a 6-year IRR of ~12% corresponds to the minimum 1.2x
multiple we are targeting

•

Slower construction is a bigger issue, but we still mostly avoid losing money:

•

Once again, even a small increase in Hard Costs will sink the deal… but even
more dramatically this time:
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The Numbers, In Short
•

The numbers appear to work in most cases, but the IRR is far too sensitive
to small changes in the Hard Costs… and some of the cash-on-cash
multiples don’t meet our targets

•

Cash Flow After Draws & Debt Repayment is similar in different cases
(R$ 73 million to R$ 77 million) – but the equity contribution differs greatly:
 Downside Case: R$ 59 million
 Base Case: R$ 44 million
 Upside Case: R$ 30 million

•

The timing also explains why the IRRs vary so much – finishing a year later
or earlier and contributing different equity amounts makes a big difference

•

We have a limited ability to mitigate the risk of higher Hard Costs, given that
they are tied to local market conditions and the inflation rate

•

So we cannot recommend investing in this development because the risk –
losing money if Hard Costs are 10% higher than expected – is out of line
with the potential returns – a 2.3x multiple even in an optimistic scenario
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Could We Change Our Mind?
•

Factor #1: Quick Construction Time – If the units are pre-sold quickly and
the construction finishes in 3-4 years, the Hard Costs matter less
 Implementation: Incentivize developers to finish more quickly by linking
the returns distributions to completion time in addition to project-level IRR

•

Factor #2: Guarantee of Lower Hard Costs – If we could “lock in” Hard
Costs at a R$ 4,000 / sq. m. starting rate, we lose money only if apartment
selling prices fall substantially
 Implementation: Make developers share in the price of Hard Costs above
a certain level, or reduce the returns distributions above that level

•

Factor #3: Guarantee of Higher Unit Prices – At a selling price at the high
end of the range – R$ 9,000 / sq. m. – the deal still works on an IRR basis,
even with higher Hard Costs
 Implementation: Require lower upfront and ongoing deposits in
exchange for higher prices
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Quick Construction Time
•

Hypothetical: If we offered the developers a 60/40 split for IRRs between 20%
and 25% and 50/50 above 25% in the Upside Case (~4 year completion time),
the deal still looks relatively good even at higher Hard Costs:

•

Question: Would developers accept this deal for a time-based and IRR-based
distribution?

•

Question: What happens if apartment prices fall to the level in the Base Case?
Then we have the same set of issues all over again
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Lower Hard Costs
•

If we could guarantee or “lock in” Hard Costs at a R$ 4,000 / sq. m. starting
rate, we lose money only if apartment selling prices fall substantially

•

Idea: What if we changed the returns distribution to 80/20 between a 20%
and 25% IRR and 80/20 above a 25% IRR if the starting Hard Costs exceed
R$ 4,000 / sq. m.?

•

Doesn’t necessarily turn the deal into a “winner,” but it does reduce our
chances of losing money in the Base Case, and it improves the returns
profile if units are sold for above R$ 8,200 / sq. m.
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Higher Unit Prices
•

At a selling price at the high end of the range – R$ 9,000 / sq. m. – the deal
still works on an IRR basis, even with higher Hard Costs

•

Question: What if we required only a 25% upfront deposit and a 25%
deposit during the construction phase, but we were able to lock in selling
prices at or near R$ 9,000 / sq. m. in the Upside Case?

•

Still doesn’t result in a high likelihood of success, but it does increase the
chances of earning a 20% IRR

•

IF we believe in a ~4-year pre-sales and construction cycle and everything
else in this Upside Case
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Conclusions
•

We recommend AGAINST investing in the V:House 303-unit development
for R$ 35 million

•

We achieve the targeted IRR (25%) and cash-on-cash multiples (2.0x and
1.2x) in the Upside and Downside cases, but not in the Base case

•

The market and the assumptions for the apartment selling prices seem
reasonable, even with decelerating home-price growth in São Paulo

•

But we have little insight into the Hard Costs, and they represent a risk
factor too big to ignore in this project

•

While we might be able to mitigate other risks, such as a lengthier
construction period or lower unit prices, there’s little we could do to
reasonably “lock in” the Hard Costs

•

At best, such mitigants only reduce the chances of losing money on the deal

•

We don’t think there is a reasonable way to meet our returns targets, and
the risks seem out of line with the potential returns, so we recommend
against investment
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