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FINDING A WAY THROUGH
THE MAZE OF ATIGHT DEBT
MARKET IN AUSTRALIA

While Australia remains an attractive destination for foreign investment, offshore

developers must grapple with the reality that financing even sound projects will

come with its fair share of challenges. So what are the key issues underpinning

these obstacles, and how can the process be made more straightforward? We

consult Brae Sokolski, ClIO of respected commercial real estate debt and investment

specialist, MaxCap Group and Mark Pomeroy, CEO of leading development and project
management firm, Pomeroy Pacific, for the answers.

Brae Sokolski, CIO of MaxCap Group and Mark Pomeroy, CEO of Pomeroy Pacific

TAE: To paint the picture for us, how would you sum up
the debt market for 2015 and what are your expectations
for the property debt market for 20162

BRAE: 2015 was an incredibly volatile year for the
debt market. It was very much business as usual for the
first half of 2015 with banks conservative but actively
lending, and developer and investor confidence remaining
high. However, mid—way through the year, the situation
changed dramatically with further implementation of
Basel III capital adequacy reforms in Australia through
the Australian Prudential Regulation Authority (APRA).
APRA’s role is to regulate banks, insurance companies
and superannuation funds, credit unions, building
societies and friendly societies. Banks were instructed by
APRA to hold more capital against real estate loans. We
estimated that an additional $20 billion to $30 billion was
imposed on capital ratio allocations against commercial
real estate mortgages. Consequently, we witnessed major
banks being unable to satisfy the pent-up demand for
housing debt and, therefore, a scramble by developers to
seek alternatives sources of capital.

As a result and to ensure developers could still have their
projects funded, many developers have had no choice
but to reach out to alternative sources of capital in the
face of a tightened debt market. This alternative source
of first mortgage capital is increasingly being provided
by institutions such as super funds and private equity
investment managers and we expect this new “Fifth Pillar”
of capital to continue during 2016 and remain a permanent
addition to development funding options. The process
of securing legitimate alternative sources of finance will
be crucial this year for the viability of the industry as a
whole and more broadly supporting Australian economic
activity that is largely underpinned by the housing and
construction industries. Whilst traditional bank funding
will remain an option for developers with a local track
record and existing bank relationships, compared to many
of the deals in the past, the funding process will be more
protracted and additional equity will be required.

For us at MaxCap, we will remain, as we always have,
at the vanguard of change in with respect to bringing
innovative finance solutions such as institutional non-
bank capital into the Australian market.

TAE: What role can the bond market and foreign banks
play to alleviate a shortage of project funding in Australia?

BRAE: To date, the bond issuance market for real estate
development is not a viable proposition in Australia as
it is in the United States. In relation to foreign banks,
particularly since the GFC, these institutions have been
lukewarm to re-enter, continuing to focus on their local
markets. For foreign banks, there are also other, stronger
work-out opportunities waiting for them in Europe and
the US.

TAE: What is the situation for off-shore developers
seeking local funding for projects in Australia?

BRAE: Unfortunately, the current lending climate
generally works against offshore developers. Banks have a
limited level of capital and adopt a position of favouring
existing Australian clients over new and unproven
prospective customers. Having said that, there is a degree
of open-mindedness towards the right kind of project
with a solid project team and a developer with a clear and
convincing strategic vision in Australia.

TAE: So what can MaxCap offer developers seeking
capital for projects in Australia? Why not apply directly
to the banks?

BRAE: It is paramount to structure an application with
the view of getting it right from the start. You only have
one chance to make a first impression and it is therefore
critical that the bank is satisfied with your application on
day one to avoid trying to go back to the bank after they
have already cast doubt over elements of an application.
"Retro-fitting" an application after an initial rejection
simply doesn’t work. What we do with our clients
from the outset is to get the narrative correct regarding
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the strategy and building blocks of an application and
establish the right consultants and partners with strong
integrity and acceptance by lending institutions. From
this point, we leverage our high-level relationships with
the banks and also have a contingency plan in place in the
event we need to access alternative sources of capital.

TAE: If we may address the next question to Mark
Pomeroy. Mark, how important is it to present the
right credentials to bankers and what contribution can
Pomeroy Pacific make towards this end?

MARK: The success of any project is often most greatly
influenced by the decisions and considerations made by a
developer at the beginning of a project. As such, having
regard to the finance-related issues from the outset is
critical and will often influence the development strategy
from the outset. When commencing a project for a
client, our initial focus is on understanding and solving
full life cycle project risks that could prevent our client
from meeting their project objectives and or the funding
requirements. We then work backwards to anticipate
and resolve potential challenges before they become real
problems. When it comes time to consider funding, it
provides the banks with the confidence that project risks
have been well-managed and provides a bank greater
confidence to lend. We can do that for clients because
of our considerable experience across many kinds of
property projects and the relationships we enjoy in this

market. For offshore developers new to Australia, there is
a raft of issues we can help with to make the process less
painful and protracted than it should be. As Brae stated,
there is a finite amount of funding available for projects
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in Australia, and therefore, we owe it to our clients to give
them the greatest chance of success in a tight market.

TAE: With banks’ lending policies tightening and the
availability of funding diminishing for development
projects, what significant trends do you see emerging?

BRAE: Firstly, we will see a proliferation of second
mortgage finance which requires less equity from a
developer and adds an additional layer of funding to
a project. MaxCap is one of the Australian industry’s
largest providers of second mortgage funding, amongst
other structured finance solutions.

Secondly, I believe that in this evolving debt environment,
we are going to see more banks sell down their position
on any one transaction. For example, an Asian bank could
partner with a local Australian bank in a $100 million first
mortgage facility in order to spread the risk on an otherwise
highly credit-worthy project. What I expect to see this year
is a greater complexity of debt and co-mingling of capital.
From the developer’s side, we will see more joint ventures
where, for example, foreign developers can partner with
local developers to add additional funding credibility to an
already strong project.

TAE: With China experiencing economic turbulence
and Australia being its largest trading partner, to what
extent do you think there will be ripple effect into local
property markets?

MARK: From the commentary of my clients and those
within our circle, we are of the view that the current
economic instability in China is giving Chinese investors
more impetus to move towards more stable environments
for capital, such as Australia. The real question then
becomes what effect any new limitations imposed by the
Chinese government will have on restricting outbound
capital flow. I think that the property asset class will only
become more attractive in the face of continued Volatility
in the equity markets.

TAE: Have you observed a slowdown in Chinese activity
into Australia real estate projects?

MARK: From a business perspective, we have seen no
slowdown in capital outflows what-so-ever. The rate
of new Chinese clients we are seeing is still increasing.
Chinese developers and investors are still buying real
estate and have an appetite to develop. The big question
for us is whether the banks will tighten their policy
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regarding the ratio of foreign versus local purchasers
permitted on off-the-plan product. By way of example,
typically banks will allow approximately 20-30% of
apartment sales to be sold to off-shore purchasers. The
amount of foreign purchasers permitted per project is
regulated by the Foreign Investment Board Approval
(FIRB) and this allowance underpins the presales
matrix of many projects as it speeds up the rate in
which projects can meet their pre-sale requirements and
consequently qualify for debt funding. With the current
volatility in China, if banks were to downwardly adjust
this allowance, it will become more difficult to meet
minimum pre-sale requirements and would in turn
result in a slowdown in supply, due to the implications
this would cause securing project funding.

TAE: Bringing the topic back to domestic issues, there has
been continued press about an oversupply of apartments
in Melbourne. What is your take on the situation?

MARK: The question of over-supply is very complex
and should not be simplified for the purpose of creating
headlines. There may be some short-term oversupply
in the near future in particular market segments, but
the true measure we should be focusing on is the rate
of absorption. Readers should be aware that since the
state government introduced interim height controls in
September of last year, we have not been aware of any
new applications having yet been approved under these
controls. This means that projects already on the way
will be absorbed in due course as the rate of supply slows.
Your readers should be encouraged to stick to property
fundamentals, so their chances of making mistakes are
significantly reduced. If I am advising a client right now,
I would be encouraging them to seek a site close to public
transport with quality amenity. This enables us to help
our clients package a project with an appropriate design
and realistic pricing given the location, in order to lead to
sales success.

TAE: Finally, to both of you, please summarise the
essence of a well-conceived, successful project which
satisfies the requirements for local funding.

BRAE: From a finance perspective and addressing your
readers who are based overseas, offshore developers
who do not have a ‘bricks-and-mortar’ presence and
experience in Australia will be ‘marked down’ by local
banks. What local banks want to see is that the off-shore
developer is fully committed to entering the market with
the correct strategic approach. This means engaging the
right consultant teams and an ability to demonstrate a
detailed understanding of the market. This is the first test.
Get that right and you are on your way.

MARK: Brae talks about getting the right team of
consultants in place, and I would go even further than
that. The off-shore developers' rationale for investing in
Australia must go beyond quick-fire profits as banks want
to know that you have a genuine interest in developing
a brand and reputation in the Australian marketplace.
As such, embracing the Australian way of development,
which the banks and market are familiar with, also
becomes an important ingredient to success. My advice
is to have clear direction for a long—term vision, engage
the best consultants in the industry and develop trusting
relationships so that your team will work with you to
mitigate risk and drive success, brand and profit.

TAE's Richard Wong and Grace Lim interview Brae Sokolski, CIO of MaxCap Group
and Mark Pomeroy, CEO of Pomeroy Pacific
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