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ABSTRACT

The cost of capital in the country has displayegstincrease in recent times as interest ratesdmtaued to
rise. This in turn has affected the profitabilitiyreal estate development. The huge capital comeritrn real
estate development often times drive developeexpioiting other sources of capital, apart fromiggwvhich
will incur a cost that has to be financed by pdrtthe profit from such investment, thereby affegtithe
profitability of the development to the developEhis research examined the effect of increasing absapital
on the profitability of real estate developments Benin City, Nigeria. In carrying out investigation
questionnaires were administered to selected rstaltee developers who developed for income genegratin
purposes, as well as structured interview with dffecials of Central Bank of Nigeria. Data colledtevere
analyzed using the simple percentage analysis terrdae the relative strength of responses drawh the
annual repayment model to determine cash flow freah estate development. It was revealed thatafasipital
created negative rate of returns which implied thatincreasing cost of capital reduces the ptefiel of real
estate development in Benin City property markéte Btudy therefore concluded that the increasirsg 0b
capital in Nigeria affects the profitability of fdeastate development negatively. However, the Fadder
Government of Nigeria was advised to revitalize Nagional Housing Fund Scheme in order to booststors’
opportunity of accessing loans and manage inteedss as a way of stimulating the economy to starffe
inflation.

Keywords. Real Estate Development Cost of Capital, ProfitghilAnnual Repayment Model, Benin City,
Nigeria.

1.0 INTRODUCTION

Real estate development is arguably the safessiment in the world as it provides the investoridewange of
benefits which includes profit, prestige, collatdoa bank facility, etc. Though, an attractive @stment option,
one wonders why many nations of the world expegesiwrtage in supply of real estate developments.
Real estate developments are capital intensiveahyre, they require a considerable amount of dapitaxecute
them; hence, only a very small percentage of thveldpment sum/cost is normally provided from sasing is
therefore necessary for investors and the soaieggneral to have basic knowledge on the costalf sapital in
terms of interest rates.

The huge capital requirement/cost for real estateeldpments have discouraged quite a number okiakg
while the bold and unwavering lot have found wisdarseeking professional advice and preparatiotetdiled
viability reports in other to maximize profit andcad unnecessary capital wastages.

The estate surveyor and valuer usually offers pgifmal advice to enlightened investors as regtmeldest
investment option in an area with special consiitamato the cost of capital, the period within whithey will
be recouped and the expected profit from suchestate investment.

Generally, interest rates have a profound effedhenvalue of income producing investments.

Mortgage rates influence property values and mbility of real estate developments. Interest rdiase
become major influence on capital flow, the supgtygl demand for capital, and the investors ratestofrn on
investment i.e. investment on real estate developme

In the face of global economic turmoil, unstabl8aition rates, etc; increasing interest rates aaredproperty
prices in variety of ways. This study therefore rai@ed the effects of increasing cost of capital tba
profitability of real estate development in BeniityCNigeria.

The study examined the effect of increasing cos@gpital on real estate development in Benin City.
Although the essence of the study examined thecteffeincreasing cost of capital on the profitailof real
estate developments in Benin City, the researchliwdied to income generating real estate investsianound
Ekenwan Road, Ugbowo, Sakponba, Sapele/GRA in B&itjn

2.0 REAL ESTATE DEVELOPMENT/INVESTMENT

The word “Development” covers a very wide spectritrill therefore be out of place and misleadingiefine
development in a single and precise sentence.

Aibangbee (2003), defined development in relatioriaind, as the process of carrying out the construg

works which are associated with a change in theotitend or of the land with its buildings or wighchange in
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the intensity of the use of land or with a re-els@inent of an existing use. Such works would ideluhe
alteration, erection or re-erection of buildingsl aiso the construction of roads and sewer, thielibgi of river
walls or the laying out of playing fields. The woiglalso used to describe such land and workslyowiben
constructional facilities like water, electricitielephones, access roads, etc, on bare land b#feractual
construction of any structure on the site is alsoned development. The essential characteristiccantmon
factor in each of the activities listed above iattit goes through a process which is aimed adfgatg the need
for usable space and transforming space from iistieg form to a different state with a view to isfting
existing or projected needs or demand and it idyxtion process or a phase in the productiongamdt is the
process or range of processes that is generadiyreef to as property development.

The word “Development” with regard to real estade bheen variously defined as follows:

The Town Planning Act, 1962 Section12 defines dguelent as the carrying out of building engineerrmgks,
mining or other operations on or under land or akimg of material changes in the use of any bugdin other
lands.

In socio-economic term, development is a progressansformation of the society.

According to section 12(2) of the British Town a@duntry Planning Act of 1947, development is theyiag
out of building, engineering, mining or other og@ma in, on, over or under land; or the making oy anaterial
change in the use of any building or other lands.

CAP 155, Laws of Nigeria 1948, defined developneritclude only building or re-building operatioasd any
use of land or any building that was last used.

Section 96 of the Lagos State Urban and Regiorainphg Board Edict No. 2 of 1998, defined developthaes
the making of any material change in use of anyl ldwilding, structure, or conversion of land, Hisb
structure from it's established or approved use andhe placing or display of advertisement on lidued,
building or structure.

According to Emoh (2004), property development if@am of investment which involves the applicatioh
capital and other resources to create a new produds an investment that entails foregoing présen
consumption in anticipation of future/long term bét This is an activity in which capital is sumither for
provision of new physical structures or for thedmrelopment of old ones. The chief motive behinthstenture
may vary from the security or regular inflow of omoe over a number of years to the provision of lilsum
capital to facilitate the take off, of another matj and further allow for the enjoyment of the spleattribute of
investment in land which is the joy of ownershim aneeting of social needs.

Aibangbee (2004) opined that property developmeiat imulti-disciplinary and term activity and canwewed
as the use of land in its broadest sense to ohtamtisfactory environment, taking into consideratihe social
and economic needs of the society; it involvestoriéa and covers a wide range of processes. Ptgman be
looked upon primarily as a usable commodity andperty development as the process of producing that
commodity. Property development embraces the varjmocesses that take place through the allocation
resources in land in various forms or phases teesetoptimum utility of profitability.

According to the Nigerian Urban and Regional PlagnDecree No. 88 of 1992, property development is
defined as the carrying out of any building, engiég, mining or other operation, in, on, over |ZDR, the
making of any environmental significant changehia tise of any land or demolition of building incdhgl the
felling of trees and the placing of free standingction used for display of advertisement on land.

Kuye (2008), said that property development isgtacess of dividing raw land into plots, installiageet and
preparing for construction of the improvement, pinecess of carrying out construction works withharige in
the use of the land or with a re-establishment rofegisting use. Such works would include the afiena
erection, or re-erection of building and also tbestruction of river and sewer, the building oferiwall or the
laying of planning fields among others.

According to Aibangbee (2003), property developmerin act of generating latent values in landfareating
benefit thereof by incurring on it cost in the foohlabour, capital or management skill. Propegyelopment
could then be regarded as an improvement made lapdn which may be either bare but ripe for devaiept
or partly developed, or one which there is an addsabtructure. In concrete terms, property devetojiroan be
said to mean the carrying out of works involvinghenge in the physical structure, and in the typkiatensity
of use of an existing real property.

Investment in real property may either be in thamfof financial investment or real investment. Ficial
investment in real estate involves acquiring landlding and similar estate assets in order tovaefiom them
rents or other annual income. Real investment ireslthe creation of new assets which may be broadly
identified with property development. Almost anynkdo a property or changes in the management @rofis
premises can have the effect of modifying its usefss and income earning capacity and the term
“development” may apply to the whole range of simctovations, however small ( Emoh, 2004).
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Thus real estate development involves mainly pgttand into more profitable uses by the constouctf new
building, alteration of existing buildings to enlganefficiency in the present uses or to meet chmngeeds,
tastes and demand.

Real property may be acquired by auction, by tendgrprivate treaty or by takeover bid, or by push.

Investment in real property can also take the fofrfi'Sale and Lease back”. The principle of Sale ardse

back involves the outright sale of one’s interestiireal property as a means of obtaining finambe. same

property sold is then taken on leasehold basihibwgeller.

Real estate development because of its peculiaractesistics requires colossal amount of money ¢o b

executed. The enormous amount of money involvedesakdifficult most times for equity capital onlg be

used in its development. Thus, real estate invelstevelopers often seek and obtain credit fagliteefund real
estate development to completion. Without creditlites, very large and choice real estate devalept would

be difficult to accomplish. Thus, ready availalyildf debt funds is necessary for efficient operatib real estate

development in any economy.

There are many sources of finance for real estetestment. The sources could be internal or exteimarnal

sources are sources by which that estate will gé@etevelopment funds internally without going tarbw for

example rental incomes generated internally froeestate. External sources are finance brought éatside
the estate that includes borrowed fund, consogiatdth, operators equity capital, etc.

However, sources of real estate finance can balbrcategorized as:

1. Informal or traditional sources

2. Formal or contemporary sources

There are several kinds of traditional sourcesmnafce as discussed below:

i. Isusu system (small rotary credit associatidi)is is an association of small group of peoplehef
same class involved in mutual aid scheme. The pyinthrust of the association is thrift and
compulsory saving of certain amount of money amaegnbers at regular intervals and advancing the
total sum to members in turn until every person Iesefited. This system has survived up till today
because of its popularity and effectiveness instiagi the members of the association raise reasnab
investment capital.

ii Social Clubs and Associations: Social clubs m@re or less social insurance or security schemes f
members. Members of the association contribute smameraise funds through launchings and other
income yielding ventures to embark on project ofmown interest such as ceremonial halls and
development projects of social/charitable natureese associations include: Age grade association,
married women association, extended family menvesrtien association, etc.

iii Local Money Lendersiocal money lenders provide quickest and easiastceoof loans but at very
high cost and burden. They usually charge highréisterates and require borrowers to deposit vaduabl
security which they forfeit on default of repaymeantigreed date.

Formal or Contemporary sources of real estate dpwent finance can be categorized into two,
namely:

i Equity capital

ii Debt capital

i. Equity Capital: This refers to that part of tlkstate capital contributed by the proprietor(s)e Th

proprietor(s) owns the equity fund hundred peregmt as such is not expected to pay interest dnrépresents

the stake of the owners in that estate. Thereeareral kinds of equity finance sources such as:

Personal and family savingBersonal and family savings have been a major smifrceal estate development

finance in both rural and urban areas in Nigeriamfrthe pre-historic time. Most investors use their

family/personal savings in real estate developmditavever, because of the huge capital outlay waablin
real estate development, personal/family savingaealmay not be enough to complete the project,cthen
recourse is often had to debt finance.

Sale and lease backale and lease back is an arrangement whereby tmerevecupier of a freehold or

leasehold property sells his interest in the prgp&y a purchaser (usually an institutional investon the

understanding that the property is granted backino on a lease which may represent an investméatat
return on capital (i.e. the purchase price).

Consociate wealth (finance): consociate wealthearishere two or more estate or proprietary landsusnie

under the ownership of one proprietor who is atriifp to use income from one unit to invest in aeottnit.

Consociate wealth enables an owner of proprietarg Linits to maneuver the resources of the unasaay that

will lead to better development of the units fohanced overall economic returns.

ii Debt Capital: Debt capital or finance represebtsrowed fund which is external to the estateimplies

adopting funds from outside personal sources.
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Investment in real estate generally involves hdaitial capital outlay which is beyond the financiasources
of most people in the society. Therefore, with@al restate credit facility, many property owneraigdmot have
been able to attain their position.

The foregoing scenario necessitates the need Hirfidance which can be sourced from:

Banks: The Nigeria banking industry has differgitets of banks which offer peculiar services ind¢henomy.
Banks includes commercial banks, Industrial andettgpment banks, primary mortgage institutions, micr
finance banks, among others. Before now, commebeaiaks do not lend for real estate developmentfthtthe
emergence of mega banks, they are expected talerdain percentage of their loan on long ternisktasreal
estate in accordance with central bank of Nigexgutation.

Insurance Companiesnsurance companies provide hedge against riskssprehd the liability and burden of
risks when they occur on several people as evidkntehe regular premium which the insured has dg. p
However, the Act regulating insurance businesténcbuntry requires that not less than ten peiafethie assets
of non — life insurance companies shall be investeckal property while for the life assurance camigs the
minimum shall be twenty — five percent. The companmay invest such funds directly in real estate
development projects on their own or indirectlylaans to real estate developers and building desiatn
mortgage basis.

Building societies and saving and loans: Theseamsociations of real developers which primarily amn
providing finance for housing development. Theteraf interest is usually very low compared to thtes of
interest in money markets; examples include statesing development corporations, etc.

Contractors financingThis is an arrangement whereby the contractor di.eal estate development company)
undertakes in the building contract agreement,xecetive the building construction in accordancéhwhe
approved building plan and to be paid at certa@iges or on completion of the development. The actur
reserves the right to retain control of the propemtil he has been repaid the agreed cost of dpirej the
property.

Pension Funds:with the inauguration of Nigerian pension’s fundsahd, pension funds will begin to serve as
significant providers of long term finance for dapinvestment as obtainable in developed countfiee main
objective of the fund is to adopt a more comprelvensocial security scheme for Nigerian privateteec
employees. It is hoped that the fund managersmalke available the idle funds mobilized from prévaector
employees and their employers for financing lormgatecal estate investments.

Property companies: These can be public or privateture. Where they are private, they invite ffrdm the
public in form of tenders and the issuance of shdfét is the government on the other hand, tlais be through
taxation. Both of them could use their own capitadlevelopment and at times, borrow, securing tlo@ins on
their assets. They could also lend out their mareynortgage basis.

2.1 REAL ESTATE PROFITABLITY AND COST OF CAPITAL

Real estate investment profitability is anchoredtloa returns which are income generated or thetadagéin
achieved from the investment being converted teragntage of the capital outlay.

According to Emoh (2004) it is the amount of moeayned over the investment period per the amouwesied.
The percentage is normally calculated on an anpasik. If the property is acquired for letting, tie¢urns will
be the possibility of capital appreciation.

The initial yield on an investment is the curreat mcome expressed as a percentage of the capita. The
current income is normally known or can be estimhated therefore the capital value of the investrdepends
on the yield which investors are prepared to accept

Investors seek the highest rate of return on ttegiital. They may accept a low initial yield beao$ the long
term prospects of the investment. To some exténtyteld reflects the investor’s view about theufet risks
attached to the investment. The higher the risk hilgher the yield and problems associated witaastment
and vice versa (Emoh, 2004).

According to Emoh (2004), the investment returns ba measured with the aid of the internal rateetirn
(IRR), Net Present Value (NPV), profitability indestc. However, profitability index finds in ratithe naira
amount difference between the sum of present vatdeall future cash flows and the amount of initial
investment.

The advantage of using profitability index to maasproperty investment opportunities is that asta, it
allows you to measure the proportion of Naira’sine¢d to Naira investment, and therefore allows tgoeasily
compare present value and initial investment onramgber of investment opportunities.

Capital for an investment is simply money. It ig financing for the investment or the money usedperate
and buy assets. Cost of capital is the cost ofimibg that money or financing for the investmenheTcost of
capital is simply the rate or interest rate it sdbe investment to obtain financing.

An investment’s cost of capital is simply the cofimoney the investor uses for financing. If aneistor only
uses current liabilities and long term debt to fice his projects, then he uses debt and the costpifal is
usually the interest rate on that debt.
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One component of the cost of capital is the costett financing. For large investment, debt usualgans large
loans while for very small investments; the debt naean trade credit. For either, the cost of delité interest
rate the investor pays on the debt.

Another component of the cost of capital is the cbgquity financing if the investor is a publiovestor.

Return on capital is the amount of profit earned @uan investment as compared to the amount oftalap
invested. The key to cost of capital for an investiris that an investment return on capital musags equal or
exceed the cost of capital for any project in whilsl investor wants to invest. In other words, itheestor’s
investment rate of return (return on capital) nemtial or exceed their financing rate of return edstapital in
order for the investment to be profitable.

Real estate development/investment has besnasea form of investment which involves the agpion of
capital and other resources to create a new prodhéth could be in the form of residential property
commercial property, industrial property, etc.

Many investors venture into real estate developrf@nshelter, boom and prestige, social/profit, toaxity and
investment and the essential factors of such vestare land, capital, materials, labour, and ergregur.
However, different property developers exist, sastprivate developers which include individuals vilidd for
owner occupation, individual or group of individsaWwho build for investment purpose etc, and public
developers which consist of government and theémags. A developer can invest in property devekmm
either directly — when an investor or the owneagiroject undertakes the development by himseffriancing
and employing the professionals in the constructmtustry directly; or indirectly — when an investor the
owner of a project undertakes the development tiir@omeone else other than himself.

In the course of the investment, the developmeifiit umdergo the conceptualization state, site idigation
stage, development appraisal stage, land assenddye,sassessment of demand stage, and the design of
development programme stage.

Furthermore, it was gathered that finance is theg tkethe investment decision and the various methoid
project finance included, equity finance, bridgifigance, contractor finance, syndicate housing rfiea
mortgage finance and others.

Finally, real estate differs from other investmémtthat it lack central institution, imperfectiorf property
market knowledge, uniqueness of individual properglivisibility into smaller units for the purposé sale and
the fact that transactions are very costly, ancetimconsuming while it's advantage over other itwesit
outlets lies in its profitability in many and reakms which may be measured in form of a percentageession
of the income generated or capital gain achievéagbeonverted.

3.1MATERIALSAND METHOD

This study employed the survey research designr@searcher adopted the design because he wasstetin
the study of a whole population through the stuflp sample considered to be a representation oivtiae
population. The study sought the opinion of theiowss professionals involved in the area of reahtest
development which include: the Architects, the gyaurveyors, builders and the estate surveyodsvatuers,
in the various segments in Benin City property rearés well as the central bank of Nigeria (CBN)eTh
conclusions reached in this design were accurate.

In view of the large size of the population of Be®ity, it became impossible for the researcheradopt the
entire population for this research. For this reasbe researcher took a selected housing unharstudy area
with common features and characteristics. A tofa2@0 (Two Hundred) housing units designed andtffier
same purpose were selected by the researcheres stuitty.

The targeted population of study consists of prigein the Benin metropolis, while information walstained
from firms of estate surveyors and valuers, arclitequantity surveyors, builders and other rettesnvestors.
The sample of the study was selected propertiesldeed for income generating purpose within thel\starea
between 2009 and 2013.

The study employed stratified sampling techniquselecting the sample population. This techniqwélds the
population into homogeneous sub-groups which im ¢thse are developed residential and commercipkpies
for letting/lease based on the objective of thastthen; the simple random sampling was emplogesktect
the appropriate sample sizes for each stratumlsgraups. It consists of residential and commenmiaperties.
The study employed the questionnaire method in clataction. This is because the questionnairdfectve in
producing desired results in reaching out to a goothber of real estate developers. The instrumexg w
developed through the aim and objectives of thdysand the research questions that arose. Theiguesire
elicits information on rate of return on investmentproperties, cost of financing real estate dgweknts, etc.
Also, structural interview was conducted on offisiaf the Central Bank of Nigeria (CBN) to eliditformation
on interest rate.

The research questionnaires were validated thrasgitesentation to a panel of experts in the fafldeal estate
investment and development. The experts examinedjtiestionnaires carefully and where errors wesado
they pointed them out and offered suggestions graming the quality of the questionnaires. In aiddit pilot
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test was done and it was observed that the insttumeasured what it was expected to measure bifases
considered valid.
The researchers with the help of a field assistathinistrated a total of 40 questionnaires to thmple
population on different occasions. A total of 3Gegtionnaires were retrieved and analyzed appretyiathe
questionnaires success rate averaged 75%.
The data collected for this study were analyzedgusimple percentage and loan repayment methoektahe
relative strength of responses drawn from the nedeots using the formula:

R x 100

N 1

Where R = Reponses and N = Number of respondents.
Financial leverage will be computed using the fdanu

M(L+i)' i
= (1+Hj-1
Where P
) = payment per period (annually)
i = interest rate
m = mortgage loan
n = term in years

A total of 30 questionnaires retrieved were anadlyz
Table 1: Proportion of respondentswho developed real estate for income generating pur poses.

Response Frequency of response Per centage of response
Yes 30 100
No - -
Total 30 100

Table 1 above shows that 30 respondents, repragetti0% of the total population under study devets
estate for income generating purposes. So the stumlythe right track in determining the profitéhiof real
estate as its profitability is hugely dependenirmome generating capacity.

Table 2: Sources of funding real estate development.

Response Frequency of response Per centage of response
Equity Finance 10 33.33
Loan/Mortgage 8 26.67
Equity/Loan 12 40.00
Total 30 100

The table above shows that 33.33% of the realeedi&telopers in Benin property market develop edhity
without loan, 26.67% develop with loan while a rgroportion of 40% develop with a combinatioriazn

and equity.

Table 3: Do you develop real estate for income generation

Response Frequency of Response Per centage of Response
Yes 12 40
No 18 60
Total 30 100

Table4: Analysisof responseson increasein cost of capital of real estate.

Response Frequency of Response Per centage of Response
Yes 30 100
No - -
Total 30 100

Table 4 above shows that there is an increasesindhbt of capital of real estate as 30 respondeptesenting
100% of the total respondent attested to this.
Table 5: Effect of increasing cost of capital on the profitability of real estate.

Response Frequency of Response Per centage of Response
Positive - -
Negative 30 100
Total 30 30
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From the table above, it is revealed that increpsost of capital affects the profitability of resdtate negatively
as 100% of the investors under study attestedgdaht.
Table 6: Analysisof real estate development at Ekenwan Road between 2009 and 2013.

Y ear Property type Net Rent (N) Capital Equity Loan Payback
value period
2009 Bungalow N500,000 N14m N10m N40m 6yrs
2010 Block of flat N600,000 N20m N20m - -
2011 Twin Bungalow N600,000 N22m N17m N5m 5yrs
2012 Shops (lockup) N640,000 N18m N14m N4m 5yrs
2013 Shops N700,000 N19.8m - - -
Source: Analysis of field survey data, 2013.
Table7: Analysisof real estate development at Ugbowo between 2009 and 2013.
Y ear Property type Net Rent (N) Capital Equity Loan Payback
value period
2009 2No 3 bedroom flat N240,000 N8m N5m N3m 3yrs
2010 4No flat N800,000 N16m N13m N3m 4yrs
2011 Twin Bungalow N360,000 N1lm - - -
2012 Shops (lockup) N800,000 N12.3m - - -
2013 Shops N880,000 N13m N10m N3m 4yrs

Source: Analysisof field survey data, 2013.

Table 8: Analysisof real estate development at Sapele Road /GRA between 2009 and 2013.

Y ear Property Type Net Rent (N) Capital value Equity | Loan Payback period
2009 4 bed room bungalow N500,000 N24m N4 N3 6yrs
2010 6No 2 bed room flat N1,500,000 N32m N26m N6ém yrs6
2011 2No 2 bed room flat N400,000 N13m - - -
2012 2No 3 bed room flat N400,000 N16m N13m N3m s5yr
2013 8No (lockup) shops N800,000 N18m - - -

Source: Analysisof field survey data, 2013.

Table 9: Analysisof real estate development at upper Sokponba between 2009 and 2013

Y ear Property type Net Rent (N) Capital value Equity Loan Payback period
2009 Bungalow N 600,000 N14m - - -
2010 Office block N 800,000 N29m N20m N9m 6yrs
2011 Block of 4 flat N1,120,000 N26.6m - - -
2012 Twin bungalow N 360,000 N19m N16m N3m 5yrs
2013 Shops N1,120,000 N16.8m - - -

Source: Analysisof field survey data, 2013.
Table 10: Averagereal Estate Development between 2009 and 2013
Y ear Average rent (pa) Capital (N) Equity (N) Loans (N) Payback period
2009 385,000 N15m 12m 3m 5yrs
2010 925,000 N20.5m 19m 5m 5yrs
2011 620,000 N18.3m 14.3m 3.6m 5yrs
2012 550,000 N16.3m 14.3m 3.6m 5yrs
2013 875,000 16.9m 10m 3m 5yrs

Source: Analysis of field survey data, 2013.
Table 11: Average mortgage lending ratein Nigeria between 2009 and 2013.

Y ear Rate (%)
2009 18.40
2010 17.60
2011 16.75
2012 22.00
2013 23.00

Source: The Central Bank of Nigeria (CBN)
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4.1 APPLICATION OF THE LOAN ANNUAL REPAYMENT MODEL

payment per period (annual)

m(1+i)' i
_ (a+i)1
Where P=
P =
| = Interest rate
M = mortgage loan
N = term in years

This model will be used in comparing the returrreal estate development where development is throug
mortgage financing and where it is on hundred perequity financing.

Case| (2009)
Parameters:
Interest Rate = 18.40% (1)
Net Rent = 385,000 (NR)
Capital Value = 15,000,000 (CV)
Loan = 3,000,000 (M)
Equity = 12,000,000 (E)
Payback Period = 5yrs (N)
Annual Repayment
P = 3000,000 (1+0.184} 0.184
(1+0.182)1
= 3000,000 X 2.327 X 0.184
2.327-1
= 1284504
1.327 =N967,976
TABLE 12: CASH FLOW IMPLICATION
WITHOUT LOAN (N) WITH LOAN OF N3,000,000
Net Rent N385,000 N385,000 )
Less Debt Service N967 976
Cash Flow N385,000 -Nh82 976
Return on investment
N385,000 x 100 - N582,976 X100
N15,000,000 N12,000,000 1
= 2.6% =-4.9%
Source: Analysis of Field Data 2013.
Casell (2010)
Interest Rate = 17.60% (1)
Net Rent = 925,000 (NR)
Capital Value = N20, 500,000(CV)
Loan = N5, 000,000(M)
Equity = N19, 000,000 (E)
Payback Period = Syears (N)
Annual Repayment
P = 5000,000 (1+0.176% 0.176
(1+0.178)
= 5000,000 X 2.249 X 0.176
2.249-1
1.249 =N1,584,564
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TABLE 13: CASH FLOW IMPLICATION

WITHOUT LOAN (N) WITH LOAN OF N5,000,000
Net Rent N925,000 N 925,000
Less Debt Service 0 N1,584,564
Cash Flow N925,000 - N 659564
Return on investment
N925,000 X 100 - N659,564 x 100
N20,500,000 1 N19,000,000 1
=4.6% =-3.5%
Source: Analysis of field data 2013.
Caselll (2011)
Interest Rate = 16.75% (1)
Net Rent = N 620,000 (NR)
Capital Value = N18, 300,000(CV)
Loan = N 3,600,000(M)
Equity = N14, 300,000 (E)
Payback Period = Syears (N)
Annual Repayment 3,600,000 (1+0.168x 0.168
P =
(1+0.168)
= 3,600,000 X 2.174 x 0.168
2.174-1
= 1314835
1.174 =N1,119,962
TABLE 14;: CASH FLOW IMPLICATION
WITHOUT LOAN (N) WITH LOAN OF N3,600,000
Net Rent N620,000 _ N 620,000
Less Debt Service 0 N1,119,962
Cash Flow — N 620000 -N 499962
Return on investment
N620,000 x 100 - N499,962 x 100
N18,300,000 1 N14,300,000 1
=3.4% =-3.5%
Source: Analysis of field data 2013.
CaselV (2012)
Interest Rate = 22% (1)
Net Rent = 550,000 (NR)
Capital Value = N16,300,000(CV)
Loan = N3,600,000(M)
Equity = N14,300,000 (E)

Payback Period Syears (N)

Annual Repayment
3,600,000 (1+0.22) 0.22

(1+0.221
3,600,000 x 2.703 x 0.22
2.703-1

U
1

2140776
1.703 = N1, 257,062
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TABLE 15: CASH FLOW IMPLICATION

WITHOUT LOAN (N) WITH LOAN OF N3,600,000
Net Rent N550,000 N 550,000 )
Less Debt Service 0 N1,257,062
Cash Flow —N550,000 - N707,062
Return on investment - N707,062 X 100
N550,000 x 100 N14.300 000 1
N16,300,000 1 = 9’% .
=3.4% '
Source: Analysis of field data, 2013.
CaseV (2013)
Interest Rate = 23% (1)
Net Rent = 875,000 (NR)
Capital Value = N16, 900,000(CV)
Loan = N3, 000,000(M)
Equity = N10, 000,000 (E)
Payback Period = Syears (N)
Annual Repayment
P = 3,000,000 (1+0.23) 0.23
(1+0.231
= 3,000,000 x 2.815 x 0.23
2.815-1
= 1942350
1.815 = N1, 070,165
TABLE 16: CASH FLOW IMPLICATION
WITHOUT LOAN (N) WITH LOAN OF N3,000,000

Net Rent N875,000 N 875,000
Less Debt Service 0 N1,070,165
Cash Flow N875,000 - N_195,165
Return on investment

N875,000 X100 - N195165 x__100

N16,900,000 1 N10,000,000 1

=5.2% =-2.0%

Source: Analysis of field data, 2013.

TABLE17: SUMMARY OF RATE OF RETURN ON INVESTMENT
YEAR RATE OF RETURN WITHOUT COST OF RATE OF RETURN WITH COST OF
CAPITAL CAPITAL
2009 2.6% -4.4%
2010 4.5% -3.5%
2011 3.4% -3.5%
2012 3.4% -4.9%
2013 5.2% -2.0%

Source: Analysis of field data, 2013.

4.2 DISCUSSION OF FINDINGS

This study investigated the increasing cost of tehqpmin profitability of real estate developmentsBenin

property market. The following findings are obsetve
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Firstly, the study revealed that real estate isiydinanced through a combination of equity finarand loan as
shown in table 2 above where 40% of the data redgun attested to this. This implies that the dgels in
one way or the other incur cost in raising cagditatheir real estate development.

Secondly, cost on capital within the country of e¥hthe study area is a sub-set, fluctuates undtatity over
the last Syears. The rate of interest on borrovaggital shows double digit which is a devastatingmmenon
in financial investment. Table 11 shows that thte @&f interest dropped in 2011 by 4.83% before hizaca
period high of 23.00% in 2013 showing an increds&/é6.

Furthermore, real estate profitability showed adyeand remarkable growth as shown in table 1ig.dbserved
that return on investment started from 2.6% in 2008reased to 4.5% between 2010 before droppiriy4%
between 2011 and 2012. However, the return soar@013 to 5.2%. But where there were high costagpital
the investments gave negative rate of returns wimgily that the increasing cost of capital reduttes profit
level of real estate development in Benin properéyket.

5.1 CONCLUSION AND RECOMMENDATIONS

Real estate development produces income by wagntf This income and capital grow as a result oftslges
of stock of accommodation as well as inflation e economy. If the income and cost double as mauroc
under inflationary situation, profit also doublesadout the same proportion such that rent, cestd, capital
values appreciate. However, using borrowed fundnplify the outcome of equity investment createficial
leverage. This leveraging is said to be favouragelong as the rate of return on real estate dpusdots
exceeds the cost of capital.

This study however, showed that the increasing absapital in Nigeria within the last 5 years deeaegative
rate of return on real estate development as caedpar100% equity financing.

Because real estate development is capital intenaivd due to the poor state of the Nigeria economayy real
estate investors cannot finance their developmaetysthrough personal income as this could taler ttvhole
life thus, many resort to borrowing thereby creginfinancial leverage in the development.

The bank lending rate creates a huge cost of ¢egith thus reduces the income flow from the investis
which result in negative rate of return on investin@his study thereby concluded that the increpsiost of
capital in Nigeria affects the profitability of lezstate development negatively.

In line with the finding of this study, the follomg recommendations have been postulated;

0] Federal Government should revitalize the fumming of the National Housing fund so as to give
investors more opportunity of development through scheme rather than relying on commercial
banks.

(ii) The stringent terms and conditionality’s fobtaining the National Housing fund loans should be
ameliorated in order to give investors ease of gging the fund.

(iii) The Federal Government of Nigeria through tentral Bank should move focus away from monetary

policy and move towards managing interest rates agy to stimulate the economy or starve off
inflation as adopted by more advanced countrighefvorld.

(iv) Commercial banks should complement the CéBtaak effort by granting quasi-subprime mortgaggn to
reduce cost of capital.
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