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Higher leverage, lower
presales: The changing risk
in development finance

Higher leverage and lower presales requirements are increasing risk
in development finance, putting greater emphasis on disciplined
underwriting, exit liquidity and portfolio diversification.

[GAELCEWTENS

1. Competition in the development financing market, fuelled by the return of
bank lenders and an increase in capital availability to non-bank lenders,
has seen both banks and non-bank lenders increase their exposure to
development risk through higher leverage and lower presales cover.

While the resulting risk may have been acceptable at a time of ever-
increasing residential property prices, recent rate rises and changes to
federal policies have curtailed demand, slowing developers’ ability to either
pre-sell housing, or sell completed developments.

An outcome of a low-presales period is the increased importance of
residual stock loans as a source of exit liquidity for development financing.
Questions around the required risk premium and depth of the residual
stock loan market remain.

Some Australian real estate developers are likely to experience distress as
construction costs continue to rise and the housing market cools - passing
increased risk onto underlying lenders where loans were not adequately
de-risked.




The recent steep rise in sovereign bond yields
creates significant challenges for governments
financing ever-increasing debt levels, as well as
further pressure for the private credit market — with
real estate debt particularly impacted.

Property investors are contending with the

impact on discount rates, asset valuations and

the continuing impact of inflation on construction
costs. What began as pandemic-led supply chain
disruptions dovetailed into cost increases triggered
by the conflict in Ukraine, with further cost
pressures arising from this year’s conflict in the
Middle East.

These changes come after years of strong inflows
into the commercial real estate (CRE) debt market,
fuelled by non-bank lending. While a relatively
new entrant to the debt market, non-bank lenders
have, over the past decade, established themselves
as a significant source of residential development
financing, with inflows markedly increasing from
2021 onwards. The proliferation of private debt
liquidity and resulting competition for deals, has
seen lenders take on increasing levels of risk.
Crucially, where banks often diversify their CRE
loan books across sectors — residential, office,
retail, industrial and others — non-bank lenders
are traditionally more exposed to residential
development risk, with some having around 70-80%
of a loan book exposed to the sector.
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Increasing competition, increasing risk

Banks retreated from the CRE market in the years
prior to the pandemic and have only re-entered

the market in the past few years. During the same
period, non-bank lenders experienced increased
private credit inflows - increasing competition and
driving up loan-to-value (LTV) ratios. By 2026, the
average bank LTV ratio had risen to around 66% —
an increase of more than 10 percentage points since
2020 and just shy of non-banks’ 68% LTV ratio only
five years prior (Chart 1). Non-bank lenders have
traditionally competed with banks by providing
developers with unitranche facilities that combine
equivalent senior bank debt and mezzanine debt
into a single loan. This unitranche, or stretch
senior loan, explains the 10-15 percentage point gap
between the bank and non-bank lenders’ LTV in
Chart 1. Consequently, as bank LTV ratios increased
over time, the LTV ratio for non-bank lenders
increased from the 70% to 77% LTV in order for
non-bank lenders to remain competitive.

Alongside banks’ higher LTV ratios comes an
increase in the offtake risk associated with
residential projects. As recently as the 2022
financial year, banks were only lending where full
presale cover was provided by developers, de-
risking the project almost entirely. However, faced
with growing competition, banks lowered their
presale requirements, aggressively shifting into
territory previously catered to by non-bank lenders.
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NON-BANKS MAINTAINING A GAP AGAINST BANKS ON PRESALE DEBT COVERAGE REQUIREMENTS
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As was the case with the change in LTV ratios, the
two sectors maintained a similar spread, with the
non-bank sector lowering presale requirements
by more than half - from around 72% in 2020-21
to 23% over the course of 2025-26. Meanwhile,
between the 2022-23 and 2025-26 financial years,
bank presale coverage declined from near-total
coverage of 98.5% to 43%.

As a result, when evaluating the creditworthiness

of any one developer, the task has evolved. While
lenders were previously able to significantly de-risk
by insisting on presale protection, they now must
assess where a project’s local property market may
stand in 18 months to two years, and whether a
developer will be able to sell the completed project
quickly and for the desired price and profit margin.
The post-pandemic boom in residential prices offered
developers and lenders some assurance that they
would meet their business cases. However, sustained
inflation, less benign policies and four rate rises
over the course of 2026, have placed significant
pressure on local developers and non-bank lenders’
underwriting assumptions.

Developers and lenders are now faced with the
additional challenge of rising construction costs.
When evaluating any real estate loan, it is important
to examine whether a builder has fully accounted
for this potential escalation rate when pricing a
construction contract. In the case of Brisbane, the
escalation rate for a construction deal is forecast

at 7% a year (Table 1), equivalent to more than

half the profit margin of a typical build contract.
Persistent pressure on labour, materials and
subcontractor pricing matters in two ways. First,

it can create a funding gap if the development
contingency is inadequate. Second, it can weaken
the builder precisely when the project needs
continued performance. A fixed-price contract is not
a substitute for a solvent builder with enough margin
and liquidity to honour it.

It’s crucial that these significant cost increases are
accounted for when underwriting any transactions.
Questions that any lender — whether bank or non-
bank lender - should ask include: Can the builder
sustain the escalation? Has the construction contract
priced a realistic per square metre rate for that

local geographic area? And will the escalation leave
the builder with a margin they deem acceptable

to continue with the project and what are the
consequential impacts on their overall workbook? A
prudent lender needs to ask such questions against a
higher LTV and lower presales lending matrix.

Lower presales increase reliance on
residual stock finance

The natural outcome of a reduction in presales
coverage to activate construction debt is that it leaves
more stock to be sold after completion. Traditionally
in a high-presales-coverage market, the unsold
stock is the equity or profit for a developer. However,
a low presales environment means that developers
now must leverage up the unsold stock as a means
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Property private credit: when growth outpaces alignment

Australia’s private credit expansion has met a
genuine financing need in parts of the market
that require out-of-the-box bank lending
solutions and where banks have become more
selective. However, recent developer distress,
valuation adjustments and restrictions on
fund withdrawals have sharpened scrutiny of
underwriting, governance and the alignment
between managers and investors. These
developments warrant examination without
assuming that all managers share the same
weaknesses.

In our view, three features help explain the
proliferation of property debt businesses.

First, origination can be relatively scalable.
Established intermediary networks and
repeatable loan and security structures can
support portfolio growth. But repeatable
documentation does not make development
risk standardised. Assessing sponsor equity,
construction costs, completion funding and
repayment capacity requires specialist
resources. Competitive pressure becomes
dangerous when deployment targets take
precedence over those disciplines.

Second, tangible security is a compelling
fundraising proposition. Property is familiar,
and mortgage security can reassure investors.
Yet security establishes a claim on an asset; it
does not guarantee recovery of principal. An
unfinished development may require
substantial further expenditure before it can be
exited. Lending ratios based on assumed
completion values therefore need to be
considered alongside current values, remaining
costs and stressed recovery scenarios.

1M

Third, fee structures can make loan activity
more immediately rewarding to managers
than durable investment outcomes. ASIC has
identified arrangements in which managers
retain some or all borrower-paid origination
fees (either upfront fees or establishment
fees), alongside other remuneration. Its
research also highlights the incentive for
shorter loans and repeated refinancing to
generate these additional fees. Where
remuneration is earned upfront while
investors retain the subsequent credit risk,
incentives can diverge. Limited disclosure
makes that divergence harder to assess.

Development lending also requires care when
interpreting returns. Capital is typically drawn
progressively, so a headline annualised loan
return does not describe the actual earnings on
an investor’s entire allocation. Where subscribed
capital awaits deployment in lower-yielding
assets, net investor returns may be materially
lower. Fees and credit losses can widen the gap.
Finally, performance fees require particular
scrutiny where they crystallise on individual
transactions or unrealised income before the
portfolio’s eventual losses are known.

A stronger private credit market requires
disclosure of all manager remuneration,
independent valuation and credit oversight,
limits on connected-borrower exposure, and
liquidity terms consistent with the underlying
loans. Performance rewards should reflect net
investor outcomes, with appropriate loss carry
forwards or clawbacks.

The test is whether a business model rewards
sound lending through repayment and recovery
— not simply capital raising and loan origination.
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TABLE 1
RLB ANNUAL TENDER PRICE INDEX UPLIFT %
Previods une 2026 Change vs 2027 2028 2029
Quarter) (Latest) previous (Forecast) (Forecast) (Forecast)
Adelaide 3.5 51 51 - 5.5 5.5 5
Brisbane 5 5 5 = 7 7 7
Canberra 3.75 47 47 - 4.8 4.3 4
Darwin 5 6.9 5.9 -1 51 4.6 4
Gold Coast 4.5 6 5.5 -0.5 7 7 7
Melbourne 4 4 4 = 4.25 4.5 4.5
Perth 5.4 5.6 6.5 0.9 5.9 5.5 51
Sydney 45 4 4 = 45 5 45
Townsville 6 7 7 - 7 7 7
Australia 4.2 4.6 4.6 = 5.2 5.3 5.1

Source: RLB September Construction Costs Report

Notes: Percent change from December to December each year. Forecasts assume the Middle East conflict is mostly resolved by the December quarter 2026,
with prices for refined oil products and other oil-linked products returning to around the levels of early 2026 by the start of 2027. Australia TPI series is created

by weighting cities by building approvals values.

to refinance out the incumbent construction debt

by taking what is referred to as a residual stock

loan. Residual stock loan amortisation depends on
assumptions about monthly sales volumes, sale
prices and holding costs. If actual performance falls
short, the loan may need to be extended or amended,
slowing cash flow and eroding the developer’s
remaining profit.

[FM Investors observed a significant pipeline of
residual stock loans in the last 12 months, mostly
from those that had received development financing
in FY2024. Extrapolating from the even lower
presales environment for FY2025 and FY2026,

IFM expects the residual stock market to grow in
the near term as a result. If purchaser headwinds
persist, lenders must ask themselves: how liquid is
the residual stock loan market as an exit option for
development financing? What is an appropriate risk
premium for a residual stock loan?

Contact our Client Solutions team

Asset-backed assessment

In short, the development financing market has been
taking on more risk, backed largely by a belief that
asset values will remain strong and even continue
the growth trajectory seen since the pandemic. The
availability of capital to non-bank lenders has led
lenders to take on more asset-based risk rather than
pursuing exit strategies on which lenders would have
traditionally focused.

While some lenders and developers may face
challenges in a more competitive market, investors
can minimise risk by avoiding monoline strategies
focused entirely on development financing. Where
development financing may feature as part of a
diversified credit portfolio, careful assessment of

a developer’s ability to withstand a downturn in
property prices or higher construction costs can
help investors avoid the risks associated with more
aggressive lending practices.

To learn more about how diversified credit strategies can help investors navigate
changing market conditions, please contact our Global Client Solutions team.
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Important Disclosures

The following disclosure applies to this material and any information provided regarding
the information contained in this material. By accepting this material, you agree to be
bound by the following terms and conditions. The material does not constitute an offer,
invitation, solicitation, or recommendation in relation to the subscription, purchase, or
sale of securities in any jurisdiction and neither this material nor anything in it will form
the basis of any contract or commitment. IFMInvestors (defined as IFM Investors Pty Ltd
and its affiliates) will have no liability, contingent or otherwise, to any user of this
material or to third-parties, or any responsibility whatsoever, for the correctness,
quality, accuracy, timeliness, pricing, reliability, performance, or completeness of the
information in this material. In no event will IFM Investors be liable for any special,
indirect, incidental, or consequential damages which may be incurred or experienced
on account of a reader using or relying on the information in this material even if it has
been advised of the possibility of such damages.

Certain statements in this material may constitute “forward looking statements” or
“forecasts”. Words such as “expects,” “anticipates,” “plans,” “believes,” “scheduled,”
“estimates” and variations of these words and similar expressions are intended to
identify forward-looking statements, which include but are not limited to projections of
earnings, performance, and cash flows. These statements involve subjective
judgement and analysis and reflect IFM Investors’ expectations and are subject to
significant uncertainties, risks, and contingencies outside the control of IFM Investors
which may cause actual results to vary materially from those expressed or implied by
these forward-looking statements. Allforward-looking statements speak only as of the
date of this material or, in the case of any documentincorporated by reference, the date
of that document. All subsequent written and oral forward-looking statements
attributable to IFM Investors or any person acting on its behalf are qualified by the
cautionary statements in this section. Readers are cautioned not to rely on such
forward-looking statements. The achievement of any or all goals of any investment that
may be described in this material is not guaranteed.

Past performance does not guarantee future results. The value of investments and
the income derived from investments will fluctuate and can go downas wellasup. A
loss of principal may occur.

This material may contain information provided by third parties for general reference or
interest. While such third-party sources are believed to be reliable, IFM Investors does
notassume any responsibility for the accuracy or completeness of such information.

This material does not constitute investment, legal, accounting, regulatory, taxation or
other advice and it does not consider your investment objectives or legal, accounting,
regulatory, taxation or financial situation or particular needs. You are solely responsible
for forming your own opinions and conclusions on such matters and for making your
own independent assessment of the information in this material. Tax treatment
depends on your individual circumstances and may be subject to change in the future.

This materialis provided for educational purposes only and should not be construed as
investment advice or arecommendation to buy or sell securities.
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Australia Disclosure

This material is provided to you on the basis that you warrant that you are a “wholesale
client” or a “sophisticated investor” or a “professional investor” (each as defined in the
Corporations Act 2001 (Cth)) to whom a product disclosure statement is not required to
be given under Chapter 6D or Part 7.9 of the Corporations Act 2001 (Cth). IFM Investors
Pty Ltd, ABN 67 107 247 727, AFS Licence No. 284404.

United Kingdom Disclosure

This material is provided to you on the basis that you warrant that you fall within one or
more of the exemptions in the Financial Services and Markets Act 2000 (‘FSMA")
[(Financial Promotion) Order 2005] [(Promotion of Collective Investment Schemes)
(Exemptions) Order 2001, or are a Professional Client for the purposes of FCA rules]and
as a consequence the restrictions on communication of “financial promotions” under
FSMA and FCA rules do not apply to a communication made to you. IFM Investors (UK)
Ltd shall have no liability, contingent or otherwise, to any user of this material or to third
parties, or any responsibility whatsoever, for the correctness, quality, accuracy,
timeliness, pricing, reliability, performance, or completeness of the information in this
material.

Switzerland Disclosure

ThisInformationis provided to you onthe basis thatyou warrantyou are (i) a professional
client or aninstitutional client pursuant to the Swiss Federal Financial Services Act of 15
June 2018 (“FinSA”) and (i) a qualified investor pursuant the Swiss Federal Act on
Collective Investment Schemes of 23 June 2006 (“CISA"), for each of () and (i)
excluding high-net-worth individuals or private investment structures established for
such high-net worth individuals (without professional treasury operations) that have
opted out of customer protection under the FinSA and that have elected to be treated
as professional clients and qualified investors under the FinSA and the CISA,
respectively.
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