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Outline of Today’s Discussion

@ Motivation and Research Questions

: GAO Han (SYSU ISBF)



Motivation

e While presale is prevalent around the world, it is remarkably
high in China: over 90% of residential units were sold through
presale during the 2010s.

e In the meantime, the growth of residential housing is aston-
ishing in China — the average living space per urban resident
surged from 7.1 m? in 1990 to 41.8 m? in 2020, accompanied
by a more than tenfold increase in average housing prices.

e China has also witnessed a surge in unfinished projects, impact-
ing millions of families and posing risks to system-wide financial
and social stability.

e What role does presale play in the rapid growth of housing de-
velopment and the painful surge of unfinished projects?
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Contribution of This Research

e It provides the first theory and evidence on the role of presale
policies in the residential housing market.

e Constructing a novel dataset of unfinished projects.

e The paper develops a theoretical model that examines the trade-
offs associated with presale policies in the residential housing
market, particularly focusing on the aspects of presale criteria
and postsale supervision.

e It provides insights into how presale policies can be used as
a financial leverage tool to accelerate urban development while
also highlighting the risks associated with developer moral haz-
ard and the potential for unfinished projects.
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Preview of the Conclusion

Main Finding 1
Tightening the regulation on postsale supervision by 2 standard de-
viations may lead to a 58% reduction in the occurrence of unfin-
ished projects, without changing the pace of new housing development.
(Pareto frontier)

Main Finding 2
The impact of presale policies on unfinished projects and developer be-

havior is shown to vary based on factors such as construction costs and
presale revenue.

v

Main Finding 3
It is possible to find a policy configuration that would make at least one

aspect of the policy outcome better without making any other aspect
worse.

v
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Outline of Today’s Discussion

© Institutional Background

: GAO Han (SYSU ISBF)



Presale in the Residential Housing Market

e In 1994, the Ministry of Construction issued “The Urban Com-
mercial Housing Pre-sale Management Measures”, officially per-
mitting presale in mainland China’s housing market. Since
then, presale has become a dominant practice, with over 90%
of the houses being sold through presale during the 2010s.

e In practice, housing presale encompasses a bundle of policies,
which comprises presale criterion, postsale supervision, and le-
gal protections available to presale buyers.

e In mainland China, the central government mandates that all
buildings must be at least 25% completed for presale. Local
governments have the discretion to set higher standards.
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Presale as a financial leverage and a risk-sharing tool

e The most prominent feature of presale is that it serves as a
financial leverage, shortening the borrowing cycle for developers
and enabling them to work on multiple projects concurrently.

e It also functions as a risk-sharing tool that transfers risks from
the developer to buyers.

e Upon collecting presale revenue, housing developers can then
reallocate their funds to initiate another project. Consequently,
a lower presale criterion can enhance financial leverage and ex-
pedite this process.

e Along with insufficient protection for homebuyers in the event
of unfinished projects, households bear almost all the risks.
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Presale in the Residential Housing Market

Figure 1: Presale system in mainland China
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Outline of Today’s Discussion

© Presale Model

: GAO Han (SYSU ISBF)



Model Setting

e Consider a model in which the developers maximize their payoff
for a given presale criterion and supervision extent.

e Consider the scenario where there is one representative devel-
oper with two potential projects to develop in this model.

e Project 1’s total expected construction costs are represented by
c. On average, ¢ accounts for 40 to 50% of the housing price in
China (National Bureau of Statistics, 2014).

e The duration required to complete Project 1 is normalized to
1.
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Model Setting

e The presale criterion posits that presale can begin at time
t = «, measured as a percentage of the construction process
that needs to be completed before presale commencement. This
construction milestone requries the developer to pay construc-
tion costs ¢; = acc upfront.

e Once the construction milestone is achieved, presale starts and
the developer can obtain presale revenue up to R.

e If Project 1 remains unfinished at the end of its planned dura-
tion, the developer can only receive a fraction of the supervised
amount back from the government (i.e., (1 — s) - (¢ — ac)) at
time 1 .

e The parameter s measures the intensity of postsale supervision.
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Model Setting

e The first shock, &;, affects the actual construction costs needed
for Project 1 before fulfilling the presale criterion. This shock
might represent land conditions that determine whether the
land is construction-ready or the developer needs to stabilize
the land before development begins.

e The second shock, &, signifies a developer-specific cost tied to
abandoning Project 1. It can be interpreted as a variation to
the typical ethical, legal, or reputation costs of deserting an
ongoing project (7).

e For ease of exposition, we assume & ~ Uniform (—oq,+01),
and & ~ Uniform (—oy, +039).
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Presale timeline

Figure 2: Presale Timeline
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Potential outcomes and probability

e outcomel:Abandon project 1 and ignore project 2

Pr: — 1 R+K-c-M\ (1 7—-(1=5s)(c—ac
1= 2 201 2 209

e outcome2: Abandon project 1 and start project 2

Pry — (R+K—C—M+1) (1_T—<1—s><c—ac>>

201 2

2 209
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Potential outcomes and probability

e outcome3: Continue project 1 and ignore project 2

Pry — R—I-K—ozc—M_i_l 1 7-(-s)(c—ac)
201 2 2 209

e outcomed: Continue project 1 and start project 2

Pry=1— Pry— Prog — Prj
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Potential outcomes and probability

The probability that the developer starts project 2

20’1 2 ~ _

K—ac—M 1
Plrasy = (L‘i‘—)a + (PT2+PT4)(1_Q)

TV
Project 2 arrives after the presale

Project 2 arrives before the presale

The probability that project 1 becomes unfinished

1 7—(1-9)(c—ac)
Proy;=- —
=y 20,
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Important Prediction

Prediction 1

Strengthening postsale supervision s and presale criterion « can reduce
the probability of unfinished project 1 . Formally, 61{?” <0, 8Pr“f < 0.
Intuitively, a higher value of supervision s increases the loss of the de-
veloper if Project 1 remains unfinished, while a higher presale criterion

« implies less gain from abandoning project 1.

v

Prediction 2

Strengthening presale criterion a reduces the developers’ multitasking
behavior, while the postsale supervision s has no impact on multitasking.
Formally, 22 sew. < (), ez Aew. — (),

Intuitively, settlng a hlgher presale criterion o prevents the developer
from securing presale revenue R early on.

o
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Important Prediction

Prediction 3

Total expected construction costs ¢ amplifies the effect of presale cri-
terion « and postsale supervision s on reducing unfinished projects.

The presale revenue R has no such heterogenous effect. Formally,
OPryf OPrf OPryy  n OPryy
gsoc < 0> gage <0, and, Fop =0, 5555 =0.

Prediction 4

An increase in presale revenue R amplifies the negative impact of presale
criterion a on multitasking. An increase in the total expected construc-
tion costs ¢ works in an opposite direction. Formally, 81)5%804 <0,

P
and, T > 0.
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Outline of Today’s Discussion

@ Empirical Evidence
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Presale policy documents

e Collect all local laws and administrative regulations pertaining
to presale criteria and postsale supervision from the China Law
Database (www.pkulaw.net) maintained by the Legal Informa-
tion Center of Peking University.

e Manually searched for policy documents using keywords pre-
sale, permit, revenue, supervision, and housing (or synonyms
such as real estate and property). The extensive search iden-
tified 792 policy documents from 270 cities, in effect between
2010 and 2017.

o These 270 cities, including four direct-administered munici-
palities (Zhi Xia Shi) and almost all prefecture-level cities in
China,22 account for 96.3% of the population and 99.1% of the
GDP in China.
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Policy documents example:presale criteria
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Presale criterion:
a. Share of the total construction cost (25%)
b. Visual construction progress (50% main structure finished)
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Define presale criteria

o Finishing the foundation is equivalent to 30% of completion.
o Finishing the main structure is equivalent to 65% of completion.

o Finishing the exterior walls is equivalent to 80% of the comple-
tion.

e If the policy document requires completion of a specified per-
centage of the building’s main strucure, then the presale crite-
rion becomes a% - (65 — 30)% + 30%.
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Policy documents example:postsale supervision

AT i i 5 T B W ER Ak
Wb TPRAAGER IS5 VFRTE) 0, R 57y R VIR V8 & T L T

ke

Calculate the remaining construction cost,
then determine the supervised amount

() BH k)
(=) R MR, M»iﬂszmﬁ-%mﬁﬁ";ﬁm‘fmu:l
[QUDI4e1 OAE AN -
CH) W REIAbNS.

Submit the three-party supervision agreement
for the supervised presale revenue

WK WG RIS R BB VFATIED B, RS I — A A

Wt g FR AR SR 53050 F ) TR BRI, 5300 D 3 A e
(=) EEUUF TR BRIER, AT RGBS e B a 2=+
1. ZRUT (B2 09, el TR,

2. PURLLE (HIUE A0 F % TR, SERIERIAZAH TR i R TR, SRt

) BB 2 0, TR AT B R IR T4 2 T
5 REI LA T, ATRTE A B SR P 4 2t
) SEITRRARRR THK, oGR8 i ¥ & SR TT 2 Tt
I T 5 SRR TG T TR 00 5 T 53 0 9 0 2R
|Re|ease the supervised amount, based on the real-time construction progress|
WA= PRGN TG RETEEN, 4TI FIETH -
) T T
() BERE GIHPTFRTAHFR «
) WAzt L0 T AR BB T SERRE D]
SR TR TR RV TR, RS ICETHR .




Define postsale supervision

e Construct a dummy that equals 1 if the supervised amount exceeds
110% of the remaining construction costs S(cost).

o Create another dummy that equals 1 if the release of the supervised
amount is based on real-time construction progress S(progress).

o Create the percentage of the supervised amount S(mainstructure)
that the developer could retrieve from the escrow account upon
completion of the building’s main structure.

o Create a dummy that equals 1 if the supervised construction costs
are deposited in a third-party independent bank account S(third).

Smains ructure 0.5
s = 0«25'Scost +0.2‘Sprogress +035 (1 - t 0t5 >+0.2‘Sthird
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Unfinished Residential Projects

e Collect data on unfinished residential projects from the Local
Leaders’ Message Board (LLMB) maintained by the main state
media People’s Daily (www.liuyan.people.com.cn).

e It is mandatory for local leaders to respond promptly to citizen
messages, resulting in a high response rate around 90%. Both
citizen messages and leadership replies are publicly accessible.

e Successfully identify 2,330 unfinished projects across 270 cities
that began construction between 2010 and 2017.
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Policy documents example
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Presale policies and unfinished projects

35
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Presale policies and unfinished projects

Figure 4: Presale policies and unfinished projects
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Other datasets

e Land transaction:Apart from transaction type, this dataset also
contains information regarding the land sale, such as auction
date, reserve price, deal price, area, developer of the land, as
well as the agreed project start date and completion date in the
land contract.

o CSMAR.
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Stylized facts

(a) Presale criterion (b) Postsale supervision
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Summary Statistics

Table 1: Summary statistics

Variable Mean Std.Dev. Minimum Q1 Median Q3 Maximum
Panel (a). Presale policies (2,144 obs. by city-year, 270 cities)

Presale criterion (a) .33 42 25 25 25 .38 .80
Postsale supervision (s) 22 29 0 0 0 45 1
Panel (b). Unfinished residential development projects (2,144 obs. by city-year, 270 cities)
Probability of unfinished projects (%) .80 1.72 0 0 0 .88 23.88
Panel (c). Multitasking developers (364,248 obs. by developer-city-year, 270 cities)

# of projects 175 142 0 1 1 2 9
Panel (d). Land auction records (144,948 obs. by land parcel up for auction, 270 cities)

Auction success .68 47 0 0 1 1 1
Aution deal price (RMB/m?) 4802.7 6950.16 4393  286.23 1701 6021 25996

Notes: (1) The data in Panel (c) is constructed at the developer-by-year level. (2) Prices in current RMB.
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Identification Specification

Y(iyje = Prage + Pasje + v X(iyju + 605+ ve + € gyn

Yijtrm = B10Guzm + B28jirm + ¥ Xjagm + 05 + Vigm + €azm
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Baseline

Unfinished j; = Yo+ + Bysjc + 7 X + 6’;-’ + v + e;{t

Table 2: Presale and unfinished projects

Dep. Variable Probability of a project being unfinished (%)
@® @ (C)] @ ©®)
Presale Criterion -0.139 -0.136 -0.145* -0.168*
(0.0851) (0.0846) (0.0819) (0.0965)
Postsale Supervision -0.161%* -0.160** -0.160*** -0.233***
(0.0505) (0.0505) (0.0506) (0.0697)
Sample mean 0.8% 0.8% 0.8% 0.8% 0.8%
Observations 2,144 2,44 2,144 2,144 1,878
Adjusted R? 0.438 0.439 0.440 0.445 0.444
Extra controls No No No Yes Yes
Donut analysis No No No No Yes
City FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
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Multitasking developers

# of Projects j; = Blays + B5sj + fprft + aniZ,t + 0;’ + ol + N?,j,t

Table 3: Presale and multitasking developers

Dep. Variable # of projects (Poisson)
@ (03] ®) @) ®)
Presale Criterion («) -0.0139** -0.0141** -0.0136** -0.0173*
(0.00670) (0.00679) (0.00683) (0.00900)
Postsale Supervision (s) -0.00659 -0.00670 -0.00645 -0.00548
(0.00421) (0.00418) (0.00414) (0.00610)
Sample mean 1.75 1.75 1.75 1.75 1.75
Observations 364,248 364,248 364,248 364,248 302,404
Pseudo R? 0.024 0.024 0.024 0.024 0.025
Extra controls No No No Yes Yes
Donut analysis No No No No Yes
City FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
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Robust Check

Collected all laws and local government regulations containing the
word 'unfinished’” (Lan Wei) from the China Law Database.

Table Al: Other policies related to unfinished buildings

Dep. Variable Dummy of other related policies

(€)) @ ®G (€] ©)

Presale Criterion 0.00996 0.00991 0.00986 0.0152
(0.0185) (0.0185) (0.0183) (0.0259)
Postsale Supervision 0.00268 0.00258 0.00152 0.0155
(0.0115) (0.0116) (0.0112) (0.0162)
Observations 2144 2144 2144 2144 1878
Adjusted R? 0.607 0.607 0.607 0.608 0.600
Extra controls No No No Yes Yes
Donut analysis No No No No Yes
City FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
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Extensive and intensive margins

@ (€3] ®) ) ©)
Panel (a). Extensive margin: Dummy of unfinished project occurance
resale Criterion -0.0488** -0.0485** -0.0484** -0.0485*
(0.0241) (0.0242) (0.0235) (0.0254)
Postsale Supervision -0.0125 -0.0121 -0.0121 -0.0310
(0.0204) (0.0204) (0.0204) (0.0228)
Observations 2,144 2,144 2,144 2,144 1,878
Adjusted R? 0.354 0.353 0.354 0.355 0.364

Panel (b). Intensive margin: Probability of a project being unfinished (%)

Presale Criterion 0.00940 -0.0242 0.0256 -0.186
(0.246) (0.239) (0.216) (0.346)
Postsale Supervision -0.334%** -0.335%** -0.315%** -0.557***
(0.101) (0.102) (0.112) (0.185)
Observations 797 797 797 797 670
Adjusted R? 0.429 0.436 0.435 0.446 0.439
Extra controls No No No Yes Yes
Donut analysis No No No No Yes
City FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
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Land auction outcomes

LandOutcome ; j; = fraj 4+ BEsj+7y X L0t X, J,5—1-9L+vt + it

Table 4: Presale and land auction

enter

@ ()] ®) (©) ©®)
Panel A: Auction success=1
Presale Criterion (x) -0.0277** -0.0277*** -0.0287*** -0.0202**
(0.00758) (0.00759) (0.00766) (0.0101)
Postsale Supervision (s) -0.00120 -0.000994 -0.000416 -0.000621
(0.0105) (0.0105) (0.0103) (0.00754)
Sample mean 0.68 0.68 0.68 0.68 0.68
Observations 144,948 144,948 144,948 144,948 122,366
Adjusted R? 0.093 0.093 0.093 0.093 0.091

Panel B: Log land auction deal price

Presale Criterion («) 0.0414 0.0414 0.0145 0.00445
(0.104) (0.104) (0.0180) (0.0217)
Postsale Supervision (s) -0.000605 -0.000684 0.0235 0.0199
(0.0446) (0.0445) (0.0159) (0.0153)
Sample mean 4802.70 4802.70 4802.70 4802.70 4649.05
Observations 95,240 95,240 95,240 95,240 80,365
Adjusted R? 0.266 0.266 0.266 0.967 0.969
Extra controls No No No Yes Yes
Donut analysis No No No No Yes
City FE Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes
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Heterogeneity analysis: Construction costs and presale

revenue
Dep. Variable Probability of unfinished project  # of projects (Poisson)
[©) ()] (©) (©) ©®) ©)
Presale Criterion -0.165* -0.144* -0.158* -0.0163** -0.0142** -0.0160**
(0.0902) (0.0824)  (0.0891)  (0.00664) (0.00616) (0.00643)
Post-presale Supervision -0.1924%*-0.163***  -0.201**  -0.00774* -0.00680* -0.00792*
(0.0557) (0.0509)  (0.0555)  (0.00431) (0.00408) (0.00429)
Presale Criterion x Construction Cost -0.0565 -0.0555 -0.00736 -0.00500
(0.109) (0.112) (0.00716) (0.00782)
Post-presale Supervision x Construction Cost-0.113** -0.130*  -0.00718* -0.00709*
(0.0533) (0.0540)  (0.00378) (0.00376)
Presale Criterion x Revenue -0.0145 -0.00349 -0.00598***-0.00484*
(0.0542)  (0.0572) (0.00214) (0.00278)
Post-presale Supervision x Revenue 0.0555 0.103 -0.00350 -0.00142
(0.0686)  (0.0761) (0.00660) (0.00636)
Observations 2,144 2,144 2,144 364,248 364,248 364,248
Adjusted R? 0.446  0.445 0.446
Pseudo R? 0.024 0.024 0.024
Extra controls Yes Yes Yes Yes Yes Yes
City FE Yes Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes Yes
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Back-of-the-envelope Analysis

e The previous estimates reflect the average treatment effect on
the treated, and thus include the ripple effects that presale poli-
cies may generate through their interaction with other national
or city-specific policies even if these policies do not change dur-
ing our sample period.

e In this exercise, using the national average of presale criterion
(0.33) and postsale supervision (0.22) as the status quo.

e Then varying the values of presale criterion and postsale super-
vision based on our regression results,29 to evaluate the poten-
tial effects of different policy settings on the severity of unfin-
ished projects as well as developer multitasking.
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Back-of-the-envelope Analysis

Figure 5: Back-of-the-envelope analysis
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Notes: (1) The y-axis represents the reduction in the number of unfinished projects compared with the
status quo. (2) The x-axis represents the percent increase in the number of projects developers concurrently
undertake (%). (4) The region shaded in blue is the Pareto Improvement region.
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Outline of Today’s Discussion

@ Conclusion and Implications
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Summary again

e Begin with a theoretical framework with two key presale poli-
cies: presale criterion in terms of construction progress required
prior presale and postsale supervision of presale revenue to
cover construction costs.

e Not only are empirical results consistent with the theoretical
predictions, they but also suggest that China’s current presale
policy is in the interior of the Pareto frontier.

e The back-of-envelope results suggest that increasing postsale
supervision by 2 standard deviations (from 0.22 to 0.8) can
relate to a 58% reduction in unfinished projects, while keeping
the pace of new housing development unchanged.
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Comments

e Infer unfinished projects from citizen complaints on a website
run by the central government, it could underestimate the prob-
lem of unfinished projects because of under-reporting.

e It also does not tell us whether the unfinished projects have
been eventually finished with a delay or remain unfinished as
of today.

e Lack of exact geocoding prevents this research from linking a
particular unfinished project to a specific parcel of land sale.

e Financial tools and related liability regulations — including home
mortgage, developer loans, bonds, and foreclosure polices — play
an important role in China’s residential housing market and
may interact with the presale policies in multiple ways.
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Thank You!

Comments and questions
are welcome.
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