THE YEAR OF THE ESCROW

If there has been one significant development that occurred in the property sector in Dubai in 2007, it is the requirement of the escrow account.  On July 26, 2007, His Highness Sheikh Mohammad Bin Rashid Al Maktoum, Vice-President and Prime Minister of the United Arab Emirates and Ruler of Dubai, announced the Law Concerning Guarantee Accounts of Real Estate Developments in the Emirate of Dubai (Number 8 of 2007) (the “Escrow Account Law”) contemplating the mandatory registration of developers with the Land Department and the mandatory use of escrow accounts for development of properties by developers.

On the one hand, the Escrow Account Law created excitement and hope, and on the other hand, it created confusion and concern.  Excitement and hope because the Escrow Account Law had been long awaited by investors, residents and some developers.  The general perception was that the Escrow Account Law was a most welcome development that served to increase confidence and to further regulate the Dubai real estate market.  Confusion and concern because some developers were concerned that cash flow would be affected because much of the proceeds of sale would have to remain in the escrow account until after completion. 
Registration of Developers

One important development that the Escrow Account Law brought with it was the registration of developers.  The Escrow Account Law now requires the registration of developers at the Land Department. The Dubai Land Department’s Real Estate Regulatory Agency (“RERA”) maintains a register of developers.  No developer may carry on such business in Dubai unless it is registered.

By the end of 2007, approximately 400 developers had registered at the Dubai Land Department.  The number of developers in Dubai is estimated to be in the high hundreds or, by some estimate, even beyond one thousand.  The developers that fail to register (and that are not otherwise exempted) potentially face large fines and/or imprisonment. 

Also, a developer who has not registered is not permitted to advertise in local or foreign media, or participate in local or foreign exhibitions, for promotion of sale of units or properties off-plan or in the process of construction in Dubai, unless such developer has obtained the written permission of the Land Department.

Escrow Account 

Article 6 of the Escrow Account Law requires that “a developer desiring to sell units off-plan shall apply to the Land Department to apply for the opening of an escrow account” and enclose related project documents.  Article 7 confirms that such an escrow account shall be established according to a written agreement between a developer and the Land Department whereby sums paid by buyers of units (or paid by financiers) shall be deposited in such escrow account, opened in the name of the development at an approved bank.”


RERA announced last year that a deadline of December 28, 2007 had been set for developers to submit their application for opening escrow accounts.  As mentioned above, approximately 400 developers in Dubai submitted their applications.

RERA will generally allow construction costs (contractors, subcontractors and consultants costs) to be withdrawn from the escrow account upon verification and approval by the Land Department.  Up to 5 percent of the value of the development can be withdrawn for marketing costs over time.  However, 10 percent of the value of the development must be retained in the escrow account (i.e. a holdback) for a period of one year after the issuance of the certificate of completion for the development.

Media reports and inquiries reveal that the Escrow Account Law’s requirement to establish an escrow account shall only apply to those projects that are less than or equal to 50% complete.  

The Realities of the Year of the Escrow

Generally, there is no doubt that the Escrow Account will increase investor confidence and serve the market well in the long run.  However, it is also anticipated that real estate prices will increase as a result of the additional administrative burden and costs related to the implementation of the Escrow Account Law by developers.  Delays in completion may also be exacerbated given such additional burden.  

Since the announcement of the Escrow Account Law in late July 2007 until the end of 2007, the number of official project launches as compared to 2006 was less as many developers were waiting to obtain further clarity about the law.  It is anticipated that this trend will reverse as more clarity is obtained in 2008.

Moreover, many anticipate that smaller developers or those operating on thin margins may be pushed out of the market as a result of the fiscal and regulatory discipline required to develop using such an escrow account.

Indeed, there are already certain developers that are seeking construction financing to offset the requirement to deposit all sales proceeds in escrow accounts, and to be able to finance construction of their developments.  This requirement for external financing will be a boom for local banks that offer such financing facilities.

Other developers are no doubt fearing their demise.  They face scenarios such as the following: sales proceeds collected from sales of units have long been invested in other projects or have been poorly invested or have been carelessly spent.  Such developers’ reconciliation of accounts will reveal that they are severely underfunded and lack the capital to even adequately fund the mandatory escrow account.  These developers will have to beg and borrow to maintain their solvency, to avoid demise and to avoid lawsuits/criminal charges.

2008 will be a year to watch with great interest.  The Escrow Account Law will take its rightful place in the center stage of the business of property.  Developers will have to exercise more discipline and work more diligently than before.  Some developers will necessarily need to merge, seek equity financing or seek debt financing.  Other, weaker developers may fail.  
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