APARTMENT DEAL

FUNDAMENTALS
COMMON APARTMENT BUSINESS PLANS

DEAL FUNDAMENTALS
Common Apartment Business Plans

Understand what the sponsor is trying to change - and what has to go right.
Two apartment investments can look similar from the outside and involve very different levels of risk. One
property may already be operating well and require very little change. Another may need renovations, stronger

management, major capital investment, or even a complete operational turnaround.

That difference is the business plan. A business plan describes how the sponsor expects to operate, improve,
reposition, refinance, or eventually sell the property during the investment period.

THE BETTER QUESTION

Understanding the business plan helps you ask something more important than simply, “What return is being
projected?” Ask instead: What has to happen for those results to be achieved?

01 START WITH THE CURRENT CONDITION

Before evaluating a business plan, understand where the property is starting.

o |s the property already well occupied? o |s management performing effectively?

® Are rents near current market levels? ® Are major renovations required?

o |s the property physically well maintained? ® |s substantial deferred maintenance present?

® Are collections and delinquency under control? ® Is the property financially stable?

® Are operating expenses reasonable? e Does the existing debt create pressure or opportunity?

The more that needs to change, the more the outcome depends on execution. That does not automatically make a more complex
strategy unattractive. It simply means the investment should be evaluated differently.

The Business-Plan Spectrum

STABILIZED LIGHT VALUE-ADD REDEVELOPMENT DISTRESSED

Preserve and Improve selected Substantially Solve major
optimize areas reposition problems

As you move across the spectrum, the potential opportunity may increase - but so can capital requirements,
construction exposure, operational complexity, financing risk, time required, dependence on assumptions, and
uncertainty of outcome

More work does not automatically mean more return. A complicated business plan only creates value if the
sponsor can execute it at a cost and on a timeline that make economic sense.
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02 STABILIZED
Preserve a Property That Is Already Performing

A stabilized apartment investment generally involves a property that is already operating at relatively normal occupancy and does
not require major renovations or operational restructuring. The sponsor is usually buying a functioning asset rather than trying to
create a fundamentally different one.

THE BUSINESS PLAN MAY FOCUS ON

e Maintaining occupancy e Maintaining the physical property

e Managing rent growth e Completing normal capital replacements

e Controlling operating expenses e Refinancing when appropriate

® Improving resident retention ® Preserving or modestly improving Net Operating Income

WHAT MAY CREATE VALUE?

Stable operating cash flow, incremental rent growth, expense management, debt paydown, long-term market appreciation,
improved financing, and eventual sale

WHAT USUALLY DOES NOT DRIVE THE PLAN?

Renovating most units, dramatically increasing rents, correcting severe occupancy problems, rebuilding property operations,
major redevelopment, or solving serious financial distress.

THE BUSINESS PLAN MAY FOCUS ON

® Are current rents sustainable? ® Is new apartment supply entering the market?
® |s occupancy stronger than the market can support? e Does financing create maturity or interest-rate risk?
e Are operating expenses understated? @ |Is the purchase price too aggressive for current income?

® Are major capital expenditures approaching?

Core question: If the property is already performing well, what is the sponsor paying for that stability -
and how much room remains for improvement?
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03 LIGHT VALUE-ADD
Make Targeted Improvements Without Completely Repositioning the Property

Alight value-add strategy starts with a reasonably functional property but identifies specific opportunities to improve
revenue, operations, or physical condition. The changes are usually more limited than in a full value-add strategy.

TYPICAL IMPROVEMENTS MAY INCLUDE

e Updating selected apartment interiors e Correcting selected maintenance issues

® Improving common areas ® Improving leasing practices

e Exterior painting or landscaping ® Reducing avoidable expenses

e Upgrading signage or curb appeal e Improving collections

e Adding or improving amenities e Adjusting rents toward supported market levels

The property may continue operating normally while these improvements are made. Modest improvements may support higher
rents, better resident retention, stronger occupancy, lower turnover, and better expense control

WHAT TO WATCH

The word “light” can be subjective. A plan described as light value-add may still require meaningful capital or operational
change.

Core question: Are these truly targeted improvements, or is the investment relying on more change than
the label suggests?
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04 VALUE-ADD
Create Meaningful Improvement in Property Performance

A value-add strategy generally involves a property where the sponsor believes meaningful physical or operational
improvements can increase Net Operating Income and property value. This may involve substantially more change than a
light value-add strategy.

THE BUSINESS PLAN MAY INCLUDE

e Renovating a significant percentage of apartment units e Raising rents after improvements

® Replacing appliances, flooring, cabinets, fixtures, or finishes ® Improving occupancy

e Upgrading common areas and amenities ® Correcting weak leasing or collections
® Completing deferred maintenance e Reducing excessive operating expenses
® Improving exterior appearance ® Replacing or restructuring property management

o Repositioning the property's marketimage

HOW VALUE MAY BE CREATED

Apartment value is heavily influenced by Net Operating Income. If a sponsor can sustainably increase property income or
reduce operating expenses, NOI may improve.

THE OPERATING EQUATION
Higher effective rents + Better collections + Improved occupancy + Other income opportunities

- Better-controlled expenses may produce higher NOI, which may support a higher
property value.

THE RENOVATION PREMIUM MATTERS

Suppose the sponsor expects to spend money renovating units and then charge higher rents. The important question is not
simply, “Can rents be raised?”

WILL RESIDENTS PAY ENOUGH ADDITIONAL RENT TO JUSTIFY THE RENOVATION
COST, VACANCY, AND EXECUTION RISK?

KEY RISKS:

e Construction cost overruns o Weaker market demand

® Renovation delays o Higher interest rates

® Resident turnover e Inadequate reserves

e Excessive vacancy during renovations e Poor property-management execution

@ Rent premiums below projections

Core question: Which improvements create the value, what will they cost, and what evidence supports the expected
financial benefit?
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05 REDEVELOPMENT
Substantially Change or Reposition the Property

Aredevelopment strategy involves significantly more change than a typical value-add investment. The sponsor may be trying
to transform an outdated, poorly configured, underutilized, or physically challenged property into something materially
different.

REDEVELOPMENT MAY INCLUDE

o Extensive interior reconstruction ® Substantial structural work

e Major building-system replacement e Changing the property's positioning or target renter
e Significant exterior reconstruction e Taking large portions of the property offline

® Reconfiguring apartment layouts ® Major code or life-safety improvements

® Rebuilding amenities e Significant site improvements

Redevelopment depends much more heavily on construction execution, accurate budgets, contractor performance, permitting,
timing, financing, lease-up, and future market demand. The property may also generate reduced income during the work.

Redevelopment vs. development: Redevelopment generally starts with an existing property that is being substantially transformed.
Ground-up development involves building a new property. Both can involve substantial construction and execution risk, but they
are not the same strategy.

Core question: How dependent is the investment outcome on completing a major transformation on
time and on budget?

06 DISTRESSED
Solve Serious Problems That Other Owners or Lenders May Not Be Able to Solve

A distressed apartment investment involves a property or ownership situation experiencing significant problems. The
distress may be physical, operational, financial, or some combination of all three.

DISTRESS MAY RESULT FROM

e Very low occupancy

Loan default

® Severe delinquency or collection problems Maturing debt that cannot be refinanced

e Significant deferred maintenance o Insufficient cash reserves

® Poor property management ® Major capital needs

e Unfinished renovations ® Ownership or partnership problems
o Excessive operating expenses o Foreclosure or lender pressure

A distressed property may sometimes be acquired at a price that reflects its problems. If a capable sponsor can solve those
problems, improve operations, restore occupancy, complete needed repairs, and stabilize the property, substantial value may be
created. But buying at a discount does not eliminate the risks

THE BIGGEST MISTAKE

A low purchase price can create the appearance of safety. But a distressed property can consume large amounts of capital if
the problems are worse than expected. The true investment cost may include the purchase price, renovations, deferred
maintenance, operating losses, financing costs, lease-up costs, and additional reserves.

Core question: Is the sponsor buying a solvable problem - or inheriting a problem that may be larger than the
apparent discount?
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07 THE SAME PROPERTY CAN HAVE DIFFERENT BUSINESS PLANS

A business plan is not determined only by the building. Two sponsors could acquire the same apartment property and pursue
very different strategies.

SPONSORA SPONSOR B

® Maintain current operations ® Renovate most units

© Make modest improvements ® Replace management

® Hold the property for income o Invest heavily in amenities

e Pursue significant rent increases

o Refinance after repositioning

The physical property may be identical. The investment risk can be very different because the plans depend on different
assumptions, capital requirements, and levels of execution.

That is why the business plan matters: Do not stop at “Do | like this property?” Also ask, “Do | understand and believe
in what the sponsor plans to do with it?”

08 COMPARE THE FIVE STRATEGIES

BUSINESS PLAN STARTING CONDITION TYPICAL CHANGE EXECUTION DEPENDENCE
. o Lower relative to other
Stabilized Generally performing Limited ]
strategies
Light Value-Add Mostly functional Targeted Moderate
Value-Add Improvement opportunity Meaningful Higher
Requires major . )
Redevelopment . Extensive Very high
repositioning
Significant operational,
Distressed physical, or financial Potentially extensive Very high
problems

This is a conceptual comparison, not a ranking of investment quality. A stabilized property purchased at the wrong price can be a
poor investment. A complicated value-add or distressed property can be successful if the basis, business plan, capitalization, and
execution are strong.

Risk does not come from the label. It comes from the property today, what must change, the capital and time required,
dependence on future assumptions, who is responsible for execution, and what happens if the plan falls short.
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09 FIVE QUESTIONS TO ASK ABOUT ANY BUSINESS PLAN

1. What is the property like Understand current physical condition, occupancy, rents,
today? expenses, collections, management, and financing.

2. What exactly is supposed to Avoid vague descriptions such as improve operations or
change? create value. Identify the actual actions.

3. What will those changes cost? Consider renovations, capital expenditures, operating
losses, financing costs, reserves, andcontingencies.

4. What assumptions determine Examples may include rent growth, renovation premiums,
whether the plan works? occupancy, expense reductions, construction costs,
interest rates, refinancing terms, and exit value.

5. What happens if the plan takes Evaluate the plan not only under the expected scenario but
longer or costs more? also under less favorable conditions.
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10 THE BUSINESS PLAN IS ONLY AS GOOD AS THE SPONSOR EXECUTING IT

A WELL-CONCEIVED BUSINESS PLAN DOES NOT EXECUTE ITSELF.

The sponsor must have the experience, judgment, organization, financial resources, people, systems, and operating capacity
to actually carry it out.

Multifamily investing can attract sponsors who are capable of finding a property and raising investor capital but have limited
experience managing construction, overseeing property operations, navigating difficult financing markets, or responding
when a plan begins to fall behind.

SPONSORSHIP IS MORE THAN BUYING THE PROPERTY

Acquiring the property is only the beginning. A sponsor may be responsible for overseeing the investment for many years. That can
require simultaneously managing:

® Property operations ® Lender requirements

® Property management e Insurance and property taxes

® Renovations and contractors ® Investor communication

e Leasing and resident retention e Refinancing

e Capital budgets e Unexpected operational problems

e Financial reporting

Being intelligent, energetic, persuasive, or successful at raising capital is not the same as having the operational capability to
execute a complex multifamily business plan.

LOOK BEYOND THE NUMBER OF DEALS

Do not look only at how many properties or units a sponsor says they have acquired. Ask whether they have successfully executed
this type of business plan, with similar properties and similar challenges. Also consider whether the organization has the capacity to
manage what it owns today. A sponsor who successfully operated one or two properties may not have the systems, staffing,
liquidity, or management depth to operate ten. Rapid growth can create its own execution risk.

LOOK BEYOND THE NUMBER OF DEALS

® Who oversees the property manager? ® How quickly is underperformance identified?
e Who is responsible for renovation execution? ® Who communicates with the lender?
® Who monitors construction costs and schedules? What financial resources are available if more time or

capital is required?
® Who monitors the property's financial performance? P q

® Who on the team has managed similar problems before?

A CRITICAL DISTINCTION
Do not confuse the quality of the business plan with the capability of the sponsor. You need confidence in

both. A conservative business plan can be poorly executed. A complicated value-add or distressed strategy
can succeed with an experienced and properly resourced team. The more operational change the business
plan requires, the more heavily the investment depends on the sponsor's ability to execute.
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ROBERT'S PERSPECTIVE

I strongly encourage passive investors to be extremely cautious about investing with a sponsor on
anything other than a stabilized asset unless that sponsor has a long, demonstrated history of successfully
overseeing renovations, repositioning properties, managing construction, and executing the type of
business plan being proposed.

In my experience, the gap between identifying a value-add opportunity and actually executing one is
enormous. Renovations, staffing, leasing, budgeting, lender requirements, contractor management, resident
disruption, and unexpected property issues all have to be managed at the same time. A sponsor can be
intelligent, energetic, and persuasive and still lack the operational depth required to execute a complex plan.

The more aggressive the business plan, the more | want to see evidence that the sponsor has done it before,
successfully and repeatedly, with similar properties and similar challenges.

MY RULE OF THUMB

For stabilized assets, an experienced sponsor still matters. For light value-add, value-add, redevelopment, or
distressed investments, demonstrated operational and renovation experience becomes critical.

A sponsor should not be learning how to execute a complicated business plan with your capital.

THE MOST IMPORTANT TAKEAWAY

UNDERSTAND WHAT HAS TO CHANGE - AND WHO HAS TO CHANGE IT
A projected return is the result of a business plan. The business plan is the work required to try to produce that result.

Before focusing on projected returns, understand:
e Where is the property starting?

e What does the sponsor intend to change?

® How much will it cost?

® How long should it take?

e What happens if it does not go according to plan?

® Has the sponsor demonstrated the ability to execute this particular plan?

The greater the required change, the more important the sponsor's demonstrated experience, organizational capacity, financial
resources, team, systems, and ability to execute become. A business plan should never be evaluated separately from the people
responsible for carrying it out.

EDUCATIONAL PURPOSE

This material is provided for general educational purposes only and does not constitute financial, investment,
tax, legal, or accounting advice. Business-plan descriptions are generalized and may be defined differently by
individual sponsors or investments. Nothing presented is an offer to sell or a solicitation of an offer to buy any
security. Private real estate investing involves risk, including illiquidity and the possible loss of principal.
Investors should review the governing and offering documents for any specific investment and consult their
own qualified professional advisers before making an investment decision.
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