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OPERATING UNDER THE THREAT OF HIGHER
INTEREST RATES

¢ Novare Group Is Iin the multifamily
business producing entry level
condominium product.

¢ Product can pro forma as
apartments, which Is a key risk
controll measure relating to the topic
at hand.
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¢ Before we get started, two points

— All of the things we will talk about
should be done at all times, not just
times of seemingly Imminent Iinterest
rate Increases.

— | we chose to do nothing and to stop
producing and consuming due to the
threat off ligher rates, and everyoene
else did tee, we would very guickly
eliminate the threat.
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¢ INTEREST AS A FIXED COST

— On the operating side of our business,
I.e. the manufacturing or construction
side, It means that we have to have a
higher gross margin to cover the
Increased fixed expense. We solve that
In the pro ferma. We must and do
assume that reasonable Increases, oceur:.
This Is ne different from architectural

fees going ujp-
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¢ INTEREST AS A FIXED COST

— The point Is that It Is certainly not construction
Interest that anyone Is worried about, since
the Increase In rates would not have a
debilitating effect om any project.

® (75%X1%X2%=1.5% INncrease in cost)
¢ Hedges, collars, swaps

— |t Is the effect that Interest has on the leng

term financing of the asset by the ultimate
purchaser that 1s the Issue.
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¢ In our business, the concern iIs that

— The purchasers of the condominiums would not be able
to afford to buy the homes.

— In the apartment scenario, the concern IS that cap rates
will gor up with Interest rates, resultingl in new and
existing apartment communities becoming worth less
than construction or acquisition; costs. ThIs IS primarily.
a concern Withy assets that are financed withl shert term
debt, but I the lenger term, the concern IS With the
residual. Like moest human belngs, real estate Investors
are less concermed withr the latterr ten year poetentizl
preblem and moere wWith the fermer short term probliem.
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Key historical difference between coming out of this slow
period and coming out ofi the 1990-1992 recession the time
that we came out of the last ene Is that apartment
capitalization rates have adjusted down significantly te
reilect the very low: histerical interest rates.

This has offset very weak underlying NOI perfermance.

S0 oddly enough, more people (or more prebkably the same
nUMBEr of people) are werried new. that the ecenemy. Is
Impreving than when! it started! faltering;.

They are woerred that Interest rates will' increase, but they,
are noet assumingl that rent and NOIF perermance will:
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+ Why might this not be a problem?

— Condominium side of things

¢ Rates are so low that there Is time to exit
before they get so high that purchasers
can’t buy.

¢ [he existence of strong variable rate heme
mortgage products prevides evem maore
runway. te: exit.

¢ Greater threat te the entry level
condominmum market Is a decline In Jolas,
Whilch usually accompanies: a drep In rates
aS| GPPESEd e anl Increase i rates.
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+ Why might this not be a problem?

— Apartment side of things

¢ Asset could already be financed with leng term debt, so
under this scenario, with rents Increasing as a result off an
Improeved econemy, this ewner IS happy. for the time heing.

¢ Rents could rise withl improved econemy, Increasing NOI at
the same time cap rates Increase. It s semewhat critical
that the Interest rate INCreases; are accempanied By, Jols
growithl — stagfiation| IS net what anyene Is; Ieeking for.

¢ Dol not assume: that cap) rates will' skyrocket, although it Is
hard te Imagine cap rates eSS thaumn 200! 19asis) PeIRLS GVEer;
the ten year treasury. Jiere s actually/a sttey/ (ke
JournalfelirRealNEState Research, Mueller & Pauleys 1995)
that says that Equity, REITS are not Ssensitive: to Interest
AL IRCHEASES) Ui they anersensitive ter declines: Go
gure: ((Auithers sald moere sttdy/ necded)
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¢ Difference between now and 1992 Is
that now rates are really, really low.

¢ Since 1985 — Prime, 1 Year ARM, 30
year mortgage, 10 year treasury
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Interest Rates: 1985 — 2003
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¢ What can you do?

— Execute faster and deliver closer to the present

+ Pay for faster delivery
¢ More marketing so you can have more pre-sales
wWhen you deliver
— Focus on Improving margins and contrelling
costs. I yeur product Is net preducing a good
margin new, and It IS pessible that prices may.
fall, you might want te re-think the preduct

— YoUul BIggerissue IS proekanly supply; and
demand, se he sure that everyene Wihao: has noi
peen bullding s net gelng te start alll at, ence.
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— What can you do?

¢ As an apartment, you can obviously lock in a fixed rate. But if
your economics are not good, this may not be possible, so you
may have to wait. Unfortunately, then rates will be higher under
our assumptions. That is the trap.

¢ Hedge — But you will have to be smarter than the bond market, off
of which these instruments are priced, and this is only a short
term solution.

¢ For condominiumes, it is difficult to buy forward commitments of
home mortgage loans because the underwriting process can be
subjective.

¢ What you can do instead, subject to FNMA limits, is to reserve
some funds to buy down the rate of purchasers. Generally, they
still have to qualify at the higher rates, but this helps at the
margin.

¢ Make sure your lender has good variable rate programs.

¢ If rates rise too rapidly, be ready to “go apartment.” But don’t try
to do this as a strategy halfway through a sell-out. Once you start
selling as condominiums, wrap it up quickly. With that, | will do
the same.



