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What isa DMF?

A Deferred Management Fee (DMF), or departure fisea charge to a resident of a retirement
village, retained by theperator from the resale value of the unit once vacated.

DMFstructuresvaryfrom operator to operatoy howevertypical calculations of the fee include

e apercentage of thpurchase priceorresale valueof the property;
e ashare in thecapital gainof the property valuedetween the resident and operator; and
e administration fees(paid upon entry or departure)

There are a range of other factors that operators should consider when calculatDiglF
structureand determininghe final payout to a departingesident These include

e therate of accruabf the DMF charge;

e anyminimum and/or maximum chargeonstraints;
e appreciation of saleyalues over time; and,
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Purpose of a DF

Operators should have a clear understanding ofghegposeand benefi{s)of their DMFstructure

in relationto their businessnodel- cash flow profitability, pricing strategy, targetarket, capital
requirements. This understanding should be reflected in the management and operations of the
village the marketing and promotions of the villag#)d thecommunications toesidents.

A quick review ohow operators communicate DM#ructuresto their target markets provides an
insight intothe different thinking on the purpose of DMRnd may be the reason why so many
residents are confused about the fee
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because thedeveloper only recoversthe capital cost of the community

facilities® €

a X[the operator] recovers part of itscosts for developing, running and
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A DMF structure has to be viable for both the operator and the residernfor an operator,
understandingthe costs that the DMF is supposed to cover underpins any measure of whether
the structure is financially feasible. For potential residents, a clear understating of the costs and
benefits of a particular DMF structure will arguably improve saleability, therefore too the
longterm viability of the village.



Selectinghe right DMF

Selecting a suitable DMF structure involves careful consideratiod needs to fit with the
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returns, for others it will be to offeraffordable retirement optionshrough reduced entry prices
Factors that need to be considered are:
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social goals (e.g. affordable housinigtbunted rental units)

village location

target residents

type/quality of housing provided (e.g. affordahis.luxury units)

required financial returns

As these factors (and others) will be different for eagferator andvillage it is important to

asses and develop DMF structures for each village independently. Using the same DMF structure
across all villages, or simply duplicating structures used be other operators, may undermine the
financial viability of a particular village.
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Assesmga DMFstructure

1. EstablishBase Cadg@assumptions

Whether evaluating the financial viability of an existing village or a new development, the
first step is to establish a set #ase cas@ssumptions detailing the cash movements over
the life of the project (typically 3@0 years). These might include:

e Landandconstructioncosts,and professional fees (for new developments)
e Cost of community facilities

e Operating budget (e.g. wages, utids, maintenance costs)

¢ Loan licence assumptions (e.g. entry and exit prices, turnover rates)

2. Select avariety of DMFoptions

It is important to choose a DMF structure that meets the goals and requirements of the
individual village. Fom a $harketabiliyQperspective it is worth considering multiple DMF
structures to provideresidentswith choice. Potential residents may demand certain DMF
structures, or may be inclined to choose a particular structure due to their financial position.

As an operatorunderstanding the different structures that can be offeredésidents while
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3. Review cash flows/profiability

Once all assumptions are compiled, a feasjbdind returns analysis can be completed. The
focusof the analysis i®n cash flowand profitability. A profitable londerm operation may
be undermined if futurecash flove move into negative territory requiring the operator to
fund any shorterm defiit(s).

The effect of particular DMF parameters (such as capital gain share) can be quite dramatic.
Any decision regarding the underlying DMF structure(s) of a village should be made with a
full understanding of these effects.



Assessing a DMF structugent.)

4. Sensitivityanalysis

Feasibility needs to includesensitivity analysiso as tounderstand the effects of varianse
onkey project drivers. For a retirement village, these variances can include:

Construction
Development delays
Sales forecasts
Length of occupancy
Vacancy rates

An operator should be able to answiie following beforeseeking funding for a project

What if construction costs blow out, or if the development is delayed?

What if sales rates stall?

What if people start staying for tger?

What are the estimated occupancy/vacancy rates?
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Exampleanalysis

The following analysiflustrateshow different DMF parameteraffectcash flowand profitability.

1.

Basecaseassumptions

The analysis is based orb&unit development, with auild cost of$370,000/unit and an
initial loan value of$370,000(i.e. there is no notional development profit).

The analysis assumes an averdgegth of stay of 10 yearsand includes annual village
operating expenses of $200,00(Qplus a majorrefurbishment cost every 10 years of
$10,000/unit

All expenses/refurbishments arendexed at 2.5% p.a.; sales rates at 3% p.&Cash
flow/profitability is analysed over &0-year period, with the assumption that the village
would be sold at the end of this period for a value equal to the loan liability.

Multiple DMF Structures
Table 1sets out four DMF structures:

e Structure lassumes a 5% DMF charge over the first 6 years of occupancy

e Structure 2 isthe same as Structure Bnd includes a capital gain share to the
resident of 50%

e Structure 3assumes a 5% DMF for the first 6 years, with a trailing DMF of 1% for
each year of ocupancy thereafterand,

e Structure 4is the same as Structure 8ndincludes a 50% capital gain share to the
resident

Table 1.DMF structures used in analysis

Structure 1 Structure 2 Structure 4

Yearlycharge 5% over 6 years 5% over /ears 5% over 6 years, 5% over 6 years,
1% thereafter 1% thereafter

Max DMF 30% 30% - -

Total DMF Charge 30% 30% 34% 34%

(based on 16year stay)

Capital Gain to Resident - 50% - 50%



Example analysisont.)

3. CashFlow/Profitability Analysis

Figure 1shows the cash flow (solid line) and profit (dotted line) for DStRucture 1in
isolation. The net position is approximately $16.7m.
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Figure 1.DMF Structure 1

Figure 2compares Structures 1 and 2, with the onlyfeliénce being a 50% capital gain share
in Structure 2. The result of this change &rap of 45%in the net position after 30 years to
$9.2m.
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Example analysisont.)

Figure 3compares Structures 1 and 3, which highlights the effect of a trailing DMF structure.
By including a 1% DMF for every year after the initial 6 years, the net positioprisved by

10%to $18.4m.
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Figure 4compares Structures 1 and 4, examining the effect of a capital gain share of 50%,

together with a trailing DMF. The result idlacrease of 35%n the net position after 30

years to $1.0m.
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Example analysisont.)

Figure Soverlays all four DMF structures on the same graph.
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Figure 5:Comparison of all four DMF structures

Table 2highlights that the most profitable DMF structures are those that do not incorporate
a capital gain share to departing residents (i.e. Structures 1 and 3). Comparing Structure 1
with 3, and Structure 2 with 4, inclusion of a trailing DMF improves ovetahns.

Table 2- Internal rate of return and net present value (discounted @ 8.5%) for each DMF structure

Structure 1 Structure 2 Structure 3 Structure 4

Internal Rate of Return 13.76% 10.99% 14.27% 11.74%

Net Present Value 3,039,710 1,134,102 3,482,983 1,577,375
(discounted@ 8.5%)
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Example analysisont.)

4. Sensitivity Analysis

Figure 6highlights the effects of varying occupancy durations on cash flow and profitability
for DMF Structure 1. The descending pattern of the IRFRsonstrates that the quicker a
village turns over (i.e. the shorter the average length of stay of residents), the greater the
returns.

The netcash/profit position for an average stay of 13 yed#23.9M)is higher than the net
position of 10 years, dut® the profile of thecash flove ($16.7M) However, once the time
value of money is taken into account, the actual return for they&@r stay is higher,
reflected by the higher IRR.
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Goal Seek

Once base case parametdrave been establishedt is possible tadzda S G KS AY T2 NN I (A 2
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A goal seelanalysids animportant tool for assisting in the establishment of flexible DMF options
that balance resident pricing expectations witte financial sustainability of a village.



Otherthings toconsider

There are a number of other issues tonsider when undertaking an analysis of potential or
existing DMF structures:

Bankabilityq securing project finance

When sourcing funding for a new development, lenders will take into consideration all potential
cash flovs to the village that will endé the operator to repay debt. DMF revenue streams form a
significant part of theseash flovg, and the ability to demonstrate the level of income generated
from DMFcash flove will improve the chances of securing finance.

Cost ofcarry ¢ the effect of unt vacancies and delayed turnover

One variable thais not included in the analysis Wacancy rate@ referring to periods of time
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loan before funds from anew loan are acquired, significant financial strain may be placed on the
operating entity. Understanding the impact of potential vacancy periods, and incorporating
contingencies in order to avoid or prepare for any shortfalls, will help protect the cpeMdR &- € 2 y 3
term viability.

Socialmission

As mentioned earlier, not all village operatdrave the same social agendablany operators

look to provide high levels of affordable housing and/or discounted rental dwellings to their
communities, often placing the importance of providing such assistance over and above the
financial outcomes of a project.

The decision to offesteeply discounted DMF structures, or high levels of capital gain share to
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returns. While there is nothing wrong with this philosophy, it is still importaninderstand the
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provided, to ensure that the operating entity can continue to support their community well into

the future.



Caclusion

Finding the right DMF structure(s) for a retirement villagea idelicate balancebetween the
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requirements and characteristics of individual villageasthese factors can vary greatly from

projectto project.

From a marketability perspective, it important to assesanultiple DMF structureswithin the
same village, prading potential residents withgreater choice. Some residents may prefer a
higher enty contribution and lower ongoing charges, while others may require a lower entry
price in exchange for a more aggressive DMF struct@enductinggoal seek analyse® match
target returns with resident requirements will ultimately improve the saleabdit villageunits.

Transparencyin the calculation of DMF chargdas also vital Operators who can clearly
demonstrate the costs and benefits of their DMF structure(s) to potential residents are likely to
enjoy higher sales rateend reduced periods ofacancy, as well as a greater understanding of the
profitability of their village(s).

The DMF remainthe major income sourcdor retirement villages today, and ensuring that the
structures in place meet both the social and financial goals of the operstaritical to the
success of theillage and the operatingntity, now and into the future.



About Premier Consulting

Premier Consultingonsults to operators in the Aged Care and Retirement Villages sector in
Australia.

We have a very deep understanding of the business fundamentals of the sector, and apply
principles and models that measure the financial risk and returns vapemators areacquiring
land, building facilities and infrastructure, and sourcing funds.

Our sevices include:

e Financiamodellingof project viability

e Risk identification and mitigation

e Bank finance through debt tendering

e Portfolio strategy reviews

w Evaluation of government subsidy opportunities

We combine banking and finance skills with industry knowledge to provide senior management
and boards with the confidence to make sound investment decisions.

Cliens engage us for our knowledge of industry best pragcticelependent analysis and
feasibilitymodek thatdeliver.

e Development and operational savings

e Maximised returns

e Positive and sustainable cabws

o Profitability

e A balance betweesocial and commercial objectives

Premier Consulting model solutions that build bankability.



About BruceMessage

Bruceis the Managing Director of Premier Consulting, das been involved in banking and
finance for his entire career.

His career started in thequities and securities tradingiarkets and then moved into corporate
finance. His work in this area, as the roleMdnaging Directoof Chemical BankHe New York
based investment &nk) included the facilitation and development of major client groups in
project finance infrastructue transactions.

Hisbackground irproject financeprovides a strongunderstandingof the financialdrivers behind
development processes, and the importance of incorporating acceptable returns and payback
durations. This experience has given him the fatimhs required to create value around
strategiesin relation tobuild/own/operate projectsjoint venture arrangementand debtequity
funding

In 2007 he was first introduced to the aged care and retirement sector, and at that time, he
recognised the ipact he and his team could bring to the sector by transferring skills and wisdom
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process.

Bruce is able to bring together his deep understanding of the detitemjuity markets, combined

with his knowledge of the industry, to assist in identifying key financial risk drivers and potential
mitigants. This is typically achieved through presenting a range of alternative options that are
designed to maximise returnensuring long term growth and bankability.

Bruce is a regular speaker at industry forums, where he presents papers on new initiatives
targeting the importance of adopting strategies that support the financial feasibility of individual
facilities, as welds sustaining longevity faperating entities



For further information, or to discuss your individual requirements, please contact:

BRUCHEMESSAGE

(02) 8211 0645

bmessage@premierconsulting.com.au

Level 31, RBS Tower, 88 Phillip Street Sydney NSW 2000

Wwww.premierconsulting.com.au
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