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Abstract

Designed for independent living, retirement villagerovide either detached or semi-detached
residential dwellings with car parking and smallvate yards. Retirement village developments
usually include a mix of independent living unitilds) and serviced apartments (SAs) with

community facilities providing a shared congregadicarea for village activities and socialising.

Retirement Village assets differ from traditionasidential assets due to their operation in
accordance with statutory legislation. In Austaaleach State and Territory has its own
Retirement Village Act and Regulations.

In essence, the village operator provides the kamdl buildings to the residents who pay an
amount on entry for the right of occupation. Opatture from the units an agreed proportion of
either the original purchase price or the saleepiscpaid to the outgoing resident. The market
value of the operator’s interest in the Retirem¥éiliage is therefore based upon the estimated
future income from Deferred Management Fees andt&@pain upon roll-over receivable by the
operator in accordance with the respective resiagceements. Given the lumpiness of these
payments, there is general acceptance that the appsbpriate approach to valuation is through
Discounted Cash Flow (DCF) analysis.

There is however inconsistency between valuerssacfastralia in how they undertake their
DCF analysis, leading to differences in reportedesiand subsequent confusion among users of
valuation services. To give guidance to valueid @mhance confidence from users of valuation
services this paper investigates the five majomelgs of discounted cash flow methodology,
namely cash flows, escalation factors, holdingqekrierminal value and discount rate.

Whilst there is dissatisfaction with the financs&lucturing of the DMF in residency agreements,
as long as there are future financial returns ved@é by the Village owner/operator, then DCF
will continue to be the most appropriate valuatinathodology for resident funded retirement
villages.
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Valuation Methods for Resident Funded Retirement Mlages
in Australia: A Practitioner’s Perspective

Introduction

Valuers can be called upon to provide valuationsaaange of purposes and under various
circumstances with respect to Retirement Villag&his paper outlines the methodology in the
valuation of the operator’s interest of residemtdied retirement villages in Australia. Typically

there are three component parts to a resident furefieement village, namely:

(1) The operator’'s interest in the existing independarnng units (ILUs) and serviced
apartments (SAs) which are occupied by residendemurontractual arrangements,
affording the operator the right to receive incofmrem deferred management fees
(DMFs) and subsequent resales/roll-overs;

(2) The resident’s interest in their respective ILUS# subject to contractual arrangements;
and

(3) The operator’s interest in any undeveloped land¢chvimay be subsequently developed
with either ILUs or SAs.

The role of the valuer and subsequent valuatiorhauktiogies which may be applied depends on
the nature of the component part and typically ine® a sum of the parts (1) and (3) above, such
that the total value of the property may involve teparate parts being individually assessed
through their respective most appropriate methatithen summed together.

This paper is based on the views and opinions ezpte by a range of valuers (refer
Acknowledgements), each being appropriately qualifegistered and Certified Practising
Valuer members of the Australian Property Institatied working in or with a sound knowledge
of the valuation of retirement villages. The raragel scope of experience of the interviewed
valuers was diverse and provided a cross sectioopiofions and reflected perspectives from
senior and junior practitioners.

Valuation Methods

Having regard to current theoretical literature aodrent valuation practice, the value of the
operator’s interests in existing ILUs and SAs (g &pically assessed through a Discounted
Cash Flow (DCF) approach whilst the value of amplus land (3) is typically assessed through
the hypothetical development feasibility or resicagproach. The residual approach involves the
assessment of the gross realisation of the hypo#thetevelopment, from which we then deduct
all costs incurred and also an allowance for prafid risk to determine the residual land value
(Whipple 2006 and Reed 2007).

This paper is particularly focused on the Discodr@ash Flow methodology (Whipple 2006 &

Reed 2007), which is utilized for the existing goied and unoccupied ILUs and SAs (1) within

a mature village. The future income source fohsaic asset is contingent upon the future roll-
over of residents and the disbursement of DefemMamagement Fees (DMF) and shares in
Capital Gains upon resale. Given the lumpinesghefe uncertain rollovers, a cash flow
methodology is considered most appropriate, whiclly nthen be checked through direct
comparison on a rate per unit basis (Willison, RRcBaffney 2007).
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The direct comparison approach, which is the prynzgproach for traditional residential assets
such as houses and units (Whipple 2006 and Reed),280considered as only a secondary
approach in the valuation of retirement villages do the variation in resident occupancy
agreements within individual villages, let alonawmen different villages, and across different
State borders. Consequently the differences iny ertintributions, calculation of entry fees,
shares in capital gains, expected time until redideparture and expected re-sale prices, let
alone differences in location, village size andligg®f improvements and community facilities
renders the Direct Comparison approach a secomrggmpach for this class of assets.

According to the Valuers that were interviewed ytheay be called upon to determine the value
of an individual unit or apartment (2) within a Mifje. In these instances then a Valuer may rely
on the direct comparison approach having regambioparisons in terms of the village and the

resident’s agreements. It is essential that iessésg the value for an individual unit, the Valuer

takes into account the terms and conditions obttripancy agreements for the units utilised as
sales evidence in comparison to the subject undt raakes allowances for differences, most

notably in the structure of the deferred managenfessg and sharing of capital gains. These
differentials may be shown in a matrix format.miay be possible to have regard to sales within
the same Village on similar terms, however whertsida evidence is sought, the Valuer must

have regard to the characteristics and peculiarifehe Villages and the terms and conditions of
the individual agreements.

Whilst important to the parties (village operatadaesident) involved and often required to meet
re-sale timeframes under the legislation, the ui¢ered Valuers stated that their more substantial
work will involve the determination of Market Valugf the operator's interest of the entire
Village, having regard to the income flows from theferred Management Fees and Exit Fees
receivable under the resident agreements to occ@yen the intricacies involved and detailed
within this paper, the valuation of retirementagles in Australia is considered a specialist field
and requires the Valuer to have an intimate knogéeaf the workings of the retirement village
industry, the relevant Retirement Village legisiati within each State/Territory and the
mechanics of individual occupancy agreements.

Retirement Village assets differ from traditionasidential assets due to their operation in
accordance with statutory legislation. In Austaaleach State and Territory has its own
Retirement Village Act and Regulations. In Queandlithe relevant pieces of legislation are the
Retirement Villages Act 19%d theRetirement Villages Regulation 2000

The objectives of these Acts are to promote greatersumer protection by providing a
framework for the operation of retirement villagesaccordance with approved schemes. In
Queensland a retirement village is defined as mesnivhere older members of the community or
retired persons reside, or are to reside, in indeget living units or serviced units, under a
retirement village scheme. A retirement villagdesneis subsequently broadly defined as a
scheme under which a person enters into a residemteact; and in consideration for paying an
ingoing contribution, acquires a right to resideairetirement village, and on payment of the
relevant charge, acquires a right to receive @t leae service in relation to the retirement vidlag
(Retirement Villages Act 1909

Residents typically “purchase” their unit from thidage operator, generally at a discount to the
cost of similar accommodation in the open residéntiarket. In return for this discount, the

residents agree to pay to the retirement villageratpr a Deferred Management Fee (DMF) when
they leave the village. The DMF or exit fee may dmculated as a percentage of entry

Brett McAuliffe 3



PRRES Refereed Paper 2010

Valuation Methods for Resident Funded Retirement Miages in Australia

contribution that was paid or the achieved resalgem@nd may include a sharing of any capital
gain and other fees and charges (McMullen & Day7200

For most purposes the assessment of value of theatop's interest will be based on the

definition of market value subject to existing desit contracts/agreements. Market Value is
defined by the International Valuation Standardsn@ittee and endorsed in Australia by the
Australian Property Institute (2008) as “the estedaamount for which a property should

exchange on the date of valuation between a willtger and a willing seller in an arm’s-length

transaction after proper marketing wherein theigauttad each acted knowledgeably, prudently,
and without compulsion”.

The DMF typically ranges from 20 to 45% over 5 1@ yiears (McMullen & Day 2007 and
Gelbert & Harris 2008). It may be calculated oe tiesidents original purchase price or the
amount that the resident sells their unit for upait. Residents may also share in capital gains
proceeds from the sale of their unit.

On a day to day basis, residents pay for the aufsggoviding services to the village, namely
security patrols, rates and insurance, as partheir tGeneral Services Charge (GSC). In
Queensland, residents also contribute to a Mainn&eserve Fund (MRF), which covers the
maintenance, but not the replacement of villagetagRetirement Villages Act 1999 Between
the GSF and the MRF, residents pay a rate thaasily discounted to the true cost of providing
village infrastructure such as a pool and commurdtytre. The DMF therefore compensates the
operator for providing these services over theg/&athe residents (McMullen & Day 2007).

In short, the market value of the operator’s irgelia the independent living units (ILUs) and
serviced apartments (SAs) within a Village is baspdn the estimated future income from
Deferred Management Fees and Capital Gain uporovell. Given the lumpiness of these
payments, the most appropriate approach to vatluasiconsidered to be through Discounted
Cash Flow (DCF) analysis, and noting that there iacensistencies between valuers across
Australia, the balance of this paper will focus tbe elements of the DCF (Willison, Rich &
Gaffney 2007).

Discounted Cash Flow Methodology

The DCF valuation methodology converts current &mdire cash flows to a present day
equivalent or present value over the holding pedbdn investment at an appropriate discount
rate. Consequently there are five (5) major elemémta DCF (Whipple 2006 and Reed 2007),
being:

»  Cash Flows (both positive and negative)
»  Escalation Factors
»  The Holding Period
» A Terminal Value, and
»  The Discount Rate.
These elements are expanded upon as follows:
Cash Flows

DCF estimates current and future cash flows (p@saind negative) and discounts them back to a
present value. This requires projections of futim@mes and costs, which are influenced by
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many factors. The accuracy of these future prajaestis one of the major difficulties facing the
DCF approach.

Deferred Management Fees (DMF), also known asdExiteparture Fees, comprise the payment
made to an operator upon a resident terminatingpaotwy and vacating their unit. There is a
strong correlation between the strength of thedesgtial market and demand for independent
living units, whilst serviced apartments are gelheran influenced purchase due to an
individual's declining health. Simply put, residerof a village will fund the purchase of their
unit through the sale of their former residenceesients will typically seek to purchase their
unit and retain some funds from the sale of thedvipus residence for themselves. Therefore,
there is a slight lag in house price movementswltatje price movements. The amount payable
is affected by the terms and conditions of the DMffeement entered into upon entry by the
resident into the village. There are lots of digfet DMF contracts in the market, with variations
from village to village and from State to Staten short there is no consistency in the market
making comparison between villages difficult angsrting the use of the DCF framework.
Typically the DMF is related to the duration of opation by the resident (McMullen & Day
2007 and Willison, Rich & Gaffney 2007).

A typical residency agreement will include 25% bé tingoing contribution accruing over the
first 2 to 7 years of occupation together with 568the capital gains.

The structure of the DMF has typically reflectee thagaries of the broader residential market,
such that as the first part of this Century sawrgjrgrowth in the residential property market,
much in line with general economic prosperity, tinanslated into higher entry prices being paid
for village units together with operators demand{agd receiving) more in terms of higher

percentages with regard to the ingoing contributiad share of capital gain (McMullen & Day

2007).

Within the cash flow calculation the valuer musténaegard to the peculiarities of each unit on a
line by line basis taking into account the curreesident's characteristics and subsequent
assumptions about the timing of initial roll-ovegether with escalations in pricing of the units to
calculate the respective DMF and share in capi#l g

To determine the timing of the first roll-over, theluer must have regard to the age and gender
of the existing resident in each unit, and thenehaegard to the Life Tables prepared each year
by the Australian Bureau of Statistics. In unddrtg a valuation, the latest Tables should be
utilised by the valuer. To calculate when existiagidents roll over:

» Calculate existing age of resident;

» From the Life Tables, having regard to the residegénder and current age, calculate
how many years to death;

» Adjust years to death by x factor.

Why decrease by the x factor? Not everyone leavetirement village because of death. They
may leave the Village for a variety of other reasancluding relocating to a higher care facility,
or just vacating for personal reasons. The x fasttypically 2 to 3 years.

This calculates the expected date for the firsh desv event or rollover. Subsequent roll-overs

are then assumed on a rolling basis in accordaritte adopted averages and escalations,
typically between 8 and 12 years. Estimating kals is subjective with the actual number of
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rollovers varying from year to year and from vikatp village. Obviously the assessed value can
vary dramatically due to make up and take in affergs.

Business valuers typically vary from property vatudy using a stochastic model, which
randomises the subsequent rollovers.

Therefore, for each village unit's contract, withire cash flow, the valuer needs to make two
calculations, namely the percentage of DMF recdévaly the operator contingent on the terms
of agreement, percentage recoverable and estirteatgth of stay, together with the capital gain
between the entry price and the expected sale atittee time of roll-over. Within the cash flow
the valuer must therefore be aware of the partisutd each and every resident contract to
determine the correct amounts. The pricing of dadividual unit should be checked against
each other and with units within other Villagesmaintain parity and relativity with the broader
residential property market.

Along with the forecast cash inflows upon roll-as/gthere are expenses or costs that are incurred
over the holding period, including:

Capital replacement fund (non recoverable formdesdiin Queensland)
» Costs of sale
0 Typically 1.5 to 3%
0 May be recoverable, dependent on State and Contract
» Overheads
0 Head office management costs are not recoveratie fesidents.
Refurbishment of Unit
o Typically recoverable dependent on State and Cantra
o Eg. New paint, new carpet
o Every 15 years need to refurbish village

With regard to refurbishment costs, there are twpreaches. The first is to incorporate the
refurbishment costs and therefore step change phiee™ of the ILU or SA to reflect the
refurbishment or alternatively the valuer does inotude the refurbishment cost and therefore
does not incorporate the step change in the ILBAoprices.

Escalation Factors

The Escalation Rates are the rates at which ind@lidash flow elements will grow over time due
to the influence of the Time Value of Money (Whip[@006 and Reed 2007).

Within the cash flow, the “price” of each individuaU and SA is escalated from the date of
valuation so that the capital gain can be calcdlate future roll-overs. Similarly the costs
incurred in the refurbishment, marketing and omgainning of the Village are escalated.

Traditional cash flows for commercial and retaibperties often escalate incomes at a relatively
low growth rate based on the Consumer Price In@#X)(plus a premium. Consequently price
growth for ILUs is usually in the order of 4 to 5&hilst price growth for SAs is slightly less in
the order of 3 to 5%. The market for SAs is mareted than that for ILUs due to their narrower
appeal to residents with increasing/higher carelsi@ad typically for a shorter duration of stay.

Alternatively, there are views that residential ggrdy markets out perform CPI and as such a
higher escalation rate on prices of up to 6.5% khte adopted. However, much of this
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escalation may be from two factors: improvemengumlity of product and therefore not a true
capital gain on like-for-like, and greater acces$inancing that may have given a one-off boost
to property prices. As a result, future price @ages may be more inline with CPI.

Costs are typically escalated throughout the chkmsh ih line with escalations in the Consumer
Price Index (CPI).

There is a direct relationship between the escalatites and overall discount rate adopted within
the cash flow (Whipple 2006 and Reed 2007), anguak the major problem for valuers is the
identification of the:

* Growth rate drivers
* Discount rate drivers

Typically more expensive units are more sensitivgrowth rates due to the compounding effect,
whilst other units remain sensitive to the discaaite.

The Holding Period

The Holding Period is the length of time that thadg period will cover. Whilst the holding
period for traditional investment property assastsch as office buildings and retail shopping
centres, is typically in the order of 10 or 5 yeatse holding period for retirement village
valuation cash flows is typically much longer t&ganto account the lumpy and irregular nature
of the cash flows (Whipple 2006 and Reed 2007).

There appears to be two distinct approaches wiglarceto holding periods in the cash flow
calculations for retirement villages. These rafigen a holding period in the order of 20 to 30
years with a Terminal Value against a holding piiothe order of 50 years with no Terminal
Value.

The shorter the holding period the more contingéet current market value will be on the
Terminal Value calculation.  Consequently giveamd& Value of Money discounting over the
respective holding periods, the current value aue® under a 26 year model with Terminal
Value is typically very similar or marginally abotlat for a 50 year model without Terminal
Value.

The shorter (20 to 30 year) cash flow is typicaltgund 26 years, which allows for 2.5 roll-overs
for each unit within the cash flow assuming an ageroccupancy of 8 to 12 years. If the holding
period is too short then an insufficient numberaf-overs are captured and therefore may not
present an accurate portrayal of the asset’s value.

Some valuation firms are understood to run a 20-yeadel with terminal value based on a
further 20 year period.

A Terminal Value
The Terminal Value is the cash amount in the fipediod representing the net proceeds of the

hypothetical sale of the property asset at thedadéride study period as a proxy for future income
beyond the holding period (Whipple 2006 and Redti’20
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For a 26 year cash flow model, the Terminal Vakieften based on the average roll-overs for
the previous 9 years where the roll-overs are adbph a 9 yearly basis. Valuers have opted for
more conservative numbers for the roll-overs ifamge of options is provided. Roll-over
numbers may be affected by an industry trend thatvs that average age of current residents
attracts new residents of similar age.

The Discount Rate

The Discount Rate is the targeted rate of returrtfe asset based on a pre-tax weighted average
cost of capital. International Accounting Standaéd at paragraphs 55 states that “in measuring
value in use, the discount rate used should bepthetax rate that reflects current market
assessments of the time value of money and the sigécific to the asset” and at paragraph 56
states further that “the discount rate should afiéct risks for which future cash flows have been
adjusted and should equal the rate of return thasitors would require if they were to choose an
investment that would generate cash flows equivdtethose expected from the asset.”

In accordance with International Valuation Standamdiscount rates should be selected from
comparable properties or businesses in the mdrketder for these properties to be comparable,
the revenue, expenses, risk, inflation, real raiEseturn, and income projections for the
properties must be similar to those of the suljjecperty. There are business risks peculiar to
the operation of retirement villages, including thecertainty of timing of rollovers in the
cashflow, which are different to those for the lddof traditional commercial office and retalil
or industrial properties, and as such a softerdistrate is adopted.

In recent years, discount rates have typically ednfjom 13 to 15% for an individual Village,

with firmer discount rates from 10 to 12% adopteddvaluations as part of a portfolio. These
rates have softened out in recent times, reflediftening economic conditions following the
Global Financial Crisis of 2008, to now range frbfh5% to 13.5%..

Conclusions

In considering the aforementioned aspects withrob¢m each element of the DCF, it becomes
apparent that retirement villages have maturitygoksrwhich impact significantly on their rate of
return. Immaturity produces low returns and coself, maturity is rewarded with higher
returns. The maturity of a village can change ifigantly over time as residents come and go.
Maturity may be assessed in terms of a seriest@f-nelated measures including:

» The expected average length of stay of each rdsiden
» The rate of resident exits;

» Average age of residents as at the assessed date;

» Average age of residents as at the date of indidatry.

Along with maturity, other important determinants\alue include:

The marketability of the units, both demographicalhd geographically.

The quality of the location of the village.

The quality of the improvements, including level difinctional and economic
obsolescence.

The reputation of the village.

The overall state of the residential market.

Taxation issues.

YVVV VVY
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» The number and type of resident contracts.

» The ability of resident contracts to provide foethecovery of operating costs and
produce a return.

» The Village’'s maturity as reflected in its residenofiles.

Overall, the most appropriate valuation methodolagytilise in the valuation of resident funded

retirement villages is considered to be the distedicash flow approach based on either a 26
year holding period with terminal value or a 50n/ealding period without terminal value.
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