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Executive Summary
Overview

Sample Business (“the company”) is a real estate investment company aiming to generate capital gains, passive income, and long-term equity appreciation for its owners and investors through the purchase and leverage of real estate investments.
In the short-term, the company will focus on the acquisition of multi-unit residential properties in Atlanta, GA and the surrounding metropolitan area.  Longer-term, it is expected that the company will leverage its growing experience, expertise, and investor reach to branch into commercial real estate, including office buildings, larger apartment complexes, and other more “exotic” real estate holdings.

Business Structure
Sample Business is structured as a limited liability company (LLC), and taxed as an S-Corporation.  The company is wholly owned by its principle investor – Business Owner.  The company will hold each of its investment properties as a separate limited liability corporate entity (LLC), and will open up fixed percentages of each investment to outside investors.  Each investment under consideration by the company will be outlined and marketed in a prospectus and/or business plan that will be provided to outside investors for investment consideration.  

With the top-most goal of asset protection in mind, it is expected that the business structure for these investments will be as follows (the business structure is subject to change):
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The remainder of this document is intended to provide a comprehensive overview of the criteria that will be used to evaluate investments for the company and the strategies that will be employed to maximize returns through capital gains and passive income.
Investment Strategy

The company recognizes that there are many strategies that lead to real estate investing success.  As such, we will use a variety of investing strategies, as appropriate, to achieve a variety of end-results.  The company will first focus its efforts on two strategic investment strategies – Fundamental Investments and Value-Play Investments – as defined below.
Long-Term “Fundamental” Investments

“Fundamental” investments will serve as the cornerstone of the company’s exit strategy.  By purchasing properties with the ability to generate consistently strong cash flow over the long-term, the company can ultimately allow its investors to retire, while continuing to receive passive income into perpetuity.

Properties considered as fundamental investments will meet a strict set of minimum financial and cash flow criteria.   Additionally, properties considered for fundamental investment will ideally be located in areas where long-term growth (population, job, income, etc) is expected to thrive.  

Because fundamental investments are expected to be held long-term, exit strategies for these types of investments aren’t as important as for other types of investments.  That said, there are a number of strategies that the company will follow when evaluating and carrying-out fundamental investment opportunities.  
Among them are the following:

Demographic / Economic Trend Analysis

The company understands that local and regional trends, as well as economic and demographic changes contribute to the long-term value (or lack therefore) of an investment property.  For example, properties in areas that are experiencing population and job growth are more likely to generate capital appreciation than properties in areas where unemployment is rising and population is declining.  Using information gathered from federal agencies as well as local government/chamber-of-commerce sources to help understand economic and demographic trends in potential investment locations, we will be able to make informed investment decisions.  
Asset Accrual

While the company will opportunistically leverage short-term “value plays” when they present themselves (see below), it will chiefly focus on a buy-and-hold strategy to generate long-term asset accrual.  Long-term asset accrual serves several purposes for the company, including: wealth generation through market appreciation of the properties, tax benefits associated with long-term capital gains, and the free-and-clear ownership of assets paid by occupants of the properties.  
Cash Flow
Through market-driven rental increases and the ultimate pay-off of property loans, it is expected that the cash flow generated by the company’s holdings will be substantial, and will allow investors recurring passive income for as long as the properties are held.  Because only positive cash flow properties will be considered as investment vehicles, it is expected that cash flow will be generated from the outset, and will be returned to investors based on pre-defined payment schedules.  
Trading Up for Value

In real estate, it is often the case that “bigger is better.”  More specifically, properties with more units tend to benefit from economies of scale and, in general, generate larger cash-on-cash returns than properties with fewer units.  To leverage the higher returns of bigger – and therefore more expensive – properties, the company will use 1031 exchanges whenever reasonable to acquire larger properties with the equity and appreciation of previously owned smaller properties.  Through the use of 1031 exchanges, the company can defer capital gains and use accrued value to “trade up” and increase returns for the company and its investors.
Diversification

The company will use a strategy of property diversification to reduce long-term risk associated with investing in a single asset class (real estate).  While in the short-term the company will focus relatively common investments such as duplexes and 4-plexes, the long-term strategy of the company will be to diversity into less common – but more lucrative and still low-risk – investments such as apartment buildings/complexes and commercial real estate vehicles.

Short-Term “Value Play” Investments
When available, the company will make “value play” investments to generate short-term (1-5 years) capital gains.  The key to the value play will be purchasing mismanaged properties in temporarily depressed areas at well below current market rates; the goal will be to add short-term value and resell for large capital gains.  These types of transactions will provide the working capital needed to acquire additional longer-term “fundamental” investments.

These opportunities will generally result from the convergence of the following circumstances:

1) Poor real estate performance in a localized area due to temporary economic conditions leading to population or job losses.  In order to qualify as a “value play,” indicators should point towards a reversal in population decline (i.e., population increase), reversal in job decline (i.e., job increase), and/or a strengthening of the local economic framework (e.g., increased salaries, etc); 
2) Poor management by the current owners – often brought about by the negative economic indicators above – that result in high-vacancies, below-market rents, or high recurring expenses;

3) The existence of short-term property improvement that can be carried out to quickly increase the value of the overall property.  These types of improvement include – but are not limited to – the following:

· High Vacancy Due to Poor Management

· Below Market Rents

· Extensive Cosmetic (not Structural) Repairs

· Master-Metered Properties that can be Converted to Sub-Metered

· Ability to Add Income Producing Services (Laundry, Vending Machines, etc)

· Ability to Protest High Tax Assessments
By focusing on rectifying the underlying issues that have contributed to the poor performance of the property, by making short-term property improvements, and by leveraging the improving localized economic trends, there will exist a great opportunity to acquire and quickly increase the total market value of the under-performing property. 

When evaluating a property as a short-term value play, the entry and exit strategies for the property will be carefully considered.  Properties without substantial upside potential from these added values will not be considered for purchase unless they also meet (prior to purchase) the minimum financial criteria defined for long-term “fundamental” investments.
Criteria for Investment
The following is an outline of the minimum criteria – both financial and demographic – that must be met before a property will be considered for purchase.  While these criteria are necessary to be met before an investment will be made, they are not sufficient; each property will be analyzed for all upside potential.
The criteria for long-term “fundamental” investments will differ from the criteria for short-term “value play” investments, and therefore each will be addressed separately.  Each property analyzed by the company for potential investment will fall under one of the these categories, and will be analyzed based on that set of criteria.

“Fundamental” Investments 

Any property being considered as a fundamental investment by the company must meet the following criteria; additionally, it must meet the criteria based on actual financial data, not pro-forma data or “after-improvement” financials:
· Property must have a Capitalization Rate of greater than 8%

· Property must have a Year 1 cash-on-cash return of greater than 8%, and subsequent year cash-on-cash returns of greater than 12%
· Property must have a Year 1 total return of at least 18% (assuming 0% appreciation).  Total return consists of cash-flow, equity accrual, appreciation, and tax benefits
· Property must have a DSCR of at least 125%
· Ideally, property must have a minimum cash flow of at least $6000/year, and at least $100/month per unit for larger properties (8+ units)
“Value Play” Investments 

Any property being considered as a value play investment by the company will undergo three pro-forma analyses.  The first pro-forma analysis will describe the current financial situation of the property using actual historical data; the second pro-forma analysis will describe the expected financial situation of the property after one year; and the third pro-forma analysis will describe the expected financial situation of the property at the earliest expected time of sale, using conservative market data and the company’s plan for improving the property.

The first pro-forma will be used to value the property and will be used to determine an offer price should the company decide to pursue the investment.  The first pro-forma analysis (the current analysis) is less of a “pro-forma” and more of an income statement, as the line-items should be based on actual operational data, not pro-forma or anticipated income/expense data.
The second pro-forma will be used to identify the worst-case financial situation associated with the first-year ownership of the property; because the value play investment will likely be going through a transitional phase in year one – creating capital requirements, tenant turnover, loss of income, etc – the company must be prepared for all expenses and holding costs associated with that transitional period.  In order for a property to be considered for purchase as a value play, the second pro-forma analysis (the one year analysis) must indicate that the property will be at least cash flow neutral (i.e., break-even) after year one.

The third pro-forma will be used to define the anticipated at-sale value of the property; the company will use this analysis to determine the return on investment that can be expected from the property.  In order for a property to be considered for purchase as a value play, the third pro-forma analysis (the at-sale analysis) must meet the following criteria:

· Property must meet a minimum annualized rate of return (total return) at the point of sale, with that annualized return relative to the time the property has been held.  Specifically, the annualized ROR should at least meet the following criteria (investment returns increase each year due to the need to tie up capital for prolonged period of time):

· 1-Year Hold:  30%

· 2-Year Hold:  35%

· 3-Year Hold:  40%

· 4-Year Hold:  45%

· 5-Year Hold:  50%

· For analysis calculations, property must be assumed to have an “at sale” capitalization rate comparable to the average cap rate for recent sales of similar properties in the same area.  This is regardless of the cap rate of the property at purchase
· It should be assumed that a property will never have an improved vacancy rate higher than the local average (i.e., the company shouldn’t assume it can get the vacancy lower than the surrounding average)

· It should be assumed that the average “Annual Operating Expense Increase” will never be lower than the average “Annual Revenue Increase”
Calculating Financial Investment Criteria

As detailed above, the company will use well-defined financial and demographic criteria for making investment decisions (see section above on “Criteria for Investment”).  This section will lay out the methodologies for calculating the financial investment criteria to be used for analysis; the next section will lay out the methodologies for calculating the demographic investment criteria to be used for short-term “value play” investments.  
In terms of financial analysis, the company will use conservative estimates of property income and expenses to generate pro-forma revenue and cash-flow calculations to determine whether each property meets our initial investment criteria.  Once pro-forma data indicates that a property meets the minimum requirements for investment, analysis of actual historical financial data will be used to verify the financials, at which point more formal due diligence will begin. 

To ensure that each property is analyzed rigorously and by the same standards, here is the data and calculations that will be used to generate the pro-forma and actual income statements for each property:

Revenue Calculations
In accordance with using conservative estimates for revenue and cash-flow estimates, property revenue will be calculated based on the following assumptions:

· Total (no vacancy) projected rent revenue will be calculated as follows:

· For property units under contractual obligation to pay rent (i.e., existing lease), the lesser of the actual contractual obligation or expected future rents defined by market analysis 

· For property units not under contractual obligation (i.e, no lease), 90% of expected projected  rents indicated by market comp analysis

· Total projected rent will be adjusted for vacancy using a vacancy rate of the greater of:

· Actual property vacancy for previous 12 months, or

· Market comp indications of local vacancy rates

· Additional revenue (reserved parking, laundry services, etc) will be calculated using actual historical revenue if available; otherwise using pro-forma data
· For generating Total ROI, the following assumptions will be used:

· Appreciation will be assumed at 0% year-over-year

· Tax benefits will be calculated based on a 35% tax bracket
Expense Calculations
In accordance with using conservative estimates for revenue and cash-flow estimates, Net Operating Expenses (NOI) will be calculated based on the following assumptions:

· Actual Property Taxes paid in previous year, adjusted for expected changes based on property improvements upon purchase

· Actual quoted insurance premiums

· Property Management fees of 10% of collected rents, or actual fees quoted from retained Property Management firm (to be conservative and plan for future considerations, this amount will be figured into the NOI calculations regardless of whether management is intended for the specific property)

· Higher of the pro-formed estimated repair costs and between .5% and 1% of the actual property value, depending on age and condition of the property

· Estimated advertising costs to lease units (to be conservative and plan for future considerations, this amount will be figured into the NOI calculations regardless of whether management is intended for the specific property)

· Actual utility costs paid in previous year, adjusted for expected changes based on future cost projections
· Any additional expected costs associated with the property based on previous actuals, pro-forma estimates, or other anticipated expenses
The company will maintain a proprietary model and set of tools that can be used to analyze properties based on the criteria above.  These tools will allow the company to quickly determine if properties meet the criteria for investment.
Calculating Demographic Investment Criteria

As mentioned above, the company will use well-defined financial and demographic criteria for making investment decisions (see section above on “Criteria for Investment”).  The previous section addressed how the financial investment criteria will be calculated for both fundamental and value play investments.  This section will lay out the demographic investment criteria to be used specifically for short-term “value play” investments (longer-term "fundamental" investments will be less dependent on real estate cycles, and will likely be owned over multiple cycles).  

The following is a set of demographic and economic conditions that should be examined when considering a location for property purchase:
Population Trends

Population growth or contraction is likely the strongest indicator of near-term vacancy rates, and therefore should be considered a primary decision driver for the company when considering entering into local markets.  Ideally, the company would like to see a contracting population due to a temporary and well-understood circumstance (loss of jobs, natural disaster, etc), with the likelihood of expanding population in the near future.  Ideally, the population loss has affected property owners and has created a situation where high vacancy is causing price depression in the local area.
Employment Trends

Employment growth is a key driver of vacancy rates, and should be considered a key indicator and decision factor when evaluating local markets.  In addition to employment growth trends, the company will take into account the type of jobs being created/lost, and whether new or lost jobs will directly influence the property vacancy.  For example, new white-collar jobs will likely have a smaller impact on Class C/D buildings than they would on Class A/B buildings.
Building Cycles

Multi-family residences go through cyclical periods of expansion and contraction in both income and value, and it is important to not only understand what cycle the local markets are in, but to buy at the appropriate point in the cycle to ensure appreciation and income improvements.  Specifically, the company will look for apartments in areas where there has been a recent price/value depression, and where a turn-around is either beginning or on the horizon.  While the company should wait until after the “bottom” of the cycle, it should be willing to get in shortly after this point, and be willing to accept short-term losses during the recovery phase of the market.
Additionally, the company should be aware of the history of building in the local area, including number of issued building permits, number of new units, and number of conversions.  Markets tend to peak around the time of maximum overbuilding, at which point values begin to depress and buying opportunities start to become available (though it may take months/years to reach market bottom from point of maximum overbuilding).  The company should use building information to help determine the point in the market cycle, and use that information to help drive timing decisions for buying.

Socio-Economic Trends
Trends in number of households and household income play a key role in the vacancy and income rates experienced in the surrounding markets.  By keying in on these socio-economic trends, the company should be able to better determine the direction and strength of the market.  It should be noted that household income trends that are very strong may indicate a move from apartment rentals to individual property ownership, which will ultimately negatively affect vacancy rates.
Equity & Financing Strategy

The company aims to maintain a balanced investment strategy that uses a reasonable level of built-in and purchased equity to protect against decreases in property values, while at the same time using the leverage made available through traditional real estate lending practices to maximize the asset acquisition and income production of the company overall.
Equity Strategy

In order to maintain a relatively low-risk profile across our entire asset holdings, it is the goal of the company to maintain at least 15% equity in all property holdings at all times (some exceptions may be made for value play opportunities where highly-leveraged bridge loans may be used strategically for short periods of time).  
Additionally, for fundamental investments, the company will operate with the long-term goal of owning each investment outright, and will therefore only remove equity from a property when all partners in the specific investment agree that it is in the best interest of the company and partners overall.

We will attempt to accomplish these goals using the following core investing principles around equity management:

· All new asset purchases will be made for a maximum of 85% LTV, based on both appraised and bank assumed values of the property (assuming both are available).  This will be accomplished by either purchasing a property at below market value and/or ensuring that at least a 15% down-payment is made on the property at acquisition
· Once a property is acquired, it will be the goal of the company to ensure that at least 15% equity is retained in the property at all times.  This will be accomplished by ensuring that money will not be taken out of a property until there is at least 30% equity in the property, and that any money taken out of the property at a future time (via refinance, HELOC loan, etc) will still leave at least 20% equity in the property.  This should protect the property equity in the case of a market downturn, except in those situations where the downturn immediately follows asset acquisition, in which case equity in the property may fall below 15%

· Where all investors agree that it is in the best interest of a specific investment to accrue equity more quickly than the loan amortization period, the company may accelerate equity accrual by directing some or all positive cash-flow back into the property 
Financing Strategy

The company will, whenever possible, use traditional financing methods to purchase assets.  Specifically, the following guidelines will be used when financing properties:

· Traditional financing options such as mortgage brokers or banks will be used to acquire funding whenever possible

· Except in special situations, all acquired financing will be in the form of fixed-rate loans with an amortization period of between 15 and 30 years.  
· Situations that might warrant non-fixed rate loans would include: financing intended to cover short-term holding of “value play” and/or rehab properties that will be refinanced or sold or non-traditional financing necessary to satisfy seller requirements
Investor Strategy

In order to provide greater flexibility to meet its investment goals of asset accrual, cash flow, asset exchanges, and diversification, the company will look to outside investors to provide additional capital on top of that of the primary owners.    A percentage of each property acquired by the company will be opened up to equity partners, and each investment vehicle will operate under a separate partnership agreement specific to the investment needs and the desires of the partners. 
Ownership

To ensure the alignment of goals between the company owners and outside investors, the company will generally retain a minimum 33% ownership in each investment.  The company may, under certain circumstances, choose to hold an investment on behalf of outside investors where the company has not stake; in these cases, the company will ensure that the overhead associated with these investments poses no tax on other investments or investors.
Partnership Agreements
Each individual investment vehicle will have an associated partnership agreement that lays out the rights and responsibilities of the partners for that investment.  The company will attempt to maintain consistency in partnership agreements for the sake of simplicity and overhead reduction, but also recognizes that in certain circumstances, specific terms will be required to satisfy investors within a particular investment.  Because each property will have a separate partnership agreement, and because some investors may have a material interest in multiple properties, it is important to note that at no time will the company implement a partnership agreement that poses a conflict of interest towards other agreements or investors, without agreement among all affected investors.
Management of Investments

The company will be responsible for the day-to-day management of the investment properties, and will retain the right to make decisions affecting day-to-day management issues.  This includes – but is not limited to – the following types of decisions:

· Whether to use a property management company

· Tenant screening and acceptance criteria/determination

· Property maintenance and repair decisions

· Rent increases/decreases

· Etc.

The company has authority to make all day-to-day operating decisions, it will do everything possible to optimize both for long-term appreciation and short-term cash-flow for its investors.
Entry Strategy

Prior to purchasing any property, a short-term strategy for transitioning the property to new management will be identified.  Entry strategies may include rezoning efforts, improvements to the property, adjustments to rental rates, implementation of marketing plans, sub-metering of the utilities, etc.

Exit Strategy

Prior to purchasing any property, an ideal exit strategy for the investment will be identified.  This exit strategy will be agreed upon by the investor partners, and will be documented in the partnership agreement.  Typical exit strategies may include (but are certainly not limited to): 

· Short-Term Sale (especially for Rehab and Value Plays)
· Refinance to Regain Investment (especially for Value Plays)

· Long-term hold for cash flow

· Mid-term hold for 1031 exchange
During the hold period, investors will have the opportunity to reevaluate the exit strategy for the property; the partnership agreement will clearly identify the rules for determining and executing on the exit strategy for the property.
Conflicts of Interest

While the company may consider adding partner owners at some point who have voting rights towards corporate decisions, it should be clear that investors into specific investment vehicles will have no operating control over the corporate entity as a whole.  Instead, investors will have clearly defined rights and responsibilities towards their investment vehicles as defined in the specific partnership agreement that governs the investment.  Additionally, the company will ensure through contractual agreement that at no time will it undertake a business strategy that presents a conflict of interest with investment partners without agreement from affected partners.

Investment Team
It is clear that in real estate investment, a key differentiator – and often the difference between success and failure – is the ability to put together a great support team.  Using networking contacts, referrals, and detailed research, the company intends to put together a great team prior to making a first investment.

At very minimum, the following team members will be identified and consulted with prior to making a first purchase:
Key Team
Real Estate Attorney  

· To define and create an initial business structure and entity for the company

· To help define and create partnership agreements for each investment vehicle
· To create contracts to control property during due diligence
Certified Public Accountant
· To define and create an initial business structure and entity for the company

· To help create methodologies for tracking revenue and expenses
· To help identify tax strategies
· To complete annual taxes
Real Estate Agent
· To provide access to available properties (and MLS, if necessary)
· To provide insight into the local markets

· To identify and analyze available investments

Property Management
· To support due diligence process during acquisition phase

· To provide day-to-day management of investment properties (where desired)
Due Diligence & Acquisition
Property Management
· To support due diligence process during acquisition phase

Property Inspector
· To provide inspection services prior to purchase
· To help define cost of repairs and improvements
· To make strategic recommendations on improvements or repairs
Appraiser
· To help define comps and reasonable market value when dealing with non-typical properties or non-typical investments
Mortgage Broker or Lender
· For all financing needs and future finance planning
Title Company
· To clear title for acquired properties
Insurance Agents
· To provide insurance on investments

· To provide recommendations on insurance strategy for investments and tenants

Improvements & Repairs
The following maintenance and repair companies/people should be identified prior to making a purchase:

· General Contractor
· Landscaping
· Handyman
· Plumber
· Electrician
· Cleaning Services
· Carpenter

Target Location & Properties
While the company will analyze any deal to determine whether it meets the financial criteria for investment, there are a number of non-financial criteria that the company will also evaluate. 

Short-term, the company intends to invest in the properties that meet the following criteria:

Target Geographic Location
The company will focus on acquiring properties in the Atlanta Metropolitan area.  Thorough demographic and economic analysis was performed on the area, resulting in the following information.

First, the company considered the three major apartment demand drivers:
1. Population Growth

2. Job Growth

3. Immigration/Internationalization

In support of those demand drivers, Atlanta is the fastest growing metro area in the nation’s top 10 largest metro areas, is on the short-list of "Gamma world cities," has undergone large urban expansion in the past 10 years, and ranks third in the number of Fortune 500 companies headquartered within a city.

Next, we reviewed the 2007 National Apartment report, on which Atlanta was ranked #28.  The report indicated that 2007 should be a strong year for apartment investors in Atlanta, and that a number of economic and demographic trends were still positive.  Specifically:
· Limited construction should keep downward pressure on vacancies;

· Limited new commercial construction should maintain upward pressure on rents;

· Due to large increases in rents in Class A developments over the past several years, there is new demand for Class B/C buildings/developments within the beltway

· Lower rents in the northern portion of the metro area (Cobb and North Fulton counties) are driving renters north, decreasing vacancies and increasing rents in those areas

· Some important statistics include:

· Employment Forecast: Employment will expand 1.2 percent as 28,000 jobs are created in 2007, down from 2.3 percent in 2006. The educational and health services, and leisure and hospitality sectors will lead job growth.
· Construction Forecast: Developers will deliver 3,000 units to the Atlanta market in 2007, down from 4,600 units in 2006. This 0.9 percent increase to inventory will be well below the metro area’s five-year average.
· Vacancy Forecast: Following a 20 basis point decline last year, vacancy is expected to retreat by 50 basis points to 7.3 percent in 2007. Gains are expected to be strongest among Class B/C properties, where there is less competition from the for-sale housing market.
· Rent Forecast: Asking rents are forecast to increase 2.8 percent to $855 per month, while effective rents gain 3.7 percent to $765 per month in 2007.  The strongest rent gains are expected in northern portions of the metro, where expensive home prices drive steady demand for luxury apartments.
· Investment Forecast: While trendy in-town areas are well positioned for long-term growth, this potential has been factored into prices for many assets. Investors are expected to target properties in established parts of Cobb and North Fulton counties as an alternative in the coming year.
Examining other economic and housing indicators, we found that Atlanta has the second highest number of foreclosure filings of any city in the nation, Atlanta is one of only 25% of metro areas that hasn't seen year-over-year home price declines, and in general, the housing market hasn't kept pace with a number of other large metro markets over the past 5 years, making current prices more reasonable than other areas.
Property Criteria

In the short-term, the company will take a relatively narrow view of the types of properties that it will consider as fundamental investments:

· Multi-unit properties, ranging from four to 36 units, and valued between $200K - $1.2M

· Focus on Class B/C apartment buildings/complexes in Class A/B neighborhoods
· Properties ideally newer than 30 years old to ensure long-term value

· Duplexes, triplexes, and 4-plexes will ideally be at least 2 bedroom/2 bath

· Properties will ideally have sufficient parking for all tenants

· Property condition should be very good or improved to very good prior to renting

For value play investments, the company will look for properties with the following set of criteria used for investment consideration:

· Multi-unit properties, ranging from 15 to 50 units, and valued between $200K - $1.2M

· Focus on Class B/C apartment buildings/complexes in Class A/B/C+ neighborhoods
· Property condition should be good, with cosmetic improvements necessary and sub-metering potential available
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