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Growth Strategies

Small talk

Former Speaker of the House Tip O’Neill liked to say that “all politics is local.” His point was
that while the big picture gets most of the attention, you have to drill down to understand what’s

really going on.

That observation has some relevance in the seniors housing and care market as well. Much has
been written and said of the juggernaut transactions we’ve seen lately. But for all the headlines
about the mega-mergers and buyouts, locally run and financed businesses are at its core. And as
John Andrews points out in our first story, well run smaller operators actually may be better posi-
tioned to obtain capital these days than their larger brethren. Similarly, smaller lending institu-
tions play a significant and growing role in providing capital.

This Growth Strategies supplement offers an up-close look at what’s happening at the local
level, while also paying attention to the big picture. We hope this will provide you with some new
insights and perspective.

Special thanks are due to our partner in this effort, the National Investment Center for the
Seniors Housing & Care Industry. Without their support, patience and guidance, this would not

have been possible.
John O’Connor, Editorial Director
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Seniors housing and
care opportunities
exist for smaller and
regional players. But
they need to have
their house in order.

PHOTO: ROBERT LOEB COMMUNICATIONS )

Ll i s -

At Tanglewood Manor, in Jamestown, NY, the emphasis is on preserving residents’ dignity and memories in nature’s splendor.

Sizing up
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Market analysis

BY JOHN ANDREWS
mall and regional operators, take solace: You are
still in the capitalization game, provided you mind
your business well. Interested lenders remain out
there and they are looking for worthwhile projects to fund.

This should come as welcome news to small facilities that
were formulating an expansion, acquisition or renovation
ahead of the financing frenzy that characterized the first half of
2007, and feel like they missed out when investment tapered
off the rest of the year. While it’s true that expectations for 2008
are far below last year’s remarkably high levels, it is a down year
only relatively speaking, finance specialists say. Distanced from
the general economy, eldercare’s indicators remain vibrant,
which means investment capital should be there for operators
with the appropriate projects, said Ray Lewis, executive vice
president and chief investment officer of Chicago-based Ventas
Healthcare Properties.

“There is still a lot of good news for our market — assets are
performing well, occupancy is strong, growth is strong and the
mortgage meltdown is muted in our sector,” he said.
“Operating fundamentals are still very strong and there is bet-
ter access to capital than other areas of real estate for that rea-
son. It is not impacted by periodic cycles and is seen as a safe
haven for investments.”

Lewis notes that 2007 was split into two distinct halves as
economic forces — both external and internal — combined to
put the brakes on around July 1 on what had been a speeding
bandwagon. For the rest of the summer and fall, activity pro-
gressed at a more leisurely pace.

“It’s the ‘tale of two halves’ —the best of times and, while not
the worst of times, certainly not as good,” Lewis said. “Earlier

in the year there were sizable transactions with Sunrise and
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“| believe
that lenders
might prefer
smaller
transactions
right now.”

Arnold Whitman
CEO and
Co-Chairman
Formation Capital

Holiday (Retirement Corp.), prices were at record levels with
cap rates and per-unit values and the market was pretty full of
capital. It went to a more cap-restrained market, reducing
transaction volume and alot of sellers pulled their deals off the
market. It ended with suspended animation for transactions.”

One of the most significant aspects of the 2006-07 “banner
year,” according to Scott Stewart, a partner with New York-
based The Carlyle Group, is the legitimization of eldercare as a
sound investment.

“The industry became an officially accepted asset class
within institutional investors,” he said. “When Carlyle first
entered the market in 2003, it was seen as a risky place to invest.
What attracted us was its double-digit cap rates, the last bas-
tion of real estate to have it. It’s down to single digits now,
between six and nine, and T doubt we’ll go back to the double-
digit days.”

Kristen Ahrens, senior vice president of real estate for
Chicago-based GE Healthcare Financial Services, agrees that
seniors housing is a product “that has become accepted and
understood ... theindustry has done a good job in differentiat-
ing between skilled nursing facilities and assisted living and
how they are each unique.”

When Arnold Whitman surveys the landscape, he sees more
constraints for smaller players, but he maintains that times are
still good.

“Sources are fewer and the types of capital available have
changed, but you can still borrow money,” said Whitman,
CEO and co-chairman of Alpharetta, GA-based Formation
Capital. “Leverage is lower, the spreads are higher and
covenants are tighter, but as I look at the marketplace, the small
regional operator is the least affected. In fact, I believe that

lenders might prefer smaller transactions right now.”

opportunity
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Confidence high

A growing demographic base, increasing acceptance of private
pay seniors housing products, unlimited growth potential and
widespread business acumen among facility operators have all
contributed to eldercare’s envious position within the econ-
omy. Even when the quake of the subprime mortgage implo-
sion “tossed everything into a state of flux,” it didn’t cause
much anxiety within the industry because “no one got
burned,” Stewart said. And while most observers see eldercare
— and healthcare in general — as having a blue chip coat of
armor, they acknowledge that it does have its chinks.

“There is some softening in the entrance fees for CCRCs and
independent living sectors,” Ahrens said. “These are typically
more lifestyle-driven choices as opposed to need-based
choices. That said, we’re not opposed to investing in it —it’s just
anarea to watch.”

While it’s good news that small organizations still have a
place at the financing table, they need to realize that conditions
have changed since the “frothy” era ended, said Jim Pieczynski,
co-president of Chevy Chase, MD-based CapitalSource’s
Healthcare & Specialty Finance Group.

“They need to manage their expectations — people have got-
ten incredibly spoiled in terms of what the properties are worth
based on what they previously sold for,” he said. “They need to
accept the reality that property values are down and interest rates
areup.”

Joe McCarron, president of New Bedford, NH-based
Capital Care Associates, says the industry is “coming together”
despite the increasingly fragmented structure of its realty prod-

ucts and program services. Even so, lenders, investors, opera-

SNF average occupancy rates

Rank Metro Occupied
1 New York 95.5%
2 Philadelphia 95.1%
3 Minneapolis 95.1%
4 Boston 94.4%
5 Atlanta 93.5%

27 Houston 84.9%
28 Dallas 84.4%
29 St. Louis 82.8%
30 Portland 82.4%
31 Kansas City area 81.2%

Source: NICMAP™ Q2, 2007
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a lot of good
news for our
market -
assets are
performing
well, occupan-
cy is strong,
growth is
strong and
the mortgage
meltdown is
muted in our
sector.”

Ray Lewis

EVP and Chief
Investment Officer
Ventas Healthcare
Properties

tors and consumers alike still need to be educated about the

industry’s specifics, he said.

Demonstrating worthiness

Experts are confident that seniors housing projects and the
funding earmarked for them will march forward in 2008 and
that small independent operators will definitely be in the mix.
Aslong as provider organizations can present a comprehensive,
detailed plan and back it up with solid performance data, many
lenders say you don’t have to be a national chain to get funding.

“The long-term prospects for the industry are strong,
though it will be increasingly dependent upon underwriting
qualified operators who seek greater incentive for what they
do,” McCarron said. “Lenders and investors recognize that the
operator needs to be a stakeholder in the real estate opportu-
nity —driving the returns that are appealing from an investment
perspective and recognizing that finance follows operations.”

Solid financials are attractive no matter the scope of the proj-
ect, Lewis added. Therefore, it is incumbent upon operators
to fully explain their vision and rationale for why their project
is worthy of capitalization.

“The key is that you demonstrate your ability to run your
property,” he said. “If you’re not on top of what you're already
running, you shouldn’t be looking to grow. Your business plan
must be reasonable and it must outline your competitive posi-
tion, advantage over competitors and how you intend to grow
itin athoughtful way. Just about anyone who shows those qual-
ities is going to get financing.”

Ahrens recommends that smaller operators seek out every

possible avenue of funding and says local and regional banks

SNF daily bed rates (private pay)

Rank Metro Rate
1 New York $309
2 Boston $284
3 San Francisco $256
4 Philadelphia $240
5 Washington, DC $221

27 Kansas City area $146
28 St. Louis $143
29 Houston $134
30 Dallas $133
31 San Antonio $131

Source: NICMAP™ Q2, 2007



Market analysis

could be particularly receptive. Again, though, decisions are
made based on how well the applicant minds the store.

“Whether large or small, lenders look for things like track
record, occupancy rates, appropriate margins and sound infra-
structure,” she said. “So for a small property that plans on
expanding from two facilities to four, the lender will want to
know whether you can handle the growth.

“Smaller operators also need to be mindful of getting out-
side their field of expertise,” she added. “It could mean branch-
ing out into a new service or it could be expanding into a
different region outside of your community. There are a lot of
questions that go along with that.”

NIC vice chair, Kevin McMeen, has alittle different take on
the issue, saying that an organization’s size — whether large or
small — can be a handicap, depending on the lender.

“The small facility is less appealing because large investors
and capital providers do not like investing the small amounts of
capital that projects under 60 units require,” he said. “On the
other hand, once you get beyond a certain size, say $75 million
orbetween 250 and 400 units, the air gets more rarefied as well.”

Risk factors
As project proposals get examined, some aspects will be viewed
as riskier than others. New construction is one, for instance,
McMeen says.

“New facilities can take a long time to fill up and subse-
quently carry alot of risk,” he said. “Certainly when you apply
this question at the operator level, the issue becomes one of

strength of the business or credit quality, track record of the

Keeping an eye on independent living

In recent years, independent living has emerged as one of the hottest areas of seniors housing and
care. Analysts agree that while it is cooling off, it remains a viable sector. The question that remains,
however, is just how much cooling is ahead.

“Independent living tends to be viewed - rightly or wrongly — as more akin to multi-family [develop-
ments],” notes Casey Moore, managing director of Columbus, OH-based Red Capital Group.
“Consequently, it trades at more favorable cap rates and tends to attract investors who are more
real estate-oriented and not so comfortable with the operational component of the business.”

To be sure, investors are high on independent living because of its hotel-like features, said Ray
Lewis, executive vice president and chief investment officer of Chicago-based Ventas Healthcare
Properties.

“Once you start getting to the care component, it raises concerns about risks they don't under-
stand,” he said. “But there will always be more cap options for independent living and that’s what
is driving it."

Yet weakness from the sagging residential housing market is seeping into independent living and
other low acuity products like CCRCs due to the draining effect on consumers, Lewis said.

principals and the quality of the operations.”

Turnaround properties and market repositioning also raise
risk levels because of additional variables, Ahrens added.

“Has the operator done a repositioning before, do they
understand the time it will take, how many units can the market
handle and does the operator have the capital to pull through
adownside scenario?” she said.

Going outside of the organization’s core skill sets, such as a
skilled nursing facility branching into assisted living, also is a
big question mark for investors, Lewis said.

“Investors will ask about your competence in that field,” he
said. “That’s not to say you can’t do it, but you have to make
sure you've thought it through completely.”

Lewis also advises against plans that may appear overly
elaborate.

“Don’t build a bigger, more expensive mousetrap when a
regular mousetrap works pretty well,” he said. “If you’ve got a
model that’s working, stick with it.”

McCarron lists two noteworthy risk elements: financial risk
and operating risk.

“Financial risk is safeguarded by the propriety of capital
structure, which must be developed to be tolerant of reason-
able variations in operating performance,” he said.

“The credibility of financial projections is dependent on the
soundness of the underlying operating assumptions and the
proven capability of the operator to perform. Results breed
credibility and past performance endorses capability. An oper-
ator with a proven history of financial performance and quality

services has the lowest risk quotient.” B
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Davids vs.
Goliaths

BY JULIE E. WILLIAMSON
ust a couple years ago, the lending landscape was so
hot seniors housing operators didn’t have to do much
to secure a hefty loan. Over the past year, however,
the market’s taken a dramatic downturn, potentially leaving
a sea of capital-seeking operators in the cold.

“It’s definitely more difficult today than it was a while back.
The days of getting easy money are gone and lenders are tight-
ening their underwriting criteria to reduce their risks,” said
Kevin McMeen, former managing director for Merrill Lynch
Capital, Chicago.

Chalk that up, in great part, to the residential sub-prime mar-
ket crash, which caused many lenders to suffer financial losses
in the billions and, subsequently, led them to put the brakes on
quick and easy financing.

“The crash has made everyone focus more on risk/reward
to determine what will be a good lending decision,” added
Steve Gilleland, CapitalSource. “In my opinion, we’ve been
in a recession these past three or four months and it’s going to
take some time to shake it off — through 2008 and maybe even
into 2009.”

While securing loans — ideally, at a reasonable rate — is
undoubtedly more challenging in today’s defensive lending
market, acquiring capital needn’t be considered an exercise in
futility for seniors housing operators. Lenders and operators
alike agree that there’s still money available for providers of all
sizes, as long as they know where to look and have their
proverbial ducks in a row prior to knocking on lenders’ doors.

Smaller loans prevailing

Interestingly, in the current lending landscape, larger opera-
tors seeking capital don’t necessarily have an edge on smaller
regional providers. In fact, that smaller operator may actually

8 GROWTHSTRATEGIES

“It's definitely
more difficult
today than
itwas a

while back.

Kevin McMeen
Former Managing

Director
Merrill Lynch Capital

Smaller operators must
practice due diligence to
scale lending hurdles

be more appealing to lenders today — a fact that some credit
to the liquidity crisis that has made it increasingly difficult for
lenders to finance larger transactions.

“Larger transactions were what used to consume the lender,
but the capital isn’t really available for these larger deals now,
which is making it more difficult to get these types of transac-
tions done,” explained Arnold Whitman, CEO and chairman
of Formation Capital LLC, Alpharetta, GA.

The result, according to Whitman, is a friendlier lending
environment for smaller deals, with lenders assuming them as
balance sheet transactions. “Without that flow of capital, you
have to go back to balance sheet lending. That means banks,
REITs and other institutions are going to hold [a transaction]
on their books,” he reasoned, adding that although our econ-
omy was built upon the book and hold mentality, securitiza-
tion shifted the lending focus. “Instead of that book and hold
approach, it shifted to a trading mentality. Today, lenders are
having to go back to the basics of balance sheet lending, and

Capitalization Rates

Quarter Ending Sept. 30, 2007
From transactions involving major appraisal firms specializing in
the industry:

Number of
Property
Average Transactions
Property Type Low  (Mean) High Involved
Independent Living 4.9 74 10 32
Assisted Living 6 9 12.5 70
Nursing Homes 9 12 145 174
CCRCs 6.5 9.1 14 20
Source: NIC



Market analysis

there’s some value in that.”

Despite the somewhat favorable lending environment for
smaller regional operators, they’d still better be prepared to
compete for loans — and they shouldn’t expect the same rates
and terms seen in the not-so-distant past. Today, borrowers will
have to meet more stringent requirements and be able to pony
up significant equity and assets to help secure the deal.

Although tougher lending requirements aren’t as problem-
atic for large operators that have plenty of assets and equity to
leverage the deal, and plenty of cashflow to keep their day-to-
day operations in check, the same can’t be said for many smaller
providers.

“Smaller operators often have difficulty raising equity in a
programmatic way,” said Ray Lewis, executive vice president
and chief investment officer for Ventas Healthcare Properties,
Chicago. “They tend to raise equity from friends or family as
needs arise, and that can be a big hurdle.”

For that reason, among others, smaller operators with solid
equity partners and investors understandably have an easier
time securing financing.

“Choosing our private equity partner was one of the most
important decisions we made early on with this company,” said
Loren Shook, president and CEO of Silverado Senior Living,
San Juan Capistrano, CA. After careful consideration,
Silverado chose a small private equity firm from Southern
California whose objectives, values and missions were aligned
with Silverado’s. The company’s goal, however challenging,
was to find a long-term equity partner to help Silverado grow
wellinto the future.

“Having the right partners on the equity side is essential and
we were fortunate enough to find along-term player who could
help us leverage our success by allowing us to go out and turn
around underperforming communities. That created value,
which fueled our equity.”

Silverado also has leveraged the use of REIT moneys, giving
the company 100% of the equity needed for property devel-
opment. “We now do a mix of traditional mortgage financing
and REIT, which enables us to grow and manage the equity.
And, of course, we can then refinance our successful opera-
tions,” Shook continued.

Like Silverado, Redmond, WA-based Aegis Living has man-
aged to consistently acquire capital through calculated,
methodical growth and creative financing.

“The types of loans we'll try to structure might be bridge
loans, which help get you down the road on a project for ashort
period of time. These bridge loans might include some addi-
tional money to rehabilitate the property,” noted John Staid,
chief financial officer of Aegis Living. “On construction loans,
we do our best to structure those with a permanent follow-on
loan, so once we’re done with the value-added phase —

Big picture,
local focus

The business and financing
needs of regionally and
locally focused operators
and financiers were front
and center during the
2008 NIC Western
Regional Symposium.
The National Investment
Center for the Seniors
Housing & Care Industry
sponsored the event.

The second annual meet-
ing showcased industry
experts. They provided
updates on market condi-
tions and growth opportu-
nities that impact seniors
housing and care. The sym-
posium also helped edu-
cate lenders - especially
community and regional
banks — who want to pro-
vide financing to this grow-
ing and specialized real
estate asset class.

Arnold Whitman, CEO and
co-chairman of Formation
Capital, discussed the
turmoil of the current
financial and credit mar-
kets and how they impact
investing in seniors hous-
ing and care, during an
opening address. He also
talked about pressures
being generated by unions,
the plaintiffs bar and politi-
cians. Whitman also spoke
of the correlation between
capital structure and quali-
ty of care and services; and
the future of investing in
this sector.

whether it’s for a turnaround or construction project — we’ll
then enter into the permanent side.” Depending on Aegis’
strategy for a particular property, Staid said they’ll then either
refinance or sell the property.

Upping the odds

Whether an operator is a smaller regional player or a seniors
housing giant, there are some general rules to follow to help
increase the chances of a successful transaction. For starters, it
pays to already have a solid relationship established with the
lender —and not just a transactional one.

“Asstructured relationship where the operator considers the
lender as part of the team is going to be much more beneficial
than just building the relationship around the transactions
alone,” Staid explained. “A lender has many products and
tools that can help an operator maintain flexibility, so having a
more structured relationship will give you a better opportunity
to discuss and explore those options.”

An operator with a good business plan and a keen under-
standing of their business market and opportunities is equally
imperative, as is keeping the lines of communication open to
keep the lender apprised of any operational and financial
matters, both good and bad.

That means offering full disclosure of past survey issues or
payment hiccups, for example, and keeping current financials
in good shape and readily accessible to the lender.

Although some operators may fear that disclosing negative
information to lenders will impede their ability to access
capital, sources stressed that this isn’t necessarily the case. In
fact, it’s those borrowers that can show their ability to success-
fully weather a storm that may very well get the nod from
lenders.

“What's crucial to us is having a history with operators and
their management teams. We always tell people it’s more
important who we lend to as opposed to what we lend on,”
Gilleland said.

“Just as we, as a lender, stay in this business through all the
cycles— good and bad — the same can be said for good oper-
ators. If we know they’ll operate and manage through those
tough times, they’ll be more apt to stay in good standing with
us,” he said.

One last piece of advice for would-be borrowers: Don’t for-
get to cultivate relationships with smaller lenders. Although
there’s no way of telling how long some of them will remain
favorable to the healthcare segment, at the moment many of
these smaller institutions are more than willing to lend to
smaller, solid-performing seniors housing operators.

“My advice would be to tap those local and regional banks
andlenders,” Gilleland said. “There’s still capital out there for
established operators with good track records.” m
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NO job

too small

BY JOHN ANDREWS
t used to be that if an eldercare operation wanted to inves-
I tigate expansion, it meant rigorous travel, convoluted
logistics, an endless series of phone calls and lots of guess-
work on top of it all. With fewer resources at their disposal,
small organizations seemed particularly disadvantaged.

So when the National Investment Center for the Seniors
Housing & Care Industry started its MAP (Market Area
Profiles) Data and Analysis Service in 2004, those who looked
into it said their lives immediately became much easier.

Breck Collingsworth, president of Lincoln, NE-based Hallie
Management, recalls a pre-MAP environment of poring over
the Yellow Pages, doing alot of legwork, logging a ton of phone
time and generally groping around blindly for market data.

“Tt seemed like we were throwing darts — picking things at
random,” he said. “We needed a rational basis for making
investment decisions.”

NIC MAP’s primary purpose is to provide the foundation
for informed investment decision-making with quarterly data
on national and local trends along with micro and macro mar-
ket supply-and-demand fundamentals. Insights into occu-
pancy and revenue trends, supply and market share trends and
demographics are detailed and compared for the 31 markets it
currently studies. Metrics are tracked for different property
types across the four distinct seniors housing segments: inde-
pendent living, assisted living, dementia care and nursing
homes.

Year number four is shaping up to be the most ambitious in
NIC MAP’s short history as it plans to vastly expand the scope
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“When it

comes to
growing and
getting
financing,
smaller
operators
often operate
in a vacuum,
which puts
them at a
disadvantage.

Michael Hargrave
Vice President of
NIC MAP™, NIC

NIC MAP helps small
operators get the market
data they need to level
the playing field

of its market data and analytics to include the top 100 metro-
politan statistical areas in the United States. Among the new
markets added to the comprehensive list: Austin, TX; Charlotte,
NC; Milwaukee; Nashville, TN; and Tucson, AZ.

To generate its data, NIC MAP actively surveys more than
7,500 properties each quarter about their proprietary metrics.
Additionally, industry researchers and economists offer their
insights about industry trends, such as which property types
and unit mixes are most likely to succeed and which areas pres-
ent significant risk.

While this information is valuable to all users, vice presi-
dent of NIC MAP Michael Hargrave says small operators in
particular can benefit from the service’s market intelligence.
In fact, he says small operators comprise the bulk of the ser-
vice’s subscription base and the seniors housing industry at
large. NIC MAP data reveals that one-third of the industry is
comprised by companies owning one property and another
third is represented by companies owning between two and
25 properties.

“When it comes to growing and getting financing, smaller
operators often operate in a vacuum, which puts them at a dis-
advantage,” he said. “They know their own property and their
local market, but they may not know the overall trends in the
marketplace — they need to see the big picture.”

Hallie Management falls squarely within the definition of a
small operator, with four properties in Nebraska, Kansas and
Missouri and plans to start more this year. Collingsworth cred-
its NIC MAP with being a tremendous help in giving the com-
pany easy access to data that once took a lot more effort to





