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INTRODUCTION

In 2004, the second home industry in North America, Mexico, the Caribbean, and Hawaii
achieved record sales volumes. A total of 2.82 million second homes were sold in the U.S,,
up 16.3% from 2.42 million sales in 2003. This success is attributed to several factors.

« The US economy recovered from a deep recession.
« The threat and fear of terrorism subsided, at least temporarily.
« Cash in money markets languished with the lowest interest rates in decades.

« Confidence in the stock market remained low, and consumers sought alternative
investment opportunities.

« Consumers in the US and Canada saw second home real estate as a safe haven for
investment appreciation with the opportunity to also enjoy the use of their new asset.

« Second homes also provide investment diversification, which has become a critical
concern among consumers since the stock market crash in 2000 and 2001.

Longer term, the aging of the North American baby boom population will create high
demand for the next 15 to 20 years, as this segment of the population continues to reach its
peak earning years, place a higher importance on leisure time and travel, experience the
freedom of being empty nesters, and inherit trillions of dollars.

Baby boomers are the 76 million Americans born in an 18 year time span between 1946 and
1964, who now represent approximately one third of the population of the U.S. The leading
edge of the baby boomers have now reached age 59. This generation has dominated
consumer demand for all products at every stage of its life cycle, and is now dramatically
affecting demand for second home real estate.

In response to growing demand the resort industry has undergone substantial change in the
last five years. In order to broaden the market, new products have been invented to better
respond to people’s needs and pocketbooks.

Annual use of a second home averages only about three to four weeks per year, and even
less, in many cases. Thus, second home ownership is impractical for about 80% of the
households in the U.S. earning $150,000 per year or more.

One of the most recent innovations in the second home industry is the introduction and
rapidly increasing popularity of luxury fractional real estate, also called shared ownership.
Fractionals serve two purposes and are a benefit to both the consumer and the developer.
First, they lower the price point so the buyer is purchasing much higher quality than what
they could otherwise afford, or they are being more practical and only buying what they have
time to use. Second, fractionals broaden and diversify the market for the developer by
creating lower price points and usually result in higher profitability when properly conceived
and executed.
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The purpose of this report is to provide the reader with a clear understanding of the
concept, market dynamics and emerging trends of luxury fractional resort products. While
there are several types of fractional products that serve different markets and meet different
needs. The focus of this report is on the luxury fractional residence club, also called private
residence clubs (PRC’s). This study is an update of a previous industry overview report
completed in March 2002.

In order to better understand the trends and detailed product characteristics of fractional
residence clubs, a survey of 23 occupied and operational PRC’s and 11 PRC’s in presales
were completed at the end of the fourth quarter of 2004. There are a total of 1,157 units in
these 34 PRC projects.

While the survey may not be a complete sample of the total universe of PRC’s, it represents
over 90% of what Hobson Real Estate Advisors considers to be a PRC. There are many
other projects in the planning stages that will soon begin presales or may have begun
presales after December 31, 2004 that are not included in the sample. The results of this
survey are included in this report.

The following topics are addressed in this report:

1. A discussion of the different tipes of fractionals.

N

An understanding of the concept of private residence clubs as they are evolving in today’s
marketplace, including buyer motivation and distinctions from other tipes of fractional products.

A history of the industry and market conditions.
Industry trends
Reasons for successes and failures.

The future of the industry.

S MR W
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TYPES OF FRACTIONALS

There is industry confusion and semantic problems with the term “fractional” because there
are several different types of fractionals that serve different markets. To better understand
these differences it is important to note that there are two principal motivations for owning a
second home; investment and enjoyment from use of the home.

Fractionals can be categorized into five different types that respond to these two different
purchase motivations.

Project Buyer 7 Typical 7 Predominant
Type Motivation Fraction Size Product Type
Timeshare One or Two Week | One or Two Weeks, 1 and 2-Bedroom
Annual Vacation or Points Condos

Fractional Condo Rental/ Investment 1/4th 1and 2-I_3edroom
|Hotel Suites
Fractional Rental Rental Income and 1/4th Mid-Size 1, 2 and
Pool Condos Second Home 3-Bedroom Condos

Large, luxurious 3- and 4-

Luxury Vacation Time in] 30 to 60 Days per Bedroom Condos and

IMembership Clubs

Multiple Locations Year single Family Homes
Fractional Spacious 3 and 4-
Residence Club Second Home 1/7th to 1/12th Bedroom Condos and
(PRC) Single Family Homes

Timeshare

A timeshare provide the owner with an annual vacation in the location of their choice in lieu
of renting a hotel room or other type of rental property. Timeshare comes with extensive
exchange privileges, usually through RCI or Interval International. Timeshare resales are
often heavily discounted, so investment is not a purchase motive.

There are two different timeshare business models. The traditional model is the fixed week
interval where a fixed week is purchased for a price that generally ranges from $10,000 to
$30,000. The buyer receives a right to use the property one week per year.

The second model, which is rapidly gaining in popularity, is a point system where the buyer
purchases a designated number of points that are renewed each year. The timeshare
company owns and manages an inventory of homes in numerous resort locations and each
year the buyer is able to select a week or more, depending on the number of points
purchased, at the location of his choice. This system does not include a deed, but rather is a
right to use.
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Fractional Rentals

The second type of fractional is condominiums, attached townhouses, or a hotel (condo
hotel) designed for overnight rentals. These fractionals are usually sold in one fourth shares
and each buyer receives one week of use each month, a total of 13 weeks per year. Weeks are
assigned through a rotating calendar. The owner either uses or gifts their weeks or they can
place it in a managed rental pool and split the rental income with the property manager.
Although most condo hotels are sold as whole ownership, the introduction of 1/4th
fractional shares is becoming popular in order to reduce the price point and diversify the
market.

Statistics show that the market for homes with rental income potential is nearly twice the size
of the market for vacation homes that are seldom rented. However, both markets are
growing rapidly in double digits. As expected, the typical buyer is at least partially motivated
by investment and rental income and may be younger and less affluent that the luxury whole
ownership second home buyer.

There are legal complications with this type of product associated with the federal Securities
Exchange Commission. Rental income cannot be pooled for distribution back to the owners,
the rental pool cannot be mandatory, and the product cannot be sold as an investment
without SEC registration which is onerous, expensive, and usually avoided.

There are two types of fractional second home rental products:

1. The first is a true condo hotel with all of the hotel amenities and services, including
in some cases, restaurants, retail, spas, and meeting space. A hotel of this type is
usually larger with 100 or more rooms. In Las Vegas these hotels are sometimes
over 1,000 rooms. The rooms are designed like traditional hotels for short term
overnight rentals.

There are various incentive programs for owners to place their time in the rental
pool six to twelve months in advance so the hotel management company is able to
control the rental inventory. The purchase motivation is mostly annual return and
value appreciation.

2. The second type of quarter share rental product is not a hotel, but rather a more
typical condominium, or attached townhouse, designed for owner use. The unit
sizes are much larger than condo hotels. The most popular size is two bedrooms
with a lock off, which then breaks into a one bedroom studio and a one bedroom
suite with a living area. This type of product has been offered in numerous resort
areas for many years.

In addition to differences in unit design, size, mix, services, common area space,
and amenities, an important difference between this product type and a condo hotel
is that its owners tend to use their home more and rent less. Annual income from
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rentals is important, but is viewed as a way to reduce the cost of second home
ownership. Value appreciation is also important to the owner.

While some buyers of this product can also afford whole ownership of a luxury
second home, many cannot. Thus, this product satisfies a market niche, at a lower
price point, than whole ownership or private residence clubs within the market in
which the project is located.

Luxury Membership Clubs

The newest type of fractional is the non-equity membership club typified by Exclusive Resorts
and Private Retreats (Abercrombie and Ken?). This business model has been very successful in
the market due to heavy advertising and the appeal of multiple locations. It is similar to a
point system timeshare, previously described, but the product and locations are super five-
star luxury.

Technically and legally this product is not a fractional, because there is no deeded
ownership, but rather a right to use the club’s inventory in perpetuity. Thus, members are
sharing the second home inventory of the club. The corporation that manages the club
owns the inventory. The ratio of members to homes is typically six to one. Thus, from the
standpoint of usage it is a 1/6t fraction.

Membership in Exclusive Resorts, for example, currently sells for $375,000 and members are
allowed 30 to 60 days of use of homes averaging $2.5 million in more than 30 locations
throughout the world. Annual use varies depending on the membership dues paid which
ranges from $15,000 for 30 days per year to $25,000 for 60 days a year.

This business model appeals to a different buyer than a site specific PRC where a deeded
interest in the real estate is an important buyer motivation.

Private Residence Clubs

A PRC is designed to target and penetrate the same affluent market that would normally
purchase, or aspire to purchase, an expensive luxury wholly owned second home. The buyer
perceives they are making a real estate purchase and buying a vacation home, not an annual
vacation. By sharing the ownership the buyer is purchasing only what he needs and can use,
at a fraction of the price of whole ownership.

The typical buyer is 45 to 65, married, often with grown children, incomes of at least
$300,000 per year, and more importantly a net worth typically starting at $3,000,000.

A residence club should not be confused with fractional condominium hotels, or any other
type of resort rental product sold in fractional shares with a managed rental pool where
rental income is a strong purchase inducement. PRC’s are seldom rented except for unsold
developer inventory. Management does not facilitate or encourage rentals. If the owner rents
any of his guaranteed weeks, the renter is treated as the owner’s unaccompanied guest.
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One of the most important fundamentals of a PRC is that the prime season or seasons are
not oversold. For example, most Rocky Mountain ski seasons are approximately 14 to 16
weeks. Although the mountain may be open longer, most visitors want to take two weeks of
winter vacation sometime between the last two weeks of December through March. Thus, a
fraction size of 1/7t or 1/8™ allows two weeks of prime time use in the winter and two
weeks in the summer.

The industry trend is towards larger fractions of at least 1/8% to provide more time. A 1/8t
share provides four guaranteed weeks of time per year, leaving 16 weeks of open access time
when any member can use the club at no additional charge for up to seven days. There has
been a proliferation of usage plans with a wide variety of fraction sizes and guaranteed
weeks. However, this range is usually within 1/6t to 1/12t fractions. Smaller fractions than
1712t begin to cross the line into timeshare, particularly when fixed weeks are sold and
priced differently based on the season.

Occupancy in private residence clubs in ski areas averages over 80% in the winter, with full
occupancy during prime weeks like Christmas, President’s Week and spring vacation.
Occupancy averages about 60% to 70% in the summer, and 30% or less during the shoulder
seasons.

Warm weather climates with long seasons usually experience higher average annual
occupancy than ski areas. In spite of relatively high occupancy patterns, most owners are
able to use their residence club, even in the prime season, as much as their vacation schedule
allows using a combination of guaranteed time, open access time and space available from
cancellations.

Pricing

Share prices are trending much higher together with larger sizes and more exclusive
locations. In the 1990’s share prices were seldom over $300,000 and often began well under
$200,000. Today, average prices for new PRC’s are in the mid $300,000’s and range up to
$1,000,000. It is not unusual to find three and four bedroom residence clubs priced at over
$500,000 per fractional share.
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Average Share Prices
Operational and Presales (Resort Only)

December 2004
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Prices per square foot are also increasing and there are many projects selling for well over
$1,000 per square foot in exclusive five-star national and international resort destinations.
The highest price in the market is $3,600 per square foot. A select number of projects in the
planning stages will sell for over $2,000 per square foot. The industry average is

approximately $1,600 per square foot.

Average Price per Square Foot
Operational and Presales (resort only)

December 2004
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Pricing a fractional residence club has traditionally been based on determining the whole
ownership value of the product, applying a multiplier varying between approximately 1.6 and
2.0, and dividing by the total number of fractional shares for each unit type.

This pricing strategy is utilized due to the immaturity of the industry and the absence of
other fractional comparables in the locations where they have been built. Thus, the market is
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inefficient and since the principal competition is whole ownership, the relationship between
the two should not be too far out of balance on the basis of price per square foot.

Generally, the opening multiplier is relatively low to allow for price appreciation. On the
average, most PRC’s will experience at least a 30% price increase between opening and the
last developer price. It is a better strategy to begin with a lower price to help establish
momentum and send a positive message to the market. Rapid absorption initially also creates
more urgency to buy through excitement over the initial success of the offering.

The number of units built should be structured around a realistic absorption target that will
result in a sell out of no more than three years after completion, with two years being
optimal.

After two to three years members begin to resell their memberships and the developer must
compete with these resales if the project has not been fully absorbed into the market. This
condition can substantially slow new developer sales.

Mixed Use Resorts

The concept of complete mixed use master planned communities has taken over the resort
industry. While these destination resorts used to be hotel driven, they are now real estate
driven. Hotels and golf courses are built to create a destination for the purpose of selling real
estate.

PRC’s are becoming an accepted component of the real estate product mix for destination
resorts. Thus, fractional residence clubs are being sold side-by-side with whole ownership
vacation homes and condominium hotel rooms. This relationship is symbiotic rather than
competitive. Cross marketing can occur and buyers who resist whole ownership because of
price can be directed to fractionals, and vice versa. It is not uncommon to mix PRC’s and
whole ownership and/or hotel rooms in the same structure.

Hotels and PRC’s

One of the most evident trends in the PRC market today is the increasing involvement of
five-star hospitality companies. The PRC is often coupled with a hotel because there is a
synergistic relationship between a PRC and a five-star hotel.

Management and the quality of service are extremely important to the PRC owner. The
experience of using the home can be enhanced by a five-star hotel operator.

The residence club can be within the same building or a location near or adjacent to the
hotel. The hotel company brands and operates the residence club. The residence club
provides the hotel with additional operating revenue and greater efficiency. The residence
club members, on the other hand, receive the benefit of the hotel amenities and services.
Currently there are at least eight residence clubs combined with hotels with many more in
the planning stages.
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The hotel can also play a critical role in the sales and marketing of the PRC through traffic
generation. Often the hotel guest list is used for direct mailing to prospective buyers. This is
a valuable resource and the best direct mail list that can be obtained. Joint advertising and
promotion is often utilized with the hotel inserting a flyer describing and promoting the PRC
in the literature and promotional offers they send to previous guests.

The hotel also generates traffic and can refer hotel guests to the sales office of the residence
club. Sometimes a kiosk or sales office for the PRC is set up inside the lobby of the hotel
and brochure materials are placed in the rooms. A referral from a hotel establishes
creditability for the PRC in the mind of the buyers.

There are new projects in the planning stages in urban markets where a hotel or
condominium hotel, a PRC, and whole ownership condos are all combined together into a
single high rise tower. There are at least two mixed use high rise developments planned in
Las Vegas with over 1,000 units each, which will combine a condo hotel and whole
ownership condominiums with a PRC.

Hospitality Branding

Perhaps the most important trend in the PRC industry is branding by five-star hospitality
companies. It is possible that branded PRC’s may dominate the industry. Rizz-Cariton is the
leader and was the first hospitality company to brand a PRC. Rizz-Cariton has branded and is
operating four residence clubs; two in Colorado, one in Florida, and one in St. Thomas in
the Caribbean. Ritz is in the planning stages with several more clubs in Mexico, Hawaii,
Southern California, San Francisco, and other locations.

Branded Unbranded

Residence Clubs 12 22
[INumber of Units 561 593
[Number of Shares 5,924 5,009
Avg. Monthly Absorption 10.3 6.5
Avg. Price Per Share $309,000 $308,000
Avg. Price Per Sg. Ft. $1,897 $1,388
Avg. Annual HOA Dues $9,871 $8,316

A brand generally provides a price premium in the market of approximately 20% to 30%,
sometimes higher. The buyer has comfort in the brand and feels he is getting more for his
money, even though a brand adds to the cost of the fraction. The market feels more secure
in their investment and the pace of sales is usually accelerated.

The five-star hospitality companies that are in the market or under development are shown
in the table below. All of these brands are in the planning stages with additional projects.
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Branded PRC’s
Occupied and Under Construction

Brand Num_ber of _
Projects Locations
Aspen & Vail, CO, Jupiter, FL,
Ritz-Carlton 4 & St. Thomas, USVI
Los Cabos, MX &
Auberge 2 Napa Valley, CA
St. Regis 1 Aspen, CO
Jackson Hole, WY
Four Seasons 2 & Papagayo, Costa Rica
Acapulco, MX &
Fairmont Resorts 2 Telluride, CO
Marriott 1 London, England
Total 12

There are several five-star hospitality brands planning to enter the PRC market including
Regent, Mandarin, Rosewood and Raffles.

In addition to the national brands shown above, there are two local five-star brands that are
operating or will operate fractional residence clubs in Vail, Colorado (Austria Haus and One
Willow Bridge Road, operated and branded by the Sonnenalp Hotel) and Aspen, Colorado
(The Little Nell Hotel).

Other brands are also emerging. Stzoried Places, a division of Intrawest, was formed to develop
and brand PRC’s and has completed two projects and has four or five more projects in the
planning stages. Ferrangamo is branding a PRC in Tuscany, Italy and may brand other hotels
and PRC’s. The Timbers Company, whose first project was in Snowmass, CO, is establishing its
own brand with multiple locations and a loyal following.

The strong interest in PRC’s by the five-star hospitality industry is further evidence of the
increasing importance and viability of the PRC product.

Exchanges

Exchange opportunities in the PRC industry are relatively undeveloped. There is only one
company, Worid’s Finest Resorts, which offers an exchange program for PRC developers. The
developer pays an up front fee to join the PRC exchange. Individual owners then pay an
annual fee to remain in the exchange program and an additional fee is charged each time an
exchange is facilitated by the exchange company.

A second type of exchange is evolving through developers who are building multiple PRC
projects. This is an internal exchange among an inventory managed by a PRC development
company. The best example is the Rizz-Cariton Club With four existing projects and others in
the planning stages. The Timbers Company also has an internal exchange among the three
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projects they operate. The Timbers Company Will be adding to this exchange with the
development of several more projects, also in the planning stages.

Financing

While consumer financing through a mortgage on deeded interest in a PRC unit is readily
available to qualified buyers, development financing for marketing and building a PRC is
much more difficult to obtain. The historical absence of real estate or timeshare finance
companies who are interested in providing development loans to PRC developers has been
generally limited to two (Textron and Capital Source). This absence of financing sources has
been a major deterrent to the entry of new PRC’s into the market.

However, as the PRC industry continues to gain momentum, new financing sources are
emerging and the product is beginning to get the attention of Wall Street. A major Wall
Street investment banking company is financing a PRC project in Aspen.

Furthermore, as more large real estate developers become interested in fractionals they bring
their own lines of credit and financing sources for the development of PRC’s. Thus the
financial markets for PRC development loans are evolving rapidly.

Equity in PRC’s has historically been raised mostly through private investors. However, new
institutional equity sources are also beginning to emerge. The opportunity for unusually high
returns is a major attraction to Wall Street.

Urban Fractionals

Currently there are only two urban fractionals in the world, the Phillips Club at Lincoln
Center in New York City and the Marriott Grand Residence Club in the Mayfair District of
London, England. However, as previously mentioned there are a number of PRC’s in the
planning stages in high rise buildings in urban areas. The PRC, in these cases, functions as a
compliment to a condo hotel, whole ownership condos, or both.

The potential for urban fractionals is excellent in the right locations. The best urban regions
are cities with established international business centers and a strong tourism base. In the
U.S. the best locations include New York, San Francisco, Miami, Chicago, Las Vegas,
Washington D.C., and Boston. Most cities, however, do not qualify. In Europe and Asia
prime locations include London, Paris, Hong Kong, and Shanghai.

Urban fractionals have several markets including:
« Repeat urban tourists.

« Households living in surrounding areas who come to the downtown to enjoy cultural
events, shopping, and other activities. These households also will use a residence
club for lodging family members and friends.

« Repeat business travelers.
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« Private corporations or partnerships with multiple regional offices.

Because of the multiple sources of market support and the number of annual visitor’s urban
markets tend to be deeper than most resort markets. The deepest of all markets is Las Vegas
which is the world’s largest urban resort.

Urban fractionals can take many forms both large and small, but are usually high density.
The Marriott Grand Residence Club in London is a medium density development of 49 units
in an eight story building in an affluent historic residential neighborhood. However, the
predominant form in the future will be high rise buildings with a mix of whole ownership
and/or hotel rooms.

Members use urban PRC’s in different ways. For example:

« The club can be a launching place and home base for members on holiday. They
arrive in the City and stay several days to rest and recover from jet lag while enjoying
the many amenities of the city.

« International businessmen can also use the PRC as a home base for travel to other
cities. Businessmen typically use the PRC several times per year and stay three or
four days per visit.

« Owners will also use an urban fractional for up to three weeks at a time. Thus, there
are requirements for both short and long term stays.

Other Trends

Other market trends include:

« A transition from individual entrepreneurs to major real estate development
companies who may dominate the industry in the future;

« Residence clubs will spread overseas to Europe, Asia, and other countries; and
« Residence clubs will gain market share against whole ownership.
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SUCCESSES AND FAILURES

While luxury PRC’s have become an accepted product in the market place, financial results
have been mixed. Aside from the external effect of the economy, there are numerous
reasons why some private residence clubs have been successful while others have struggled
or failed. The factors that have contributed or detracted from success are summarized as
follows:

« Location.

« Product design.

+ Use structure.

« Marketing plan and execution.
« Pricing and HOA fees.

« Competition from resales.

Location

Regardless of the product, the success or failure of resort real estate is dependent upon the
quality of the location. Luxury residence clubs work best in locations where vacation homes
are expensive and out of reach to all but the most affluent households in America. A
fractional offers an opportunity for someone with less income and net worth to buy a luxury
home in an area where they would otherwise be excluded.

Location requirements include an
established national or international
resort or urban area, a significant volume
of tourist traffic and affluent repeat
visitors seeking a second home, and a Other
location with natural amenities and high Beach 4%
priced resort real estate. 13%

PRC's by Type
PRC's in Operation and in Presales
December 2004

Golf
Major amenities such as a ski-in/ski-out 13%
site, frontage on an ocean or other large Ski
body of water, a high end exclusive golf Urban 61%
course in an established destination golf 9%

resort, or a highly desirable urban

location is critical. These types of

amenities are needed to create the type of view orientation the affluent market is seeking.
Five-star locations are usually characterized by land scarcity and high land prices, coupled
with a difficult and lengthy entitlement process that limits competition.

Access is another important factor contributing to or detracting from the success of a PRC.
Projects accessible to large markets by both air and automobile have a significant
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competitive advantage. Consumers typically will tolerate three to four hours of travel time to
reach a favorite destination by automobile, perhaps more by air. A unique location can
sometimes attract a market in spite of poor access.

Product Design

Mistakes in product design include the wrong unit mix and sizes, poor floor plans,
inadequate back room and storage space, and many other flaws, some apparent and others
more subtle. The inclusion of too many two bedroom units, or units that are too small, has
been a repetitive problem. Affluent second home buyers often travel with friends and family
and want more space. Three and four bedroom second homes are the norm. Two bedrooms
are in far less demand, except in urban areas or where the property is being positioned in the
market for overnight rentals.

There is no “cookie-cutter” approach to fractional residence club development. Each
location is unique and the product should be designed specifically to penetrate the target
markets that the location attracts. Competitive positioning and market differentiation are
critical components of the development program.

Other mistakes revolve around the usage plan and fraction size. In some cases developers
have reduced the fraction to lower the price point in order to increase absorption. For
example, a developer selling 1/8th shares adds a 1/16% share to the program to reduce the
price.

Reducing the fraction size in this manner to lower the price point is often a case of trying to
solve the wrong problem and cheapens the offering in the eyes of the buyer. However, the
industry is changing rapidly and it is likely that smaller fractions, in locations where the
market is less affluent and more price sensitive, will be successful. At some point the
distinction between a luxurious timeshare and a more modest PRC becomes gray and
perhaps irrelevant, except in location characterized by high prices, exclusivity and dominated
by affluent households.

Marketing and Sales Plan

The market plan and its execution are also critical and difficult to overcome when mistakes
are made. Both the quality of the plan and the execution of the plan will have an effect on
absorption.

The market plan includes, but is not limited to the following:

« A presales program that mitigates risk and meets development loan requirements
associated with PRC’s.

« Setting up an attractive sales office.
« Design and production of high quality marketing collateral materials;
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« Implementation of direct mail and intercept marketing programs and other methods
for reaching the target market.

« An outside sales broker program.
« Anowners’ referral program.
« Hiring, training, and managing a professional sales staff; and

« An adequate marketing budget usually equal to 15% to 20% of revenue, which
fluctuates by project depending on total revenue and the method selected for
reaching the market.

The presales program ideally begins three to six months before ground breaking and
continues through the construction period. Initially, reservations with fully refundable
deposits are taken and then converted into non-refundable earnest monies and placed in an
escrow account when the proper legal documents are in place.

When the period from reservations to non-refundable earnest money deposits is greatly
extended, due to construction delays or beginning presales too soon, many reservations
disappear and the conversion rate of reservations to non-refundable deposits is low. Sales
and marketing costs increase significantly. A conversion rate of 70% or more is excellent,
while 50% or lower is disappointing.

The developer is sometimes in a quandary because reservations are usually required before a
development loan is funded. However, the due diligence process for obtaining a
development loan can be lengthy and significantly delay construction, thus extending the
presales period.

This conversion rate is also greatly affected by the buyer relationships formed during the
presales and construction. Continuous communication with reservation holders through
email, group meetings, direct mail, and a web site is essential.

Pricing and HOA Fees

Pricing and homeowner association fees are a critical component to any real estate project.
Consumers are sophisticated and perceptive with respect to recognizing value.

Some developers have created a price umbrella by setting prices to achieve unrealistic
margins, sometimes as high as 40% to 45% of gross revenue. With this pricing strategy,
competitors can easily enter the market and create a better product at a lower price and still
achieve a satisfactory return. It is important that a consumer views their purchase as an
excellent value.

The pricing relationship between comparable wholly owned real estate in the market area
and fractional PRC shares must be carefully evaluated since whole ownership is the
competition in markets where other PRC’s are not present.
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A prudent pricing strategy is using a conservative opening price multiplier of 1.6 for
unbranded clubs to create sales momentum. Price increases of 5% to 10% can be
implemented approximately every six months if sales targets are met. With this approach, it
is possible to average a 1.7 to 1.8 multiplier over the life of the project. Projects with five-
star brands can charge more and use higher multipliers than unbranded clubs.

In most cases, buyers are more resistant to annual homeowner association fees than the
purchase price. HOA fees must be competitive with other PRC’s and budgets should be
structured so the basics are covered and user fees are charged for additional services.

Average Annual Homeowners Association Dues

by Location Type
(Operational Clubs Only)
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Competition from Resales

Because the PRC industry is new, there is only a limited amount of information on resales.
Thus, for most residence clubs, competition from resales has not emerged as a strong
obstacle to new developer sales, except in a limited number of cases.

Resales usually begin two to three years after opening when consumers, for various reasons,
decide to sell. In some cases buyers are speculators who purchase during an introductory
offering at a discounted price with the idea of selling later at a profit once prices increases.

Resales are a greater concern for PRC’s than whole ownership when the fractional share is
listed with an outside broker who has no experience selling fractionals. In this case the sale is
often made by discounting the price below the developer sales price. This problem is also
exacerbated with fractionals because the use usually rotates among similar types of units.
Thus, the product is homogenous and can become a commodity in the resale market.
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For all of these reasons it is important that the developer provide a resale program to the
club owners that will induce them to retain the developer as the resale agent instead of going
to an outside broker. A developer resale program begins with maintaining a relationship
with the owners that fosters loyalty.

Generally, the buyer must be guaranteed that the resale will receive exposure to prospective
buyers. A strategy that has been employed in the industry is to market a resale for every four
or five new sales. The owner then has an expectation that the resale will occur in a
reasonable amount of time for the same price as new developer sales.

Controlling resales is a critical factor in the PRC business. Because of the number of sales
that have to be made, if the developer still has inventory when resales begin it is more
difficult to make new developer sales and absorption can slow. The PRC should be sized
based on absorption expectations so the project is fully absorbed within two to three years
after occupancy.
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FUTURE OF THE INDUSTRY

The resort industry is entering a period of explosive growth. While sales will ebb and flow as
economic cycles come and go, the long term trend will produce dramatic growth in the
second home real estate industry. PRC real estate is a niche product within this industry that
serves the needs of two markets.

1. There is an affluent market that can afford a whole ownership second home perhaps
in the multi million dollar range. However, time constraints make second home
ownership impractical. Many of these households have been sitting on the side lines,
wanting the use of a second home for a few weeks per year, but not the
responsibility and the corresponding investment in an underutilized asset. A variation
of this market is the household that already owns a second home but feels guilty, due
to infrequent use, and are tired of the responsibility.

2. Another market is the less affluent market that aspires to the status and luxury of a
high priced second home, but cannot afford five-star quality.

Thus, as the second home market grows, the PRC market will grow at least proportionately.
An argument can also be made that the PRC market will grow much faster than whole
ownership.

First, the base is significantly smaller so the percentage of increase will be greater. More
importantly, there are many more households that fall into the category of the two markets
described above, than households who will only consider whole ownership.

However, PRC’s will compete not only against whole ownership, but also against the other
types of fractionals described in the first section of this report, with the exception of
timeshare. The price point of timeshare is so far below other types of fractional real estate
that the market is completely differentiated and noncompetitive.

The future market share of PRC’s, in relation to whole ownership and other types of
fractional real estate, will be governed by several factors:

- Price appreciation in the resale market.

« The degree to which development financing is available in the future, which has been
a major constraint to the growth of the supply in the past.

« The rate at which consumer awareness of the product increases in the future.
. The financial success of future projects now in presales and the planning stages of
development.

Due to the relative immaturity and lack of experience in the industry it is difficult to forecast
the degree to which the above factors will influence growth positively or negatively.
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However, the prospects of much higher returns will certainly drive developers to continue to
test and penetrate the market.

As developers gain experience they will innovate and find solutions for overcoming buyer
objections and better meeting consumer needs through product design, pricing, usage plans,
and the application of effective sales and marketing strategies. Real estate developers are
quick to learn from their mistakes, and the mistakes of others in the industry.

The market entry and rapid growth in participation of major five-star hospitality companies
is certainly a testament to the viability and importance of the product. This branding also
provides consumer confidence that the product is viable and here to stay.

The future and growing importance of PRC’s as part of the resort product mix is assured.
The concept appeals to the logic of the majority of working households for whom whole
ownership of a second home is impractical. PRC’s provide a type of ownership that is not
only affordable, but fulfills a dream.
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