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Investment Thesis

Introduction

The commercial real estate (“CRE") investing landscape has fundamentally shifted. We exited the era of
"free money" — leaving behind a decade of substantial rent growth for most CRE asset classes and the
appreciation that came with it." Now, we have entered a contractionary era marked by rapidly rising interest
rates that, according to Trading Economics, are at the highest level seen within the past 22 years. The
current dynamic is marked by declining transaction volume, illiquid capital markets and restricted access to
lending from many major banks.

In CrowdStreet’s Commercial Real Estate Outlook & Opportunities report, we explain why today marks
a period of mispriced opportunities. Click the link to read more about our outlook by asset classes,

geography, and a statement by our CIO, lan Formigle.

We exited the era of "free money" — leaving behind a decade
of substantial rent growth for most CRE asset classes and the
appreciation that came with it
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https://tradingeconomics.com/united-states/interest-rate
https://www.crowdstreet.com/market-outlook/
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The market is grappling with a perfect storm of:

e Increasing project costs?

Higher operating expenses?

Expanding cap rates*

e Rapidrise in interest rates, and

Diminishing demand for assets leading to declining overall prices at the national level®

At this juncture, CRE as an asset class is adjusting to the new realities that came with changes in U.S.
monetary policy, and so is our investment philosophy.

Investment Thesis Highlights:

While we believe interest rates may be approaching a short-term peak, no one can
accurately predict how long they will remain near their current levels. Because of this
inherent uncertainty, CrowdStreet is abiding by the Fed's “higher for longer” interest

rate environment outlook when we contemplate our deal flow.

As we nhavigate these waters, the following investment characteristics combine to
form our North Star:

- Prioritize principal protection

L Capture current lending opportunities associated with high interest rates
- Move from common equity to preferred equity positions where prudent
- Find projects with the ability to sustainably service their debt

- Place a higher value on what's present in a deal today over what may be possible
down the road

 Seek appropriate discounts relative to peak market values

- Target net yields that exceed risk-free treasury rate for common equity positions


https://www.federalreserve.gov/mediacenter/files/FOMCpresconf20230201.pdf
http://“higher for longer” interest rate environment outlook
http://“higher for longer” interest rate environment outlook
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How are we pivoting?

Entering the next phase of the market cycle we see a high degree of uncertainty as we assess the next
12-18 months. Therefore, we are inclined to generally take a conservative approach on short-term growth
assumptions. This approach has three primary implications when we apply it to our current deal flow:

1. First, we believe the current high interest rate environment provides a window of opportunity to pursue
debt positions. In many scenarios, now may be a better time to be a lender than a borrower.

2. Second, we are considering investment alternatives for projects where we have conviction in the
quality of the asset, sponsorship, and its business plan but where we lack conviction regarding
the project’s ability to deliver sufficient risk-adjusted returns on a common equity position. In such
scenarios, it may still be possible to pursue them by adjusting our position in the capital stack from
common equity to preferred equity. By doing so, we may potentially take advantage of the current lack
of overall liquidity to earn excess yields (both current and accrued) while helping insulate some of our
downside by having first dollar loss risk capital in a subordinate position to us.

3. Third, given that added uncertainty in the current CRE market environment has increased its inherent
inefficiency, we expect to see opportunities to pursue select discounted common equity deals.
Particularly, we believe certain assets will be mispriced from an idiosyncratic risk perspective (i.e. risks

that are specific to the asset rather than market-based).

Uncertain times can call for creative measures, which means we are looking beyond common equity
positions. We are seeking opportunities wherever they seem more viable in the capital stack, assuming
they align with our North Star.


https://www.investopedia.com/terms/i/inefficientmarket.asp
https://corporatefinanceinstitute.com/resources/risk-management/idiosyncratic-risk/#:~:text=Idiosyncratic%20risk%2C%20also%20sometimes%20referred,or%20an%20entire%20investment%20portfolio.
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Figure 1:
The CRE Capital Stack

Source: CrowdStreet, September 2023. For illustrative purposes only.

Below we share the general structure that we are seeking for the two main components of the capital
stack, which include debt and equity. Specifically, we discuss debt, preferred equity and common equity
investing.


https://www.crowdstreet.com/resources/investment-fundamentals/understanding-capital-stack
https://www.crowdstreet.com/resources/investment-fundamentals/understanding-capital-stack
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Historically, the majority of investments offered on the CrowdStreet Marketplace have been structured as
common equity, with a handful of select debt deals presented in cases where they aligned with our thesis

What differentiates an investment into a debt position over other types of investments you may find on the

CrowdStreet Marketplace is primarily two-fold:

1. The borrower typically has an obligation to make regular interest payments as well as repay your
principal at maturity according to a predetermined schedule, and

2. Your position is typically secured by pledged collateral (such as a property) and/or may include a
guaranty from the borrower to repay the loan.

Investors in debt generally have more rights in comparison to preferred equity or common equity that they
are able to use to help enforce upon a borrower in the event of a default. The terms of these loans can vary
in structure and their duration can range widely from under one year to ten or more years.
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Why are we seeking debt investing opportunities?

We believe it is a unique time to be a lender. Seeking debt deals also ties in with our thesis for capital
preservation. Preqgin reports that private debt gained popularity after the Global Financial Crisis (“GFC”)
when banks restricted access to lending and therefore investors used private debt to help fill the gaps in
funding. However, while short-term interest rates plunged in the immediate aftermath of the GFC, interest
rates today are historically high at the same time that traditional banks have restricted access to lending.
This has opened up opportunities for non-bank lenders to enter the market by providing debt capital to
those who are seeking to fill in these financial gaps.

How are we pursuing debt opportunities?

We are pursuing debt investing opportunities primarily in two ways:

1. Our first strategy is to bring opportunities to invest in real estate debt funds. These are pools of private
capital dedicated to investing in loans that are collateralized by real estate and typically spread across
a number of assets. Pooling capital in debt funds can help minimize potential concentration of default
risk that is typically associated with a single property loan.

2. We are also seeking occasional opportunities to invest in single asset-backed loans in situations where
we have strong conviction in the asset’s business plan and value of the underlying collateral.

It's also important to note that we may pursue two different types of debt: 1) senior loans - meaning there
is no position in the deal with a higher priority of repayment than the one you are investing in. 2) mezzanine
loans - meaning there is a senior loan in the deal that has priority over its repayment than the loan you are
investing in. In exchange, you would typically expect a higher interest rate for accepting a subordinated
debt position.

What are the potential trade offs?

o Debt investing is typically considered a more conservative approach to real estate investing compared
to others because it sits lower in the capital stack compared to equity. You are, by definition, forgoing
your upside potential by opting for the higher certainty of interest payments with an obligation for the
borrower to repay your principal investment.*

e Many loans offer borrowers the option to repay them prior to their maturity date without penalty. This
could mean that you end up with an abbreviated holding period, which can lead to reinvestment risk,

especially if future interest rates have declined.

*Distributions are never guaranteed.


https://www.preqin.com/academy/lesson-4-asset-class-101s/private-debt
https://www.google.com/search?q=reinvestment+risk&oq=reinvestment+risk&aqs=chrome..69i57j0i512l9.2266j1j7&sourceid=chrome&ie=UTF-8
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Preferred equity, as the name suggests, is “preferred” over common equity, meaning it has repayment
priority over common equity. Deals with preferred equity are typically structured to strike a balance, both
in risk and reward, between debt and common equity and in terms of priority of payments. Because debt
is a hard obligation, it gets paid first and it must be paid, otherwise the project is at risk of default and
potentially subject to foreclosure by the lender. Once debt payments are satisfied, it is typical to see the
preferred equity position receive up to its entire prescribed current payment before the equity position
receives any payments.**

Preferred equity positions also usually contain a predetermined accrued return that is paid out at exit and
often paid in full prior to any payments to the common equity position.* We delve into detail about the
characteristics of preferred equity in our article titled, “Preferred Equity 101: The Potential to Hedge the

Downside Scenario by Limiting the Upside.”

**Not all deal structures are alike. Please review the offerings' specific structure ahead of investment.


https://www.crowdstreet.com/resources/investment-fundamentals/preferred-equity-101
https://www.crowdstreet.com/resources/investment-fundamentals/preferred-equity-101
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Why are we seeking preferred equity investing
opportunities today?

Considering that there is a heightened level of near-term market uncertainty, we will aim to potentially
increase our probability of earning a current cash yield while seeking to add a possible layer of downside
protection for certain deals by opting into preferred equity tranches rather than going higher in the capital
stack with a common equity position.

We may pursue a preferred equity position when evaluating deals where, although we have conviction in
the sponsorship and the quality of the asset, we have a more conservative outlook on its future value.

How are we pursuing preferred equity
opportunities?

We're primarily targeting single asset opportunities that fit our investment thesis and where sponsors are
open to entertaining CrowdStreet’s participation in a preferred equity tranche. Additionally, we may also
pursue allocations into funds that aggregate portfolios of preferred equity interests.

Finally, because preferred equity can have debt-like characteristics, a key additional benefit is that it can
offer more concrete investment time horizons. As a result, we are prioritizing opportunities that include
maturity dates (and possibly extension periods) that run co-terminus with the senior debt position.

What are the potential trade offs?

* You may be forgoing the upside that would be paid to common equity investors in the event the
investment outperforms expectations.

e You can still potentially lose 100% of your investment, which is an inherent risk of any equity investment
in real estate.

10
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Although common equity investing has historically been our anchor, the current environment has made

it more challenging to find deals that make sense in this tranche of the capital stack. Sitting at the very
top of the capital stack, common equity investors are the lowest in repayment priority but are generally
offered the highest potential returns relative to other investors (e.g. for debt or preferred equity positions).
But because of today’s high cost to borrow and service debt, it can be more difficult to have conviction in
achieving upside scenarios.

Today, rewarding common equity investors requires accepting additional risks relative to the period prior to
2022 (when the payment hurdles that stood in front of common equity investors were lower).

Why are we seeking common equity investing
opportunities today?

Despite the current headwinds, there are select opportunities today where we believe projects may be
appropriately discounted from their peak prices.

1
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CRE prices have declined by 16%" on a national level from their March ‘22 peak, which has opened the
window for the prospect of aggressively discounted opportunities.’ If interest rates subside in the years
ahead, certain discounted properties may bounce back in value and offer potential upside to those
investors who shopped the sale.

How are we pursuing common equity opportunities?

We are focusing on single asset opportunities with some of the following characteristics:

1. Deals where we believe the going-in basis has been discounted enough to potentially counterbalance

the effects of high interest rates, backed by an experienced sponsor that is willing and able to offer
common equity investors a profit sharing structure that is fit for an illiquid market.

2. Discounted opportunities that have assumable debt that is below current market rates (meaning
that we are able to take over an existing fixed rate loan that offers a lower interest rate than what is
achievable in the current market); and

3. Unlevered opportunities where we can participate in a deal without the use of debt to help reduce
risk in a common equity position by opting out of an expensive debt market. This can also give us an
opportunity to consider placing debt on the asset in the future, if and when interest rates subside.

Essentially, we are seeking to bring projects with adequate and sustainable Debt Service Coverage Ratios

(“DSCR”). This means that the debt service is adequately covered by the potential current income of the
project so that it doesn’t reduce the potential cash flow, now and in the future.

What are the potential trade offs?

* In most cases, you must pay higher current yields to senior debt and equity positions.

e You sit in the most subordinated and risk heavy position of the capital stack. You accept that one or
more tranches of capital are in a priority position to your investment both for current cash flow and
potential return of principal.

12


https://www.globest.com/2023/09/01/205b-of-dry-powder-ready-to-pounce-on-distressed-cre-assets/
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How long until we pivot?

As we discussed in our first memo from the Office of the CIO, “Investing in Real Estate in 2023: A Market

in Dislocation”, we believe we are in a period of mispriced opportunities. The challenge is that mispriced
doesn’t necessarily correlate to underpriced and, therefore, we believe gaining conviction that the pricing
of an asset is compelling is paramount when making an investment decision in the current state of the
market. In general, the overall volatility in the market is undeniably calling for added scrutiny.

Although we are currently increasing opportunities to invest in debt and preferred equity positions, we
believe that a time will come in the future to embrace a higher percentage of common equity investments
again. What are we waiting on until we layer in more common equity? At a high level, we are looking for
signs of definitive market clearing activity. Market clearing activity can be critical because it historically

coincides with the beginning of a virtuous cycle that is fueled by increases in lending liquidity, and a

13


https://www.crowdstreet.com/resources/cio-memos/commercial-real-estate-a-market-in-dislocation-2023-january
https://www.crowdstreet.com/resources/cio-memos/commercial-real-estate-a-market-in-dislocation-2023-january
https://capital.com/market-clearing-definition
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meaningful increase in transaction volume. As the market witnesses more trades occurring, participants
generally gain confidence that prices have reset. As confidence in pricing grows it may further spur more

spikes in transaction volume to form a new cycle.

It is reasonable to believe that the first downtick in interest rates (or market consensus that the first
downtick in interest rates is imminent) may serve as a catalyst event. So, we will maintain a close watch

on how market sentiment continues to react to the interest rate environment. Regardless of timing, when
we do see definitive market clearing activity, we will reassess the state of the market and look to where
emerging opportunities reside. As we adjust, we will update our thesis and communicate it accordingly. In
the meantime, we will exercise patience as we continue to selectively execute upon our current investment

thesis and set of strategies.

We're here to support you through this journey. Should you have any questions or require assistance, don't hesitate

to reach out to us at: ir@crowdstreet.com.

'Cash-flow’ or ‘Cash-flowing’ when used by Crowdstreet in this context refers to investments in which current revenues cover

all expenses and typically provide leftover money at the end of the month. This does not mean, however, that this will provide a
distribution directly to investors or that the investment will continue to perform in this manner. Distributions are never guaranteed
and investing in commercial real estate entails substantive risk. You should not invest unless you can sustain the risk of loss of
capital, including the risk of total loss of capital.

Sources:

1. https://www.globest.com/2023/09/01/205b-of-dry-powder-ready-to-pounce-on-distressed-

cre-assets/ https://www.constructiondive.com/news/falling-material-prices-expected-reverse-
course/651744/

2. https://www.barrons.com/articles/commercial-real-estate-expenses-d3544225

3. https://www.cbre.com/insights/reports/us-cap-rate-survey-h1-2023

4. https://www.globest.com/2023/09/08/feds-beige-book-cre-flat-to-falling/
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https://www.constructiondive.com/news/falling-material-prices-expected-reverse-course/651744/
https://www.constructiondive.com/news/falling-material-prices-expected-reverse-course/651744/
https://www.globest.com/2023/09/08/feds-beige-book-cre-flat-to-falling/
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Disclosure: CrowdStreet, Inc. (“CrowdStreet”) offers investment opportunities and financial services on its website, the CrowdStreet Marketplace ("the Marketplace"). CrowdStreet offers
broker dealer services through CrowdStreet Capital LLC (“CrowdStreet Capital”), a registered broker dealer, Member FINRA/SIPC.

This article was written by an employee(s) of CrowdStreet and the contents of this publication are for informational purposes only. Neither this publication nor the financial professionals who
authored it are rendering financial, legal, tax or other professional advice or opinions on specific facts or matters, nor does the distribution of this publication to any person constitute an offer,
recommendation, or solicitation to buy or sell any security or investment product issued by CrowdStreet or otherwise. The views and statements expressed are based upon the opinions of
CrowdStreet. All information is from sources believed to be reliable. This article is not intended to be relied upon as advice to investors or potential investors and does not take into account
the investment objectives, financial situation or needs of any investor. All investing involves risk, including the possible loss of money you invest, and past performance does not guarantee
future performance or success. All investors should consider such factors in consultation with a professional advisor of their choosing when deciding if an investment is appropriate.
CrowdStreet assumes no liability in connection with the use of this publication. An investment in a private placement is highly speculative and involves a high degree of risk, including the risk
of loss of the entire investment. Private placements are illiquid investments and are intended for investors who do not need a liquid investment. No guarantee or representation is made that a
project will achieve its investment objectives or that investors will receive any return on their investment. Investors should consult with a financial advisor, attorney, accountant, and any other
professional that can help you to understand and assess the risks associated with any investment opportunity. All investors should review the offering's documents carefully before investing.

All information, content, and materials referenced in this memo are for general informational purposes only. This memo may contain links to other third-party websites. Such links are only
for the convenience of the reader and CrowdStreet nor its affiliates do not recommend or endorse the contents of the third-party sites. Any projections, opinions, assumptions or estimates
used are for example only and do not represent the current or future performance of the subject thereof. All projections, forecasts, and estimates of returns or future performance, and other
“forward-looking” information not purely historical in nature are based on assumptions, which are unlikely to be consistent with, and may differ materially from, actual events or conditions.
Such forward-looking information only illustrates hypothetical results under certain assumptions.
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