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In addition to quantitatiue tneasures,
factors such as the retention of existing
o.ccounts and the presenntion of their
growth potential are hey to determining
the market wlue of a management firm.

by Richard C. Shepard, CRE

f he purpose of the counseling engagement re-

I ported here was to provide guidelines and com-

- parables from actual transactions that would
assist and provide direction to a client'.s determina-
tion of the market value of a property management
company. Efforts first concentrated on obtaining in-
terviews with real estate executives who most likely
would have addressed this topic or would have actual
comparables, coupled with followup of references
and sources uncovered through the interview pro-
cess. The same sources and contacts logically ex-
panded the scope ofthe interviews to incorporate the
larger context of the subject, including not only
value and pricing, with comparables in several in-
stances, but also the structure of the transaction
and other relevant factors that affect the acquisition
or sale of a property management company. While
the client relationship and the confidentiality owed
the interviewees prevent disclosure of specific com-
parables, the client for this study graciously has al-
lowed the author to share the study's underlying
trends, general guidelines, conclusions and observa-
tions with industry professionals.

The Survey
The survey took place during early 1991. More than
60 real estate executives located throughout the con-
tinental United States participated. Each was con-
tacted personally and interviewed by telephone.
While the interviews focused on standard areas of
inquiry, they encouraged free-fl owing conversation
to inhibit the interviewees the }east and allow them
to respond to and explore their agenda for the topic.
Executives were eager to participate in the study
because of the current interest in the topic in these
times ofdramatic change in the real estate industry.

Other Resources
The author reviewed a 1988 research report of a

study for the IREM Foundation by Dr Shannon P
Pratt of Willamette Management Associates, Inc.,
entitled Valaing a Property Management Company.
This study's target mirrors that of this engagement.
The Willamette study was comprehensive, had a sig-
nificant response to its initial questionnaire, applied
recognized and accepted statistical methods of anal-
ysis to a surprisingly large sample of comparable
transactions and collected and analyzed the data by
a competent team.

While the report was published in early 1988,
the period for which transactions were analyzed
extended over the previous five years. Some of the
numerical factors used in the study character-
istically change with time, and they have changed
dramatically in today's volatile real estate environ-
ment. The author therefore believes current use of
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to participate in this study manages a multibillion
dollar portfolio of commercial real estate loans. Like
loan underwriters in other institutions, the under-
writers in this department incorporate all important
facts and analyses about a commercial real estate
loan onto a loan information sheet. If an underwri-
ter believes that a proposed transaction meets crite-
ria for a good mortgage, he presents the loan
information sheet to a loan approval cornmittee
which decides whether to grant credit. The under-
writer is held accountable for the completeness and
accuracy of all the facts and analyses included on
the loan information sheet.

The loan information sheet as well as interviews
with underwriters were employed here to identify 19

specifrc variables used by the underwriters to evalu-
ate a real estate loan. The 19 factors were grouped
into four categories (loan, borrower, property and
market) which correspond to classifications em-
ployed in other studies of grouped loan variables.2 a s

Although this study focused on individual factors, it
also determined the importance of group factors.

Defi nitions Of Variables
Several variables had meanings that may not be
obvious. For example, among the Ioan variables,
when the amortization schedule was longer than the
term of the loan, a balloon payment was set at the
end of the term. The amortization period typically
ranged from five to 30 years and could be an
interest-only schedule. The amount of the loan was
used to measure the magnitude of the commitment
by the insurance company. The interest rate com-
bined with other loan variables determined the pay-
ment amount that must be supported by cash flow
from the property.

The property category contained the largest
number of variables since, in essence, the actual or
potential cash flow generated from commercial prop-
erty creates value and is the source for mortgage
payments. The property t,?e variable included a de-
tailed description of the property that suPported the
mortgage loan, for example, hotel, department store,
apartment, medical offrce, etc. The loan per square
foot variable allowed the underwriter to compare
properties of different size. The lease rollover vari-
able indicated the percentage of the square footage
that would be subject to lease expiration in a partic-
ular year; it provided a clue to the effect on cash flow
from the property and the ability of the borrower to
meet mortgage payments ifleases were not renewed.
The micro-location variable was an assessment of
the specific neighborhood in which the ProPerty was
located and of the uses of surrounding properties
The loan-to-value ratio compared the loan amount to
the appraised value of the property and measured
the risk of borrower default; presumably, the smaller
Ioan-to-value ratio, the less chance of default by the
borrower. The contract debt service coverage ratio
indicated how many times the yearly principal and
interest payments could be paid by the yearly net
operating cash flow from the property.

The personal liability of the borrower for the
mortgage ranged from O1 lo L001c and affected the
overall riskiness of the loan. The borower classifica-
tion variable used codes to specify the nature of the
borrower, namely: individual borrower, corPoration,
partnership, joint venture, etc. The total assets, net
worth and liquid assets of the borrower were rele-
vant if the borrower was assuming any personal lia-
bility on the loan (as with recourse Ioan).

The real estate market group of variables in-
cluded factors that were not specihc to a particular
piece of property. The macro-location variable was a
broad assessment of the region of the country in
which the property was located. The metropolitan
statistical area reflected forces that could affect the
value ofthe property, such as the real estate market
downturn in Boston. The economic debt service cov-
erage was similar to the contract debt service cover-
age variable except that the economic debt service
coverage variable used current rental and vacancy
rates in the market area to calculate the possible
cash flow from the property. Market vacancy was a
measure of the vacancy percentage of similar prop-
erties in the area and attempted to capture aspects
of the overall market in which the property was
Iocated.

The respondents were asked to list other factors
that might be important in evaluating a loan. Sev-
eral mentioned that the credit or frnancial strength
of tenants should be an underwriting factor. One
underwriter stated that the loan amount in relation
to reproduction cost should be examined. Another
underwriter declared that the attitudes and recent
actions of the loan approval committee should be
taken into account. However, none of the additional
factors was mentioned frequently enough to be
significant.

The Results
Questionnaires were sent to 40 members of the un-
derwriting department of the insurance company;
36 $0?a) were returned. In the questionnaire re-
spondents were asked to complete the following sen-
tence: "This factor is 

- 

important when I
underwrite a real estate loan," with responses
numbered as follows: 1=not; 2 = slightly;
3: moderately; 4: very; and 5: extremely. The
scores for each factor in each category were summed
across all respondents and divided by the number of
factors in that category to provide an overall cate-
gory score. The most important category was the
property factors group (3.91) followed by market fac-
tors (3.84), loan factors (3.59) and borrower factors
(3.24). Table l presents the descriptive statistics re-
garding the 19 variables and the four variable cate-
gories (loan, borrower, property and market factors).

Borrower Category
The lack of importance of the borrower category may
be related to the structure of the mortgages. Mort-
gages usually are structured so the lender can fore-
close on default; therefore, the lender's primary
concern centers on the property's sustained value
and its ability to generate rents. In fact, most loan
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INDUSTRY

Underuriters in one insurance company
weigh wriables related to property and
real estate market more highly than other
factors when ernluating loon applications.

by Daniel M. Norris
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f, anks and thrift associations are not the only
!f institutions that provide commercial mort-
U eug"" in this countiy. The life insurance indus-
try holds slightly more than 251c of all outstanding
commercial mortgages, and its total mortgage hold-
ings exceed $231 billion, according to Federal Re-
serve statistics.r, Within the life insurance industry,
mortgage holdings are concentrated among 30 to 40
life insurance companies.

The commercial mortgage problem in the life
insurance industry first became evident in 1986,
when delinquencies and foreclosures rose for the
first time since the mid-1970s' recession. There was
a 1,5007 increase in the proportion of holdings of
large life insurance companies that constituted com-
mercial loan foreclosures during the 1980s.5 Reflect-
ing a continuing problem, the proportion of
outstanding commercial loan balances classified as
either delinquent or in the process of foreclosure has
increased more than fourfold.r' These and similarly
alarming ligures have fueled a concern in recent
years over the financial soundness of the insurance
companies that count commercial real estate mort-
gages as a significant portion of their assets. The
increase in foreclosures and commercial loan delin-
quencies has put intense pressure on the profits and
long-term viability ofthe life insurance industry. As
a result, Iife insurance companies like banks and
thrifts, are facing significant asset-quality chal-
lenges in the first half of this decade.

One way of averting commercial loan Iosses is by
effectively screening loan applicants to assess cred-
itworthiness. To the extent that loan losses are cor-
related with specific property and applicant factors
that are detectable before loan approval, an effective
screening process may reduce commercial loan
losses. Alternatively. the screening process may
identify applicants who should be charged a higher
interest rate or given stricter loan terms to compen-
sate the lender for assuming a higher risk of loan
default. Ideally, such a screening process would be
mechanized to reduce loan approval costs and en-
sure consistent application. However, loan olficers
never will completely bypass the need for making
subjective judgments concerning the probability
that a Ioan will be repaid.l

The purpose of the study reported in this article
was to determine ho\a, important certain variables
were to underwriters who evaluated and approved
(underwrote) commercial real estate loans in one
Iarge insurance company. The results may help
guide other commercial real estate mortgage pro-
viders in the development of a loan approval model
by identifying variables that may be used to screen
Ioan applicants' creditworthiness.

The Study
The commercial real estate loan underwriting de-
partment of a large insurance company that agreed
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the numerical aspects of the Williamette study could
lead to overvaluing.

The Williamette study sample was weighted
away from the office, industrial and retail categories
of property management and biased toward residen-
tial management. The survey transactions involved
many small companies, combined with a sprinkling
of very large companies, some of which were pUblic.

In this counselor's opinion, the generalizations
and observations of the IREM-sponsored study, some
of which could be logically concluded or confirmed,
may be of greater importance than its numerical or
mathematical approaches or conclusions. This au-
thor agrees with much of Willamette's research re-
port and does not fault its methodology. Although
the survey appears to be biased toward smaller resi-
dential property management, some of the report's
information and conclusions have been reinforced by
this more recent survey and the input it generated.
However, this counselor is concerned about current
application of any such study, his included, without
paying close attention to the thought processes and
intuitive judgment that a businessman must com-
mit to the valuation process before he can apply any
study results to his own business. Willamette's
study necessarily focuses on a mathematically quan-
titative approach to valuation and, thus, on those
factors most likely to affect the math. Other more
subjective factors also affect the value of a property
management business to an acquiring firm or to the
owners of the frrm that is being acquired in a trans-
action. Willametteb study suggests and alludes to
the factors in several parts of its report.

Survey Results On Valuing A Property
Management Folio
Several trends and directions emerged from the sur-
vey of real estate executives. The most frequently
suggested quantitative approaches were:
r Multiples of current gross revenue or, preferably,

current net income, the latter suggesting a cap-
italization rate applied to the current net income
after some reasonable adjustments, for examplq
altering owner compensation to an amount that
would be normal for the position he fulfilted.

r To a much lesser extent, the present worth of an
anticipated income stream which requires a dis-
counted cash flow analysis using a projection of
the net income from current accounts or opera-
tions that have been extrapolated into the future.

Multiples of (or capitalization rates applied tot
net income were the preferred route used by experi
enced real estate executives because this approach
directly addresses the bottomline. Some inter-
viewees argued for a multiple of gross revenue,
which would make sense when used in a folio of
many small management transactions or when rea-
sonable assumptions could be made about eventual
profitability. This method may very well be the case
for residential property management. Frankly, this
counselor feels that the multiples of gross revenue
approach tends to inflate value or price to the advan-
tage of the seller.

Larger more sophisticated firms seemed to favor
a multiple of earnings, i.e., net income, while
smaller firms accepted a multiple of gross revenues.
The present worth or discounted value of an antici-
pated income stream resulting from a discounted
cash flow analysis appealed more to those executives
whose backgrounds were closely allied with ap-
praisal or accounting, and, in my opinion, has value
more as a cross-check or as a sales tool. As those in
commercial real estate should know, assumptions re-
garding projections can sigrrificantly affect the value
of a projected income stream.

Any quantitative approach, even though mathe-
matically derived through discount factors, capital-
ization rates or multipliers, recognized the short-
term nature of property management contracts,
their cancellability and their reliance to the present
professional staff. Potential retention of clients and
professionals, as well as the caliber of the property
management contracts, became paramount. Thus,
these influential factors, and the means of evaluat-
ing them, became just as important as any quantita-
tive approach to the valuation.

Over the past few years, the numerical multiples
applied to gross revenue or net income have de-
clined, and the percentage discounts applied to fu-
ture anticipated income streams have increased. In
either case, the value of the property management
company or its portfolio of service contracts has de-
clined. These trends reflect increased uncertainty
and competition which have reduced the values of
property management portfolios as viewed by pro-
spective buyers. More firms, especially development
firms, have aggressively entered the property man-
agement competition. Many will likely fail in their
efforts, with the odds far worse for those merchant
builders who have not managed a portfolio and bet-
ter for those who have managed for third parties.
However, nothing prevents Iirms from undercutting
competition, not just in management fees but in
what is provided in return for those fees. Property
managers increasingly face competition from
owners, primarily institutions that have formed
their own property management subsidiaries, over
one of the few remaining areas of income in the
current real estate environment. Other owners are
skimping on property management in these trying
times to conserve outflows on already distressed
property. Some banks, for example, are trying to
manage their REO with their own personnel rather
than use professional property managers as they
have in the past.

The preference for applying a multiplier to net
income accompanied a preference for using net in-
come before taxes, rather than after taxes, and in
some cases a real or perceived lack of a difference
between the two at least by some executives. They
saw income taxes as an exposure that differs depend-
ing not only on profitability but also on tax strategy,
depreciation, interest exposure, etc. Some executives
said that the multiplier is the same or at least simi-
lar in either case, that it makes no difference.
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Whether right or wrong, perception can become
reality.

Recognizing the Willamette study, but relying
on this personal contact survey for more recent and
comparable insight, the author has come to the con-
clusion that the multiplier, applied to net income to
determine value, declined from a range of three to
six times net income, only four to six years ago in
the hectic and active acquisition days when the gi-
ants tried to get bigger at any costs, to a more recent
range of one to three times net income. Some execu-
tives even felt that a multiplier of 1.0 is tops, be-
cause of the short-term nature of property
management contracts, their 30-day cancellation
clauses, the turbulence of the industry and the ap-
parent fickleness of some current clients compared
to clients of the past. Yet a few other executives,
including one who claimed to be in an acquisition
mode, still believe in higher multiples. Some of the
variance in opinion among executives may relate to
the viability and potential ofthe markets they serve.

These dramatic changes have led to a divergence
in the assessment of value between buyers and
sellers and frequent failure to reach agreement ex-
cept when either or both buyer and seller have a
unique motivation that affects their view of price.
For example, a seller may be facing financial diffr-
culties, divorce, estate settlement, health problems,
burnout or have a sincere desire to retire. A buyer
may see a particular synergy, an economy of scale, a
special fit with his vision of the business, an entry
into a desired market or a means of acquiring key
accounts and-/or professional staff. Such unique mo-
tivations can drive or fuel a transaction and
heighten the need for a negotiator to put himself in
the other person's shoes.

Factors And Concerns Tb Consider
In buying a property management firm, agreement
on a normalized pro-forma helps clear the air and
move negotiations ahead. This focus then brings us
full circle to the other factors that significantly de-
termine value.

The most influential factor is the retention of
the existing property management accounts and the
preservation of their gro*'th potential or protection
against any likely loss or shrinkage. Some existing
accounts may move solely because of the transaction
itself and the changes the client perceives; or the
owner may use the opportunity to rebid contracts
among existing accounts, expecially in these cost-
conscious times. An ownership transaction regard-
ing the property management company or the prop-
erty itself may create an unanticipated exposure, In
valuing a property management income stream and
the likelihood it will continue, a helpful exercise is
to review the probable continuity of income by ac-
count and category.

Directly related to this retention of accounts are
the management contracts themselves. Unfor-
tunately, in most cases, the contracts are short-term,
frequently one to three years, and have cancellation

provisions as short as 30 days. Others flag owner-
ship change by either party as reason for recon-
sideration of the contracts' terms. Related then are
the longevity of the accounts with a specific client
and the diversity of the firm's clients.

At the heart of this retention are client relation-
ships. Property management is very much a rela-
tionship- and people-oriented business. High on the
list of management assets are the caliber and mo-
tivation of the employees, the ability to retain em-
ployees key to the business and the relationships
upon which success depends. Property management
is people intensive.

The chemistry or fit of the to-be-acquired busi-
ness with the present business often can be the final
decision-maker. Will the new business conflict with
or complement the existing one? Does it add to or
detract from the existing business? Will each busi-
ness enhance the volume and profrtability of the
other? Will the needed key people in both businesses
fit well together?

Potential buyers should look for the ability to
generate other earnings, for example, thmugh com-
missions, tenant improvements and construction man-
agement fees or to capitalize on t€nant and owner
relationships and the future work they can provide.
Property management can put an executive team
in the middleman slot in closest communications
between investors and tenants. Interestingly, most
profitable real estate operations require serving
both customers, meeting their needs and enhancing
their profrtability and success. Developers have his-
torically thought of development as creating prop-
erty management, and many have treated property
management as a step-child or a necessary evil-
When demand closes the gap on supply, good prop-
erty management and its excellent client communi-
cations lead to development opportunities.

The location of the firm's business is a factor
that relates not only to the growth potential of the
area, its economy and the competition but also to
the assimilation of the new business. Competition in
the firm's markets should be evaluated. The size of
the frrm is important as it relates to the ability to
assimilate or digest the acquisition and the result-
ing potential economies of scale.

The accounting and reporting systems of the
firm are other relevant considerations. In reviewing
accounting data, buyers should look for any over-
head costs that can be reduced, for example, signih-
cant travel and entertainment expenses that may be
viewed as appropriate or tax effrcient for present
owners but would be unnecessary and wasteful in
the new environment. These savings may take time
to achieve tactfully.

The nature and diversity of the ownership and
firnancing of the property that is managed affect the
valuation and related decisions.

The character of the f-rrm that is being acquired
or valued relative to its pursuit of and involvement
in other related businesses is a positive or negative

the role played by state and local credit agencies,
pension funds, REITs and other specialized finance
companies including credit companies may emerge
as more important lenders. These less regulated in-
stitutions have the flexibility that banks and sav-
ings institutions lack. Their roles largely will be
determined by the prospective yields available on
mortgage debt used to finance multi-family residen-
tial properties.

When all these forces are considered, it appears
that a major structural change has occurred. The
prospect of another debt-financed boom is unlikely.

Conclusions
Clearly, if new construction continues to abate, not-
withstanding a slowdown in demand, a major win-
dow of opportunity for multi-family property
investment is at hand. The capital-driven invest-
ment environment prevalent for much of the Iast
generation (going back to the REITs in the 1970s
followed by the syndicators, S&Ls and commercial
banks in the 1980s) lacked a braking mechanism;
inevitably, boom and bust cycles occurred. However,
given the new stricter capital requirements for both
S&Ls and commercial banks, coupled with more
stringent mortgage loan underwriting and the mass
exodus of the individual investor, multi-family prop-
erty investments are becoming attractive. More im-
portantly, a prolonged period of decreased
construction portends strong rates of increase for
rental rates and real NOI. Greater constraints
placed on new construction should, in time, restore
the financial attributes of real estate equities in pro-
viding both a hedge against inflation and stable,
high risk-adjusted rates of return.

The capital market contractions Iikely will have
a favorable impact on the ability of apartments to
generate real increases in NOI. However, one key to
uncovering superior long-term investments is to
identify the situations that have additional bamiers
(i.e., beyond the capital market forces), to future
competition. These constraints often take the form
of restrictions imposed by local municipalities with
an aversion to multi-family development (based on
slow/no-growth policies, a bias against high-
densities, "not in my backyard" thinking, or other
perceived self-interests which outweigh the incre-
mental tax revenue generated by the development).
Or they involve prohibitive land costs that preclude
multi-family property development. Communities
that substantially restrict new construction and/or
possess prohibitively high-priced land will create a

scarcity of supply that will be favorable to existing
properties and those few that are newly developed.

New construction, albeit on a much reduced
scale, nevertheless will occur in growing markets.
The key to achieving enhanced productivity and fa-
vorable increases in real NOI is to frnd those Io-
calities where the barriers to new construction are
high enough to keep demand and supply in equilib-
rium once the capital markets recover.
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The draconian impacts of this change also are
seen in the precipitous decline in annual real estate
limited partnership investment. From a high of ap-
proximately $10 billion in 1984, the market plum-
meted to approximately $0.6 billion in 1989.ro

Securities l,au And Staged Pay-lns
While there have been no substantive adverse
changes in the relevant securities law over the past
decade, a tremendous decline has occurred in the
financing of staged pay-in capital contributions.
This decline clearly is a function of individuals' re-
luctance to invest in real estate equities as well as
insurance companies' and banks' concerns about
falling real estate values.

I ru,u stmen t A lter naliue s
Very importantly, the recent performance of avail-
able investment alternatives, unlike the early 1980s,
makes many different types of investment oppor-
tunities attractive to the indiyidual investor. For in-
stance, for the five-year period ending in 1990:rt
r inflation averaged 4.17 per annum (an approxi-

male 60% reduction from a little less than a dec-
ade earlier);

r fixed-income securities, in large part reflecting a
decline in the inflation rate, averaged a total re-
turn of 10.87o; and

r despite the steep decline in October, 1987, stocks
averaged a total return of 13.29r per annum.

Individuals and institutions therefore have a
much broader array of apparently soundly perform-
ing investment alternatives.

Obviously, much of the luster of real estate eq-
uity investments has been effectively removed for
the individual investor because ofthe changes to the
tax codes; it is as if the interest income on municipal
bonds suddenly was declared to be no longer exempt
from federal taxation. While much of the slack in
individual investor demand has been taken up by
pension fund investment, the acquisitions made by
these institutional investors most often take the
form of Class A"/trophy properties. Such properties
represent only a small portion of the total apart-
ment market.

F\rture Capital Market Flows- Multi-Family
Mortgage Debt
Just as fundamental changes are having an impact
on real estate equity markets, major influences are
affecting the potential supply of mortgage debt for
multi-family residential properties. In considering
the future, recall that over the last 15 years, the
market share of multi-family residential mortgage
loans held by commercial banks increased, while
that held by the savings institutions, life insurance
companies and federal-related agencies as direct
lenders declined. Mortgage-backed securities be-
came a much more important source of funds, as did
funds provided by all other lenders.

What roles are these sources likely to play in the
future? Commercial banks, in order to rectify con-
cerns about their capital adequacy, are cutting back
on income-property lending. Thus, both commercial

and multi-family residential mortgage loans from
these lenders will be more difficult to obtain, while
those that are funded will be subject to much more
stringent underwriting than in the past.l2 Among
other outcomes, the fundings from commercial
banks also will be at lower loan-to-value ratios, ne-
cessitating added investor/borrower equity capital.

Savings institutions, in part because of major
capital deficiencies, will continue to decline in im-
portance as a source of multi-family residential
mortgage loans. New capital requirements, as a re-
sult of The Financial Institutions Reform, Recovery
and Enforcement Act of 1989, not only limit what
may be included as capital but also generally re-
strict loans to one borrower to 15-25% of capital in
contrast to the former limit of 100%. Furthermore,
capital investments in real estate development sub-
sidiaries must be deducted from capital. This re-
quirement will significantly curtail the activities of
development joint ventures, including those that
otherq/ise would develop multi-family residential
properties.

Life insurance companies also are being influ-
enced by the deleterious circumstances affecting the
quality of income-property loans held by commercial
banks. During the last decade, these firms heavily
depended on funds raised through guaranteed in-
vestment contracts (GICs) for their investments in
commercial mortgage loans as well as their acquisi-
tions of non-investment grade, non-mortgage debt.
Whether GICs will continue to be so readily avail-
able is open to question. In any event, life insurance
companies will likely focus on refinancing existing
mortgage debt for much of the coming decade. A
major reversal of this industry's declining impor-
tance as a source of multi-family residential mort-
gage debt is therefore unlikely during the 1990s.

Table 1 illustrates the remarkable shift from di-
rect multi-family residential lending by federal and
related agencies to mortgage pools and trusts. Re-
cently, however, there has been much turbulence in
this sector of the market. Problems associated with
both the FHA $221(dX4) and $223(fl programs have
resulted in substantial reductions in the levels of
GNMA-guaranteed multi -fami Iy residential
mortgage-backed securities being issued. Major re-
ductions in multi-family residential mortgage fund-
ing by FHLMC also have occurred because of
defaults and other loan quality problems. Indeed, of
the federal and related agencies, only FNMA re-
mains a significant source of securitized mortgage
funds in the multi-family residential market, espe-
cially for larger properties. Moreover, its participa-
tion in the market place is associated with greater
underwriting stringencies, thereby reducing the
availability of capital.

The all-other-lender category in recent years has
been dominated by state and local credit agencies.
This role will lessen in the future because of the
virtual elimination of the potential for using tax-
exempt revenue bonds to finance multi-family
residential properties. While not likely to supplant

factor. For example, a profitable and cash-producing
tenant finish operation could be a real plus, while
the maintenance of a park indentured common area
or storm water retention pond on an unprofitable or
breakeven basis could be a negative.

The tlpe and size of the projects that are man-
aged, as well as their quality of maintenance and
condition, affect profitability, stability and ease of
assimilation.

The flrrm's reputation, not only the sometimes
nebulous goodwill factor but also its character, re-
spect, integrity, trust, community acceptance and
recognition, acknowledged expertise and perfor-
mance, prestige and credibility, play a role.

Not to be overlooked is an assessment of lia-
bilities, especially those contingent liabilities that
fail to show on a balance sheet. The buyer should
seek a satisfactory form of indemnification from the
seller regarding undisclosed or hidden liabilities.

Lastly, the status and condition of the firm's
physical plant - computers, word processors, tele-
phone system, other office equipment, leased or
owned premises, etc. must be determined.

Structuring The Ttansaction
The buyer should negotiate up to a maximum price
which has been derived on the basis of a low multi
ple of net income before taxes but after adjusting to
normal compensation for the owners active in the
business. The net income after taxes may be used as
a starting point and a basis that favors a lower price,
presuming the seller has tax exposure. Remember,
the buyer purchases current, not future, value.

The buyer should propose terms to help create
value for the seller as well as to ease financing ofthe
acquisition and provide monetary values tied to con-
tingencies related to the retention of accounts.
These contingencies will help maintain and possibly
create value for the buyer, too. Depending upon
where the price appears to be headed, this counselor
suggests resisting any substantial upfront cash
payment.

The balance due ideally should be payable over
several years, and it should be tied to retention of
existing accounts and their related volume. The
writer likes the approach of tying in retention
through a calculated percentage ofthe gross revenue
from existing account billings which is payable
monthly. This approach provides an excellent and
responsive incentive for the principals of the ac-
quired firm to retain their present accounts.

This counselor strongly suggests including in
the contract non-compete clauses for the present
owners in terms of geography, time-frame, clientele
and penalties. These clauses should be sufficiently
reasonable so they will not be perceived as enforce-
able deterrents. In judging reasonableness, the
sellers must be recognized as prior owners, not just
employees.

This author also suggests employment agree-
ments for the sellers and the key employees, if any,
that the buyer plans on retaining for a specific
length of time. This period of time is long enough at
least for the transition to take place or, with some
key executives, long enough to \.r'ean away their ac-
counts. Employment agreements may be difficult to
achieve with employees. These agreements are two-
sided and can restrict the buyer's flexibility, too.

Legal and accounting counsel should be em-
ployed to make certain that most, if not all, of the
purchase price is allocated in the purchase contract
to intangible assets that can be amortized as deduct-
ible expenses under federal income tax laws.

Obviously, these recommendations represent the
ideal, in this counselor's view Ideal structures may
not be practical routes for completing a transaction
in a way that best fulfills objectives. Thus, the rela-
tive importance of each factor and structural ideal
should be taken into account. Other factors that al-
ter a buyer's view or the view from the other side of
the negotiating table also should be considered. For
example, the buyer's plans for transition certainly
should be reflected in the transaction's structure. In
structuring and negotiating a purchase, the buyer
should recognize that it may be more economical to
pirate the key people and accounts rather than buy
out the owners. This thought may strengthen the
buyer's negotiating posture.

Summary
The process of valuing or acquiring a property man-
agement company provides an excellent example of
decision-making based upon the use of analy'tical
approaches that have been appropriately modified
by intuitive judgment founded upon experience. As
outlined, the valuation requires both analytically
derived input as well as intuitive judgmenk relating
to its application and the consideration of a host of
relevant factors, both tangible and intangible. Re-
tention of clients and professionals, as well as the
caliber of the management contracts, are major fac-
tors to be recognized.

Regardless of approach, market value of a prop-
erty management company, relative to its income
stream, has declined due to increasing manager
turnover, fickleness of current clients and general
turbulence in the industry.

Coupled with and interrelated to the above valu-
ation and the relevant factors and concerns is the
structuring of any related transaction to recognize
them. The sale structure should complement and re-
inforce the principles upon which the acquisition is
based.

N(}TES
Pratt, Shannon P, Williamette Management A6sociates, [nc., yoi-
uing a Propert! Management Compony, (tnstituts of Real Estat€
Management Foundation, 19881.
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