
return increases from 15.907r to 23.50% for an in-
crease of 760 basis points. The developer's profit also
improves from 10.16% to 71.247, or 108 basis points.
The above analysis changes if the supply and de-
mand situation varies.

Scenerio 2 (th.e interest rate changes to 12% )
Gross rental multiplier

$100,000 x 7.50.. ........ $750.000
Overall rate of return

$65,000 + $750,000 8.67ct
Overall internal rate of return . . . . . . . . 12.677(
Equity internal rate of return ........ 72.8LC(
Developer's profit ... 9.08%

Conclusions for Scenario 2
It is assumed in Scenario 2 that the supply and
demand situation maintains the overall value of the
project at $750,000 and revenue is unchanged.

The equity internal rate of return then declines
to 72.89. from the base case of 15.907. or 309 basis
points when the interest rate increases to 12% from
10%. The developer's profit declines to 9.08? from
10.167 (base case) or 108 basis points.

Scenario 3 (wlue increases to $800,000)
Gross rental multiplier

$100,000 x 8.00 .. ........ $800,000
Overall rate of return

$65,000 + $800,000 8.7251(
Internal rate of return

Time Dollars

0 .......,..... ($800,000)
1 ... _......... 65,000
2 ............. 67,600
3 ............. 70,304
4,............ 73,116
5 ............. 76,04r
6 ............. 79,082
7............. 82,246
8 ............. 85,536
9 . .. ... . .. . . .. 88,957

10 ............. 1,231,161
IRR.... r7.84C(
Equity internal rate of return ........ 14.75%
Developer's profit ... 15.407c

Conclusions for Scenaria 3
With the value of the project rising to $800,000 and
the interest rate remaining at 709o, the equity yield
declines from 75.90Vo tn l4.l57o or 175 basis points.
The developer's profit increases from 10.167c to
l5.40Vo or 524 basis points.

Scenaria 4 (wluc decreases to $700,000)
Gross rental multiplier

$100,000 x 7.00.. ........ $700,000
Overall rate of return

$65,000 + $700,000 9.2861c
Internal rate of return

Time Dollars

0 ............. ($700,000)
1 ............. 65,000
2 ............. 67,600

1

IRR
Equity internal rate of return
Developer's profit ...........

Conclusions for Scenarb 4
With the value declining to $700,000 and the inter-
est rate remaining at 107o, the equity yield increases
from 15.907c to 18.39* or 249 basis points. Devel-
oper's profrt declines from 10.769c to 4.171. or 599
basis points.

Summary
The results of this analysis can be summarized as
follows:

THE IMPACT
Of SUPPLY
CHANGES ON
BEAL NET
OPERATING
INCOME: THE
MULTI.EEMILY
PERSPECTIVE

f he boom and bust nature of new construction
I during most of the previous two decades has
ll been due primarily to excessive swings in the

amount of equity and debt capital that has flowed
into all types of real estate. The unsought but inevi-
table effect has been steady erosion in the perfor-
mance ofreal estate equity investments. This article
examines the multi-family property sector by first
considering the major forces that have influenced
real estate equity investment and significantly ex-
panded multi-family residential mortgage debt. It
then explores the statistical relationship between
supply increments and inflation-adjusted net operat-
ing income, emphasizing the negative impact of
excessive supply. The article concludes with a dis-
cussion of the potential course of future equity and
debt capital flows and their impact on multi-family
residential investments.

Dynamic Market Relationships
Real estate markets reflect the constantly changing
interaction between supply and demand. Although
demand-side changes are fairly continuous and rep-
resent trends in various socioeconomic characteris-
tics, supply-side changes tend to occur in lumpy
increments, with new construction often being pri-
marily a function of capital market forces that ig-
nore the dynamics of underlying demand. During
the past 20 or so years, boom periods of excessive
capital investment have caused additions in supply
that overwhelmed actual demand, Ieading to a de-
cline in ellective rents (adjusted by rental conces-
sions) and occupancy levels which adversely affected
net operating income. Bust times have caused new
construction to contract sharply, enabling slow but
steady increases in demand to catch up with exces-
sive supply. Eventually, a tight market was created
that was followed by a new boom cycle.

Historical Capital Market Flows-General
Many debt and equity investors have presumed that
real estate would provide inflation-indexed net oper-
ating income and that future levels of inflation
would be high. These presumptions have led to the
specious but ensnaring conclusion that steadily in-
flating income eventually would justify their invest-
ment. Real estate equity investors also have been
motivated by the twin delusions that their invest-
ments would provide a tax shelter as well as fixed
capital costs. Too often, however, the future-when
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Groduate Sch@l o/ Ensiness, Defual Unilersit!, Chicago,
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6800.000
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It is clear there is a direct relationship between
the gross rental multiplier, overall capitalization
rate and overall internal rate of return. There also is
a relationship with the equity internal rate of re-
turn; however, this measure is affected by the inter-
est rate on the underlying mortgage. This is the well
known result of leverage. In fact, the effect on yield
is greater from the change in interest rates than
from the change in values. On the other hand, the
developer's profit is much more heavily affected by
the change in value than by the change in interest
rates.

These relationships have importance in an-
alyzing the highest and best use and feasibility of
an investment property. When analyzing and selec-
ting a discount rate, the counselor/analyst should
bear in mind the relationships illustrated in this
article (i.e., an 11% discount rate makes sense if the
overall capitalization rate is around 8% and the
growth rate is around 37r t. If the scenario assumes a
discount rate of 117c with a growth rat€ of 5%, some-
thing is wrong if overall rates are at 8Vc and not 67r;
the property is being overvalued.

In the period between the beginning of 1990 and
the beginning of 1992, we have seen a rise of 100
basis points or more in overall capitalization rates of
prime investment properties; yet discount rates have
remained largely unchanged. This rise in capitaliza-
tion rates suggests (and is largely borne out by the
market) that income and expense projections are
more realistic and growth rate perceptions are down
by 100 basis points or more. This article and its
tables should be helpful in yield analysis.

Because of major changes affecting
mortgage lenfurs and constraints on netl)
constructian, inuestment in multi-family
residential properti.es is becomi ng
i nc re as i ng ly oltrod iue.

by Richard T. Garrigan, CRE,
and Joseph L. Pagliari, Jr.

A 1992: Richard T. Garrigan, CRE, and Joseph L. Ibgliori, Jr.
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net income catches up with front-end capital costs
and rewards investors with positive, real cash
flows-never arrives. The problem is that real estat€
equity investors pay too little attention to inade-
quate present levels of rental productivity. Absent
the economic discipline imposed by sufficient rents
at the outset, the forces of supply are not con-
strained, and oversupply becomes a general condi-
tion in the market. In order to assess these impacts,
it is useful to employ a macro-approach that is not
typically found in the micro-perspective of the mar-
ket analyst. In the material below, a macro-
approach first examines major influences upon real
estate equity investments and then evaluates selec-
tive characteristics of multi-familv residential mort-
gage debt.

Historical Capital Market Fkrw's-Real
Estate Equity
From the perspective of the individual investor, a
confluence of major events in the early 1980s dra-
matically increased the relative attractiveness of
real estate equity investments, particularly those in
multi-family residential properties. These factors
included the institution of major changes in fed-
eral income tax and securities laws, the creation
of staged pay-ins of investments in limited part-
nerships, and a lack of suitable investment
alternatives.
Federal Ta.x l-aw
Various tax reform measures incorporated into the
Economic Recovery Tax Act of 1981, the Tax Equity
and Fiscal Responsibility Act of 1982 and the Deficit
Reduction Act of 1984 increased the attractiveness of
real estate equities by making the following changes
to the Internal Revenue Code;
r the top marginal tax rate decreased from 707( to

50c,:
r the capital gains exclusion increased from 50% to

60%, in effect reducing the top capital gains tax
rate from 35% to 20%; and

r depreciable lives for real property fell from be-
tween 35 and 50 years to between 15 and 19 years
and depreciation was accelerated on all property,
not just on new construction.

For a leveraged individual investor in real es-
tate equities, the result was to increase the after-tax
rate of return to a figure higher than the pre-tax
return. Furthermore, these changes led to a "tails I
win, heads you lose' mentality in that, on paper at
least, the decreased capital gains rate meant that
investors had to pay the government a substantially
smaller share of any gain from a successful invest-
ment. Conversely, if the investment was unsuccess-
ful, the investor could shelter other sources of
income with paper losses generated by accelerated
depreciation over a shorter depreciable life. Al-
though these deductions eventually would be recap-
tured, they generally would be taxed. at 20%.

Securities Intu
Prior to April 1982, Rule 146 under the Federal Se-
curities Act of 1933 could be used by syndicators
looking to privately place the equity requirement of

a real estate investment. Thereafter, with the pro-
mulgation of Regulation D, syndicators had consid-
erably less difficulty in complying with federal
securities laws. Among its beneficial impacts, Regu-
lation D:
r increased the number of limited partners to 35

non-accredited investors and an unlimited num-
ber of accredited investors (previously, there was a
total limit of 35 investors):

I eliminated the need to prequalify (in terms of
suitability, sophistication and net worth) an inves-
tor before making an offer. Investors had to be
qualihed before making a sale. which gave syndi-
cators much more leeway in locating investors and
attorneys who could opine adequately on the secu-
rities offering;

r clarified the amount ofdisclosure required for dif-
ferent types and sizes of offerings; and

r led to a concerted effort by state securities regula-
tors to adopt a fairly uniform set of "blue sky"
Iaws that facilitated inter-state offerings.

Of course, the option of a public offering (in con-
trast to a private placement) existed before and after
the introduction of Regulation D. Generally speak-
ing, however, the Iarge front-end costs associated
with a public offering could be justifred economically
only by a very large equity offering. This, Regula-
tion D substantially increased the ability of syn-
dicators to raise funds for limited partnerships
for offerings that previously would have been
uneconomical.

Staged Pay-lns
One of the more innovative but less heralded financ-
ing changes of the 1980s was the creation of a new
financing technology that permitted equity inves-
tors to contribute their capital in installments over
a defined period-generally, four to six years. Ini-
tially, these deferred equity payments were financed
by letters of credit obtained by investors from their
own banking sources. Subsequently, these letters of
credit were replaced with a more ellicient technol-
ogy: investors'notes evidencing their obligation to
pay their deferred capital contributions were bonded
through a surety company; the bonded notes then
were sold as securitized assets, and the net proceeds
were used to fund the real estate acquisition. Inves-
tors now were able to time their payments so their
expected tax deductions would be a multiple of their
staged capital contributions. In theory, for high-tax
bracket investors, the staged pay-in meant that Un-
cle Sam was writing the check.

I ntv stment A lter nat iw s
The investor looking for alternatives to real estate
had few comforting options in the early 1980s. The
five years before 1982 (the effective date of the Eco-
nomic Recovery Tax Act of 1981) sawr:
r a dramatic rise in inflation, with the average an-

nual increase running approximately 10.1%;

I a corresponding decline in the value of long-term,
fixed-income securities, with the average annual
change in total return at approximately <0.7%>;
and

Another application of the capitalization rate
tables is to estimate the equity yield, given an over-
all capitalization rate and an estimated growth rate.
As an example, assume the overall capitalization
rate is 8.699r, the growth rate is 4? and there is a
new 10.5%, 3O-year mortgage with a DCR of 1.20.
By looking across the 4c/( growlh row, the 8.697
overall rate can be found in the 15% equity discount
rate column.

Finally, the tables can be used to index the re-
quired growth rate for a given equity discount rate,
overall rate and mortgage situation. The required
growth rate for a 9.57,30-year mortgage, 1.20 DCR,
an overall rate of 8.69% and an equity discount rate
of 15%, would be 37r. Incidently, this process also
reveals something about sensitivity, i.e., a 100 basis
point difference in interest rates is offset by a 100
basis point difference in the growth rate.

EXHIBIT I
Base Case -Cost Analvsis

Indirect cost It will take six months to build the
project. The interest rate is esti-
mated to be 10':t; therefore, the ef-
fective interest charge will be for
one qualter of a year.

Taxes and insurance are estimated
to run 2% of direct cost.

Markcting covers the cost of leasing
al 4(l on a five-year lease at a gross
rental rate of $100.000 per year.

Holdrng costs are based on an ini-
tial vacancy period of six months at
a cost of 10q. Interest will be offset
by revenue approximately 339i of
one year's net operating income.

The 8,000 sq.ft. building will re-
quire a 20,000 sq.ft. site which is
valued at $200,000.
The property will have a market
value of $750,000 based upon cap-
italization of net operating income.

Developer's profit is the difference
between the selling price and the to-
tal costs of the project. Developer's
profit as a percentage is the dollars
of profit divided by the selling price.

Land value

Market value

Developer's
profit:

Interrelationships
A series of illustrations demonstrate what happens
when interest rates change and when the supply
and demand situation cause values to rise and fall.
The detailed IRR and cost computer analyses have
been eliminated to save space. Assumptions are as
follows:
Scenerio 1: The interest rate changes from 10? to

89c .

Scenario 2: The interest rate changes from 10? to
12C( .

Scenario 3: Value changes from $750,000 to
$800,000.

Scenario 4: Value changes from $750,000 to
$700,000.

Scenario 1 (the interest rate chanEes b 8q )
Gross rental multiplier

S100,000 x 7.50 .. ........ $750,000
Overall rate of return

$65,000 + $750,000 8.67%
Overall internal rate of return . . . . . . . . 12.675(
Equity internal rate of return ........ 23.50q(
Developer's profit ... 71.24q(,

Conclusions for Scenario I
In Scenario 1, it is assumed the supply and demand
situation is such that the $?50,000 value remains
unchanged. The revenue also remains unchanged;
therefore, the gross rental multiplier overall rate of
return and overall internal rate of return also re-
main unchanged.

The internal rate of return to the equity does
change, however. If the income and other overall
yield indicators remain the same, then, when the
interest declines to 87r,, the equity internal rate of

EstimEt€d cost n€w

Direct cost
8,000 sq.ft. @ t46.00/sq.ft.
Indirect cost

Flnsnciry
i368,000 x.02 + 1368,000 x.l0 x.25

'Ibxes & i$ursnce
i368,000 x .02

MErketillg
,100,000 x 5 x .04

Mhcellaneoos
t368,000 x .02

Holdi.ng costs net of rerrme util stabilization
t619,280 x.l0 x.6 - S66,000 x.33

Total estimst€d cost neB

Estim8tad lsnd rBlrc
20,000 sq. ft. @ 0r0/sq.ft.

Totsl

Profit Analysis

Estimsted ssles prooeeds b&sed on incom spproach
t750,000 x (1-.06)

Estimsted vslue by cost sDprosch (before Fofit)
Estim8ted developer's profit
Estimsted developer's profit ss s percentsge of

sellinS price $76,206 / $?50,000

$r6n,000

s62n.?9J

t r6,660

t 7,360

t 20,000

, 7,360

t 9,514

1428,794

$200,000

t70n.000
t628,794
t 76,206

10.18%

Investment Measures And Development
Cost
The developer's profit is the key relationship that
links the cost of development to the market value of
the investment. Exhibit I is based upon the forego-
ing analyses and these cost analysis assumptions:

Direct cost: The overall cost of the project for
structure and site work is $46.00
per sq.ft. of building area.
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DCR = 1.20
Interest = 9.507r
Projection period = 10 years
Mortgage term = 30 years
Growth rate = Inc, & Val. (n Same rate

Eqdty Discout Rstr 10.00\ 11.00\ t2.00\ 13.00$ 14.00\ 15.00\ 16.00% 17.00\ 18.001 19.00% 20.00\

TABLE 1

Amount and Percentage of Multi-Family Residential l\lortgage Debt by Type of Lender for Selected Years

197.-r Il,s0 l9s; t9r9
T) pe of Lendor: Amount P(,rcent Amounl I'ercent ,{mount Percent Amount Percent

(Gro$1h

Commercial banks
Savings institutions
Life insurarrce compf,flies
Federal & related &gencies
Mortgsge pools & trusts
All others
Total

$ 5,915
39,339
19,629
l2,315

1,263
22,t40

t 100,60{

6.9%
39.1
19.5

l.B
22.0

100.0%

s t2,924
54,200
19.514
14.884
8.267

27,345
sr3?Jl4

9.4%
39.5
14.2
10.9
6.0

19.9
l00J-%

$ 23,373
89,739
19,894
12. t 70
13.445
55,849

$214"470

10.9%
41.8
9.3
5.7
6.3

26.0
r00.0%

$ 36.994
108.534
26.646
23,593
27,t86
83,299

$806$52

t2.t"n
35.3
8.7

9.0
27.2

l00J-%0

I

3

4

5

6

8

I
l0

9.59S
8.?0%

7.82%

6.05%

6.08%

5.22""

1.36'.
3.50%

2.659"

1.8196

0.97%

9.79%

8.99%

8.19%

7.39%

6.59%

5.79%

1.99C

{.19\
3.40-.!

2.60%

l.8l9t

9.97'"
9.24%
8.51"6

7.?8"
7.04%
6.30\
5.56".
{.81""
4.06%

3.3 r."
2.56%

t0.12%

9.46%

8.79%

8.12%

7.44%
6.75%

6.06'.
r.36%
t.66$
3.96%

3.25%

10.58\
l0.lt"i
9.63%

9.14%

8.64qh

8.12\
7.60%

7.07\
6.63r
6.98%

5.42%

10.67%

10.23%

9.79%

9.33%

8.66S

8.39S
7.90%

7.40\
6.89%

6.389"

5.85%

10.74%

10.34%

9.93%

9.51%

9.07%

8.63%

8.17\
7.701
7.25""

6.7.1%

6.24%

10.81\
10.41%

10.06%

9.66%

9.26\
8.84\
8.{2\
7.98\
7.53%

7.07\
6.61%

(hersll C8pitrlization Rates

10.26"" 10.381 10.48%

9.65"i 9.82% 9.98%

9.04% 9.26% 9.45%

8,42% 8.69% 8.92%

7.79\ 8.10% 8.38%

7.15"" 7.51% 7.83%

6.511 6.91r 7.27%

5.86\ 6.30% 6.?l%
5.20t 5.69% 6.13%

4.54% 6.08% 6.64%

3.87% 4.43% 4.95%

Sources; Federal Reserve Bulletin r'Decenbff, 1978): A41
Federal Re8erve Bulletin /-De.errber. 1983): 439
Federal Reserve Bulletin /D€cen6.r. 1988): A39
Federal Reserve Bulletin /Jul-!, 1990): A38

DCR = 1.20
Interest = 10.0017.
Projection period = l0 years
Mortgage term = 30 years
Growth rate = Inc, & Val. (o Same rate

Eq ty Discount Rate 10.00\ 11.00% 12.00% 13.00% 14.00% 15.00% 16.00% 17.00% 18.00% 19.00 20.001

I an unrewarding stock market, for which the aver-
age annual change in total return was about
9.6%-less than the inflation rate; for two years
(1977 and 1986), the annual return was negative.

In summary, with stocks and bonds in the dol-
drums, it took little convincing to make real estate
equities the investment darling of the early 1980s.
The amount of annual real estate limited partner-
ship investment increased dramatically for all prop-
erty types, from }ess than $1 billion in 1978 to more
than $10 billion in 1984.'z With this huge infusion of
equity capital, the economy by the mid-1980s was
witnessing an unparalleled increase in real estate
values and construction as developers cashed in on
the newly created demand for real estate holdings.
Much of this equity investment was in limited part-
nerships that invested in multi-family residential
properties.

Historical Capital Market Flor,r's-Multi-
Family Mortgage Debt
The demand for mortgage debt derives from the de-
sire of equity investors to leverage their real estate
holdings. As shown in Table l and Figure 1, from
1975 to 1989, the amount of mortgage debt used to
finance multi-family residential properties grew
from $100.6 billion to over $306.6 billion. an in-
crease of slightly more than 200%. Multi-family res-
idential mortgage loans for the years ending 1975,
f980, 1985 and 1989 were grouped by six types of
lenders: commercial banks, savings institutions, Iife
insurance companies, federal and related agencies,
mortgage pools and trusts, and all others. The activ-
ities of each of these lenders now will be discussed.

Commercial Banhs
Commercial banks have long been the major source
of construction financing for large (including, more
recently, multi-family residential) development pro-
jects. Since the early 1980s, however, income-
property loans financed by commercial banks often
have taken on a more permanent character through
the use of miniperms having terms of, say, five to
seven years. With this change in lending practice,
commercial banks have become a more signifrcant

t't(i t'Ru l

Percentage of Multi-Family Mortgage Debt by Type
of Lender for Selected Years
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3.72%

2.81%

l.9l$
1.02\

t0.58%
9.69%

8.81C
7.93%

7.50%

6.18%

5.31%

4.45%

3.60%

2.75%
l.9ls

10.?7%

9.97\
Ll6"t,
8.351
7.54t
0.73%

5.gz%
5.12%

4.3t%
3.5t\
2.71\

10.94%

10.201

9.16%

8.72";
7.S7%

7.22%
6.46%

6.71%
4.95%

4.19%

3.44\

I1.44%
10.92

10.38t
9.83r
9.28t
8.71%

8.14%

7.66%

6.97%

6.37%

6.76%

I t.5,1%

I1.051;
10.55\
10.05%

8.47%

7.92%
7.36%

6.80".
6.23%

11.62%

I l.l7s
10.71\
10.24

9.76r
9.26%

8.76%

8.25%
7.73%

7.20%
6.65%

I1.70%
I1.28\
10.85%

l0.4lt
9.S69"

9.50%

9.03%

8.65%

8.06\
7.56C
7.05\

;..:..

1975
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26

TABLE 2

Overall Capitalization Rate

force in multi-family residential property financing.
As Table 1 shows, between the end of 1975 and the
end of 1989, bank-financed multi-family residential
mortgage loans grew from $5.9 billion to $36.9 bil-
lion. This growth was accompanied by a doubling of
banks'mortgage market share from 5.9% to 72.79o.

Satings Institutions
Table 1 and Figure 1 also reveal that savings institu-
tions have long held the largest market share for
multi-family residential property loans. In part, this
role can be viewed as an extension of their specializ-
ation as predominantly single-family residential
property lenders. The Garn-St. Germain Act of 1982
liberalized income-property lending and enhanced
the deposit-gathering capabilities of these institu-
tions. As a result, huge amounts of funds flowed into
multi-family residential mortgage loans. In just five
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FIGURE I
Mortgage foan Financing and the Internal Rate of Return

TABLE 3

Number and Percentage Change in Multi-Family Housing Starts and Moving Averages for the Years 1975
through 1989

llulti-Family Housing Starts
Moving,{verages

'li'ar \umber 2-l'car il-l'ear l-l'crr

Invesunent \hlue

Input Assumptions

Initisl NOI 66000

loan information:
DCB r.2
lnter$t rstr 10.00%
tosn t€rm 30 years
Pqvmnts/year l2 per yesr

Gmwti rates:
Nol Srowth rste 4.00% per )'€8r
Overall cspitslizstion rste 8.6?%
Tbrminalcapitalizationrate 8.67%
Estimattd NOI (1,ear 10) i02,616
Reqdred return 16.90%

Calculations based on &bove inputs:
loan amount 614361
Annual debt s€rvice 54167
CoNtant 10.59%
EqLity investn€nt 235606

1975
r976
1977
1978
1979
1980
l98l
1982
1983
1984
1985
1986
r987
1988
1989

Average

Stands.rd delistion

223.0
t57 .0
196.0
229.0
24 r.0
196.1
135.3
I 17.0
191.5
313.2
365.2
407.6
345.6
284.5
N.A.

227 .l
105.8

qlelce
-45.0?%
-29.60%

24.84%
I6.84%
5.24%

-18.63%
-3r.00%
-13.53%

63.68%
63.66%
16.60%
ll.6t%

-15.21v"
-17.68%

N.A.

-37.34%
- 2,38%

20.84%
11.04""

- 6.70%

-24.82"n
-22.27%

25.0796
63.61%
40.08%
14.I I%

- 1.80%

-I6.45%
N.A.

-16.6I%
4.03%

15.64%
l.l5%

-I4.80''r
-2 r.05%

6.38%
87 .90v"
47 .94%
30.69%

4.33%

- 7 .0sv"
N.A.

6.80e"

20.34e"

7.67%

15.96%

5.48""

29.18""

4.50%

26.16%Surnmary loan information:
End ol year I
PEyrlent 5416?
Mort{age balarce 511502
Interest 51307
Principal 2860

2
54167

508343
51008

3159

4
54 r67

500999
50312

3855

5
54 t67

496741
49s08

4258

6
54167

492037
49462

4704

7
54167

486840
48970

5197

I
54t6?

4? 4756
47824
6342

3
54167

504854
506?7
3489

8
54167

481099
48426

57 4r

Sozrcer Statistical Abstract of the United States 1990; Table No. 1269, Neu. Atnrtments Complete.l and Rented in Three Months, p- 718
For structures of more lhon 4 units, priuotel! financed, non-subsidized, unfurnished aWrtments. Measured in thousands.

Estim&tes of cash flow from operations:

apartment glut at that time. By the end of 1989,
however, REITs were but a modest source of such
loans. By then, state and local credit agencies had
become the most important lenders in this category,
accounting for $43.1 billion3 or more than half the
amount attributed to all other lenders.

Analysis of the Multi-Family Market
Attention is now focused upon the multi-family resi-
dential market. Although excessive supply has had an
impact on all major sectors of the real estate market,
fluctuations in newly constructed multi-family resi-
dential units have been especially dramatic. The ma-
terial below analyzes the rental productivity ofthese
properties by determining the impact from changes in
the level of new construction on changes in the net
operating income of multi-family properties. This
analysis first separately examines the demand and
supply components of the multi-family residential
rental sector and then statistically studies the rela-
tionship between supply and demand.

Demand-Side Considerations
Table 2 estimates the demand for multi-family hous-
ing by examining the level of net operating income
generated by these properties from 1975 through
1989. The net operating income (as opposed to rental
rates) over time captures not only rental levels but
also vacancy rates, bad debt losses and operating
expenses. Real estate essentially is a cash flow busi-
ness; thus, the ability of rental and occupancy rates
to keep pace with increasing operating expenses is
critical. For purposes of this analysis, per-square-
foot figures are utilized zrs a common base.{ From

these net operating income (NOI) data, nominal in-
creases that are solely attributable to inflation are
stripped out. These have been measured by the an-
nual percentage change in the consumer price index
(CPI). The result is the percentage change in the
real (i.e., inflation-adjusted) NOI per square foot as
shown in Thble 2.

Notwithstanding the variability in the yearly
figures (as indicated by their standard deviation),
the data in Table 2 show that real NOI has substan-
tially kept pace with inflation; real NOI in 1989 was
$1.18 per square foot as compared to $1.21 in 1975.
Alternatively stated, the nominal NOI increase to
$2.73 per square foot reflects approximately 97c/c of
the increase in CPI during this period. The table
also shows that the annual growth in nominal NOI
was 5.987r in comparison to 6.157c for the CPI dur-
ing this period.

Interestingly, the Institute of Real Estate Man"
agement (IREM) reported that actual revenue col-
Iections increased by 5.66% between 1975 and 1989,
a level of increase greater than the 5.337. rate re-
ported for operating expenses over this same pe-
riod.5 Since operating expenses represented
approximately 507. of revenue collections, NOI in-
creased faster than revenues and at a rate approach-
ing the increase in the CPI.

Supply-Side Considerations
Table 3 presents data pertaining to multi-family
housing starts for the years 1975 through 1988. Over
this l4-year period, new starts ranged from a low of

lbsr
3 { fi li I l0

Beforetrx of,.dr Ilore
NOI
Lessr debt service (DS)

B€forctsx c8sh llow

92515
i4167

9!4q

8895?
54167

34790

85536
5416?

31369

82246
54r67

28079

79082
54167

49&

?6041
54167

?rgxl

731l6
54167

Eq4

70301
54r67

1!E!

67600

i!67
r3433

65000
54167

10833

Estimstes of cash llows from sah in year l0
Srles price
Mortgsge balance
Beforetax cash llow

1067073
467750
599923

Cash llow summary:
Ettd ofyear 0 I 2 3 4
Belorc-tsx
cash flow 235605 10833 13433 16137 18949

Beforetrx IBB 15.90%
Check slroutd be the $erne as tlr required rehrn irplt above

I l0

218?4 24916 28079 31369 34790 637672

J 6 u

Tbtal value:
Present value of cadl fuIlows
Initisl losn amount
Totr,l present ldue
Overall capita,lization rate

235605
514361
749966

8.67%

Debt col'er8ge rstio:

6
t.46

7
t.52

I
1.58

I
1.64

l0
l.7l

lg

DCR
I

t.20 1.25

Iear
3

1.30
4

1.35
5

1.40
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- 8.26%
4.33%
? .07%

- 6.89%

-t4.48'n
0.r3%

20.67%
32.68"/.
38.86%
19.14%

- 1.17%
N.A.

l0
54167

467750
47160

?006

I



approximately 117,000 units to a high of approx-
imately 408,000 units. The yearly starts averaged
approximately 227,000 units, and the standard devi-
ation from this average was a relatively high
106,000 units.

To a large degree, the impact of new additions on
overall supply is cumulative. Consequently, Table 3
not only reflects the percentage change in housing
starts in comparison to the level of starts for the
previous year, it also depicts moving averages for the
Ievel of starts over two-year, three-year and four-
year periods. The percentage change data for both
the level of starts and those for the moving averages
(along with the standard deviations for these data)
reflect the high degree of volatility in the construc-
tion of multi-family properties.

Supply And Demand Interaction
Table 4 integrates selected demand data from Table
2 and selected supply data from Table 3 to reveal
that the degree of variability in real NOI is far less
than that shown for housing starts. The housing
start data incorporated in the table are the two-year
moving average data which have been lagged one
year to allow for the effects of supply additions on
net operating income.

A closer examination of the data shows a strong
inverse relationship between real NOI and the
lagged two-year moving average of housing starts- A
year-by-year review of the data, which are graph-
ically displayed in Figure 2, shows that this inverse
relationship exists in every year but two, 1984 and
1989. In all other years, when the two-year moving
average of multi-family housing starts declined, real
NOI per square foot increased the following year.
The converse was also true; when starts increased,
real NOI decreased.

TAI]LE .I

Real NOI and Lagged, 2-Year Moving Average in
Multi-Family Housing Starts

)ta r Real \Ol
2-l'ear Moving Average

(Lagsed I Year)

FIGURE Z

Relationship of Real NOI to Multi-Family Housing
Starts for the Years 1977 to 1989

50%

Discount Rate Analysis
In an unleveraged situation, the discount rate/
internal rate of return is equal to the overall cap-
italization rate plus the estimated rate of growth. In
Example 1, the overall rate of return is 8.677, and
the estimated growth rate is 4%. Therefore, the
discounUinternal rate of return rs 12.67c( . The proof
of this is shown in Example 2.

Example 2

Valuation by 10-Year Discounted Cash Flow Analvsis

Present Worth
Year Cash Flow Factor Ce 12.67q( Present Worth

n 65,000
67,600
70,304
73,116
76,041
79,082
82,246
85,536
88,957

1,202,698*

887548
7877 41
699158
620536
550755
488821
433852
385065
3477 63
303331

$ 57,691
53,251
49,154
45,37 |
41,880
38,657
35,683
32,937
30,402

364,816

$7 49,842

$750,000

Total

and value unchanged, the overall rate of return re-
mains unchanged. With the introduction of mort-
gage loan financing, the yields are redistributed.
This is illustrated in Example 4:

Rate Weighted Rate

Mortgage 68.587. 10.537o* 7.221o
Equity 37 .42q. 4 .607o 7 .45Ea

Overall 100.007" 75.73%, 8.67q(,
*Mortgage Loan Constraint, 10%, 30 Years

Table 1 presents capitalization rates based on
debt service coverage ratios (DCR) of 1.0 to 1.30.
Note that by interpolation with a 1.20 DCR and an
overall rate of 8.67%, the cash-on-cash (equity divi-
dend) rate would be approximately 4.60% (see

Example 5).

Example 5:

Equity
Dividend Rate OAR OAR

05
04

.0889

.0828
0889
0867

7 0./"

60%

40%

3o%

'/'(

1

2
3
4
5
6
7
8
I

10

I-...-_

I

O
20 ,1

I

0 9'.

1977 1979 I981

,]

-F---r:r-\s/- t CJ

- ,o"l
20%l

- 30%

- 40E"

-50%

1978 r 980 1S82
Year

EReal NOI + M ulli

ges ,nau ,n
1 984 1986

- Family Starls

1l 87 r 989
1988

So rces: Tobles 2 and 3

Say

*S92,515 + t$750.000 r 1.480244 (futureworth of l (, 4?)l

To illustrate that the discount rate and internal
rate of return are effectively the same, see the anal-
ysis in Example 3.

Example 3:

Internal Rate of Return

Time Cash Flow

(s750,000)
65,000
67,600
70,304
73,116
76,041
79,082
82,246
85,536
88,95?

1,202,698

IRR = 12.67c.

The Affect Of Mortgage Loan Financing
The next step in the relationship chain is to consider
the effect of mortgage loan financing on equity. The
analysis in Figure 1 indicates an equity internal
rate of return of 15.907t and a cash-on-cash return of
4.607o based on the calculation:
($65,000 $54,167) + ($750,000 - $5L4,3611 = 4.60%

Band Of Investment Analysis
As indicated previously, the cash-on-cash return in
the mortgage loan scenario is 4.60%. With income

Overall Capitalization, Growth And Equity
Discount Rates
With the previous discounted cash flow analysis
(which reflected ao 8.67clr overall rate ofreturn on a
4% growth rate, 15.9091 equity discount rate, 1.20
debt service coverage ratio and a 10%, 30-year mort-
gage), it should be clear that as the growth and
equity discount rates change for any given mortgage
situation, the overall capitalization rate also will
change.

Table 2 presents overall capitalization rate ta-
bles reflecting growth rates of 0% to l0% and equity
discount rates of 107r, to 20%,. The table permits
analysis of the changes in overall capitalization
rates based upon mortgages with a DCR of 1.20 and
interest rates of 9.5a,l07c and 10.5%.

Use Of Capitalization Rate Thbles
The most obvious use of capitalization rate tables is
to estimate an appropriat€ overall capitalization
rate. This estimate may be obtained by identifying,
in the equity discount rate (IRR) column, the row
that reflects the estimated growth rate and the in-
tersecting overall capitalization rate. For instance,
assume there is a new 30-year, 10% mortgage, with
a DCR of 1.20, and that the market driven equity
yield is 15% and 4q. growth is anticipated. The 107r
mortgage interest table at the 157r equity discount
rate column and the 47r growth row reveals an over-
all capitalization rate of 8.40?.

01

0022

05

.0061

and
+ .0061

and
(.01 x .36066)

oo22

36066

0.1639

0
1

2

1
5
6
7
8
9
01

1977
1978
1979
r980
r98l
1982
1983
1984
1985
1986
1987
1988
1989

-t7.34"i
- 2.38",a

20.849i
I1.0496

- 6.?0"6

-24.82,".

25.07v"
63.61%
40.087"
l4.l l%

- 1.80%

- 16.45e,6

4.24'n
0.20%

-1.92?;
-3.93e;

0.16%
5.50,",
0.78"n
0.39%

-3.44v"
4.22v.
-3.917"

1.869;

-0.598"
Sources: Tablcs 2 and 3
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Example 4:

Interest

Statistical Approach
Clearly, there seems to be a time-delayed, inverse
relationship between changes in supply and their
effect on real NOI. The challenge is to find whether
such a relationship is statistically significant.

In order to examine this relationship from a sta-
tistical point of view, a simple regression equation
(using the ordinary, least-squares approach) is uti-
lized. The nature of this process is to mathe-
matically determine the line that provides the best
fit to the data-i.e., one that minimizes the sum of
the squared deviations between the regression line
and the observations. The equation used to examine
how the independent variable (supply, designated as
x) affects the dependent variable (real NOI, desig-
nated as y) is specified as follows;

Y-a+bx+e
where:

y = the annual percentage change in real NOI
per square foot for the current year,

a : a constant,

b : a coelficient that modifies x,

x : the two-year moving average of the annual
percentage change in multi-family housing
starts lagged by one year, and

e = an error term.

The result of the regression analysis is the fol-
lowing observed historical relationship:

y = 0.27% - .069 (x)
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Interrelations hips among inuestm.ent yields
and the equity diuidend influence the
profits deuelopers can realize.

by Robert A. Steele, CRE

Grou'th rate is defined in this article as tfu antici-
pted increase in net operdting income. It also can
relate to changes in expenses and/or talue, Owrall
capitalization rate is the marhet-deriuud relationship
between the selling price or talue of a property and its
net operdling income. The required return (discount
rale ) and IRR (internal rate of return) are the same
thing. The discount rqte is used prospectivuly, and
the internal rate of return is deriued by equating the
present borth of all reuenues with the initial inuest-
ment so thol the difference is zero.

f he real estate market uses several measures to
I equate rates ofreturn. although it is not always
I .l"..ly recognized that these measures bear a

relationship to one another and to the money market.
The most commonly used measurements are:

r gross rental multiplier (GRM)

r overall capitalization rate (OAR)
r overall discount rate/internal rate of return (IRR)
r equity yield./internal rate of return
r equity dividend rate (cash on cash; Re)
r developers' profit

Each of the above yields are affected by:

r supply and demand
r interest rates
r inflation and growth rates

A series of illustrations may help to illustrate
these relationships. The examples that follow have
been kept simple deliberately. This article focuses on
the interrelationships of yields; it does not treat the
complexities of various major property t)?es.

The Gross Rental Multiplier And The Overall
Capitalization Rate And Internal Rate Of
Return

Example 1:

Scheduled gross revenue .. . . $100,000
Operating ratio

[1 - (vacancy + expense ratio)] .,.. .65
Gross rental multiplier

based on market comparables ....... 7.5
Estimated annual growth

in revenue and value .04
Value is being estimated

on a free and clear basis
no mortgage is considered

Valuation by GRM
-smm00Tr5
Overali capitalization rate analysis

.65 + 7.5 = ..
Valuation by OAR

$100,000 x .65 + .0867 :
Sav

This relationship states that real NOI per
square foot for any given year is expected to increase
by 0.277, over the prior year, less .069 of the lagged,
rolling two-year average ofthe percentage change in
multi-family housing starts. For example, a two-
year moving average of multi-family starts con-
cluded in the prior year at a 107. increase suggests a
0.427a decline in real NOI per square feet in the
cunent year:

y : 0.27'/( - .069 (10.07r) = <0.42>1t

Viewed from a different perspective, any in-
crease in the two-year moving average of the ad-
justed multi-family housing starts in excess of
approximately 3.97r suggests a real decline in NOI
per square foot in the current year:

y = 0.27q( .069 (3.9137") : 0.09.

The 3.97 "baseline' estimate is comparable in
magnitude to the 3.17r real growth in GNP over this
time period,6 suggesting that the percentage change
in housing starts in excess of what the inflation-
adjusted economy generates may be unsustainable
by the multi-family sector.

Before continuing, it is important to examine
the statistical system of checks and balances
through the following key parameters:

12 - 45.9%

x coeffrcients:
standard error = 2.3%
t-statistic - 3.05%

In simple terms, these parameters indicate that
new construction accounts for approximately 467r, of
the rariation in real NOI.7 This degree of explana-
tion seems satisfactory, given that this model does
not attempt to incorporate various demand-side vari-
ables (such as population size, household formations,
household size, household income, age distribution
and affordability of owner-occupied housing). Addi-
tionally, the error estimates las measured by the
standard error and the t-statistic) associated with
the x coefficient suggest that the regression equa-
tion should be viewed as statistically meaningful.
Assuming that the variables are normally distrib-
uted, there is a confidence level of 98% associated
with the equation's explanatory value.

From the above data, one may judge that new
construction activity has accounted for about 467r of
the change in real cash flow as measured by NOI per
square foot. This is close to what one may intu-
itively suspect, based on the assumption that de-
mand and supply each contribute about 507r.
During periods of significant levels of new construc-
tion, the potential for negative real cash flow is sub-
stantial, thereby jeopardizing the real yields
investors expect from their investments. Conversely,
prolonged periods of declining construction have the
effect of substantially increasing real yields.

Caveat: Local Market Considerations
It should be stressed that macro-based analyses deal
with averages; thus, their use and application re-
quire care. Before applying the equation developed
in this article to a particular submarket, a critical
examination of local supply and demand forces is
essential.s If possible, it would be preferable to use
similar statistics for the local market in evaluating
the impact ofexcess supply upon real NOI. Moreover,
the multi-family residential sector by its very na-
ture is extremely management intensive; at the
same time, it is understaffed by qualifred asset and
property managers. Consequently, economic anal-
ysis of the type incorporated in this article must be
evaluated in a context that also focuses upon the
effectiveness with which individual properties are
being managed.

Ftture Capital Market Flows-General
Quite obviously, the flow of debt and equity capital
into new construction is a critical element in gaug-
ing a property's future ability to generate cash flows
that meet or exceed inflationary increases. More-
over, one of the ways to uncover superior investment
opportunities is to identify markets that have favor-
able demographic trends and constraints against fu-
ture additions to supply.

The multifamily residential sector of the real
estate industry is entering a phase during which
such investment potential may develop in numerous
local markets. On a broad scale, recent additions to
supply have slowed markedly; major capital market
forces suggest that this trend will continue.

F\rture Capital Market Flows-Real Estate
Equity
The confluence of major events in the early 1990s,
unlike the early 1980s, has dramatically decreased
the relative attractiveness of real estate equity in-
vestments. These factors include:

Tox lnu
Without question, the most important change on the
individual investor landscape has been the Tax Re-
form Act of 1986 (TRA '86). lt included the following
provisions:
a the top marginal tax rate effectively declined to

28%;
r the capital gains exclusion was eliminated;
r depreciable lives were lengthened; and
r most importantly, individual investors were no

longer able to offset losses generated by their real
estate investments against other sources of
income,

Perhaps the best way to gauge the impact of
these changes is to consider an individual investor's
after-tax annual rate of return before and after TRA
'86. For example, assuming 717c leverage, the inves-
tor's after-tax return under a pre-TRA '86 tax struc-
ture would have been 19.87r per annum, using a 40%
tax bracket (rather than 50%, which was the highest
marginal tax bracket). Using a 287o tax bracket un-
der a TRA '86 tax structure, the after-tax return
would decline to 11.97c.e

$750,000

.0867

$7 49,772

$750,000

tuberl A, Stecle. (RI;, is president of Parhcentet RealtJ
Aduisors in Lts Angeles. He has been an actiLc number of
the Amertan Sc|ciet:'of Real Estate Counselors sen:ing oa
L,ie presidenl and o member of lhe BNtd of Goternors.
Steele is a frequent conlributor to the Approisal Journal
and other industa publbalions.
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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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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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