'CONCRETE THOUGHTS

The Troubling Trend Behind
Multifamily Investment Woes

While top-line revenue growth increases, net operation incomes slow

The face of multifamily investing in New
York may be changing. Given recent trends,
it might well be that we are seeing the start
of a fundamental shift in the way purchas-
ing apartment properties is structured for
a large slice of the buying population.

Whiie there are families and high-net-
- worth individuals who are very
prominent and invest their own
funds, many purchasers, particu-
larly in the multifamily arena, rely
on institutional equity partners to
fuel their acquisitions. A typical
structure for these partnerships
is that the operator puts in a rela-
tively small amount of equity, with
the equity partner providing the

We've seenreal property value in this city
drop by 38 percent on a price-per-square-
foot basis from the peak of the market, in
2007, to the trough of the market in 2010.
During this period, corresponding real es-
tate tax assessments continued to increase
year after year, causing real estate tax bills
to escalate. This condition is erod-
ing much of the gain that has been
observed in top-line revenue.

Due to this dymamic, the oper-
ators are having a difficuit time
paving the preferred return to
the equity partner out of annual
cash flow. This is particularly true
because capitalization rates on
multifamily properties have been

balance. After the equity partner so low recently The average walk-
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receives a preferred return on his
investment, the excess cash flow or »
profit derived from a capital event
is shared disproportionately in favor of the
operator. This disproportionate allocation
to the operator is typically referred to as a
“promote.”

When times are good, cash flows are ris-
ing and property values are appreciating,
this structure is highly advantageous to
both the operator and the equity investor.
The equity investor gets a satisfactory re-
turn plus a portion of the upside while the
operator receives substantial compensa-
tion in the form of sweat equity.

Within just the past month, however, four
operators have complained to me about
current dynamics within the multifamily
marketplace that have, lately, been causing
rifts within this traditional partnership
structure and putting its viability moving
forward in doubt.

Indeed, while top-line revenue growth
has increased by 13 to 20 percent over the
past few years, corresponding net opera-
tion incomes have increased by only 1 to
4 percent. Top-line revenue growth usu-
ally flows to the bottom line in apartment
buildings, but lately it has not translated as
consistentiy to higher net operating income
because operating costs, particularly real
estate taxes, are increasing at a reckless
pace. Today, real estate taxes as a percent-
age of gross revenue are approaching 30
percent, the highest they’'ve ever been.

up cap rate in Manhattan last year
was about 5.5 percent while the
average cap rate for an elevator
building was about 4.5 percent.

Given these low initial cap rates, opera-
tors depend on revenue growth to pay the
preferred return to the equity partner and
create additional value that can be accre-
tive to the amount they receive as their
promote, making it a very challenging busi-
ness mode] for these operators.

To the extent operating dynamics don’t
change significantly in the operations of
these buildings, this could significantly
change the landscape of multifamily in-
vestments moving forward. Relatively
passive equity investors may decide to
bring operating capabilities in-house.
Alternatively, we may see a dominant re-
surgence of high-net-worth investors and
family offices, similar to the huge market
share REITs have attained in the office
building sector given their extraordinary
access to public capital. Or, perhaps, we
will see a change in the traditional model
in which operators will be required to
have more skin in the game than they are
accustomed to.

rknakal@masseyknakal.com

Robert Knakal is the chairman and
founding partner of Massey Knakal Realty
Services and in his career has brokered the
sale of more than 1,175 properties, having a
market value in excess of $7.8 billion.

To advertise in The Commercial Observer,

please contact Robyn Weiss, 212.407.9382

16 | February 7, 2012 | The Commercial Observer



