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Stepping out of the gateway

For real estate investors with cash to 
deploy, the multi-family sector served as a 
beacon during the gloom of the economic 

downturn, its favourable fundamentals stand-
ing out among an otherwise moribund property 
market.

But as the recovery continues, class-A prop-
erties are looking increasingly expensive. some 
investment managers are finding themselves 
looking to value-add strategies to find invest-
ments that will pay off.

in the first quarter of 2013, rents increased 
but at a slower pace than had become usual 
since 2011, according to a report by reis. Vacan-
cies, however, continued to fall to 4.3%. slow 
rent rises in a tight market may indicate that 
they have hit a ceiling of tenant affordability. 

“Class-A properties are very unattractive 
today,” says Jon-Paul Momsen, senior managing 
director at Harbert Management, which is rais-
ing capital for a fifth value-add Us fund. “Yields 
are too low, and rents are too high.”

in Momsen’s view, renters are being priced 
out of class-A properties, especially those he 
calls “renters by necessity,” who were tradition-
ally class-B renters but were able to trade up 
when the recession caused rents to fall. “renters 
by preference,” on the other hand are now buy-
ing houses, trying to get ahead of a rise in home 
prices. supply is also increasing among class-A 
properties, especially in urban markets. 

“in every metric we care about, it’s a nega-
tive. We’ve been selling class-A properties we 
bought in 2009 to 2010,” says Momsen “We 
think there’s an opportunity instead in class-B 
repositioning, creating a B-plus property.”

Momsen backs this view up by pointing 
out that the average spread between A and B 
properties between 2000 and 2008 was around 
13%. since the downturn, however, recovery in 
class-A property has been more dramatic, so 
the current spread between A and B stands at 
around 25% – nearly double the historic average. 

Harbert is buying class-B properties in 
the same locations as class A properties then 
upgrading common spaces and units so they 
are similar to class A properties, with stainless 
steel appliances and granite countertops in the 
kitchens, for example. The firm is focusing on 
primary non-gateway markets, such as Atlanta, 
san Diego, Denver, Phoenix, Houston, and 
orlando, places with populations over one mil-
lion and good economic growth prospects. 

“The value proposition for us is in the rent 
premium,” says Momsen. “The returns are not 
reliant on market rental growth.” 

With a three-to-five-year exit strategy, Har-
bert also looks for markets with enough liquidity 
for when it is time to sell. As part of this 
strategy, the company is also putting in place 
10-year fixed-rate debt that will be assumable by 
the next buyer, giving them today’s historically 
low interest rates in five years’ time.

Liquidity is always on the minds of inves-
tors, but moving into secondary cities is not 
a concern on this front, according to Jack 
Kennedy, president at CK Property Manage-
ment, another firm following a similar strategy. 

“Many european investors are willing to look 
at only gateway cities, because they believe that 
is where the liquidity is. But we have a very 
vibrant brokerage market. everything sells, and 
at around the same pace.

“The type of property i’m interested in is a 
little older, around 10 years old, with around 
300 units, in solid locations based on schools, 
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demographics, average income, and single-home 
valuations.”

Kennedy looks specifically for “growth cor-
ridors” outside cities, “off the beaten path but 
places that people want to live.” CK Property 
is interested in Phoenix, seattle, Portland, 
nashville, Houston (last year the fastest growing 
city in the country), or other cities with similar 
growth potential. 

The company upgrades countertops, appli-
ances, flooring, and lighting. “if we can make 
fairly modest improvements, we can drive up 
value,” Kennedy says. Under this business 
model, based on the cost of debt, first-year cash 
flow can range from 6% to 7% or even greater.

This is the essence of a value-add strategy, 
according to Kennedy. “it is purely a function of 
increasing the income. if i’m increasing the net 
income, i’m increasing the value of the property 
– suddenly my loan-to-value (LTV) metric goes 
down. if i’m driving up the cash flow, i’m boost-
ing net operating income.”

Kennedy points out that it would be hard 
to realise the benefit of this business model if 
the focus was limited to core, not only because 
of the price of the property but also because of 
the cost of the debt. He deploys only moderate 
leverage, and will not go over 55% LTV.

one key to this strategy is the fact that, typi-
cally, American multi-family leases are only one 
year long. This means that Kennedy does not 
need to shut a building down to do the renova-
tions, and he aims to acquire buildings that are 
90–95% leased already. instead, they do seven 
to 10 units a month, each unit taking around 
two weeks to renovate. staged renovations 
also reduce risk, he points out. “Because we do 
the work in stages, we can always pause if the 
market turns down,” he explains.

Kennedy maintains that demographics 
suggest continuing strong fundamentals for the 
multi-family sector nationally. There are some 
80 million “echo boomers coming to the hous-
ing market in the next 10 years, and most will 
start out as renters,” he says. “We fully expect 
people will get back into home buying, but 
they will have to put more money down, which 
will delay the process and effect some people’s 
capabilities.”

Although these kinds of investments are 
outside the normal geographic focus of foreign 
investors, both Kennedy and Momsen believe 
they represent good opportunities for interna-
tional diversification. “Multi-family is not a big 
sector in europe,” says Momsen, “but investors 
understand the historical long-term attractive-
ness of the sector – and europeans are more 
bullish about the Us than we are.” 

in Kennedy’s view, the biggest obstacle to 
increased interest from international inves-
tors, particularly europeans, is that they are 
not familiar with the structural dynamics of Us 
multi-family. For example, typically short lease 
terms, often seen as a risk factor, are a benefit 
for repositioning properties; and Us apartment 
complexes, with hundreds of units, portfolios 
become more efficient because of economies of 
scale.
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