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On Thursday, October 8th, Craig Lieberman, TAS Commercial Realty, attended the annual Apartments 2009 conference held at the Bonaventure hotel in downtown Los Angeles.  This is an event where all the top apartment industry professionals – economists, REIT leaders, lenders, brokers, real estate advisors, private equity fund leaders, property and asset management leaders, and “distressed” loan asset advisors.
Below are the findings and opinions of these professionals provided by Craig Lieberman to give you, as an investor, a peak into the minds and thoughts of these top apartment industry leaders in order to get a better understanding of where we are in the industry today, and where we are headed, both short- and long-term.

Doug Culkin, President, The National Apartment Association (Keynote Speaker)
The weak economic climate has hurt the multi-family property sector because of the excessive job losses (the national unemployment rate is at 9.8%; the California unemployment rate is at 12.2%, and when those unemployed that have “given up” are counted, these rates are several hundred basis points higher) causing higher vacancies and reduced income levels and effective rents, along with the lack of financing and increased costs of operations -- the general consensus, however, is that things will get better in 2010, although opinions are mixed as to what degree the improvements will be.

Economist Panel

Economic trends that are expected to occur over the next 20 years are –

· Empty nesters that can take in sons and daughters that are unable to secure jobs in our current economic climate (taking away renters)

· The “Y” Age Cohort (25-34 years old)  “Echo Boomers” generally are unable to buy homes, and become renters for the foreseeable future – this generation does not attach a negative stigma to renting because they have now witnessed the “pain” their parents have endured with the several down real estate cycles (especially this last one). (This generation will add demand for renters significantly, at least for the foreseeable future).
· Illegal Immigrants – 80% of this population group will become renters, and is a significant part of apartment demand.

· As a result of the recent economic downturn, there is very little multi-family product being built to satisfy the ultimate strength in rental demand, creating an environment of insufficient inventory of rental units, making a condition where there will ultimately be “light at the end of the current economic tunnel”.
Generally, the average national vacancy rate is bleak at 7.8%, the highest it has been in 23 years.  This rate has increased since 2Q 09, when it was 6.8%, causing an average rental rate decline of 4.6%.

The good news, of sorts, is that there is virtually no financing available for new apartment financing – which will ultimately cause a low supply of rental units relative to demand.

There is estimated to be over $12 billion in “stressed” real estate debt that needs to be worked out one way or the other.

Brokerage activity is down 70% from last year, which was already down 60% from the preceding year.  There is generally low transaction volume because there is still some pricing gap perception between buyers and sellers, although sellers are becoming more “realistic”.  This slow transaction environment has dragged average values down 25%.

Loan originations are at an annual clip of $6.1 billion, down 60% and lowest in 11 years, with 90% of loans being originated by the GSEs of Fannie Mae (FNMA) and Freddie Mac (FHLMC) and FHA.
It is expected that the economy and rising employment will occur in late 2010, which will add to apartment rental demand and cause rental rates to reach equilibrium.

Unemployment most affects the multi-family property industry, with this indicator continuing to increase through mid 2010 until it begins to subside – but job formation will be slow through 2012 – until then, there will be a continued job-less recovery – a condition very similar to the last two expansions post-recession.  The “discouraged worker effect” (those that gave up seeking employment), an indicator that is not readily counted in the unemployment statistics) is “still alive and well”, and continues to be a downward drag on the economy and the rental market.
With the local and regional banks going out of business, there will be more of a flood of REOs, which will create a downward drag on property prices.  However, REO deals are limited as the FDIC controls the tempo of distressed assets coming on the market.  The speaker remarked that the banks and regulators “need to face the music”, and cause assets to be marked to market values.  The fewer transactions occurring in the market is a function of nobody knowing where values should be – this condition is causing lenders to be less reluctant to lend and more buyers “sitting on the fence” to buy.  In the last recession, the single note-holders of the RTC/FDIC were able to freely sell distressed loan assets in bulk – the difficulty now is that there are multiple owners of notes caused by the securitization industry – so, the question becomes how does the owner of the failed banks and regulators sell these troubled loan assets.
Apartment REITs, which are leading indicators of the trend in the general equity markets, are up 17% in net asset value (these real estate owners must distribute 90% of its income to stay qualified to avoid double taxation to the investor).  In today’s market and its tight credit environment, it is easier to raise equity than to secure debt – a replay of the 1990s – investors can feel “diversified” in several markets and properties through this method of real estate ownership.  
GDP (Gross Domestic Product) is expected to come out of the current slightly negative rate to about 1 to 1.5% in the plus category next year.  From now until the foreseeable future, interest rates are expected to remain stable.  Supply of new apartment property product for the next 2-3 years will be almost flat.  These conditions should permit apartment operators to raise occupancy and rental rates, making operations overall more profitable (of course, subject to the employment status).
It is expected that it will take 24 months for the market to reach a condition of “normalcy”.  Banks, as risk mitigation strategies, are requiring unlimited personal liability and recourse and much higher debt coverage ratios – overall, borrowers must “jump through lots more hoops”.  Deals just have a much higher probability of not securing financing.
California apartment market vs. nationally:

California has much higher percentage of “mom and pop” (smaller) owners than the rest of the nation in which most buildings are larger and owned by REITs and larger private equity funds.  Most markets are underperforming, but fundamentals will be positive overall.  Past 2010, apartment market will, on average, be positive, as very little new supply is coming down the pipeline because of weaker demand for housing in general.  The very positive characteristic about the apartment industry is that rents are short-term in nature vs. commercial leases, and can bounce back fast once the economic factors turn positive (mostly job formation).
Demand side – weak! Negative domestic migration similar to the last recession.

Supply side – only 30,000 units built making a major housing shortage imminent in two years.

Occupancy rates will be getting much stronger over time, especially when the current economic crisis comes to an end.

In California, there are essentially two distinct markets:  Coastal and Central Valley/Inland Empire (“Inland”)

 Coastal (high barrier to entry) – rent growth will surpass the national growth rate in next 24-36 months.  Inland has been overbuilt, and many more home foreclosures where the unsold home “shadow market” competes with the apartment market. 
Investment Panel –

There was consensus on the panel that there is “going to be new fundamentals” in apartment investing.  LOW LEVERAGE AND REASONABLE RETURNS!  Multi-Family is a good business, but excessive debt is not healthy – it will take 3-5 years to “unwind” the excess in debt in which the industry is subject.  Lenders almost must be “quasi-partner” with investors – every transaction is unique.  

We are at the bottom of the cycle, and have been through this several times before –EVERYTHING WILL GO BACK UP!

Some of the panelists from large apartment REITs said they are buying in the primary markets, and selling off in the secondary and tertiary markets – they are looking at long-term holds and long-term IRRs.

Cap rates have increased 140 basis points in first-tier properties, and 100 basis points in secondary markets and property classes.

The higher cap-rate properties are the ones being sold off – must manage short-term dilution in values, but the great interest rates of FNMA/FHLMC (and FHA) are permitting “positive leverage” scenarios in operations.

Equity is expensive – some investors seeking high returns – preferential returns are running 15 -20% IRRs – new investors coming in on an existing deal do not recognize “old” equity.  And, banks are looking for pay-downs on work-outs and refinances.  In general, banks are avoiding work-outs and make for very tough conditions for new and existing borrowers.  There is an overall lack of confidence of capital providers because there is a feeling there is a lack of discipline in the industry “made bets in the market that should have never been made at the end of the cycle” – operators need to show they are risk managers and controllers.

REITs are particularly well positioned in this market because of the low use of leverage and the transparency to its investor base – and even better positioned through the use of FNMA/FHLMC low-cost loans.

All asset values have come down – fundamental change in fees and lifestyle – and capital gains tax is very likely going to increase making the exit strategy that much more expensive.

Terminal cap rates are trending towards 7.5% in underwriting, 3-5 years in the future.  Although the GSEs of FNMA/FHLMC are keeping cap rates lower by an estimated 100-150 basis points.

As far as where we are in the recession, the panelists had differing viewpoints on where we are in the down cycle – the general consensus is that we are in “the 5th to 7th inning”.

Since 2007, all asset classes have decreased in value about 40%, with apartments going down about 35%.  Some thought value will decrease another 10% -- NOIs are decreasing with the rising vacancy rates that are a function of the continuing gloomy unemployment picture (Nationally, 9.8%; California 12.2%).  But for all intents and purposes, the market has hit close to bottom on apartments.  But, no matter what, job growth will dictate the health of the apartment industry (but all thought values had another 5-10% to give).  Jobs affect consumer spending, which is 70% of GDP.  For core properties in Los Angeles, the cap rates are probably at 6.5%.  

The most active sellers are the financial institutions (banks), and, on the private sector, the most active sellers over the next 12 to 18 months will be those owners that acquired their property in 2006-2007, as they find themselves in property distress.  The most active buyers will be the REITs and “vulture funds” looking for deals.

All panelists thought things would recover – the question is when?  The lesson the panelists thought should be learned from this down cycle is that you “should get off the bus” when the market is exuberant.

The worst things that occurred in the old market paradigm is that there was tons of buying when cap rates were low using short-term debt.  There was virtually no spread to account for risk between 10-year treasuries and cap rates.  

Now, investor confidence is just beginning to surface!  But, it is a very “fragile” market because there is still so much uncertainty in the financial markets and values.

There will be a strong likelihood for higher interest rates eventually because of all the recent government spending.  But, long-term money will not increase much in terms of interest rates – short-term money will get more expensive in terms of interest rates.

Lender Panel -- 

Near-term demand drivers for apartment units (i.e. employment growth, household formation and rent propensity (vs. buying propensity) – THESE ARE DEFINITELY BEING CHALLENGED RIGHT NOW!

Long-term, however, the industry looks positive because virtually no new supply of inventory is being built.  Employment growth is expected to get stronger over time – right now, because the effective unemployment rate in California (when you count those unemployed that have quit looking for work out of frustration) is estimated to be 17%.  Because of the weak unemployment picture, household formation is at historic lows.  Moreover, domestic population outmigration from California is positive – leaving less prospective renters.  Also, because of the housing value meltdown, it is cheaper to buy in many areas than to rent.  

The good news for the apartment industry is that the “echo” boomers (24 to 35 years of age), one of the largest age cohorts in history, will have a 60% propensity to rent by 2020.  And, at the same time, there is no building new inventory to add to supply.

It is expected that NOI will generally decline 15% through 2011, but will slowly improve from there.  The apartment sector is not expected to be hurt to the extent the other commercial real estate sectors will be, simply, because of the availability of cheap debt through FNMA/FHLMC (and FHA through HUD).  Loan-to-values from these lending sources are averaging 65-70% -- less than a couple of years ago when LTVs were averaging 80%.

On the larger, institutional properties, lenders really look at the sponsors of the investment – they will look at three things when considering lending: (1) “human capital” (experience); (2) financial capital; and (3) the ability to operate in this “challenging” market.

FNMA/FHLMC –

Apartments are the best property type because of these GSEs (government sponsored entities) because of the aggressive approach these lenders are taking in lending.  The terms are great:  the average rate is about 5.3%, still some interest-only portion, due in 10 years and debt coverage ratios (DCRs) are still 1.25 to 1.35, depending on the market.  Most are 70-75% Loan-to-values, but not in Southern California.  Notwithstanding this positive news, with NOIs generally declining, underwriting loans is more difficult, especially because it is difficult to what extent rental rates will decline when underwriters forecast income.  Underwriting most affected by (1) the sponsor/owner and the experience and (2) the market in which the property is located – it is all about “location, location, location”.

FHA (HUD) –

HUD is also being very aggressive about lending on apartments – these loans have longer amortization periods and loan-to-values (35 years and 85-90%).  They also use lower DCRs – 1.01 to 1.17, and have a pretty flexible prepayment tem after the five-year lock-out.

FNMA/FHLMC loans average 30-45 days to fund

FHA loans take longer – 90 days

Even though the conduit market is all but dead, these “government” lenders are lending on most of the acquisitions and refinances, but life insurance companies are “coming back in the game”.

75% of the loans today are refinances – 25% are acquisitions.

Loan Work Outs – 

On any “work-outs”, most are completed by the existing lender – most lenders do not want to work out loans.  If so, they will want “more skin put in the game” (capital) by the owner.  There will be 3-5 year extensions or, sometimes, discounted payoffs.

Through the government sponsored PIPP (Public Private Investment Program) – troubled loan assets held by distressed banks will be acquired by the private and public sector, with the government even lending a high percentage of the acquisition prices.

It is estimated that only 0.56% of apartment loan assets are “distressed”, with the lenders asking the owner to contribute money, with most maturities being pushed out about 2 years when the employment picture is expected to improve.

According to statistics, the national vacancy average is 7.8%.

ALL THE PANELISTS AGREED THAT THE LONG-TERM FUNDAMENTALS FOR APARTMENT OWNERSHIP LOOKS VERY STRONG!  This is why the life insurance companies are lending again.

The best markets to buy include any markets that are supply-constrained like California, but these markets will trade at lower cap rates.

One panelist thought that we were “half-way” through the game for coming out of the recession, but in the “first quarter” in terms of credit crisis.  Things will improve when job losses cease, but the capital markets need “further meltdown” – we are lucky to have the government lenders.  The rental rate deterioration has begun to stop; pricing – “half way through”; and very early in the game for the other commercial sectors and its “toxic” assets.

In the “Bay Area”, rents are beginning to stabilize, as is Seattle’s market – Southern California rents are generally at the bottom, but “inland” markets (not supply-constrained) will continue to weaken through the second half of 2010.  Rents will likely increase 2-3% in 2011.

This economic crisis is a “debt crisis” – depending how that all gets worked out will dictate the overall economic environment.  The debt market is paralyzed – in the old market paradigm, “anyone breathing” could get a loan, now loans are virtually unavailable (again, we are fortunate to have FNMA/FHLMC/FHA – the most prolific apartment property lenders – 90%).

Lending is really dictated by product type and class.

The apartment market will continue to “get a shot in the arm” from the home foreclosure situation because foreclosed owners will become long-term renters because they will be unable to get a home loan for quite some time.  Also, the industry will be helped as people live longer – paying rent that much longer.  Again, the virtual lack of any new supply because of no new construction will help the industry.

Need to once again attract private capital into the lending market – again, 90% of lending completed by the government through those agencies above.  Lenders will need to bifurcate into CREDIT and INTEREST RATE risk.  GSEs in the housing market take the credit risk through the buying of home loans in the secondary market and then wrap them into mortgage-backed securities.  The GSEs are the “shining stars” of the credit market.  

Need to have “good bank – bad bank” scenario (to get rid of “toxic” loans in the market) – it is “very early in the game” to know how all this gets worked out.

The panelists all agreed that “we need to get it right rather than just doing something” like in the beginning of the Obama Administration.  In general, the days of 5 and 6 percent cap rates are gone.

It is expected that up to $350 Billion of CMBS (commercial mortgage backed securities) will be “stressed” in the next few years as they become due.  But, the good news is long-term -- $5.4 million households will become renters with no new supply expected!

The current stalemate between borrowers and lenders –

The industry is seeing healthy cash flows but values “are under water” – so borrowers are asking lenders for extensions when loans become due – servicers and lenders won’t work out or refinance, but cash flow borrowers don’t know what to do – a “stalemate” of sorts.  

Overall, the panelists thought the industry needs to go through a “deleveraging” orientation over the next 3-5 years.  The problem is class “C” and “D” properties cannot get financing, so how do you “unwind”)

On values, all the deterioration has occurred in the second and tertiary markets and class “B” and “C” markets (the primary markets and “A” class have gone unscathed, with multiple offers being the norm).  Other lesser classes of property, buyers are trying to “retrade” their offers in escrow, and sellers are “putting their foot down” and just saying no.

Coastal cap rates are “holding their own”, and staying at about 6% cap rates – different markets are showing real disparities in cap rates, with the better markets and prime assets not showing cap rate deterioration.  You are being able to buy at existing replacement cost – not placing any value on the land.  No new supply is coming on board because developers cannot even make it a profit-making venture even on free land – sometimes values are less than replacement cost.

It is becoming much more of a “long-term” hold (10 year) business! 

Expert “Lightning Round” (Brokerage Panel) –

All members of the panel were in consensus that the rental market will become stronger again sometime in 2011 and, possibly spiking in 2012, with stabilization beginning to occur the latter half of 2010.  One panelist likened the apartment investment market to the stock market in terms of the difficulty in “timing the bottom”.  The good news about apartment rents vis-à-vis other commercial property rents, rents change every 7-8 months, so rates can change with the upswing in the market strengthening.  The primary goal amongst owners of apartments today is to watch operating costs and retention of tenant base.  THE GREAT TURNAROUND IS REALLY EXPECTED IN 2011!

Also, the loan “conduit” industry will eventually return, but it will take some time to gain investor confidence in the system – this, will, of course, make borrowing easier and cheaper because of the efficiencies.

There is still some “disconnect” between buyer and seller on value perception, causing less sales transactions to be completed.  Cap rates in the most desirable areas and markets will be running between 6.25% and 6.75%, and 7-8% in lesser markets.  But, the best markets are always going to be more desired – for instance, Beverly Hills is attracting sub-six cap rates.  Core markets are going to always remain strong, but, overall, cap rates are up – there are still, however, some 4% cap rate deals.  In the Bay Area, cap rates are running around 5.5%, with secondary markets in California running about 7.5%.  Panelists thought the Bay Area market hit bottom 5-6 months ago, and deals are selling at cap rates of 50-60 basis points above the cost of debt, making for a positive leverage situation.  In the Bay Area, cap rates are being underwritten 50-60 basis points lower than just 3-4 months ago – making cash flow yields averaging 6-6.25%.  This vibrancy of the market is being manifested in multiple offer scenarios.

When buyers are looking at today’s deals, they are looking at actual rents and expenses (even trailing income) instead of on forecasted or “market” rents.  More buyers are looking most at the actual cash flows instead of cap rates, per se, because, depending on debt structure, the same cap rate can generate different cash flows (the “yield” buyer instead of the “cap rate” buyer).  Buyers are also buying based on a percentage of replacement cost.  When underwriting deals, many buyers are discounting existing rents (and adding a “loss-to-lease” component).

In the Los Angeles (and Southern California market), there will remain 5-6 months left on rent concessions as vacancies remain high and rental rates continue to decline.  Once the employment picture has improved dramatically over a couple of year period, rents will begin to rise.  Because of the weak job market, and the fact that job formation is the number one demand driver for units, only 25,000 new units have been built since 2007!

There is a new economic paradigm – there is no longer a stigma of the importance of home ownership because of how the housing market has suffered – the younger prospective younger rental population cohort is seeing how their parents have had a hard time – so many “echo boomers” are having no psychological “friction” in renting – this situation will really help the apartment market to bounce back.  Although the rental recovery will be “U” shaped (slow and longer), it will eventually improve most because of the new outlook amongst prospective tenants – no longer is it considered a negative to rent.

THERE IS STILL A BIG DISCONNECT BETWEEN 6% BUYERS AND 7% SELLERS ON VALUE PERCEPTION!  The most prolific buyers are the “mom and pop” investors, but they will see strong competition for deals as pension funds come back with gusto next year.  This is a good time for buyers, as we are seeing anemic sales velocity.  The unfortunate side of the Obama “hangover” is that we will likely see interest begin to head up eventually, which will then push cap rates higher, therefore lowering values.  Class “C” and “D” properties are still trading at 6.5%-7% cap rates, with “A” and “B” classes still trading aggressively amongst the institutional investors.  Keeping cap rates low is the relatively low amount of properties available for sale – so you might want to sell now because the rental market will not improve for a few years and capital gains tax is likely to rise – and buyers can still get great deals – “cannot time the market”!

One broker remarked that this crisis is all about the reconciliation of the debt crisis and the dysfunctional underwriting that was performed on these properties over the last economic paradigm.  But, apartments are definitely the best property product to be invested in.

2010-2030 Trends –

There will be more empty nesters needing rentals, with the Generation “Yers” needing rentals because they will be unable to buy homes (potentially permanent renters).  Also, illegal immigrants will be another source of a large renter pool.  With all that tenant prospective demand, the situation looks even brighter for apartment property owners when you consider that new supply is not being built.

Although the national vacancy average is at 7.8% in the current market (that is the highest in 23 years) – that is higher than the second quarter average rate of 6.8% -- this is making rents decline an average of 4.6%.

The good thing is there is no available financing for new development, keeping new supply to a minimum.  And, it is estimated that up to $12B in multi-family apartment loans are considered “stressed”.

Moreover, brokerage is down 70% from the prior year, which was already down 60% from the preceding year – simply, because of the low transaction volume because buyers and sellers are still on “different pages”.  New origination financing is down 60% at $6.1B, the lowest rate in 11 years, with the GSEs of FNMA/FHLMC accounting for 90% of that figure.  Values have decreased on average 25% across the board.  Recovering economy and rising employment late in 2010 will help industry in its recovery.

Unemployment most affects the health of the industry (in California, unemployment rate is estimated to be 12.2%, and, maybe, 20% when considering those that gave up looking – the discouraged worker effect).  This figure is expected to increase through mid-2010, which will affect owners until things look better in 2012 – should be slow in job formation until then.  It will be a continued “jobless” recovery – very similar to the last two recessions.  The challenge will be working through this situation until prices and rental rates will reach equilibrium.

Many regional and local banks are expected to go out of business, and be taken over by the FDIC, which will eventually release a large inventory of commercial REO properties, thereby dragging down values somewhat.  Notwithstanding the foregoing, “deals” in the residential market are few, as FDIC might be controlling the flow of distressed properties.  The panelists agreed, however, that the banks and regulators “need to face the music” and recognize their troubled balance sheet.  Even if they want to sell off troubled bank assets, these commercial real estate loans have been securitized and is owned by multiple layers of investors and they all have to agree on a “work out” or pricing.

“Part of the problem is that their have been so few sales transactions, nobody knows the true value of properties” – so lenders are less open to lend and “buyers are sitting on the fence” waiting to see “if the other shoe drops”.  Apartment REITs are up 17% -- that is a precursor to improvement in the equity markets.

The panelists all agreed this is a replay of the early 1990s – it is easier to raise equity than to secure financing as long as the capital markets are so tight – investors seem more comfortable through investment in apartment REITs.  GDP growth is projected to be 1-1.5% in 2010, but, again, a jobless recovery.  But interest rates are expected to remain stable.  There is expected no new supply for the next 2-3 years.

By then, the market will permit occupancy and rents to be raised, and make operations that much more profitable.  The advantages to REITs is that they are much more transparent (through layers of auditing) and permit ease of exit than equity positions in real estate investments – for that reason, REIT investors can have a much lower return threshold than equity investors on “one off” real estate transactions.  REITs take much more conservative positions on the use of debt – average DCRs is 1.5 to 2.5 (instead of the average property position of 1.25 to 1.5).  Also, another advantage of REITs is that there is not the unlimited recourse to the investors required in this especially tight credit market.

On Debt – 

It is expected that in 24 months, the capital markets will be back to normalcy – right now, California properties are having more trouble than those in the rest of the country – a condition expected through, at least, 2010.  It is estimated that 40-50% of commercial mortgage-backed securities (CMBS) will default as they become due after ten years.  FNMA/FHLMC has few portfolios for sale – underwriting much stronger than CMBS, and these GSEs will refinance maturing loans.

On the DEMAND SIDE, the domestic out migration of the population is a current trend – just like the last major recession.

On the other hand, the SUPPLY SIDE is advantageous for the industry – very little new inventory coming on line – expected there will be a major housing shortage in the next two years.  Occupancy rates (and therefore rental rates) are expected to spike after 2012.

Summary -- It is a “tale of two markets” – coastal (supply-constrained) vs. inland (over-built)

In California, as employment picture improves in 2012, rent growth will be stronger than the rest of the nation.  California has more “mom and pop” owners than the rest of the nation, so right now, underperforming, but fundamentals will be positive overall.  The lack of new supply will only exaggerate the improvement in demand that will occur.  Because apartment rents are short-term, the improvement will reflect in strong rents immediately, and the industry will reflect this improved condition dramatically.
