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MULTIFAMILY INVESTMENT

Opposite page: 
Small cosmetic changes such as new  

siding make a big difference.

This page: 
A contemporary palette combined with 

new balconies brings this apartment 
building into the 21st century.

assumptions about interest rates, employ-
ment growth and other factors—a lesson 
that many in the real estate and banking 
communities are learning painfully today. 
In practice, it is far more prudent to plan 
for future rainy days than bet on uninter-
rupted sunshine. 

In our underwriting, we assumed that 
the exit market capitalization rate would 
be higher in five years. We also tested our 
assumptions regarding future rent growth, 
vacancy and changes in operating expenses 
to ensure the property would remain profit-
able or break even in a significantly worse 
market with lower rental rates and in-
creased vacancy than the one that existed at 
the time of our purchase. Lastly, we locked 
in a fixed-rate, five-year amortizing note 
and borrowed only 70 percent of the prop-
erty’s value. These decisions, along with a 
conservative $15,000-a-unit rehab budget, 
turned out to be good ones, particularly 
as the economy and rents softened at the 
end of 2008 and our ability to raise rents as 

petitive leasing practices that we believed 
were easy to fix. 

The property came to us as an off-mar-
ket transaction. As nearly everyone in real 
estate understands, off-market investments 
are typically difficult to find and often a func-
tion of personal relationships. The reward for 
these efforts is an occasional opportunity to 
purchase a property at a compelling valua-
tion. Our analysis showed that our purchase 
price was approximately 20 percent below 
market, and we believed replacement costs 
for comparable units would likely approach 
$300,000 a door. Purchasing a property at a 
price far below the cost to replicate is a key 
metric for us as it allows us to undercut our 
competition based on a lower cost basis 
than newer competitors whose higher land 
and construction expenses obligate them to 
charge elevated rents.  

Sherwood Oaks also cleared our finan-
cial stress-test hurdles. On paper, most 
real estate investments can be made to 
look compelling with optimistic going-in 

much as we had hoped fell away.
Finally, we’ve also found that a signifi-

cant part of the profit in a real estate invest-
ment is determined by the talents of the 
team flying the plane—the onsite property 
manager.  One of the glaring deficiencies 
at Sherwood Oaks was the historic leasing 
practice that required a potential tenant to 
produce two years of income tax returns as 
well as restrictive operating hours for poten-
tial new tenants to tour the property. Under 
our ownership, we moved to industry-stan-
dard leasing and credit requirements. The 
property is now open seven days a week, 
including evening hours.  

Today, leasing activity has increased 
fourfold. Occupancy has risen to 92 percent 
and continues to nudge up each week. We 
are achieving our target net rents and, most 
importantly, we are 10 percent ahead of our 
original financial pro forma. 

Our conservative underwriting and the 
flexibility of our value-add program have 
thus far allowed us to weather the current 
storm. No matter how optimistic you may 
feel about the future, when investing in real 
estate, you have to discount the compelling 
story and charm and follow the path of due 
diligence and discipline to ensure profitable 
returns. That is the only way to insure that 
money will be spent wisely and returns can 
be generated even when the market goes 
through a shock.   n

Joe Gillach can be reached at 415.435.8055 
ext. 302 or joe@ratelinvestments.com.
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