Robert (00:00):
The General Partner Splits. The reason we're talking about this is two fold. Number one we have... Well let me backtrack a little bit. So five years ago, 2012 the JOBS Act of 2012 was passed, which essentially opened up the syndication fields to 506(c), everything before that was 506(b). So you had to know people and really practically speaking, you had to know people that had a lot of money, at the end of the day. So the JOBS Act of 2012 opened up the syndication field to people who go out there and do marketing, and find other accredited investors to invest in their deals. So the huge benefit to the capital raising side of things. Now, it hasn't really become that popular in the multifamily space until I would say the last few years. So again, it's only been around for seven years in total. And then in the multifamily space, it really hasn't been popular until recently.
Robert (00:54):
We're seeing a lot of people that are getting into the business and it's kind of a new thing. And honestly, when I started in the business 20 years ago, we didn't have this. So I didn't really know a whole lot about it. And I've kind of learned that of course it's a phenomenal way to raise money that we didn't have back in the day. But there's some nuances that we're also learning as we go along. And thankfully we've got good counsel. One of the things that has been brought to our attention is that there's kind of some misunderstanding in what you can do and what you can't do in terms of raising money for a deal. So one of the spreadsheets that we've used in the past, we decided to change it because we felt like it'd be better suited to be completely accurate with what the law says, and also make sure to keep you guys on the straight and narrow.
Robert (01:35):
Now, it doesn't necessarily mean that if you have somebody in your deal, and we'll get into this, but if somebody in your deal, they bring some money, it doesn't necessarily mean it's illegal, it's just there's a way to do it, and there's a structure that you have to stay within in order for that to be kosher with the SEC. That's kind of the gist of it.
Robert (01:51):
The biggest question here is How Do You Hire People to Raise Money For Your Deals? Their bottom line is you can't do it, but this assumes a syndication. Obviously, if you're in a JV, you're not doing a syndication. Everybody's active in the deal. You don't have to worry about this rule. So this is specifically for somebody who's doing a syndication. You are an active member and you've got other people investing their money.
Robert (02:13):
Basically, the way we look at it as if you've got us indication, generally speaking, anybody who is on the management side of things should basically bring their proportionate share of equity. So what do I mean by that? If I'm getting 10% of the deal for whatever I'm doing, I should, generally speaking, be also bring about 10% of the equity. So if I'm bringing money, I'm bringing a part of the deal, then I'm going to be in the safe zone with the SEC. So that's kind of our basic framework that we're going to talk about today.
Robert (02:48):
One of the kind of nuances to this is that if somebody signs on the debt, so meaning they are a guarantor. We all understand that most of the loans are non-recourse, so the agencies, and CMBS, and everybody else is allowing it to be non-recourse, which is great. We like that. But if somebody signs on the debt, they're considered to be active. That's a good first step. Let's just say, you've got somebody you're working with and they're just raising money for you. They don't sign on the debt. They don't do anything on the GP side other than just get a piece of the deal because they brought a bunch of money. Well that's a problem. You don't want to do that. So it helps if that person signs on the debt, if they are what we call a KP. You guys know that because we've talked about that before. So that's sort of step one. Now there's a couple of other things that you could do in this particular area that would help to legitimize what you're doing in terms of trying to raise money and that's kind of what this all revolves around.
Robert (03:47):
One of them is you could put somebody on the payroll. You could hire somebody to just go out there and develop relationships with investors, build the network and bring money in. That's an investor relations person. Now obviously, that person is going to have connections because you wouldn't hire them if they didn't. Well I mean you could but it probably wouldn't make much sense. So you could put somebody on the payroll say, "Hey, you know what? You're going to be a full time employee and your job is to go out there and to develop and bring in capital for the business." Companies do it all the time. That's one option.
Robert (04:20):
Another thing is you could pay them a finder's fee. The catch here is that it's not a finder's fee for things that work. It's a finder's fee just for the introduction. I want to make a caveat here because this is a little bit of a gray area, so you have to be careful. But think about if you were going to go and buy an accredited investor list. You're going to go out to ListSource or whoever, buy a list of accredited investors, and you paid X dollars for that list. Nothing prevents you from doing that. Anybody can do that anytime. So it's the same kind of thing. But the point is you're not paying that person specifically based on their success with bringing money into the project. And again, this is all inside of a syndication. So if you guys are doing joint ventures, you don't have to worry about this, but these are things you've got to think about if you're doing a syndication. So you've got a potential that you could pay a finder's fee for somebody for doing something like that. But like I said, it can't be tied to the investment success, meaning it can't be tied to the person actually bringing money into the deal. It has to be completely based on, they know 10 people and here's a list of 10 people and you go call them and see what you can do. So a couple things there.
Robert (05:34):
Now, there are Components of the Deal, which we've talked about this before. But we break down the general partnership into four different categories. And again, what we've done is we've taken away the equity side of it and just replaced it with these four. So the bottom line is we don't want to specifically carve out a piece of the GP for somebody that's just bringing money into the deal. Now again, kind of going back to my first slide, the elephant in the room is, well, wait a minute, where do I get my money to actually close the deal? Somebody's got to do that work.
Robert (06:10):
Well the SEC says, "Hey, if you're going to do that, then all the partners need to be bringing money into the deal. Those active partners that are already in the deal. So if you have a partner in a deal, they need to be active, not only in the partnership with actually running the business, but they also need to be bringing capital. And again, that's where it comes back to, you could hire somebody and say, "Hey, you know what? You're full time. All we want you to do is go out there and find investors, build the network, bring in capital." No problem there, but it can't be specifically tied to, "Hey, you go out and bring me $1 million, I'll give you 10% of the deal, period." Can't do that. So this is the components of a deal inside of syndication based on how we understand the law as written today.
Robert (06:57):
We've got the pre-close work, pre-close money balance sheet, liquidity and asset management. Now again, we've gone over this before, so I'm not going to dig into it too much, but you're pre-close work is your due diligence, you're sourcing, and underwriting, and managing that transaction. And again, you guys could do any, you could split this up in a different way if you want to. This is just kind of how we've organized it and it helps to kind of break things down.
Robert (07:22):
Due diligence for us is anybody who's involved in both digging into the online research. So even if you're doing the BestPlaces or you're doing county tax research, or anything of that nature, that's part of the due diligence. That obviously involves going to the site before the LOI, after the LOI, doing a walkthrough, anything that is related to the inspections. So you've hired somebody to come in and take a look at the sewer lines. Maybe you have to be there to talk with them. Obviously, that takes time and somebody's got to be there to do that. So that's part of that due diligence. Looking into the financials, auditing the books, anything of that nature. There's a lot of work that goes into pre-close due diligence. So there's a lot to that.
Robert (08:11):
Sourcing and Underwriting. That's a little bit simpler. But again, there's a long lead time to that. So sourcing a deal isn't just, obviously, you go out and find one deal. Great, awesome. We're under contract. I wish. Doesn't work that way. Somebody who's doing the pre-close work of sourcing the deal could be working for six months, maybe even a year before they find a deal. So they've got a lot of time and effort and Investment into finding that deal. So that sourcing of that deal, even though, we're calling it pre-close work. It sounds like it's pre-close just for that deal, It's really much more than that. And then of course a lot of times that person who's sourcing the deal could also be underwriting the deal.
Robert (08:50):
Not necessarily. But if they're not, of course you've got another person who may, say, you have somebody who's out there visiting with brokers and making connections. And then they're bringing deals to their underwriter. And then the underwriter spends their time really digging into each deal from that perspective, from the financial perspective. So it could, you could even have two different people right there in that one category in the pre-close work. The bottom line is somebody has to do all this work.
Robert (09:15):
And then of course, once it goes under contract and you've negotiated it, you've gone through that whole process, then somebody is going to be Managing that Transaction from start to finish. And again, this could be one person, it could be four people. I don't know that it would be10, that's probably too many. But again, it could be multiple people that are involved in this. And a transaction manager in many larger real estate companies is a full time job because you've got a hundred pieces in every single deal that has to be timed out, checked out, bid out, whatever it may be. So there's a lot that goes into these components. And so again, as you guys are putting your deals together and you're thinking about how you could do this in a way that's SEC compliant, think about these different responsibilities and roles that your partners are playing in the deal.
Robert (10:06):
If you've got somebody that's got $1 million they want to bring into the deal, but maybe they don't have anything else at the moment, sit down with them and talk through it and say, "Hey, okay. You know what? You've got a million bucks. We'd love to have you on the partnership. Let's think of something that you can do in the business that won't just make it so that you bring $1 million and we're going to give you a piece of the deal. Let's make it so you're really part of the deal as a true partner, as a true general partner, an active partner in this deal." So again, that was part of my idea too, to break these down. So it kind of gets you guys thinking of ways that you can plug people into your team in a way that will be compliant with what the SEC is looking for.
Robert (10:45):
Pre-close work. There's a ton that goes on there. Again, that's kind of an easier one. Well no, I should say that's a more complicated one because there's a lot of pieces to it. Pre-close Money is a little bit easier in the sense of there are only so many different areas where you're going to be putting money into a deal in the beginning, the big one being your escrow deposit with your purchase and sale agreement. But then you also have lender fees you're going to have, which can be a significant amount of money depending on what type of a lender your using. And then you can also have significant money invested in your reports, your third party reports. So again, if you have somebody that comes out and does a zoning report or pipe survey or anything like that, somebody's going to have to pay for that.
Robert (11:27):
So there's a lot of money that goes into the pre-close. And again, depending on the availability of that money and the difficulty of getting it, you may place a greater or lesser weight in your partnership on that particular component. But the bottom line is somebody is taking a risk in the general partnership to contribute to getting that deal done because they're putting money into it as a pre-close deposit or escrow. So that's the second component.
Robert (11:55):
And then the third one is your three kind of main things are your Balance Sheet, Liquidity and Experience, which the agencies, the commercial mortgage-backed guys as well as the bridge loan guys are going to want to see now there's different levels that each of them are going to want to see. But the bottom line is somebody's got to have the net worth or the balance sheet, and the liquidity or cash in the bank even after the close, and then the experience to make this happen. Again, if somebody is coming into a deal and they've got $1 million to bring and they want to be partners with you, and maybe they're not doing a whole lot of other components of the partnership, maybe they have a balance sheet or maybe they have liquidity or maybe they have experience that they can bring into that partnership and then justify that 10% or whatever they're going to get. So again, something to think about there.
Robert (12:45):
The last one is the largest piece that we allocate, which is the Asset Management. And we all primarily think of asset management in terms of managing the asset and the property manager. But there's a lot more to it. And again, I want to try to break this out so hopefully it gives you guys a couple of ideas where as you're putting your partnerships together, you can say, "All right, well wait a minute, here's a spot where we can fit somebody in", and add them to the business and not just have them out there raising money for us.
Robert (13:15):
So a huge component of asset management in our minds is investor relations. So it's not just managing the asset, it's also managing the equity that's in the asset. So somebody's got to be out there keeping everybody updated on what's going on and not only the person keeping them updated, but all of these behind the scenes things that go into it. Like creating the video or maybe having a Facebook page or just stuff like that, that all adds up. It all takes time. It takes effort and it needs to be done because again, you want to keep your investors happy. So that's investor relations. Site visits, somebody may be focused on investor relations, somebody else may be focused on doing the quarterly, monthly, yearly, whatever it is, site visits. So again, a significant component in putting together and managing a deal is making sure that somebody is going to these site visits.
Robert (14:08):
Now again, if somebody doesn't have a whole lot of experience and they're just showing up because somebody said, "Hey, you need to be there for a site visit", probably not the best fit. Ideally, you want to have somebody that understands enough about the business or has gone through some coaching so they understand, "Okay, what am I supposed to be doing when I'm on-site?" Of course, you guys hopefully, can learn from us as we're sharing a lot of our information as well.
Robert (14:34):
Managing the property manager, we always think of that on the asset management side of things. And that is not just, checking up with your property manager every a few months to say hi and a couple of quick pat answers to your inquiries. Managing a property manager is a lot of work and if you do it right, you should be the key support person for that property manager. So not just letting them take the lead, but you actually taking the lead, driving the property, driving that project. Then that last component that I have down here, which is the business plan execution. So some property managers are really good, they will drive that business plan execution. But in my experience, the best is very few and very far between.
Rod Khleif (15:20):
When he's talking about business plan execution, an example of that would be of course, repositioning a property and throw in three to 5,000 a unit into that property and repositioning it with the new appliance package and amenity, or interior finish package. And certainly managing that process is asset management is, typically. Go ahead and continue. I just want to make sure they understood whay you meant by that.
Robert (15:45):
Yeah. No, that's a great point because again, it's taking what, again, maybe somebody did on the underwriting and the due diligence and actually implementing it at the property, and they're two totally different things. You can have the most perfect underwriting, but if you can't actually execute on it, obviously, it's worthless. I mean that kind of goes without saying. But again, so we placed the largest percentage in the asset management component.
Rod Khleif (16:11):
Yeah, beause you could be managing the renovation. You could be managing the...
Robert (16:16):
Exactly. Right.
Rod Khleif (16:16):
The other thing is you're going to be reviewing the reports that come in from the third party manager every month and you're going to be looking line by line and comparing quarter to quarter, or month to month and looking for anomalies. So there's a lot to it. It's not just, you've got to do the financial asset management from the third party property managers reports as well. So it can be executing the business plan, which is the reposition. It's the monthly reporting. It's the site visits, like he said. Mystery shopping of the competition regularly to make sure that you're competitive on the rents. There's just a lot of pieces to that. We could have expanded on that a little bit. Anyway, I just want to throw that in.
Robert (16:56):
That's true. And you just reminded me another thing too, and I'll just give a practical example on our property in Shreveport, when we bought it, it's non-stabilized. So we're trying to get it stabilized as quickly as we can. Well, in order to be prepared for when we finally get to the point where we're ready to do agency financing, permanent financing, we're going to need 12 to 18 months of really solid financials. And again, when you're buying a deal, there's nothing you can do about those financials. Sometimes, you've got to recreate them, but really there's nothing you can do about them. When you own a deal...
Rod Khleif (17:32):
Hold on. Let me just interject something. What he means by "recreate them" is sometimes you'll get a stack of papers that have no semblance of organization. You'll get some old fuddy duddy that's owned this property for a long time and had horrible record keeping. And that's when you have to recreate the financial, you go get your financing. That's what he means by that. Please continue.
Robert (17:52):
Right. Yes. Yeah. Not, not making them up.
Rod Khleif (17:57):
Right, You have to back into them sometimes. Find out what the utility bills were. Plug those in. you have to plug stuff in. We've had to do that before.
Robert (18:06):
Yes, that's true. But yeah, my point here is that there is a key component which, even in larger companies, I don't see that much. Which is really managing that P&L and that balance sheet so that when you get to that point where you're ready to do your refinance, you've got the numbers that you need in order to be successful at it. To get the best interest rate, to get the right IO period, to get the CapEx reserve where you need it to be. All these different things. You might say, "Well it's not a big deal", but if you're holding that asset for 10 years and you save a half a point because your financials look better, that's absolutely worth it. There's a whole bunch of things that go in here. I didn't even list them all. But my point of breaking all this out is because we're saying that somebody needs to be doing, if they're on the general partner side of the business, basically, they need to be doing something on this list. They don't need to be doing everything and we get that. But I just want you guys at your...
Rod Khleif (19:07):
Let me hammer that home. Okay guys, they can't just raise money. They have to do something on this list too! Okay? I just want to put an exclamation mark on that because... But it's doable.
Robert (19:21):
It is.
Rod Khleif (19:21):
They just have to play a role here in some fashion.
Robert (19:24):
Right. And that's the idea here is that there are a ton of roles. So I know sometimes we all just lump it into three or four different things, but there's really a lot that goes into it. So I think there's ways to do it and I just want to encourage you to think that way as you're building your team. So again, this is just the way we do it. You don't have to do it this way. Each deal could be a little bit different. I think probably the pre-close money... Actually, it really depends. I mean at the end of the day if you have everything except for experience, then you may be willing to give up more of your GP to get somebody to fill that role. On the flip side, if you have no money to put up the escrow, you may be willing to give more.
Robert (20:06):
So again, these can be changed based on what's going on. The one thing I will say though is, and especially to you guys that are newer in the business, be careful giving up too much of your asset management components. The reason that I say that is because it's very easy to put a ton of emphasis on just getting the deal closed. Everybody's just thinking in terms of, "Well wait a minute, I had to put this money in", or "I had to do this work" or "I had to provide this experience and so I should get compensated." Yes and no. At the end of the day, all of those first three items there, the pre-close work, money, and the balance sheet/equity/experience, all of those literally mean nothing if the asset management is not done correctly.
Robert (20:51):
So again, I would highly recommend that you be careful, especially if you're the one who is kind of going to be the asset manager. Be careful giving up too much of that. Now, I get you want to get a deal done, but just be careful with that. Maybe the first deal you give up more than you should, but just be careful with that because at the end of the day, if you're going to hold that thing for five years and especially for 10 you've got to be able to pay yourself. You don't want to be holding this deal and doing it for free because you're not going to give it the time and attention that it needs. And so nobody's going to be happy. That's my only caveat there. I've seen that time and again, it's easy to give away the asset management piece because it's intangible in the beginning. When you're putting the deal together, it's like, "Yeah, whatever, that doesn't mean anything because it didn't help to get the deal done." But at the end of the day, it does get the deal done because all of your underwriting and your projections are based on that asset management being actually executed on. So food for thought there.
Robert (21:52):
Just real quickly, there's Different Components to the general partnership in terms of revenue. So we've got Equity, which is also known as the promote. So what that means is that as a general partner, once you give your investors a certain amount of money or maybe every dollar, you're taking a portion of that as a general partner. Now if you have a preferred return, then you're not going to take a piece of that until you hit your preferred return. And vice versa, if you don't have a preferred, every dollar... But the bottom line is you've got equity in that deal that you get. So that's one component of the general partnership.
Robert (22:27):
The second component is the Asset Management Fee, which you know, not a huge amount of money that's kind of keeps the lights on type of thing. But the bottom line is, it needs to be in there. Third component is the Acquisition Fee. Everybody knows that because that's the big number at the front end that everybody gets paid. Some people literally live off acquisition fees, which isn't the best model. But again, that's a big chunk, generally speaking. And then there could be Other Fees. Some people will charge disposition fees or construction management fees. I'm sure there's other than I'm not thinking about...
Rod Khleif (22:58):
Refinance fee. Certainly a disposition fee, which, yeah,
Robert (23:04):
Again, the reason I bring these up is because as you're going through and you're trying to put your team together, remember that there are different ways to compensate the people that are on your team. It doesn't have to be just straight across the board, everybody gets 10% of every one of these. You could bring somebody in, you could say, "All right, we will compensate you by giving you a piece of the acquisition fee, but maybe a smaller piece of the equity or vice versa, you know? So there's ways to craft your structure that keeps everybody happy, but also can benefit you in one sense if there's something that you would rather give up and the other person might, benefit more from. So just throwIng it out there. I know we've talked about it before, but I always like to bring it up again.
Robert (23:49):
Then there's Two Different Models. So kind of what I was just saying. So the one model is everything is Split Equally. Meaning, every time I do a deal, you do a deal, you get your percentage, I get my percentage and there's no change to it. So, we could do a $5 million deal, we could do a $70 million deal. It's all exactly the same. That's much less flexible but the good thing about it is that it does build a longterm brand. The alternative to that is that Each Deal is Unique, which is more flexible, but it's less of a longterm brand.
Robert (24:23):
Now, what I would suggest, and I think this is the best way to build your business, is you start out more flexible, meaning you are able to on a particular deal, bring somebody in and say, "We need balance sheets, so we're going to bring you in, you're going to help us with the balance sheet. You may bring a little bit of money, we're going to give you this percentage." Deal number two. Now maybe I have a little bit more balance sheet so I don't need that person. So maybe I'm going to change my split a little bit. And then the next deal it may be a little bit different. Or maybe, one deal is five million, so I don't need somebody and then I do a $60 million deal and now all of a sudden I say, "Well, I need to bring in a partner to help put this deal together." So it's more flexible when you don't split everything equally. But the downside is that you don't build your longterm brand or balance sheet as easily.
Robert (25:12):
What I would suggest is in the beginning you are flexible, you build your portfolio, you put your deals together, and then as you begin to establish yourself as a person, as experience, as a company and as a portfolio, then you can begin to think about, okay, what do I need to do to build a longterm brand recognition? In other words, if you go out into the marketplace and somebody says, "Gray Star. Okay we know Gray Star. They're a nationally known apartment management company. Obviously, when you're starting out in the business, it doesn't really matter. You don't need to worry about a brand name, but at some point if you continue to grow, that becomes very beneficial because people associate a certain level of quality or experience or whatever it is with your name.
Robert (25:59):
If you're in a smaller market, actually a good example is Lexington. I'd say if we got up to even 1500 units here in Lexington, we would become or we could become a little bit of a brand because Lexington is a, not a small market, but it's a smaller market. And so at some point, if you're really inside of a smaller market like that and you have, one, two, three, 4,000 units, you begin to build that brand or not. But again, I think if you do build it, you'd give yourself that credibility that really helps you to be able to justify a little bit higher rent because people say, "Hey, we know that if you go to an REM Property in Lexington, you're going to get X, Y, and Z, good service, great value, awesome people, et cetera, whatever it is. Those are the kinds of things that again, matter as you go down the road. Those are kind of the two different models that I just wanted to bring out. So that is the GP split worksheet.
Robert (26:58):
Just before I even get started with the detail. You'll notice at the top here I've got Exhibit B. We make this an exhibit to our operating agreement. Now we have two different exhibits, but this is kind of the detail where we break it down, but we attach this to our operating agreement so that it kind of backs up the discussions and the conversations that we've had with our partners so that everybody is roughly on the same page.
Robert (27:22):
You'll notice over here to the right, I've got a section for notes. Specifically, inside of a component, and I can take a note and say, "Well, you know what, partner number one is, maybe going to be 50% of pre-close. Partner number two is 50% but partner number one is going to be doing due diligence and maybe partner number two is going to do the, manage the transaction." I think from a... And this is separate from what we're talking about splits, but I think from just a business operation standpoint, I would highly recommend you guys use those notes. Especially, if you've got a newer team and or, four or five, six people that are going to be really involved in that project, take some notes. Just really, really hone in on it and make sure everybody agrees to it. Because at the end of the day, you want to hold people accountable in a nice way to, "Hey, you said you were going to be managing the transaction. We gave you 50% of that pre-close work to do that and you did nothing. I mean, you sent a couple emails, so what's up?"
Rod Khleif (28:30):
Yeah. And let me interject. Let me interject guys. In the materials, there's a list of partnership questions and I know that one of them is clearly defining who's doing what. Very, very important. And then documenting it on a place like this or even in an agreement between the parties is critical. So that's the point.
Robert (28:48):
Yeah, absolutely. And it keeps the communication clear and just, across the board...
Rod Khleif (28:53):
Minimizes the speed bumps.
Robert (28:55):
Yeah. And I think one of the things that we all see all the time is you start a deal with a certain expectation. And especially if you haven't worked with somebody before and it's nothing that anybody's necessarily doing to mislead. Really, honest. I mean, I think most of us would say it's just a matter of sometimes you just don't know what somebody can do and they say, "Oh yeah, absolutely. I can do the due diligence. No problem. I'm all over it." And then you get halfway through the deal and you realize they have no idea what they're doing. So, it's not necessarily that they lied about it, it's just, it's something that you want to be able to have a flexible structure to where you can come back and say, "Hey, you know what? Eh, it didn't really work out that you didn't very much do the due diligence. We need to talk about our split."
Robert (29:39):
That's the other thing I encourage you to do is just have an open dialogue with your partners and make sure that the expectations are set, but then they're also reviewed as you go along. Because again, you could set this Exhibit B. You could put all this together, three, four months, and then you go through the deal, you get all the way through to closing and you realize, "Well wait a minute, everything has changed." Or maybe not everything, but a lot of it's changed. So try to have regular updates with your partners and manage those expectations. And if somebody isn't doing what they thought they were going to do or somebody else is doing more than what they initially thought, try to work that out. That's what we try to use this for so that it keeps communication clear and hopefully keeps the partnership running smoothly. I think the key here is that if you have a really good structure, then you're able to bring in partners and very clearly defined those roles and it just makes that whole process work much better.
Robert (30:37):
The other thing I wanted to mention on here is kind of going back to what I was saying about the allocation of different fees. So in our typical structure we will allocate the asset management fee to specifically whoever is doing some component of the asset management. In other words, we won't just allocate it all over the place. So if somebody brings some balance sheet, we won't give them a piece of that asset management fee. Doesn't really make sense. They brought the balance sheets, we closed the deal, deal's done, somebody else's now doing the asset management. So we split up the asset management fee specifically based on those partners who are active in the asset management of the business. I break that out because somebody may not think of investor relations as an asset management component, whereas we included in there because that's part of managing that asset is managing the investment.
Rod Khleif (31:30):
Scroll up for a second.
Robert (31:33):
Sure. Yeah.
Rod Khleif (31:34):
Okay guys. So you see the GP column here. It says GP percent, you'll see 15, 15, 15 and 55 which of course total 100%. So in each one of these categories, for numerically challenged people like myself, you'll see. So for the pre-close work, the due diligence, sourcing, underwriting, transaction, managing the transaction, we're going to share 15% of the GP for that. And we're going to carve that up between however many partners are involved in that part of the transaction as a GP. Where down in the asset management, we're actually carving up 55% based on who's doing what. So that's how this thing gets carved up and drilled down to a fairly small level so that it makes sense. So hopefully those of you that are numerically challenged like me, understood what I just said. But that's how it's carved up.
Robert (32:25):
I'm glad you mentioned that because I did kind of gloss over that. But that's an important, big, big concept.
Rod Khleif (32:31):
Yes, it is., Yes it is. And the first time I saw one of these, my eyes just crossed and rolled back in my head. Anyways, go ahead and scroll back down and then let them know how this thing works when it's filled out.
Robert (32:42):
Right. So, well the only other thing I was going to say is that we take that acquisition fee and generally speaking we'll split it up across the partnership equally. But again, you don't necessarily have to do that. You could split that up and say, "I want one person to get a little bit more, one person less, whatever it is. There's flexibility in there to keep everybody happy. Remember, that the more complicated you make it, usually, the the more difficult it is to manage. So there's kind of that balance between flexibility and then just crazy, too complicated because nobody knows what the heck is going on. So again, we've tried to give you guys something that is a good balance between those two.
Robert (33:21):
The last piece down here, which those of you who've looked at the previous one, you know we do the split between the investors and the general partner. So in this case, 70/30 split. So at the end of the day, we're telling all of our partners and us, "Okay, what's the percentage of the GP and then what's the percentage of the deal based on that split? So if you have a 50/50 split, obviously, the GP members are going to get a larger piece of the deal than if it's a 70/30 which is then larger than if you did 90/10. So that is the GP split worksheets.
Robert (33:58):
All right. The reason I wanted to do a Debt Market Update is because I've seen a lot of things happening in the debt markets over the last, I'd say 30 days-ish, maybe 60 days. And I know you guys are out there too, but I figured, you know what, let me just give you what I'm seeing. It's informational. It's interesting. I think it also ties into both what's happening in the deal, and the deals that are getting done. So hopefully, it gives you a little bit of expectations as you're doing or looking at deals. And then also in terms of rates and how you may want to play the timing of what's going on.
Robert (34:32):
Basically, the bottom line is that Third Quarter, for doing deals, is Typically Slow. Now why is that? Well, there's kind of a couple of different factors. Number one, the agencies, Fannie and Freddie, have budgets of how much money they are, not allowed to spend, but they're supposed to spend. Basically, they're supposed to lend a certain amount of money every year. That's kind of where you might say government intervention comes into play. They can kind of control what's happening there.
Robert (35:07):
So anyway, so the agencies have a certain amount of money that they're supposed to spend. They're supposed to lend every year into the us economy. That spend is broken out by quarter. Now, what happens is if they've had a really good year, the first half of the year, which is this year as an example, then they may say, "Okay, well wait a minute, let's just say we've got $30 billion to lend and we're at the end of the first half into the second quarter and we've already lent $25 billion. So we've only got $5 billion left that's supposed to last us for the next six months. So what are we going to do?" Well, the easy answer is supply and demand. Basic economics. If I jacked the price up, fewer people are going to buy my product.
Robert (35:58):
Most people that are in the business know that and they start to see that cost go up. So basically, when you go to get a loan and you're expecting that you... Six months ago you were paying 3.8% now all of a sudden they're telling you it's 4.2 and you're thinking, "Why did it go up?" Well, it's nothing other than they don't want to lend the money anymore. They want to shut the spigot down because they'd been, lending too much at the beginning of the year. I shouldn't say too much, but whatever. So that's the first reason that the third quarter is typically slow.
Robert (36:33):
The other thing is that you've got, most people who are wanting to sell a property are kind of looking at it from two perspectives. Number one, beginning of the year, let's get our deals done, let's figure our money, get things moved around. So you've got a lot of activity in the beginning of the year. It's just kind of a common thing. And then the end of the year, fourth quarter is typically driven by tax planning. So you've got people that are wanting to buy a property because they need to get a tax write off or you got people that want to sell a property because they want to get out of it, for tax planning purposes. So that's why the third quarter typically is slower for getting deals done.
Robert (37:14):
This year is no different than any other year, we've seen a widening of the spreads. So in other words, the cap rate that you're buying the property at versus the interest rate that you're borrowing has gotten wider. So there's, excuse me, it's gotten narrower. I said that wrong. The interest rates have gotten higher, which means that the spread has actually gotten narrower. And so people are not as willing to do deals because from a buyer's perspective, you're looking at it and saying, "Well wait a minute, I can't make any money on this deal because my interest cost is too high." Seller's looking at it and saying, "Hey, I could get $10 million for my property three months ago. I should be able to get 10.2, three months later. Why should I sell?" So again, the transaction activity typically goes down.
Robert (37:57):
Why do I say this? I guess my point in mentioning this is because most of the time in the third quarter people, they've done a couple of deals at the beginning of the year, they're feeling pretty good. They go back to the market, like, "Okay, well let's do some more deals." Well, if you're not savvy about what you're doing, it's easy to get sucked into the third quarter sort of mentality of I've got to get a deal done. If it's a good deal and it makes sense, great. Do it. But just be careful when you're working on deals, when you're trying to find a deal in the third quarter because it's really that... Typically it's that time period when people make bad decisions and they get desperate. So play it smart, bide your time, don't lower your standards, just be smart about it.
Robert (38:38):
Now with that said, also know that the year resets for the agencies at the end of the year, from December 31st their budgets reset. So if you're looking at a deal today and you put in a loan application next week, that's going to close in 2019 if you're looking at a property, let's just say in two months, that very likely could close in 2020 so different budget, different spread. From a strategic standpoint, you can a little bit work with your seller or buyer, depending on which side of the transaction you're on to try to time that, where you want it to be.
Robert (39:18):
We're actually looking at a couple of deals right now, and I've already mentioned to the brokers about that. I've said, "Hey, if this isn't a super time sensitive deal, it's off-market, there's no real urgency to get it done other than we know that the seller is wanting to sell. If we can push it into 2020, that would be great." That doesn't mean that I'm going to go and do a loan application tomorrow and say, "Oh yeah, I'm going to close in four months." No, I've got to actually wait to do that loan application so that when I send it to Fannie and Freddie, they believe that we're actually going to close in 2020. So again, I don't want to say that you should let the lending tail wag the deal dog, so to speak, but it's something to think about.
Robert (40:01):
I just wanted to bring that up because I figured you guys, were probably some of you are in the same situation. There's just, it's a very illiquid market right now in terms of deals. So a lot of people that are just hanging on and saying, "You know what, I'm just going to wait for my price." And then buyers are saying, "Well I can't make any money because the interest rates are too high." At the end of the day though, it all comes down to the spread between the cap rate and the interest rate. And as you guys know, I think I've said this before, that's how we make our money. Outside of the value add component, we make our money on the difference between the price we pay and the cost of our debt. And again, that leaves us room to pay our investors in ourselves.
Robert (40:42):
So right now those interest rates should, in our mind, we're thinking of, "Wait a minute, the interest rates are going down, the cap rates haven't moved that quickly, so I should have a bigger spread. I should be making more money." That would be the first thought. But the problem is in this particular case, the agencies don't want to lend the money. So where before we could have a good spread, now they're saying, "You know what, we're going to increased that interest rate, which is going to compress that spread down so you can't make as much money." But the bottom line is that's really where you make your money.
Robert (41:17):
But I wanted to show you guys a couple of things too here, which again, this is high level, but just think about these things as you're thinking about this business, because yes, it's a deal by deal business. Absolutely. You got to find a good deal. But there are other bigger things that go into play if you're in this for the long run. And the big thing here is your ability to make money over the long run. This is a really interesting graph. Basically, you've got your orange line, which is your cap rates. So you can see that we've got the whatever, eight and a half percent back in '92 and now we're down to, whatever it is, close to 5% on average. You've got a big dip there in '03. Then the recession hit and you went back up to about 7% and it came back down. And then the blue line is your 10-year treasury. So most, again, most deals are based on a 10-year treasury rate to 10-year fixed interest rate. And so that treasury rate, as you can see, kind of goes up, comes down and goes back up.
Robert (42:19):
The bottom line is the difference between those two is the spread and that's where you're making your money. So I'm paying $50 and I'm borrowing at 50. So the difference is what I keep as profit. So if you notice the average cap rate average is slightly, is about, let's see, seven, seven and a quarter of the last, whatever that is, 26 years, I think, a little bit more than that. And then the average spread is about almost close to 3%. So I don't really care about the cap rate average as much in this, but the average spread is the thing I wanted to point out. So when you're looking at a deal and you are buying it at a, let's just say five cap, and you are borrowing money at 4%, that is a 1% spread. So if you look at this chart right here, your average spread is, call it 2.7, 2.8% average spread.
Robert (43:17):
So bottom line is when we're buying deals in this market right now we're buying them with a very narrow spread. Now if it's a value add deal, again that changes it because within one year we could get it to that two, three, 4% spread. But I think it's important and it's useful to understand how this looks over a longterm perspective. The other slide, which I actually liked even better because it really does the math for you, is it shows that cap rate from... It only goes up to 2014 but again, you kind of get the idea here. So your cap rates, the blue line at the top, your interest rate is the yellow green line at the bottom, whatever it is. And it kind of tracks that spread. And again, this is the kind of thing that I think is very interesting because if you're at a point where, let's just say, where's a good example? Yeah, 2006 so your cap rates were compressed, what were they like a little over 6%, interest rates were almost 5% so you had a 200 basis point or a 2% interest spread between what you were borrowing and what you were paying. That was a very narrow spread.
Robert (44:31):
Now as you can see, there's been quite a few other times where you've been over 4% some even 5% spread between the borrowing costs and the price you're paying. So again, if you're looking at something and you're seeing that you can get a three, four, 5% spread between what you're going to borrow in the cap rate. So let's just say you're buying a property at a seven cap and your cost is 4% interest, that's a 300 basis points spread. That's not bad. That's a decent longterm average spread of profitability. But I think, again, you want to think about this when you're doing a deal, because if you're at a spread that's extremely narrow, and you don't have a whole lot of value add, is it really a deal that's worth doing? Obviously, the value add component is why we're so focused on that. Because if you buy something today with a 100 basis points, spread you're just wasting your money and your time because it's way too expensive, given the longterm average.
Robert (45:32):
So anyway, I know this is a little bit complicated, so if you guys have questions, feel free to reach out. I guess the bottom line is, and the reason I wanted to mention this because the spread between that cap rate and the interest rate, that's where we make our money. And right now the interest rates, even though they've gone down, the borrowing cost has gone up and the cap rates continue to come down. So third quarter slow because people are saying, "Hey, I can't make any money at this." All I'm saying is don't get caught up in being the one dumb guy that raised his hand, that's like, "Yeah I'll do that deal because I need to get a deal done." Don't do that. So that's the bottom line.
Robert (46:08):
Rates are Down. What does that mean? I think I already explained that. So that's kind of what I wanted to point out there. Let me jump ahead here. There are four options for getting deals done. You guys already know the one, the Fannie Mae and really Freddy Mac, agency deals, you already know that. You're pretty familiar with that, I think at this point. Those are for stabilized properties, they're in top or standard markets. You can do a supplemental loan, it's kind of that best of both worlds. You get a 10-year fixed interest rate, et cetera. It's a good deal. But right now, basically, they've said, "Well, hang on, we've lent too much. Now we're going to slow down and we're going to put the brakes on things."
Robert (46:47):
So if you have a deal right now that you want to do, you may not be able to get what you're expecting from Fannie Mae or even Freddie Mac. So a couple other options here. One is a CMBS loan. CMBS, commercial mortgage-backed securities are usually for larger deals. It's probably going to be harder to get something, if you're doing a 40 or 50-unit or something like that. But if you're doing a larger deal, they're a good option right now. Generally speaking, they haven't been very competitive on the multifamily landscape because of the agencies. But right now they're actually about the same price. So they've been at four to four and a half percent, which is basically what the agencies are quoting right now. Which is crazy because if you had done deal three months ago, you probably would have been three and a half to 4% so that that cost has come up.
Robert (47:35):
Who knows what will happen next year, it'll probably come back down, but right now this is kind of where you're at. So when you're doing your underwriting, again, be careful with what your expectations are because if you did the same underwriting six months ago with a certain spread, you probably need to adjust those expectations when you're underwriting your deals today. Right now, four to four and a half percent on a stabilized deal is about where you should be. So again, just food for thought as you're doing your underwriting, these things are constantly changing so we have to stay up with them so we don't end up overpaying for our deals.
Robert (48:09):
Probably the biggest difference here with the CMBS loan is, which again, some of you guys know this, but basically the biggest difference is that you basically can't get a second loan. You can't do a supplemental. They're not going to let you do a whole lot of rehab. In other words, they won't give you an additional loan to do some to do some work on the property. So you kind of have to raise your own capital if you want to do that, but it's an option. Now, the other thing that I didn't put in here, which kind of goes with CMBS, but for a smaller deal is going to be your local banks. And of course those are always an option, but normally the agencies, especially on the small balance programs, can beat out the local banks. So this may be an opportunity if you've got the right deal, again, if it makes sense, to go back to a local bank and they might be the right fit for you on that side.
Robert (48:57):
Of course, the third option is a Bridge Loan. I think it goes without saying that these are higher risk products. You will get the highest loan amount, you will also pay the highest cost and you will have a floating rate. So in other words, these are high risk. You do not do these unless you are highly experienced. But they are an option, there for a shorter term, typically three years and then you get one and one. So two years on the back end. So it's kind of a five-year type of a product and there's lots of tests to give you that. I put it up here because it is an option, but the thing I want to mention is that a lot of people get caught. They look at this as, "Oh three years. Yeah, yeah, I can do that, I can do that." Well then they get to the end of the third year and they don't meet their debt yield test or they don't meet their LTV tests, and then what happens? Well, you go into default and basically you're game over, you're in trouble. So again, bridge loans are not something that you mess with unless you've got experience doing projects and knowing how to execute on them. And again, if you don't have somebody that knows, go find a partner that does partner with them and maybe you're good to go.
Robert (50:05):
A fourth option on here, which really normally doesn't come into play. But there's been some private lenders out there that are trying to address the gap between the agency and the CMBS. And what I mean by the gap is that CMBS offers the... Excuse me, agency offers a supplemental loan, whereas CMBS doesn't. And so they're trying say, "Well, what if we could give you the same fixed rate that the agency does without the supplemental loan? We'll give you a little more IO period and we'll try to bridge that gap." So there's some options there. I would say, there's a lot of different things going on. I'm trying to give you highlights here. Don't try to do it yourself. Talk to somebody like Anton Mattli who I think he's on the group somewhere. But just some of the mortgage brokers that know what they're doing. They're great and they can help you out with that and they can talk with you.
Robert (50:58):
So hope that wasn't too complicated. But I think again, it's more about just giving you guys a tool, so as you're out there negotiating, you're looking at deals. I wanted to give you some backdrops so that hopefully you don't get caught up in just saying, "Well, you know what, I'm just going to do this deal because I need to get a deal done." It's a very high likelihood that if you're looking at a deal today and you feel like it's overpriced, most other people are going to do the same thing. It's going to sit there and you'll be able to come back to it in October, November, December. And very likely you may get it at the price that you want. So that's the bottom line there.
Rod Khleif (51:36):
Okay, so questions. One of them was, John asked, "Curious to hear how many partners are typically in various sized deals?" I mean, is that a question we can even answer or it's just all over the board based on property value or number of units.
Robert (51:51):
That's kind of a fair question. I would say four.
Rod Khleif (51:57):
Maybe do it in blocks of five million or something. I don't know.
Robert (52:01):
Yeah... I mean, I think for folks that are not completely new, in other words, let's just say we've done some single family, we've got a little bit of net worth, and maybe somebody has done a multifamily deal so he's got a little bit of experience, and we want to do a $5 million deal. Maybe even a seven or 10 million, you're probably going to have five people, I think, three to five, let's call it. Now, if you take that same experience level, you try to do a 20 or $30 million deal. Yeah. I think you're probably going to scale the number of partners roughly equivalently. On the other hand, if, let's just say, Rod and I partner-up with two or three other pretty significant players in the business and we go do a $60 million deal, we could probably do three or four partners and still do that same size deal.
Robert (52:53):
It just kind of depends. I think probably where most of you guys are at, you're probably going to be in this, three to five maybe seven-partner range. I think the recommendation or the advice that I would give you is that you don't want to go too much past that. In other words, you start getting eight, nine, 10, 11 partners. I think it becomes a little unwieldy to manage and to track who's doing what. Not to say that you couldn't, but I would say kind of that three, five, maybe seven on the high side is a good number. Just again, my personal recommendation if you will. And that would go, whether it's a $100 million deal or a $10 million, I guess that's what I'm saying is that, I wouldn't want to be in a deal where I had to stretch so far to get it done that I needed 20 partners that I was having to manage and then try to track everybody's doing, all these little pieces. I think it gets to be a little too crazy.

