
RICHES

NICHES

Investing in 3 recession-resistant commercial 

real estate niches to outperform the market!

by David Thompson



I have worked with Dave on over 15 syndication deals with Ashcroft Capital. He has a solid 
understanding of how the fundamental components of a strong market, deal and team are 
key to enable the best opportunity to succeed in apartment investing. We agree that 
value add apartment investing has one of the most attractive risk adjusted returns for 
investors in the investment marketplace today and the outlook remains bright.

JOE FAIRLESS, Managing Partner, Ashcroft Capital

When David speaks about these three great asset classes he is speaking my language.  
Multi-family, manufactured housing, and self-storage have proven to be among the most 
recession-resistant assets in recent history, and you would do well to listen to a man who 
has helped many investors grow their portfolios in these powerful niches!

PAUL MOORE, Managing Partner, Wellings Capital

As principal for a value-add sponsor-operator of apartments, we’ve worked with Dave on 
several deals in the Texas markets of Austin and San Antonio.  We share in the enthusiasm 
of this asset class in its ability to provide steady income with upside potential through the 
right renovations and operational improvements.  We are aligned with Dave on his 
positive outlook for apartments based on the compelling demographic, lifestyle, and 
affordability issues we are seeing now and expect moving forward.

ANDREW CAMPBELL, Principal, Wildhorn Capital

David has participated in several of Reliant’s self-storage investments and his team is 
leading the way to expose investors to this attractive asset class.  Read this book cover to 
cover and learn why self-storage has outperformed the stock market in the past 25 years 
with far less volatility and why we expect it to continue to thrive.

KRIS BENSON, Chief Investment Officer, Reliant Investments

I’ve had the pleasure of working with David on a variety of investments, including 
manufactured home community deals.  David is a thought leader who understands why 
we love MHCs for investors.  We have been able to provide investors some unique 
opportunities to gain exposure to some of the top operators in the country.  David 
highlights why we find this asset class attractive for his investors: Imbalances in lack of 
MHP communities with an incredibly strong demand for affordable housing.

AARON COOK, Founder and CEO, COVEMARK



Riches in Niches
David Thompson

Copyright 2019

Thompson Investing

Austin, Texas

Deanna Edmiston, Editor

in partnership with

Design Savvy Publishing

Austin, Texas



CONTENTS

Introduction 5

PART 1 – Syndications 11
1 The Case for Passive Investing 12
2 25 FAQs on How Syndication Works 17

PART 2 – My Favorite Niches 35
3 Three All-Weather Niches 36
4 Why I Like Investing in Large Apartment Communities 43
5 Five Reasons I Invest in Self-Storage 51
6 Six Reasons to Invest in Mobile Home Parks 60

PART 3 – Getting Started: Market, Deal, Team 64
7 Ten Tips for Vetting a Sponsor (Team) 65
8 What to Look for in a Good Market 78
9 What Makes a Good Deal 82

10 Diversification: Niche, Geography and Sponsor 90

PART 4 – Next Steps 93
11 2019 Apartment Market Outlook 94
12 Key Terms and Common Financial Metrics 97

Conclusion 103



INTRODUCTION

This is my first book dedicated to my investors.  I 
wanted to write this book for some time but the first success I 
had in the syndication business was raising capital for a 
successful multi-family operator.  So, I was motivated to 
write a book on that experience first. How I Raised 
$1,000,000 in Two Weeks made logical sense as that effort 
catapulted me into another world of investments that I had 
never been exposed to.  

I did not know it at the time that raising that kind of 
money on your first deal was truly exceptional.  My mentor 
was amazed but again I had no reference point.  I have since 
mentored and coached over 30 client-partners on this aspect 
of the business and although I have witnessed some strong 
performances out of the gate, no one has done that on their 
first try.  Hence, I knew this was the business for me and that 
I had a special something to give to investors willing to learn 
and eager to improve their lives.

The focus of that first book was on the business of 
syndication and how raising capital for a sponsor-operator 
was a great way to get into the business.  I’ve since been a 
part of over 25 syndication deals in three years spanning 
three niches (value-add multi-family apartments, self-
storage, and manufactured home communities, aka MHCs).  
I have several partner-operators that I work with in these 
niches.  I’m either part of their sponsorship team or create 
my own sponsorship to enable my investors to gain access to 
some of the best operators in the business who are difficult to 
partner with unless one has an existing relationship and 
without a substantial amount of upfront capital investment 
(over $500,000 minimum).
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But as my business grew, more investors and more 
investment deals, it occurred to me early on that there are two 
businesses I’m operating in.  In one business, I’m working 
inside the sponsor partnership.  Here, I share the knowledge 
of the internal workings of the syndication business with 
people who were interested on being on the general partner-
sponsor side of the deal.  The second business, and one that 
has even more widespread appeal, is taking that knowledge 
and sharing it with investors.  This helps them become more 
savvy, create more passive income, and diversify their 
investments into some of the most stable, attractive and 
lucrative opportunities that they may never have been 
exposed to.

I had a passion and knack early on to work with 
investors.  I enjoyed explaining the framework for a good 
opportunity, vetting the deal, and going to the property to 
review the business plan on how we were going to create 
more value with this property.  I had a passion for putting 
together the story, and explaining that narrative to potential 
investors in a logical way.  

I invested alongside my investors as a partner, and 
monitored their investment with frequent reports.  Over time, 
investor reporting has become part of a customized online 
portal to make it easy for investors to track their investments.

My business expanded rapidly.  By my third year, 2018, 
we closed on 13 commercial real estate syndications, raised 
close to $50,000,000 in investor capital, and continued to 
grow our investor base to over 400 accredited investors.  Our 
holdings grew to over 5,000 apartment units, thousands of 
self-storage units, and MHC lots.

Our size made us a big deal which ultimately helped our 
investors too.  Our operator partners would call us first if they 
were awarded a deal, enabling us “first look” opportunity to
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vet the deal and if we liked it, to secure a larger allocation for 
our investor base so they wouldn’t be left out.  Our investors 
(most returning investors and referrals, which is the best kind 
of business) provided the buying power to negotiate better 
terms with the operators and secured opportunities and 
allocation with them that would have been difficult for a 
typical investor to do on his or her own.  As a group, we were 
showing up as the elephant in the room. 

I feel like Thompson Investing has the best of both 
worlds.  My business partners and I are trying to find good 
deals in good markets, and putting the best team around us to 
operate and optimize the asset for an eventual sale.  Along the 
way we want to produce passive income for our investors and 
ultimately a profit upon sale.  To get these deals done often 
requires raising $10 million to $20 million or more, for large 
multi-family apartments or portfolios of assets such as self-
storage and Manufactured Home Communities (MHCs).  This 
is primarily just for the down payment and renovations costs 
as properties are usually leveraged.
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From the investor’s perspective, it’s not easy to learn 
about or be privy to commercial real estate investment deals.  
Not until crowdfunding came onto the forefront over a decade 
ago were sponsors able to advertise these types of 
opportunities.  If fact, even today, unless you are following 
SEC Rule 506(c) of Regulation D, you cannot advertise your 
deals to the general public.  And even then, the investor must 
be verified by a third party as an accredited investor with a net 
worth of $1,000,000 (minus one’s personal residence) or have 
a certain annual income threshold ($200,000 income for 
single people or $300,000 for couples for the past two years 
and with an expectation to do so in the current year).

As I personally invested in every deal, I was seeing the 

success of a growing passive income and net worth as we 

refinanced and sold some properties along the way.  I want to 

share what I have learned as an insider, and why I decided to 

focus on these three niches.  This will provide a framework to 

help you, the investor, gain knowledge and more control over 

your financial future.  
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I’ve been around the block. I got a degree in financial 
planning and worked in corporate finance roles.  I even 
personally raised $1 billion in three hours on Wall Street, with 
a little help from companies like Goldman Sachs, Merrill 
Lynch, and Lehman Brothers, to buy another firm.  I’ve led 
stock clubs growing up, and one year I led our investment 
group to the top 1% nationwide by performance (NAIC).  I 
spent a boat-load of cash to learn how to trade stock options, 
invested in several international real estate ventures in 
emerging countries, invested in a Livestock fund and a hemp 
farm (CBD oil), and own restaurants and a craft brewery 
business.  

I’ve seen the volatility and emotions that come with 
many investments, which can wreak havoc on one’s portfolio. 
No matter how disciplined you are its extremely tough not to 
sell when everything comes unglued.  It’s also extremely 
tough to have the nerves of steel to buy when everyone is 
heading towards the exits.  

As I matured through these experiences, I was looking 
for more stability and durability in asset classes, which led me 
to commercial real estate, and specifically, the three niches I 
discuss in this book.  Good research has shown that these 
niches have outperformed every commercial real estate class 
and other investments, including stocks, over the past 25 
years by a sizeable margin and with far less volatility.  Even 
better, they are poised to outperform moving forward based 
on powerful demographic, economic, and life-style trends. 

This book is divided into three sections.  The first 
section details how basic real estate syndications work.  The 
second section explores some of my favorite niches in the
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syndication market.  The final section highlights some of the 
intricacies of evaluating sponsors and the importance of 
diversification.  

I have been blogging since I started in the business as a way to 
educate my investors.  I have close to 50 blogs and articles on my 
website at www.thompsoninvesting.com.  I also have a growing 
volume of educational videos, podcast interviews, and special reports 
posted there.  The foundation of this book comes from my best articles 
and is an effort to synthesize the best information in a more logical 
format.  I hope you like it and discover, like I have, that there are 
Riches in Niches in commercial real estate!
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Section 1

SYNDICATIONS

PART 1



Why I Prefer Passive over Active Investing

Many real estate investors including myself start out 
investing actively.  We may pick up a single-family rental 
property or two and start down the path of owning many 
homes to create active income.  Or we might take our shot at 
flipping a house to create extra income but then realize it’s not 
really an investment program but another job to create income 
to enable one to invest in buy and hold deals.  Both 
approaches are considered more active forms of real estate 
ownership.  Active means more control of your investment 
decisions but also requires a more realistic assessment of 
what’s involved to continue down this path.

Passive real estate works differently.  Many of the same 
tasks are accomplished, such as purchasing the property, 
finding tenants, maintaining the investment, creating value, 
and either holding it for long-term income or selling it for a 
profit.  However, rather than actively participating in all these 
tasks, passive investors contribute to the deal financially and 
other people (the syndication team) actively manage these 
operational tasks.

The remainder of this chapter is dedicated to showing 
potential investors some of the highlights and considerations 
of each investing path.

The Case for

Passive Investing 1
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Considerations for Pursuing an Active Path:

Time – To find, assess, acquire, and manage properties 
effectively takes time.  Flipping homes is a business involving 
the management of contractors, budgets, etc.  Buy-and-hold 
rental properties are not generally considered highly active 
forms of ownership but still require time to find, keep good 
tenants, deal with repairs, and manage makeover time to get 
the property ready for the next renter, etc.  A few costly or 
time-intensive makeovers could have you running for the 
passive investor hills earlier than you think.

Knowledge – If you are pursuing an active path, reading 
books, attending conferences and local meetup groups, and 
finding good partners or mentors is key.  You will need to 
spend time gaining knowledge of the market, neighborhood, 
and property, as well as the processes to be followed, 
budgeting, etc.  Knowledge can’t be outsourced as the buck 
stops with you.

Capital – Active paths tend to take more of your capital to 
budget for the acquisition, repair, maintenance, and operation 
of the property.  You will need to have ample reserves and 
liquidity to handle unexpected events.

Risk – When pursuing an active path, controlling your destiny 
and that “do it yourself” mentality can be exciting at first but it 
may come with higher risk, as that one vacancy or major 
repair on a single-family home could wipe out your passive 
income for the year.  It doesn’t cost-scale well.

Location – Active investing is best done both close to home 
and in one niche, like buying single-family rental properties.  
It’s much more difficult to manage properties or people too far 
from your home, especially when your properties are in other 
states.  Geographic diversification can be a problem if you 
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venture too far from your local market.  However, lack of 
geographic diversification can be a problem if your local 
market goes sour.

Considerations for Passive Investing:

Time – You already know that real estate is an important 
component of a holistic investment program and you need to 
spend some time understanding it.  However, you don’t 
need to spend nights or weekends looking for properties to 
acquire, manage your time to maintain them, or deal with 
tenant issues at often unexpected times.  You want to live your 
life knowing you are participating in real estate and all its 
benefits without giving up your valuable time attending to it.

Knowledge – You want to be knowledgeable about investing 
in passive real estate investments such as multi-family 
apartments, self-storage or manufactured home parks.  
However, once you determine a niche, select a company that 
does all the work in acquiring, managing and optimizing the 
asset.  You do not need to develop, or be good at, those skills 
the sponsor team is responsible for, your knowledge base 
requirements can be focused on deciding which deals to 
participate in.

Capital – Yes, is takes capital to invest passively.  Typically, 
this is done through a syndication where you are a limited 
partner by putting up capital to acquire the asset.  That said, 
once you invest, that is pretty much it.  Very rare are capital 
calls.  As a passive investor, you can often invest a set amount 
of money knowing that you won’t have to supplement the 
investment due to unexpected surprises.  You also won’t need 
to maintain higher levels of cash-ready (liquid) reserves 
which typically earn lower rates of return, as you would with 
active property investments.
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Risk – Risk is considered lower in owning a share of a 200-
unit apartment with other investors versus owning one single-
family property.  During the 2009 economic downturn as an 
example, less than 0.5% of multi-family apartment owners 
were delinquent in paying their loan while almost 4.5% of 
single-family home owners were delinquent in paying their 
mortgage.  Folks must live somewhere so apartment vacancy 
may drop a bit, but most models show vacancy can go to 25% 
to break even while just one prolonged vacancy on a single 
family rental property can be a big problem.

Location – With passive investing since you are not having to 
find and manage the property you can achieve geographic and 
niche diversification much easier. You can invest in 
apartments, self-storage, manufactured home parks in a wide 
range of top growth markets around the country which can 
further reduce risk versus just investing in your own local 
economy.

In sum, I’ve listed some key considerations for active 
and passive investing.  I personally have active and passive 
real estate holdings.  I like the control I have over some local 
holdings and have outsourced more of the repair and leasing 

Active Investors Passive Investors
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activities to get some time back.  That said, I am not currently 
planning on adding to my active portfolio. I have experienced 
as good of returns if not better by investing with pros, gained 
back more time, and reduced my risks considerably by 
investing in syndications where experts do all the work.  Over 
time, I believe investors want to achieve passive ownership to 
control more of their time and capital, reduce risk through 
passive income generation, and to ultimately live life on their 
terms.
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For those of you who know me, you know my dedication 
and passion around educating others about syndications.  As 
part of a syndication team that spends ample time educating 
and answering investor questions, I wanted to dedicate this 
chapter to the most frequently asked questions I receive.  This 
chapter could be considered a quick study guide for 
newcomers who are looking to invest in syndications.  It’s 
also good for folks who are new to raising private equity what 
to expect most from investors in the way of questions.  
However, this is a good refresher for experienced passive 
investors as well.

These questions are in no particular order and note that 
there are various types of deals and syndication structures, so 
one size does not fit all.  I’m going to focus on value-add 
apartment syndications which is a very mainstream 
investment niche many investors get involved in as their first 
foray into syndication.  In this section on syndications, I don’t 
want you to worry if you are unfamiliar with the various 
investment niches.  We will cover those niches thoroughly in 
the next section.

Question 1:  What is syndication?

In its simplest form, syndication is the pooling of 
investor money where the investor is typically a passive, 
limited partner.  The other partner to the deal is the general 
partner, or active partner, that finds the deal, puts the deal

25 FAQs on How

Syndication Works 2
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together, and executes the business plan to provide a return 
for the benefit of all investors. You will hear the terms 
General Partner (GP), Syndicate, and Sponsor often used 
interchangeably.  I personally like the term Team, as general 
partnership expands beyond the scope of a single individual.

Question 2: What are your return projections 
and how are your returns calculated?

As of this writing, typical cash-on-cash returns are in 
the 7-10% range and an internal rate of return (IRR) in the 
12-20% range.  You may also see an average annual rate of 
return, which is simply the total return on the investment 
(distributions plus profits) divided by the holding period 
(number of years), divided by the original investment.  

In value-add syndication, the average annual return may 
be deceiving, as its usually higher than the IRR.  This is 
because a large part of the investor returns, say 60%, come in 
the year of sale (modeled as year five).  IRR typically would 
be a better measure for varying cash flows over a set time 
horizon.  IRR rewards returns that come earlier in the project.

18

Average Annual Rate of Return - Example

A original investment of $100,000 plus $40,000 in distributions from 

cash flow, plus $60,000 sale profit, over a five-year hold period.

Total return is $100,000 / 5 years = $20,000 a year

$20,000 / $100,000 original investment = 20% average rate of return 



Question 3:  When will I get my original 
investment back and what is the holding period?

Typically, the original investment is returned at the time 
of sale.  For value-add apartment deals, selling in year five is 
the target.  It could happen in year two, year five, or longer if 
there is a long downturn.  However, selling in year five is 
typically what value-add syndicators have as a target.  That 
said, most value-add properties are optimized (renovations 
and operational improvements achieved) by end of year two 
so sales can happen then.  A refinance, which returns some 
portion of investors’ equity (say 25-50%) is another a 
common practice employed by the Sponsor until a buyer is 
found.  Value add simply means not new construction and 
typically involves buying properties where you see an 
opportunity to improve them with a goal of getting higher 
rents and income from the property.

Question 4:  What are the risks?

Risks are outlined in the PPM, or Private Placement 
Memorandum.  (A brief description of a PPM is provided in 
Question 19.)  Like your home, if you don’t pay your 
mortgage you lose your home to the bank.  In apartments, the 
biggest risk is an economic shock that creates higher vacancy, 
demands lower rents, and hence, impacts the operating 
income of the property and the inability to pay the loan on the 
apartment.

That said, I like to provide a few data points.  In 2009, at 
the bottom of the financial crisis, delinquency rates on single 
family homes were 4.5%, versus 0.5% on multi-family 
apartments.  While this seems to make multi-family units
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appear to be a safer risk, a caveat exists.  The caveat is in the 
class of the apartment complex. See the following three charts 
to learn more.

20



Let’s look at Houston as an example of how the class of a 
multi-family complex affects risk.  In Houston when oil went 
from $100 barrel to $50 a barrel in 2014, Class A (new 
apartment buildings charging top rents) had to offer 
concessions, and vacancies rose to 15%.  However, Class B, 
or older multi-family communities catering to the mainstream 
workforce (where value-add syndicators play), remained 
steady at 8-10%.  People need to live somewhere and the 
high-paying jobs with high living expenses (premium new 
apartments) take the biggest hit.  We don’t play in the new 
construction niche for this reason.

Lastly, we buy proven. Our typical apartment acquisition 
will have occupancy greater than 90%, and usually higher 
than that.  Generally, the previous owner was making good 
money (The T12, or trailing 12-month financial statement 
review, will prove this out).  We want to improve proven 
properties, not buy on hope.

Question 5:  What is a limited partner?

A limited partner is a passive investor in the deal.  
Limited partners can relax during the entire investment 
holding period and never have to take a tenant call, be asked 
to decide on operational issues, or worry about the day-to-day 
goings on. Limited Partners have limited liability.  Their risk
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is limited to the amount they invest in the deal, no more.  
They are not on the loan and hence are not responsible for its 
payment like key members of the General Partnership are.  
This means that the Limited Partners’ other assets are 
protected, and they cannot be sued.  This is because limited 
partners are not on the loan and are not responsible for the 
active performance of the property.  Their risk of loss is 
limited to their level of investment in the syndication.

Question 6:  What is the minimum investment?

Most syndications I’ve been involved in set the 
minimum investment at a one-time $50,000.  However, we do 
allow some $25,000 investors.  It all depends on the Sponsor.  
I find that $50,000 is a good balance between what the 
investor can do in diversifying his or her investment portfolio 
and making a meaningful investment, and the Sponsor who 
wants to limit the number of investors, the time with 
investors, and administrative burdens that are just part of the 
process.  If I can have one investor conversation and raise 
$100,000, I would need to have four other investors say yes to 
$25,000 to have the same impact.  So, $50,000 is about right 
for most investors and Sponsors.  

Question 7:  When will I get paid?

Quarterly is most common but we do see monthly 
payments, typically after 30 or 90 days of full operations upon 
closing of the property.  These funds can be direct deposited 
into investor accounts.  I will tell you from experience that 
investors love monthly distributions.
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Question 8:  How will you communicate with me?

Monthly quick updates (email) on how the investment is 
progressing is typical with apartments and maybe quarterly 
with other niches, larger funds, etc.  We generally include 
some pictures and a few bullet points on the property, such as 
how many units were renovated, the rents we are getting, etc.  
Quarterly property management financials can be reviewed.  
Following March of each year, you will receive an IRS Form 
1065 (Schedule K-1) statement from us which you will use 
for your tax filings.

Question 9:  What kind of tax impact is there?

Apartment syndications are very tax efficient. The other 
niches in this book are also tax efficient.  On an after-tax basis 
under current laws, it’s hard to beat real estate.  As a partner 
in our limited partnership, you will benefit from your portion 
of the investment’s deductions for property taxes, loan 
interest, and depreciation, which are the big ones.  We like to 
use a cost segregation strategy as well to accelerate 
depreciation since we don’t plan on holding onto the asset for 
a long time.
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You will get a K-1 statement from the partnership in 
March of the following year for the current tax year.  It’s not 
unusual on a $100,000 investment to experience a minimum 
eight percent preferred return or cash in your pocket, or 
$8,000, while experiencing a passive loss on your annual K-1.  
Additionally, any refinances or supplemental loans that 
provide cash back to investors are reviewed as a return of 
equity so no tax impacts occur.

At the time of sale, there may be an opportunity to 1031 
exchange into another property that the sponsor wants to buy 
to continue to defer your long-term gains tax.  Keep in mind 
that some depreciation recapture may occur at the time of sale 
if a 1031 exchange does not occur, in addition to the long-
term capital gains tax you would be responsible for paying on 
the gains.

Question 10:  What is the investment process 
and timeline?

Once we have a property under contract, due diligence 
takes about 60 days.  We start the education and equity raise 
process with investors, which runs about 5-6 weeks end to 
end.  A marketing deck goes out and an investor conference 
call takes place.  At this point, investors reserve a spot, review 
the offering (sign the subscription agreement in the PPM), and 
fund the investment.  About two to four weeks later we close 
on the property.  About 45 to 120 days later, the first investor 
distribution occurs.
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Question 11:  Why would we purchase a 
property where the Yelp reviews were so poor?

In general, we believe that’s a good thing.  As value-add 
syndicators, if all news was good there would be nothing to 
improve.  The property is often re-branded (new name), a new 
website goes online, and a new property management team is 
brought in.  The focus of the general partners is on operational 
improvements and renovating the property (interior makeover 
gets a big focus as well as exterior facelift including adding 
new amenities).  There is also a focus on intangibles, such 
hosting monthly community gatherings to foster a sense of 
community which may have been lost.  These activities can 
improve retention and reduce turnover.  A poor image can be 
turned around faster than you think.  Re-branding and re-
positioning the asset are the focus.
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Question 12:  How do you renovate with people 
living there?

When we take over a property, even a 300-unit 
apartment, will have 15 vacant units if occupancy is at 95%.  
We start renovating those vacant units first.  Next month when 
say 10-15 leases are up, we introduce the residents to a newly-
renovated unit (move them in) and start renovating their 
vacated unit; then we keep repeating this process month after 
month.  We expect that the improved unit will appear so 
enticing that new lease signups and renter retention will be 
high.  Residents really don’t want to move when they see you 
doing nice and impactful improvements.  It takes time and 
money to move and often tenants live where they do for close 
access to work, schools, entertainment and shopping.

Question 13:  What is a supplemental loan?

It’s very common to create a lot of value (higher net 
operating income) once the renovations are complete and the 
higher rent (income) is being achieved.  That is when the 
value is optimized in a value-add strategy, which takes about 
two years to complete.  With values optimized, syndicators 
can go back to the bank with a higher assessed property value 
and either refinance the property (for lower-rate loans) or  
obtain a second fixed loan on the property (called a 
supplemental loan).  

Supplemental loans are desirable when syndicators have 
an attractive fixed rate in place that they want to keep.  This 
second loan allows general partners to pull equity out for the 
investors’ benefit, which increases the cash-on-cash returns 
and IRR on the project.  A good sponsor will not project 
refinances or supplemental loans in the typical five-year
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proforma on the investment.  A sponsor will want to under 
promise and overdeliver.  Be cautious of any sponsor that 
bakes that into the model upfront and shows higher returns.

Question 14:  What is a sensitivity analysis?

We like to show investors profitability under different 
scenarios.  This allows investors to understand what the 
break-even point is, given a decline in occupancy or if rents 
don’t project where we expected.  Surprisingly most of our 
scenarios allow occupancy to go down as low as 75% and 
break even.  During the 2009 financial crisis, third-party data 
proved that in one of the submarkets in Dallas where we have 
five apartment communities (Richardson) that the worst 
occupancy level was 85%.  That is comforting to our 
investors to know this information.

Question 15:  Can I use a 1031 Exchange?

You cannot 1031 into our deals or out of our deals since 
you are technically purchasing units of our Limited 
Partnership and not actually the land itself.  That said, there 
are mechanisms where we expect to be able to 1031 exchange 
from one of our deals into another one of our deals, thus 
deferring the tax you would have normally paid on the sale of 
the first apartment.  As of this writing I have seen it 
successfully done three times.  In my experience, about 80% 
of investors choose to go into the next property via a 1031 and 
defer the long-term capital gains tax while 20% decide to exit 
and pay the tax.  The only downside is that the sponsor asks if 
you would like to 1031 before you actually can see the 
property.  So the property becomes a blind investment at that 
point, and you are fully trusting the operator.  I don’t see that

27



to be a huge problem given if you like the performance of the 
first investment and the sponsors track record to date, most 
will trust the sponsor by then than the first time they invest 
with them.

Question 16:  Can I use a SD-IRA or solo 401K to 
fund the deal?

At this time, you can use qualified retirement money but 
you may be subject to a UBIT (Unrealized Business Income 
Tax) on the SD-IRA, as the IRS does not want to see you take 
advantage of profiting from the leveraged portion of the 
investment.  Interestingly, the solo 401K does not have this 
problem.  Please consult with your tax professional on this 
matter.  In general, with syndications we leverage properties 
with a loan on them and that is the trigger for UBIT, so using 
your normal savings (taxable dollars) instead of your SD-IRA 
is more tax efficient.  It’s ironic actually and many investors 
are surprised by this thinking, since they set up self-directed 
IRAs to invest in real estate and defer taxes.

Question 17:  What happens if we have a 
hardship and want to get out before we sell the 
property?

There is generally nothing in our partnership agreements 
for a workout or formula for such a scenario.  The investment 
should be considered an illiquid investment.  That said, as a 
partner with you, the general partner will review your issue 
and see if there is something that can be done based on your 
circumstances.  I have seen only one case after having worked 
with thousands of investor transactions.  It’s rare because of
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the accredited investor requirements, our investors need to be 
in a good financial position to invest in our deals in the first 
place.  

Question 18:  What are your fees?

An important facet, if not the most important facet, of the 
syndication deal is that the returns forecasted should be net 
fees.  The two most common fees are the acquisition fee and 
the asset management fee.  The acquisition fee I see most 
often is two percent.  This is based on the purchase price and 
is paid once to the sponsor at closing. The acquisition fee 
covers all the sponsor’s costs to find and put under contract 
this one deal including the interfacing with the investor and 
raising the capital.

The second most common fee is the asset management 
fee, typically two percent, based on the monthly revenues.  
The asset management fee is for the sponsor to hold the 
property manager accountable and to ensure execution of the 
business plan.  Industry averages range from one to three 
percent for both acquisition and asset management fees.

Question 19:  What is a PPM?

The Private Placement Memorandum, or PPM, is 
required by the SEC (Securities and Exchange Commission) 
when presenting a securities investment to an investor 
prospect and includes:

• A summary of the offering terms

• Risk factors

• Description of the company and management teams
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• Use of proceeds

• Description of securities

• Subscription procedures

The PPM, and other offering information such as the 
partnership agreement, is a lengthy legal document well over 
100 pages.  The subscription agreement is what investors 
will review and sign before they fund the deal.  The 
subscription agreement includes basic information such as 
the number of units and dollar amounts being purchased, 
accredited investor’s declaration form, and how investors 
want to receive their distributions. 

I like to pre-wire new investors if they have never seen 
a PPM before because the risk section is a bit heavy (much 
like the Surgeon General’s warning) highlighting about 
every possible risk or black swan event that could happen.  I 
tell investors that there are risks to every investment; yes, 
you can lose your entire investment, but certainly I highlight 
the good track record multi-family investments have had in 
severe market down markets.

Additionally, no lender is going to give us $10 million 
to $30 million unless we are experienced, have a good 
business plan, utilize conservative underwriting (banks will 
underwrite the deal as well), have adequate insurance and
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cash reserves to start, and have the property condition report 
completed by outside experts (often 100 pages) highlighting 
the overall health of the property and what fixes need to be 
made before we take over the property.

Question 20:  Are your forecasts conservative?

Generally, forecasts should be conservative.  Good 
sponsors will want to under-promise and over-deliver.  As an 
investor, you want to review financial assumptions from the 
sponsor and ensure they make sense.  Key areas of focus are 
rents (checking the area comps for before and after renovation 
pricing – you want to be under where the market is before and 
after), rent growth projections, expenses, and occupancy.  
Review the T12 (prior 12 months from previous owner).  Also 
ask yourself: Do the value-add improvements, increased 
income, and timing of those improvements make sense in the 
forecast?

Question 21:  What if we have a downturn in the 
economy?

We won’t want to sell in a down market.  The goal would 
be to continue to pay some cash flow to investors and hold on 
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to the property until the market is healthier in order to achieve 
a better price at sale.  Typically, we will stop renovating to 
conserve cash as well.  

Class B/C value-add properties tend to hold up much 
better than Class A (newer properties) in downturns, as 
already mentioned, because folks need a place to stay and 
Class B/C rents are more in line with what the mass work 
force can afford.  Class B/C rents are indicative of the service 
economy demographic, which is typically still employed in 
downturns versus Class A renters making $100,000 a year 
whose jobs are more at risk.  Take the Houston oil crisis 
mentioned earlier as an example.

Question 22:  What is a preferred return?

Typically, 8% is what I see most but the return can be 7-
10%.  This favors the limited partner.  It essentially means 
that the first 8% return on an investment (distributions from 
cash flow or capital events such as proceeds from a refinance 
or sale) will go entirely to limited partners, and nothing to the 
general partners.  This is not a guarantee but the next best 
thing.  After the preferred return is paid then the split occurs 
between dividing up every $1 earned over the preferred return 
as LP/GP ownership.  

Note the preferred return should accrue so that if cash 
payouts are only 6% one year and preferred return is 8%, the 
next year the sponsor will attempt to catch you up and pay 8% 
plus the 2% gap from the prior year for a total of 10%.  Over a 
five-year hold period, that’s 40% target for preferred payout 
in just the distributions alone. It also covers capital events.  As 
an investor, you want to see a preferred return in your deal.
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Question 23:  What is a split and what is a 
waterfall?

The split is investment returns that go to the investors in 
the portion of the split.  So, if the split is 70% to the limited 
partner and 30% to the general partner, after the preferred 
return is paid (if there is one), then the partners split all other 
proceeds from distributions, refinance or sale 70/30.  

The split can change if a certain hurdle is achieved.  For 
example:  A split could be 70/30 then go to 50/50 once the IRR 
hits say 15%.  Any returns higher than 15%, will then be split 
50/50 LP/GP.  

A waterfall is the whole end to end structure including the 
preferred return, splits and hurdles.  Our attorney always wants 
us to look carefully at the waterfall when he drafts the PPM, as 
it is that important to understand and get right.  Also note, that 
the financial forecast for investor returns should take the 
waterfall and the fees as mentioned earlier into account so you 
have a true net returns forecast.

Question 24:  What is an accredited investor?

We currently market our deals under SEC Rule 506(b) of 
Regulation D, meaning we can only share our deals with 
investors who are accredited and whom we have a relationship 
with.  The definition in the U.S. is a person earning $200,000 
per year or a couple earning $300,000 per year over the past 
two years and are expected to do so in the current year, or a net 
worth of $1,000,000 (excluding their primary residence).  
Since we don’t advertise our deals the accreditation 
determination is by self-disclosure by the investor as indicated 
in the subscription agreement of the PPM.  If the deal is
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advertised to the public under 506(c), then verification by an 
outside third party is required and paid for by the sponsor.

Question 25: Do sponsors invest in their own 
deals?

You will typically see this being the case to align with 
investors.  However, when the GP invests, that money goes 
with all other investors’ money into the LP investment bucket 
(70% split).  In other words, the GP split of say 30% is what 
the GP wants to earn for doing all the work often called “sweat 
equity”.  If the sponsor puts money in the deal, he’s increasing 
his stake in the deal so it is going in on the LP side.  

Hopefully you have a better grasp on how syndications 
work.  The next chapter focuses on the niches in commercial 
real estate that have stood the test of time and continue to look 
appealing based on economic, demographic and lifestyle 
forces and trends.
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MY FAVORITE 
NICHES

PART 2



Whether you are in the camp that this economic 
expansion has long legs, or are starting to get concerned about 
how to protect your assets in a downturn to minimize damage, 
I wanted to share three niches that I invest in.  These three 
commercial real estate niches—self-storage, manufactured 
home parks, and value-add apartments—have been some of 
the top performers for decades.  I believe one of the reasons 
they have performed so well for so long is that they handle 
downturns much better than other asset classes or real estate 
niches.  Thus, these niches recover faster with less damage to 
your returns while performing admirably during good times.

When thinking about your portfolio holistically, there are 
not a lot of places to hide with stocks when the storms come, 
and bonds certainly are not in a place to grow your wealth, 
while they do a respectable job of protecting the downside.  
Many investors I talk to are in search of “all-weather” 
opportunities now—niches that have a long-term track record 
of growth (the sunny days) but don't get tossed around 
frantically or capsize when the storms arrive.  Let’s simply 
start with historical returns data.

Return Performance (the last 25 years)

According to the National Association of REIT (Real 
Estate Investment Trusts), self-storage was the top performing 
sector in annual returns from 1993 to 2017.  Following is a list 
of the three niches; I put in the S&P 500 stock index for a 

Three
All-Weather Niches 3
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comparison.  These three commercial real estate classes beat 
stocks by a whopping 6-10% over 25 years, and this does not 
include the tremendous tax benefits of owning real estate.  On 
an after-tax basis, the returns would be even more impressive.

Self-Storage: 17.43%

Apartments: 13.32 %

Manufactured Homes: 13.27%

S&P 500: 7.54%
(https://dqydj.com/sp-500-return-calculator/)

I would encourage you to review the latest data from 
NAREIT.  Visit https://www.reit.com/data-research/reit-
indexes/annual-index-values-returns for more information.

Recession Resistance (2007 - 2009)

According to the NAREIT, Manufactured Homes and 
Self-Storage were the two strongest performers of all 
commercial real estate during the 2007 to 2009 downturn.

Manufactured Homes: 0.47%

Self-Storage: -3.80%

Apartments: -6.72%

Office: -8.16%

Retail: -12.32%

Industrial: -18.31%

Mortgage: -19.54%

S&P 500: -22.03%
(https://dqydj.com/sp-500-return-calculator/ )
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Apartment returns data include new and value-add, but 
research indicates value-add holds up much better during a 
correction.  As you recall, during the 2009 market crash, 
mortgage delinquency for multi-family apartments was less 
than one percent versus 4.5% for single-family homes 
nationwide.  That’s significant!

In examining future projections, the following charts 
demonstrate that apartments, self-storage, and manufactured 
home communities (MHCs) will continue to outperform other 
classes of commercial real estate.  This does not take into 
account more attractive returns from “value add” strategies.

Asset Class Performance (Future Outlook)

Adapted from Green Street Advisors.  www.greenstreet.com
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The Niches

Both historical return performance and recession 
resistance highlight the value of these asset classes.  But you 
may be wondering what specifically makes them all-weather 
performers.  I’d like to share with you the details of each asset 
class so that you can better understand what make each of 
them an all-weather performer, so that you can make the best 
choices for your investment portfolio.

Self-Storage

Why was self-storage able to outperform almost every 
REIT sector during the most recent recession?  When the 
economy is good and disposable income is on the rise people 
buy more “stuff” and need a place to store it, which makes 
sense.  Why is this sector somewhat insulated to the impact the 
recession had on other market sectors?  During the recession,
homeowners were losing their homes to foreclosure or 
downsizing to apartments, and where did they put their stuff?  
Self-storage units!  

At the heart of this issue is the fact that Americans have a 
culture of buying too many things and we can’t seem to part 
with most of them.  The demand curve for self-storage seems 
to be inelastic which helps pull the sector through many major 
downturns. Estimates are that one-third of storage space is 
filled with items that have been there for over three years.
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Manufactured Homes Parks (MHPs), aka 
Manufactured Home Communities (MHCs) 

For many, the increasing affordability crisis keeps buying 
a home challenging.  Over 10,000 baby boomers retire every 
day with little savings and are living primarily off social 
security.  Couple that with little or no new supply of MHPs 
nationwide being built and you have a very favorable scenario 
of strong demand and lack of supply.  Supply is constrained 
since towns and municipalities receive little tax revenue from 
building new parks and many parks are being converted to 
higher and better use.  What’s more, MHPs have historical 
stigmas attached to them so it’s difficult to get permits to build 
new communities.  

Additionally, since it is costly for individual owners to 
relocate manufactured homes (for the individual owner) and 
lot rents are more affordable than apartment rents, you have a 
more reliable income stream.  

Lastly, manufactured home lot rents are relatively low.  
As of this writing, the nationwide average is $275 a month.  A 
small percentage increase in lot rent annually from this low 
base rent of $275 versus an apartment which generally rents
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for upwards of $1,000, is typically not going to make a 
meaningful impact to your unit owners’ ability to pay.

Apartments (value-add)

Outside of the single-family home, apartments are the 
most popular housing option for folks needing a roof over 
their head.  Saving for a down payment and paying the 
mortgage make home purchases prohibitive, but make 
apartment living popular, particularly with younger folks and 
retirees wanting more freedom to live, work, and travel 
anywhere without the cost and burdens of taking care of a 
home.  These factors make this asset class a steady performer 
in all economic cycles.

Value-add investing in older apartments, particularly the 
1980 to 2005 vintage, with owners who are looking to improve 
the look (renovations) and operational performance of these 
assets help protect you somewhat from a downturn.  Rent 
concessions can certainly happen in a severe downturn, but 
unlike new construction the concessions are generally more 
reasonable.  This is because value-add apartments are 
primarily housing the working-class service industry, which is 
not as impacted as much as the higher-wage earners who are 
more targeted in layoffs.
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Wrapping up, adding one or some of these niches can 
help improve your overall performance in not only down 
markets but also perform well in good times too.  That’s why 
it’s a good idea to consider having some of these “all-weather” 
assets as part of your overall portfolio.  One of the best ways 
to get involved in these niches is through syndications.

Syndications are run by experts who focus on one of 
these niches.  They acquire, manage and distribute cash flow 
monthly or quarterly during the typical hold period (about five 
years) and ultimately return your capital with profits at the end 
of the investment.  You, as a limited partner (investor) get to 
participate by providing investor capital in exchange for 
returns without having to spend your time involved in day-to-
day management.  Do your homework, focus on one sector at a 
time, and research good operators with solid track records.

In the upcoming chapters, I go into a bit more details on 
why I like investing in each of these niches.  
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As a general partner for a large apartment syndicator, I’m 
very aware of the power of apartment investing.  I meet 
potential investors on a daily basis who are interested in 
apartment investing, but most have never invested in 
apartments before.  They may have heard from a friend who is 
involved and seeing good results, or this may be the very first 
time they were ever exposed to this idea.

The primary reason apartment investing is fairly 
unknown is because most syndication groups operate under 
SEC regulations that prohibit them from advertising their 
deals to the general public.  Such deals are only available to 
accredited investors, which provides a hurdle that makes it 
more difficult for many investors to participate.

Other more active investors get started investing in 
apartments by starting small with an 8- or 12-unit complex 
then gradually trading up.  That requires active investing 
(developing knowledge, time and skill) of which most of the 
investors I deal with are not interested in being.  They want 
the benefits of being a passive investor without the hassle of 
being active in the deal.  Hence, syndication groups provide 
just what they are looking for.  

Syndicates pool money from passive investors to make 
these acquisitions, improve the asset, and provide a very solid 
return to investors.  Syndicates are the “active” partners in the 
deal.  Most syndicate groups like to target older apartments—
particularly those built in the 1980s—because they can add 
value in the form of renovating the interiors and exteriors, and

Why I Like Investing in Large

Apartment Communities 4
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By placing new more sophisticated property management 
companies on site to improve the operational efficiency of 
these apartment communities.  It’s not uncommon for “value-
add” syndicators to target a 7-10% annual cash-on-cash 
return in the form of periodic distributions and an overall IRR 
of 12-20% over a typical five-year hold period whereupon the 
asset is sold.

I recently read a powerful book from my peer Paul Moore 
called The Perfect Investment.  I highly recommend it if you 
are an investor already investing in apartments or looking to 
invest in this profitable real estate niche.  I talk to Paul often 
and we share best practices.  He brought up some good points 
in the book around trends that lead to more renters for some 
time to come.  Demographics play an important role, 
especially for millennials and boomers, who flock to rental 
housing and away from home ownership.

Financial data also supports the trends in the popularity of 
apartment living.  Paul shared that risk-adjusted returns on 
apartments are four times that of the stock market (Wow!).  
During the 2008 financial crisis, Paul’s research indicated that 
the delinquency on residential mortgages was as high as four 
to five percent nationwide, while multi-family loan 
delinquencies were one percent, and almost nil if you excluded 
over-exuberant markets (think of Las Vegas, Phoenix, and 
Miami), and had experienced operators.

In addition to demographic and financial indicators, 
operational outcomes are helping to keep apartment 
communities on the forefront of housing trends. Paul indicated 
that both property appreciation and cash flow can be positively 
influenced by apartment renovations, by adding or upgrading 
amenities, and by tapping into revenue centers like cable, 
phone, and internet services, washer and dryer rental, renter 
insurance, and covered or reserved parking.

44



We like to target class B value-add properties. The sweet 
spot offering renovation opportunities and a more stable 
demographic.  As mentioned earlier class A is not prime for 
renovation yet and can be susceptible more in downturns.  
Class C is also good for value-add players but can come with 
more management intensive focus, and Class D we want to 
avoid all together.  Class D can be higher returns but with a 
ton more risk.  Usually these properties are in blighted or 
undesirable areas of the city and a less stable demographic.

I’ll start out here with some basics on why I like this 
investment.  This comes primarily from another syndicator 
peer of mine Brian Adams in which he lays out why apartment 
investing makes for an IDEAL investment.  Where:

I = Income

D = Depreciation

E = Equity

A = Appreciation (especially forced appreciation)

L = Leverage

I’ll add a few more TIPS (benefits):

T = Tax advantaged

P = Performing Asset

S = Scale

I’ll explore this briefly here.

Classes of Apartments

45



Income

Apartments throw off income from the rents generated 
less expenses.  This can be paid out monthly or quarterly.  We 
often see distribution in the 7-10% range and many 
syndicators offer a preferred 8% return meaning the limited 
partners get paid first up to 8% before the general partner gets 
paid.

Depreciation

The building, not the land, depreciates, and hence reduces 
your taxable income.  Many syndicates also utilize accelerated 
depreciation techniques as well.

Equity

As you pay down the loan and make improvements to the 
property and operational efficiencies to generate higher rents 
(income), your equity stake in the property increases.

Appreciation

This is my favorite and what makes apartments 
(commercial property valuation model) stand out over non-
commercial (less than five units) and single-family rental 
properties, so I’m going to elaborate on this one a bit more.  If 
I can find apartments that need some work (value-add) and 
increase the NOI (Net Operating Income), I can greatly 
increase the market value of the property, even if the general 
market around me is stable, but not booming.  This is not so in 
residential real estate, where homes are valued based on what 
other comparable properties sold for.  
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In commercial valuation, the value model is:

NOI/cap rate = fair market value

A cap, or capitalization rate, is simply what investors 
should expect to earn if they paid 100% cash for an apartment.  
Consider this example: If an apartment costs $1,000,000 and 
the cap rate is six, then the investor should expect to get 6% 
(0.06), or a return annually of $60,000, from the investment.  

So, assume the cap rate stays the same and I’m able to 
increase the NOI even modestly per the equation above, the 
market value will almost exponentially increase.  This concept 
is called forced appreciation and is what makes apartment 
investing, and commercial real estate for that matter, so 
powerful and yet is little understood by the average investor.

Let’s explore another example.  At one of our 300+ unit 
apartment acquisitions in 2016, we identified a desire for 
covered parking.  A survey of residents suggested about 2/3 of 
residents would pay for covered parking for a modest $25 
monthly fee.  If 200 units then paid the $25 monthly fee, that 
would generate about $5,000 monthly revenue or $60,000 a 
year.  The cost was $90,000 to build it so we would break even 
in about 18 months.  But from a valuation model, we added 
$1,000,000 of equity!

How’s that, you may ask?  We increased NOI $60,000 / 
6% cap (0.06) = $1,000,000.  That is the true power of value-
add apartment investing and the concept of forced 
appreciation.  Keep in mind, we were not relying on 
comparable properties to drive appreciation, so much as we 
are looking at what value-add opportunities our own residents 
would be willing to pay for and letting the valuation model 
take care of the rest.  Hence, we have more control in driving 
value than being reliant on outside forces.
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Leverage

This explanation of leverage goes for real estate in 
general, and we can best understand with an example that is a 
bit easier to think about.  If I bought a $5,000,000 apartment 
building for cash and the building generated a NOI of 
$300,000 a year, then I’m getting a six percent return on my 
investment.  Now let’s say I purchased this property with a 
20% down payment (or $1,000,000) and added value 
improving the NOI by 50%, my new NOI would be 
$450,000/year, less new debt payment of $225,000/year = NOI 
of $225,000.  However, $225,000 divided by $1,000,000 down 
payment = 22.5% return on the investment versus 6% on the 
all-cash deal.  This is the power of leverage.  Pictorially, here 
is the comparison between an all-cash deal versus a leveraged 
deal.

Cash versus Leverage

Tax Advantaged

Investing in real estate is a highly tax-efficient 
investment.  It’s not uncommon for annual distributions to 
investors of 8% or so to be offset on paper as a loss on your 
annual K-1 partner distribution tax statement.  This is because 
not only depreciation (mentioned earlier), but property taxes 
and interest on the loan can be deducted from the income.
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In addition, value-add syndicators frequently do a “cash-
out” refinance after the renovations are complete in a few 
years after the property is purchased and property NOI is 
optimized.  This refinance is considered by the IRS as a return 
of the investors’ capital and is not a taxable event.  At the time 
of sale, say in year five, there is some depreciation recapture, 
but the expected gain at sale is considered a long-term capital 
gain and is treated at a lower tax rate.

Performing Asset

In my experience, most of the value-add older apartments 
in the strong markets where we acquire them are making 
money even before we make improvements.  Hence, they are 
considered performing assets and this reduces investor risks.  
There are investors who like turnaround plays, and will invest 
in apartments where the occupancy is less than 70% and not 
making money, but that is a lot riskier.  We like to purchase 
apartments that have an occupancy of greater than 90% and 
want to build on that by improving the look and operations of 
the buildings.  This lowers investor risk.  As I mentioned 
earlier, we don’t buy on hope, we buy on a proven track 
record, and improve from there.

Scale

Typically, the more units in an apartment the more 
opportunity there is to gain economies of scale and lower the 
cost-per-unit expense of maintaining them.  There are certain 
thresholds in number of units where onsite property 
management and maintenance make sense.  The overall cost
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of an onsite manager to manage 100 units versus 200 units is 
about the same, but the cost per unit goes down as you move 
up the scale with the number of units.

So, in sum, there are many benefits to being an investor 
in large, multi-family apartments.  Focusing on value-add 
Class B is where we find the most opportunities for attractive 
returns for investors with less risk.  Get a hold of Paul Moore’s 
book to supplement what I’ve covered here and help you more 
fully understand the strong renter demand trends and 
understand more the relatively high returns versus lower risk 
of this powerful asset class.  Accredited status is required for 
many of these deals, but if you meet that criteria, you have an 
opportunity to put some of your money into what I believe is a 
very attractive investment niche.

Reach out to me and I can share with you some closed 
deals I have participated in as a general partner to help educate 
you further on what’s possible and if accredited, we can spend 
some time understanding your goals and objectives to see if 
future opportunities are an interest and fit to grow your wealth.  
I think what you will find is an exciting asset class that can 
accelerate your financial goals much faster than you realized.
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The stock market has been volatile of late and tends to 
make even the most ardent supporters nervous.  It is this 
volatility that pushes investors to look at alternative asset 
classes that are not correlated with the stock market and 
smooth out the overall performance of their portfolio.

The asset class of real estate has a relatively low 
correlation with the stock market and offers diversification in 
your portfolio while throwing off cash returns along the way.  
This has been why I have been a part of many commercial 
multi-family investments as they offer diversification into a 
tangible asset that is not directly correlated with the market 
and produces reliable cash flow.

I believe self-storage is an asset class that offers 
excellent returns and diversification with some appealing 
downside protection.  My research on self-storage funds has 
propelled me into developing relationships with some top 
self-storage operators and in June 2016, we offered investors 
our first self-storage fund investment opportunity.  We have 
offered investors more opportunities to participate in self-
storage funds since.  We will continue ramping up for more 
opportunities in the upcoming years as well.

Background

Self-storage is a unique asset class.  It has a reputation of 
providing high yields and has shown to be relatively resistant 
to recessions due to its lower declines and default ratios

Five Reasons I Invest in

Self-Storage 5
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versus other asset classes.  While still a relatively new industry 
that really got its start in the 1960’s, self-storage is already 
sizable.  Here are some statistics on the scale of the self-
storage industry in the U.S.:

• According to IBIS world, annual self-storage revenue 
rose to $37.5 billion in 2017

• Number of self-storage facilities in the U.S: 44,061

• Amount of self-storage space per capita in the U.S.: 
5.4 square feet per capita

• Percentage of U.S. households that rent a self-storage 
unit: 9.5%

In its early years, the industry was largely dominated by 
mom-and-pop operators, and even today, is still highly 
fragmented.  As self-storage gained traction, large branded 
chains such as Public Storage and CubeSmart entered the 
market and elevated business practices, quality of real estate, 
and operating efficiency.

Today self-storage is less of the well-kept secret it once 
was due to growing institutional ownership.  Publicly-traded 
self-storage REITs (Real Estate Investment Trusts) have been 
one of the top performing sectors in recent years with a good 
track record of delivering dividends and stock appreciation.

Asset Class Overview:  Trends and Drivers

Climate-Controlled: Facilities that offer climate-controlled 
and humidity-controlled space in all or part of properties have 
become increasingly popular over the past decade.  People
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don’t want to store items of importance in musty and moldy 
environments and they are willing to pay a premium to protect 
their belongings.

Additional Revenue Streams:  Storage facilities may boost 
income by incorporating a variety of other complementary 
businesses at the same property, such as truck rentals, pack-
and-ship franchise, retail, and other revenue drivers.

Demand Drivers

Population Growth:  Since population growth is a logical 
driver of storage demand, self-storage developers are looking 
at real estate more strategically and positioning their locations 
closer to their customers.  Storage does well in densely 
populated areas, as well as markets that are experiencing 
population and job growth.

The American Consumer:  People buy a lot of stuff and have 
a natural reluctance to throw anything out.  Suburban garages 
fill up quickly with a variety of household items that folks 
want to store, but to make room in the garage for their car 
homeowners turn to operators of self-storage units.
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Changes in Use

The self-storage industry has seen substantial change both 
in terms of how locations are developed and used, as well as 
how they are operated. The following are few of the 
highlights:

Location:  Over the past decade, self-storage properties have 
moved into urban centers to be closer to their customers.  That 
shift has been propelled by the new demographic trend of 
urbanization of Millennials and Empty Nesters, who are 
moving to cities and into smaller dwellings that offer little 
space for storage.

Technology:  Operators are embracing technology in all 
aspects of their business.  There is growing competitive 
pressure to offer facilities that are clean, safe, and secure.  In 
response to market demands, facilities are incorporating 
technology into surveillance and security ranging from CCTV 
monitoring to key card access.  Operators also are utilizing 
technology to improve efficiencies, such as using software to 
track renter history and issue alerts to late payers or send 
automatic notifications for rent increases.

Five Reasons to Invest in Self-Storage

Reason 1: Asset Class Returns

As a review from the previous chapter, according to the 
National Association of REIT the self-storage sector produced 
an average annual return of 17.43% from 1993 to 2017.  For 
comparison here are the returns from some other REIT sectors 
during that same time:
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Office: 13.26%

Retail: 12.75%

Industrial: 13.36%

Residential: 13.42%

Apartments: 13.32%

Manufactured Homes: 13.27%

Mortgage: 11.18%

S&P 500: 7.54%
(https://dqydj.com/sp-500-return-calculator/ )

Let’s assume you had $200,000 to invest in 1994 and put 
your money equally into two investments.  One investment for 
$100,000 in a self-storage REIT and reinvested all earnings, 
and the other $100,000 into the S&P 500 and reinvested all 
dividends.  By 2017, the self-storage REIT would have grown 
to $4,026,413 while your S&P 500 stock fund would have 
grown to $532,243.  Self-storage outperformed the large 
capitalization stocks index by a whopping $3,494,170.  Now, 
astute investors recognize that past performance is not 
necessarily indicative of future performance, but this is clearly 
eye-opening and worth further study.

Reason 2:  Recession Resistance

According to the NAREIT, the self-storage asset class 
also outperformed other sectors in the most recent recession.  
From 2007-2009 the self-storage sector produced an average 
of -3.80%.  For comparison here are the returns from some 
other REIT sectors over that same time:
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Office: -8.16%

Retail: -12.32%

Industrial: -18.31%

Residential: -6.43%

Apartments: -6.72%

Manufactured Homes: 0.47%

Healthcare: 4.92%

Mortgage: -19.54%

S&P 500: -22.03%
(https://dqydj.com/sp-500-return-calculator/)

Why was self-storage able to outperform almost every 
REIT sector during the most recent recession?  When the 
economy is good and disposable income is on the rise then 
people buy more “stuff” and need a place to store it, which 
makes sense.  Amid the recession homeowners were losing 
their homes to foreclosure or downsizing to apartments, they 
turned to self-storage units to be a logical choice, kind of a 
temporary staging area awaiting better times.

At the heart of this issue is the fact that Americans have a 
culture of buying too many things and they can’t seem to get 
rid of most of it.  The demand curve for self-storage seems to 
be inelastic which helps pull the sector through any major 
downturns.  Estimates are that one-third of storage space is 
filled with items that have been there for over three years.

Reason 3:  Rent Growth and Positive NOI

In-place self-storage tenants are generally not price 
sensitive, as the self-storage rental fee is normally a small
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portion of a tenant’s monthly disposable income.  This allows 
operators to raise rents as the market demand grows without 
an impact on occupancy.  For example, if tenants are paying 
$100 a month for a 10x10 storage unit and the rent goes up six 
percent to $106 a month most tenants are not price sensitive 
enough to rent a moving truck and spend a Saturday moving to 
another storage facility.

In addition, leases are typically month to month which 
allows pricing adjustments to be more dynamic.  This, coupled 
with minimal communication between different tenants at a 
given facility, also allows for the operator to selectively adjust 
rental rates for individual tenants.  This is one of the main 
reasons large self-storage operators can, in general, increase 
rental rates five percent or more per year.  What does this rent 
growth allow for?  An increase in net operating income drives 
increased value of the property which drives returns for 
investors.

Reason 4:  Cash Flow and Tax Benefits

One of the many benefits of real estate investing in self-
storage is cash flow.  This cash flow is sought after by many 
investors who look to live off passive income.  Cash flow in
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the 8-10% annual range is typical on stabilized properties.  
This income is offset by common deductions that many real 
estate properties take advantage of such as property taxes, debt 
interest, and depreciation.  As a result, this asset can be very 
tax efficient when held in a taxable portfolio.  We invest 
primarily through syndication structures with limited partners 
(our investors) that take advantage of these pass-through 
deductions which allows them to keep more money in their 
pockets.

Reason 5:  Fragmented Market

Nearly 80% of self-storage properties remain in the hands 
of small, independent operators.  This fragmentation and the 
sector’s solid past performance has caught the attention of 
large institutional investors.  Larger properties are increasingly 
the subject of interest from institutional buyers, including the 
larger self-storage companies that run themselves as REITs.  
The top six public companies control approximately 18% of 
all the facilities, with the remaining approximately 82% of the 
facilities controlled by independent owners. This 
fragmentation should provide for the opportunity for well-
capitalized and sophisticated players to selectively target

58



individual assets and portfolios at attractive cap rates, thereby 
enabling these players to gain scale.  Once stabilized these 
portfolios become attractive assets for a REIT to purchase and 
create an exit for us as investors.

In sum, the investment community has taken notice of 
self-storage as a viable commercial real estate asset class, and 
the underlying dynamics continue to fuel the sector’s success.  
With solid recent past performance and upward trending 
occupancies and rental rates, self-storage represents a 
tremendous opportunity if purchased at the right price and 
with the right operator.  When you put it all together, an asset 
class that is known to be recession resistant yet offers stable 
cash flow in a growing, yet consolidating market, poses a 
relatively compelling argument for inclusion in a diversified 
commercial real estate portfolio.
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In my continuing efforts to identify some of the most 
alluring alternative real estate investment asset classes, mobile 
home parks continue to be near the top.  I like multi-family 
value-add apartment investing as a core holding and self-
storage and mobile home parks to provide some unique 
diversification around the edges.  The interest stems from 
long-term demographic trends favoring more renters, the need 
for affordable housing, and the desire to keep things which all 
buffer these asset classes to some extent from economic 
downturns.  We’ll focus here on MHCs (Manufactured Home 
Communities), often called MHPs or Manufactured Home 
Parks.  I’ve outlined below the six reasons I like this asset 
class:

1.  Demand for Affordable Housing Increasing

For many, the rise of housing costs and overall living 
costs keeps affordability of buying a home at bay for many.  
More and more folks are retiring (10,000 baby boomers retire 
every day) with little savings and live primarily on social 
security to make ends.  Low wage earners also cannot afford 
the rising cost of home ownership so their only options are 
low rent apartment housing or MHPs. MHPs are an affordable 
option for many folks who need a place to live.  America as a 
group is getting poorer as the middle class is getting squeezed.  
There is a growing demand for affordable housing and this 
trend has long legs.

Six Reasons to Invest in

Mobile Home Parks 6
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2.  Limited Supply and Competition

There are only about ten new MHPs built in the entire 
U.S. in a typical year against a total stock of 50,000 parks.  
Cities and townships across America frown on MHP 
developments so getting permits and zoning approved to build 
new parks is difficult.  Hence, less supply increases the value 
of existing parks.  This benefits current owners also, as there is 
virtually no competition from new MHP development.  It’s 
also costly to build new parks because the owner must then 
attract mobile home owners and moving them is costly.  As a 
result, most MH owners stay put, forcing the MHP owner to 
not only buy the land and put in the infrastructure, but 
gradually buy and place new mobile homes on the lot.  That 
creates a longer road to profitability.

3.  Lack of Mobility

The essential income generation makeup of MHPs comes 
from renting the space (land) to an owner of a mobile home. 
However, the cost to move the mobile home for the owner can 
be $3,000 to $5,000 which may be cost prohibitive.  For most 
manufactured homes, the trip from the factory to the mobile 
home park is the last move it will ever make.  The only choice 
really for the owner of the manufactured home is to continue 
to rent the lot or sell the home to the park owner.  Reasonable 
lot rent increases are more tolerable as moving the unit is cost 
prohibitive.

4.  Cash Flow/Total Returns

MHPs throw off a lot of cash for investors and ten 
percent cash-on-cash returns are achievable.  Add refinancing 
to pull out more investor cash at regular intervals on improved
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park valuations and total ROI can amp up to high teens to 20% 
annual returns over the hold period.  Cap rates for the sector 
are typically higher than both apartments and self-storage.  

Costs are much lower since the owner of the MHP does 
not typically own the manufactured homes and just rents out 
the lots.  Lot rents can increase at a reasonable clip due to lack 
of mobility issue and high cost of other housing options.  Very 
little maintenance costs exist since the units are not owned by 
the park owner.  Rising property value also does good things 
for the owner of the manufactured home so it’s not a winner-
take-all proposition that encourages lot renters to stay.

5.  Fragmented Ownership

Almost 80% of the 50,000 MHPs in the nation are not 
owned by large companies, but by everyday folks who have 
owned these parks for years.  Many are ready to retire.  The 
opportunity for a new MHP owner is to look for parks in good 
locations that are underperforming and with professional 
management add value by improving the overall appearance 
and economic performance of the park.

6.  Big Money has Committed to the Space

The largest players in MHC industry in the U.S. are Sam 
Zell, the Chicago-based real estate magnate and Warren 
Buffet, who owns Clayton Homes, the largest manufacturer of 
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mobile homes.  Zell is chairman of Equity LifeStyle Properties 
and is the mobile home industry’s largest landlord with over 
144,000 lots and 32 states.  Clayton Homes manufacturers and 
provides financing for new manufactured homes.

If you like this sector, one of the best ways to play it is 
through syndication.  Here, as a passive investor, you can 
invest with experts that know this space well, and can acquire 
and manage these properties to improve performance.  I like 
pooled investments even better.  Pooled investments are where 
instead of just buying one property, you are investing in 
several MHPs across different geographies.

In the next section, we explore putting this all together 
and next steps.  So, if you are convinced that you should take a 
seriously look at considering one or a few of these niches to 
provide some diversification, passive cash flow, and tax 
benefits to your portfolio, you may be wondering how you 
take the next step.  In Part 3, I will explain how to get started.
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Section 1

GETTING STARTED:

MARKET, DEAL, 
TEAM

PART 3



I attended a multi-family meetup group in Austin a few 
years ago and the topic raised by one of the attendees who 
was new to apartment investing was how to vet a deal sponsor 
as part of the investment valuation process.  I understood her 
challenge, especially as a new investor trying to get up to 
speed. So, I essentially told the folks attending that I would do 
a special report on this topic to help provide some guidance. 

In every deal I evaluate, I like to look at three main 
things: The Market, the Deal, and the Team.  This chapter will 
focus on the third topic, the Team (The Team, aka 
Sponsor/Operator), however I would say they are all 
important. Some would say, and I probably agree, that the 
market where the apartment is located is by far the most 
important element here.  You can have a great deal and a great 
team, but if you are in a poor market or location (think non-
growth or declining, crime-ridden, etc.) you are not going to 
be very successful, period!  Give me a great market and a 
great team and an okay deal, and you can still make some 
good money because the market and the great team will cover 
up and manage through some of the deal challenges.  Give me 
a great market and a great deal, but a bad and inexperienced 
team and you can lose your shirt, end of story. 

So, yes, you want all three in your favor but let’s focus 
on the sponsor (sometimes referred to as the general partner, 
deal sponsor or syndicator). What should you be looking for 
in a sponsor? I will tell you, as a person who has his own 
company dedicated to working with accredited investors and 
who works closely with select sponsors to help vet, fund

Ten Tips for

Vetting a Sponsor 7
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and acquire apartments, that I have firsthand experience as to 
what is most commonly asked, what is not, and what probably 
should be. 

Tip 1: Tenure and Experience of the Partners in 
this Industry

Google the company and key principals’ (management) 
names and make sure nothing bad comes up.  Go to LinkedIn 
and Facebook; review any articles or books they have written. 
You are looking for honest, high integrity, high character folks 
here.  Spend some time and use your gut instinct if something 
doesn’t seem right or is not aligned with what they are saying 
in their bios, company’s mission statement, philosophies, and 
to what you are uncovering in their histories.  The big ones 
would be bankruptcies, felonies, litigation, or SEC or state 
violations as red flags. This is a well-regulated industry and 
compliance is a top priority. 

Are they active in online real estate investing forums?  I 
am a member of BiggerPockets (an online real estate investing 
social network).  If a sponsor is active there, it is easy for 
prospective investors to simply ask in the forums has anyone 
ever participated in “so and so’s” deals before and would they 
mind going offline to discuss.  I’ve seen online as well, but 
that may not be the best way to take the discussion for a 
variety of reasons. 

Review their marketing materials (deal summary deck), 
listen to the conference call if provided, and review the PPM. 
Is everything looking professional and organized, and is the 
business plan simple and clear?  How do they handle investor 
questions on the conference call?  Do they present themselves 
professionally and address all questions thoughtfully. 
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What’s their reputation?  What have the partners got to 
lose?  I like focus (full-time) syndicators, but I’m okay if they 
have related businesses.  One sponsor I work with has an 
active apartment coaching business teaching students about 
how to get into this field and succeed, as well as a nationwide 
podcast interviewing experts on their best real estate advice.  
So, if he becomes a “bad apple” at some point, wow, he loses 
three businesses including his main business of being a 
sponsor for large multi-family (MF) deals and losing his main 
ability to raise capital and do deals.  He and I agree that one’s 
reputation is everything in this business!  Reputation is so 
important that you are soon out of business if you don’t protect 
and maintain it. 

Tip 2: Track Record

Does the company have a track record that you can 
review? Sometimes the projects and track record are posted on 
their website so it would be good to see that.  If not, request it.  
You want to see consistency in types of projects they are 
investing in.  For example, do they only do large value-add, 
class B apartment properties or are they all over the place, 
with  A/B/C/D investments, including other niches like 
storage, etc.; do they use strategies like turnarounds, 
momentum plays, etc.?  The simpler, more consistent strategy 
is best.  You get very good at focus.

For performance, ideally, you’d like to see evidence of 
returns (based on cash-on-cash percentages, growth in NOI, 
and  consistent distributions, especially if there is a preferred 
return) at or above the original business plan forecasts and 
within industry expectations.  For instance, in large apartment 
value investing, 8% cash-on-cash returns and 15% IRR over a 
five-year hold are reasonable to achieve as of this writing.  If I 
see a deal promising 15% cash-on-cash return and 25% or

67



higher IRR, I get a little nervous.  If a sponsor does ten deals, 
it’s invariable that the sponsor may have a deal that is just 
meeting expectations, as no one is perfect in this industry. 
However, if the sponsor states a preferred return to investors, 
that return should be hitting 8%. The sponsor does not get paid 
under a preferred return plan until the limited partner 
(investor) gets paid up to the full 8% of stated target. 

Tip 3: References

I get asked for references from time to time by investors 
considering their first investment with us.  I’m more than 
happy to provide references to investors.  I usually will seek 
out an investor or two who have been in our deals longer and 
in a couple of investments.  You may want to ask questions 
like: How has it performed (you want at least at or above 
expectations)?  How are the communications quality and 
frequency with the investors?  Are there any issues or concerns 
you have experienced and how have they been handled?  You 
want to know that any issues were handled promptly, with a 
corrective action plan and a positive “process improvement” 
attitude from the sponsor. 

Tip 4: Investor Relations and Communications

Three factors are important in investor relationships.  
They are availability, transparency, and responsiveness.  I will 
elaborate on each.

Availability: Does the Sponsor have time for you?  Do the 
sponsor team members make themselves available to answer 
your questions and educate you?  You should be able to talk to 
the sponsor directly.  You should be able to ask the sponsor 
just about any question and they should be able to answer you
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promptly with a quality response.  Are you comfortable with 
their responses?  Do they help educate you on technical areas?  
Sponsors want to have long-term relationships with their 
investors, so if the sponsor team is not answering, you could 
get a sense that they are not thinking long-term about this 
business and about where the limited partner (investor) sits in 
this relationship . You want to feel as an equal partner, you 
should be well informed and very comfortable with your 
investment and how you are treated and communicated with is 
very important. 

Transparency: Can you tour the property? If an investor 
wants to see the property, I’ll line that up with the property 
manager and meet them as well, if possible.

Communications Schedule: A good sponsor should give you 
an example of an investor communications schedule and some 
correspondence on past deals for you to review.  The schedule 
should contain frequency of communications, timing of 
distributions and K-1 statements for tax purposes, how you 
can contact the sponsor, and other handy tips. 
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Tip 5: Conservative Underwriting/Assumptions 
and Forecasts

This might be one of the most important points, and I 
cannot overemphasize that a good sponsor should be 
principled in being conservative in the numbers and 
assumptions that make up the business plan and investment 
performance projections.  Words like “capital preservation” 
and “conservative underwriting” should come out loud and 
clear on the company website and on any projects you are 
reviewing, etc.  It’s not rocket science, but a lot of common 
sense.  The business model in value-add apartment investing 
with experienced sponsors is quite attractive financially so 
there is no compelling reason to embellish the numbers or 
stretch.  You can conservatively post numbers that gain 
investor attention and interest and pleasantly surprise them 
during the duration of the investment with upside 
performance.  Why take risks in forecasting higher numbers 
and then struggle to meet them consistently. 

You will want to review the sponsor’s assumptions 
carefully for every deal you analyze. Better yet, a good 
sponsor in dealing with more sophisticated investors will put 
together a sensitivity analysis report that shows you how your 
investment returns are impacted when four key areas of the 
investment model change (occupancy, rent, interest rates and 
cap rates). This can cause your investment returns to change 
either positively or negatively. I focus more on the worst-case 
scenarios and see if I can still live with it. 

Here’s an example of how a sponsor might take different 
assumptions.  Let me set this up.  We bought a property where 
25% of the units were already renovated and the previous 
owner was getting $100 more in rent across all sizes of 
apartment units (studio, 1x1, 2x2, 3x3).  The market comps 
around us for renovated units were about $115-$125 more per 
unit. The company underwrote the deal at $71. That’s a nice
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spread, from $71 to $125.  The market can go soft and you can 
still make good money for the investor at $71.  A more 
aggressive assumption might be to assume $100.  Even more 
aggressive, assume $115 to $125 and show your investor a 
greater return.  Publishing this more aggressive assumption is 
not a good idea.  Remember, you always want to under 
promise and over deliver, so be conservative. Same with 
occupancy.  Submarket was at 97%, we were at 95% upon 
purchase, but we showed that even if the market had a 
meltdown and we got 81% occupancy, we would still yield 4% 
to the investor.  It may not be great, but still solid in a market 
meltdown. 

Tip 6: Sponsor / Limited Partner (Investor) Payout 
Structure

Review the waterfall (payout structure) and understand 
how the sponsor and the investor get paid.  Common industry 
splits can be 20–40% for the GP and 60–80% for the LP.  I’m 
comfortable up to about 30% for GP and I’m generally 
comfortable with a hurdle, but as a marketer of deals it 
complicates things when talking with investors.  A hurdle is 
where after a certain IRR is reached, the split can change.  For 
example, up to 13% IRR the split is 70/30.  After 13% up to 
18%, the split changes to 65/35 and so forth.  The idea is that 
the sponsor will get a higher return (incentive) by showing a
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stronger performance.  Again, if an investor is being shown 
a 15% IRR then the waterfall should already be taken into 
consideration in the forecast. 

I personally like to see a preferred return in the deal.  
This favors the investor.  There is no guarantee when you 
invest in these deals, however, the next best thing to a 
guarantee for the LP is a preferred return.  A typical 
preferred return is 8%. Be careful here.  When comparing 
deals, I often see “club” investors that are overly focused on 
working with sponsors that only take 20% split, but club 
deals I see don’t have a preferred return.  So, all things 
equal, I’d take the preferred return any day and be fine with 
the 70/30 split after that.  Do the math, it takes a significant 
return, say mid-teens and higher, before you’d see an even 
tradeoff.  I feel that with an 8% preferred, I’m essentially 
getting as close to a guarantee as possible.  An 8% return 
paid these days is darn good, and knowing the sponsor gets 
no return until I, the investor, gets this, would be important 
to me as an investor. 

Tip 7: Sponsor Fees / Investor Alignment

The first two fees are very common and important to 
understand.  The others are optional:

Acquisition Fee – Generally, this fee ranges from 1-3% of 
the purchase price of the apartment and is paid to the 
sponsor at closing.  It is common to see 2%.

Asset Management Fee – Much like the acquisition fee, the 
asset management fee typically ranges from 1-3% of the 
monthly revenues generated by the apartment. This is 
usually paid out quarterly to the sponsor. Again, I see 2% as 
common for both fees.
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Loan Guarantee – Sometimes you will see this because the 
lender requires one or two of the key sponsors to put up their 
net worth as collateral to the size of the loan. So specific folks 
on the sponsor team want to get paid to take on that burden or 
risk even if non-recourse loans are common (as carve-out rules 
usually apply).

Disposition Fee – Typically this fee is 1% of the sale price 
paid to the sponsor for all the work in selling a property. 
Optional.

Fees should not impact projections shown, but double 
check. It’s common that the cash-on-cash return and IRR you 
are shown in the five-year projections on the investment are 
after fees have been taken out.  In other words, if the 
investment projects a 7% cash-on-cash yield and a 14% IRR 
over a 5-year hold, that is what the sponsor is targeting for you 
to receive, assuming the sponsor executes to the plan.  Hence, 
you should not expect your returns to go down just because 
there are sponsor fees.  A good forecast should bake all that in. 

Sponsor Investment Commits – I like to see sponsors invest 
in their own deals. I’m not hung up on how much that is really 
but I’d like to see it be at least the two times minimum for an 
investor, or something that makes sense.  If most of the 
partners on the sponsor team are putting up money, I feel 
better.  

Now, I know a lot of sponsors who don’t and that would 
not preclude me from investing with them.  Why?  Because as 
a sponsor, there is a ton of work involved; skill, knowledge, 
and experiences that are brought to bear to make this a great 
investment, often termed “sweat equity”.  Having the sponsors 
put more of their own money in the deal from a symbolic 
standpoint is a good thing but you shouldn’t expect them to be 
betting the ranch with their personal funds.  To illustrate, I 
worked with a sponsor who put together six deals in the past
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12 months. I can tell you his financial planner would not be 
advising him to invest a lot of his own money in every deal, at 
least not much, because he, like you, should be thinking about 
his overall financial picture. 

This is akin to folks who used to put all their 401K 
money in their company stock.  It probably is not too smart if 
you have your livelihood (salary/bonus) already in the deal 
which the sponsors essentially have, as most are pursuing this 
on a full-time basis.  Again, it shows alignment with the other 
investor partners and that, in general, is a good thing but don’t 
get hung up on it.  Once you have been a sponsor you will 
realize that sponsors earn it. 

Tip 8: The Property Manager

It’s common that a sponsor will hire a property 
management company to oversee the day-to-day operations.  
Again, the sponsor will be very involved as the asset manager 
but looking to ensure that the property manager executes the 
business plan to add value and create a great apartment 
community.  Good reputation and experience are essential as 
the right property manager will make or break a good deal in a 
good market. 

Review the property management company that the 
sponsor uses or will be using on the project you are evaluating. 
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Check out its website and do many of the things we already 
discussed in Tip 1. Review backgrounds of the key leadership 
team.  Do they have a track record of solid performance?  How 
many properties do they manage; what types (classes) and 
sizes?  If the sponsor is focusing on class B value-add 
apartments and the property manager is mostly sustaining 
class A buildings, this is not a good fit.  I also like one with 
size as the company can better negotiate with vendors to cover 
multiple communities. 

A good apartment manager will also focus on “making a 
community.”  Studies show few residents at apartments even 
know their neighbor.  To improve relations and a sense of 
pride in the apartment community, what is the manager’s plan 
to improve community purpose, comradery, caring and fun for 
the residents?  These are qualitative factors for sure but have 
direct quantitative impacts such as increased resident 
retention, lower turnover, referrals, etc.  Is this a new market 
or submarket for the property manager, or do they have other 
properties in the area?  They should be focused on education, 
training, and processes with state-of-the-art software. 

Tip 9: Asset Management

Asset management is done by the sponsor.  I would ask 
the sponsor what are his key actions, plans, and routines to 
stay on top of the apartment manager and the community.  Is
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he in the same town?  That is not critical if he is flying in often 
enough to ensure the apartment management is on top of its 
game.  I like to see the sponsor team providing monthly emails 
to the investors on project status.  It could be as simple as four 
or five bullets on what has been accomplished that past month, 
how they are handling any issues that came up, and how the 
parties involved are protecting your investment.

Is the sponsor team responsive when investors have a 
question, and do they work well with the apartment manager 
in quickly addressing the issues?  Quarterly, you should be 
able to get the full financial readout from the property 
manager on the actual versus budget figures.  See Tip 4: 
Investor Relations and Communications for additional 
information on now communications are normally addressed. 

Tip 10: Holistic Win-Win

If done right, everyone should win.  The sponsor and 
investor should win, the property manager should win, the 
residents should win, the community should win, and all the 
support folks including the lender, broker, etc. should win.  
When you are talking to the sponsors and their representatives 
(could be the core team) and the extended team players, get a 
sense of how they talk about the sponsor and how the sponsor 
talks about his team and supporting cast.  All the integrity, 
character, and other essential ingredients we mentioned earlier 
in vetting the partners should resonate loud and clear.  

You want a sponsor that cares and wants everyone to win.  
Yes, it may be intangible and hard to see, but with enough 
conversations, including going to past properties and just
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seeing how they are functioning, your gut instinct will tell you 
if this is the right sponsor to oversee your investment or not.  

I hope you found these lessons helpful and enlightening 
as you vet out sponsors for your deals.  The great news is this: 
Once you find a great sponsor, you can usually reduce a lot of 
this work on future deals and continue to ride with them on 
future opportunities, focusing more on the market and projects 
they are presenting to you.  Once sponsors find a philosophy, 
model and formula that works, it’s usually consistently 
repeated over and over.
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When I look at an investment, I’m looking at three main 
areas, the Market, the Deal and the Team (Sponsor).  We just 
covered the team. You’ve got that down.  Let’s move on to the 
market.

The Market

If you remember anything about your economics class 
back in school, the concept of supply and demand is really the 
main concept I want you to think about.  If I have a lot of 
people moving into a market (city) and supply (housing stock) 
is not keeping pace, then I will expect upward pressure on 
prices and rents.  Hence, a simple data point would be to 
Google fast-growing populations around the country that are 
exceeding the national averages and understand why and if 
that is expected to continue by looking at future expected 
growth rates.

If I further look at a city I like, then want to own 
property in submarkets of that city that are experiencing 
higher rent growths.  That would indicate to me people want 
to live in that area of town for a variety of reasons (close to 
new employment emerging, shopping and entertainment, good 
schools, etc.).  We like to focus on finding older properties that 
need a makeover in Class A areas or emerging and gentrifying 
areas of the city.  Ideally, third-party data should show you top 
10% submarkets in your target city for rent growth historical 
and projected.

What to Look for in

A Good Market 8
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These are the best indicators of where to be.  Clearly you 
can get more complex and look at absorption rates on new 
supply coming on board but really that is new stock and with 
our approach of adding value to existing properties, we feel 
that we offer a value proposition to the renter and won’t really 
be competing too much with new inventory that must charge 
much higher rents.  

Looking for infill lots is especially appealing in areas 
that are emerging as the “in” place to live, work and play.  
This makes it difficult to find space to build new stock.  Value-
add properties built, say in the 1980s to 2005s that are in need 
of a makeover, will be in demand as renovations get them 
more up to date and rents can move up to meet the demand to 
live in the area.

Lastly, you want to ensure that the city and submarkets 
you are targeting have a diversified industry basis.  The last 
thing you want is heavy reliance on one employer.  We like to 
be in highly diverse cities, especially cities that have 
populations of one million or more in their metropolitan 
statistical area (MSA), to reduce risk.  Houston is an example 
where the city still has a solid reliance on oil.  And when oil 
dropped from $100 barrel to $50 barrel in 2014, it did impact 
the city’s growth at that time.  Dallas, on the other hand, has 
one of the most diverse employment bases in the country and 
did not experience that impact.
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I also like to look at household income in the 1-, 3-, and 
5-mile radius surrounding the property. I like household 
income to be above the city averages and trending higher. 

The purchase price and rental comps for pre- and post-
renovation rents should be under market for competitors 
within one to three miles of the property.  The purchase price 
relative to other sales of like age and size of property in the 
general vicinity should be below averages on a cost per unit 
and cost per square foot basis.

I like to see properties located near major freeways and 
arteries so it’s convenient for people’s jobs, shopping, 
entertainment, and schools.  You should be near “good” 
schools.  Also, review neighborhood rankings to attract the 
families which support the unit mix.  These factors help to 
reduce resident turnover.  I like to see properties in at least a B 
area and preferably in an A area.  If we can find a value-add 
play, say B to a B+ property, in a B+ or A area; or an A-
property in an A area, that works.

You could look at more things in a market for sure, but 
again, the point here is that you are not an active investor.  
When you are looking at syndication deals, the investment 
summary should be highlighting why the operator likes the 
market or submarket.  Now you will be armed to make sure 
that the sponsor is highlighting the key points for wanting to 
acquire this asset in this city and submarket.

In sum, I want a deal in a large city (MSA greater than 
one million people), seeing job and population growth greater 
than the national averages, with diverse industries, and strong 
increases in rents in a submarket that’s really moving.  You 
want to see growing incomes in that submarket which can 
support greater rents in the 1-, 3-, and 5-mile radius of the 
property. We don’t buy on hope, we buy on proven data
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showing the trend is in place and expected to continue for the 
foreseeable future.

Let’s tackle how I look at a good deal, since I vet all the 
deals that I decide to invest in before I share it with my 
investor base.  Note that there are a lot of things potential 
investors could look at, and this is not a comprehensive 
review, but will touch on some of the more important things I 
like to consider.
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The Deal

At a high level, the numbers fit our criteria for 
considering a deal if we see seven to ten percent cash-on-cash 
return, and a 12-20% IRR over a five-year target hold.  These 
are numbers that attract investors.  I like to see a preferred 
return of 8%.  We really want conservative underwriting and 
assumptions.  Using conservative underwriting and 
assumptions is so important to a deal that I can’t 
overemphasize it enough.  I can look at the same deal and it 
can be underwritten three ways (conservative, at market, and 
aggressive).  You want a simple business plan that makes 
sense.

At the top level, you’ll hear folks say it’s a great-looking 
deal.  As a savvy investor, then, you should assume that they 
are also talking about the framework of a great market, and a 
deal with a great team behind it.  I’m splitting hairs a bit and 
isolating the deal, the business plan and assumptions, and the 
forecasted numbers and returns.  A good syndicate will 
provide information to the investor which lays out everything 
for you in an easy, logical flow.  It should include:
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An Offering Summary: This summary contains most 
important numbers like investor return projections, cash 
distributions and timing to investors, purchase price, cap rate, 
expense ratios, DSCR (Debt Service Coverage Ratio), hold 
time, and equity required.  These items should be laid out 
clearly upfront.  You want to be reviewing the investment 
summary and the PPM.  If the sponsor has a conference call or 
webinar, listen to that as well.

Investment Highlights: Key points on why the operator likes 
the investment are important to learn.  I like to see a 
powerhouse market or submarket, as mentioned earlier; simple 
value-add opportunities, most common are updating outdated 
exteriors and interiors; below-market rents after renovation 
compared to competition nearby; and easy operational 
improvements that can reduce costs.  I don’t want to be the 
first to improve in the area, as such a maneuver is too risky.  
We want to see the trend in place and proven rents on those 
properties that have completed their makeover.

Partnership Structure: Key elements of the partnership 
structure include preferred returns, splits (GP/LP), and hurdles 
(optional). It’s important to review this section carefully and 
ensure the sequencing of when you get paid; (LP) versus the 
(GP).  
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As mentioned earlier, splits usually vary with the 
experience of the operators, but certainly 70/30 (LP/GP) is 
most common.  Hurdles are optional, but if the split of 70/30 
gets me to the targeted return of say 18%, then changes to 
50/50 after that, I’m fine rewarding the GP for outsized 
performance if I can continue to participate in the upside.

Business Plan: The business plan should detail what is going 
to be done to add value to the property.  It should be simple 
ideas that renters want and will pay for.  Examples might be 
adding covered parking, or adding 100-square-foot fences to 
first floor backyards for extra privacy and pets.  An important 
note here is that the lowest-risk and highest-return strategy in 
the apartment investment niche is buying properties you can 
improve through renovations (interior or exterior) and 
operationally run more efficiently to increase the net operating 
income.  You don’t want to be spending a lot of money on 
roofs or other infrastructure that renters don’t see or won’t pay 
for, but if you have to you have to.

Buying new construction and development properties can 
be very profitable in early stages of property cycles, but value-
add properties are a much lower risk strategy when done right.  
An older property that has been fixed up and stabilized is very 
attractive to renters because rents can be much more 
competitive than in newer properties.  Plus, those older 
properties are more insulated from downturns, as the newer 
properties must cover the higher costs of labor and materials.  
We often see $300 to $500 differences in Dallas rents, for 
instance, in brand new versus renovated units.  That makes a 
difference for renters, and especially to investors in 
downturns.
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Financing of the Property (aka Debt Terms): Normally, 
you want to see reasonably leveraged properties of say 65 to 
75% LTV (Loan to Value) or less.  The DSCR, or cash flow to 
cover the mortgage, should be higher than say 1.25.  The 
higher the safer, and banks require 1.2 minimum.  A DSCR of 
1.0 is the breakeven point, and not a good scenario.  

Loan terms such as fixed or variable rate, length, 
amortization and rate should be clearly spelled out.  In a low 
and rising interest rate environment as we have now, low 
fixed-rate debt of say ten years is ideal, since we are not 
expecting to stay in the property longer than seven years.  This 
also could be attractive for a buyer if the loan is assumable 
when we go to sell in say three to five years.

I also like to see interest-only payments for the 
renovation period of at least two years, but we are seeing five 
years as of this writing.  This way, during the renovation 
period, the operator will not have to use valuable cash flow to 
make a higher monthly payment where principle is included.  
You’ll want to see a cap on variable rate loans to protect you.

Exit Strategy: You want to know the exit plan, and whether 
it is to refinance, sell, or buy and hold.  That is when you 
expect to get most or all your equity back and earn profits on 
the sale.  Most value-add syndicates will look to at least
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refinance or add supplemental debt to the property after 
renovations are complete and they have maximized the value 
of the property to return some equity back to investors.  This 
typically occurs toward the end of year two for larger, say 200-
unit, apartments.  This reduces investor risk and increases 
returns.  Average hold periods I see are five years, and should 
generally be in the three- to seven-year range.  Beyond that, 
you are really looking at a buy-and-hold strategy.  
Distributions from profits should be at least quarterly, and 
ideal if monthly.

I like pictures of before and after interior renovation 
plans and the itemized budget for these upgrades should be 
provided.  It’s common to build contingencies, especially if 
labor and material prices increase, or you find something you 
want to do after you purchase the property that adds value, etc.  
In pre-purchase planning, it is better to be estimate costs by 
over-budgeting, rather than under, in order to avoid the risk of 
not being able to upgrade the property as needed.  Total cost 
per unit for upgrades should be stated.  You want to make sure 
you are not over-improving or under-improving.

Unit Mix: A unit mix that fits the market (i.e. percentage of 
1x1, 2x2 3x2s) should be reviewed.  You want a good number 
of two-bedroom, two-bath (2x2) units for most residential 
areas, as that is geared to a family unit, and family units are 
typically more stable renters.  If you are targeting near 
colleges, certainly more 1x1 is logical and would make sense.  
A sweet spot is about 70% 2x2s in an apartment community 
for residential areas where we like to buy.

Financial Analysis: I like to see the five-year cash flow 
projections with line items and assumptions for each line item.  
This is where you will find out if the sponsor is conservative, 
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which is what you want.  For example, if rent growth has been 
high, like 5-7% in the submarket, for the last one or two years, 
you certainly would like to see operator projections of the 
subject property at normal 3% rent growth.  

Continuing with this example, if occupancy has been 
95%, you like to see maybe 90% in year one, as that is when 
the property is being renovated and re-positioned, so turnover 
should be a bit higher and forecasted to be under market.  You 
want occupancy projections slightly below market forecast 
(i.e., 95% versus 97%).  

Review expense line items and see where the operator 
expects to see reductions and ensure that plan is clear, simple, 
and achievable.  Cutting staff or wages may not be ideal but if 
you own two properties across the street from each other, 
certainly one highly-talented property manager you pay 
slightly more can cover both properties at a reduced cost per 
unit to both properties.  See, now that sounds logical doesn’t 
it.

Sensitivity Analysis: The sensitivity analysis is a stress test 
of occupancy and rent projections; and cap rate to sale price.  
You want to understand the breakeven point (B/E).  I usually 
see about 75% occupancy as B/E, and making some return of 
say two to three percent, if rents are ten percent less than 
projections and occupancy falls to say 81%.  Note: You can 
check area history from third-party real estate data firms.  For
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instance, during the last great recession in one of the strong 
submarkets of Dallas where we were buying, the average 
occupancy fell to 85% at its low point in 2009.  It was 
comforting to know that the property would have held up fine 
if at 81% we were still making three percent on investor 
money if rents were ten percent less than projected.  On the 
exit cap rate, I’d like to see a minimum of 50 basis point 
increase at exit.  For example: Enter at a 5.5 cap rate, the sale 
price should be reflective of at least a 6-cap rate or higher.  
The higher the cap rate the lower the sale price and vice versa 
(NOI / cap rate = FMV).  This greatly impacts the return 
projections for investors.  You want to see all the various cap 
rate exits and what that does to the IRR numbers.

Rebranding and Repositioning: If the property has a bit of a 
bad history (say the feedback on the website has been bad or 
there was an unfortunate incident at the property that made 
news), rebranding is a common strategy.  A completely new 
name, signage, website and new management operations team 
can turn things around quickly.  I want to see this if my 
research indicates a more positive image is needed.  Re-
positioning with both interior and exterior (eye candy), and
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with competent, attentive, and professional staff is what you 
want.  Repositioning will improve the tenant makeup as higher 
rents attract more stable residents and deadbeat tenant’s leases 
terminate.  As mentioned, you want to avoid properties where 
there is little you can do cosmetically other than make costly 
improvements such as roofs, plumbing, and foundations that 
few residents will not notice or pay extra for.

Offering Document / PPM (Private Placement 
Memorandum): This is required for every private placement 
deal per the SEC, as we mentioned earlier.  It’s a detailed legal 
document that lays out the offering to the investor, including 
things like the structure of the deal and risks.  The investment 
summary is included again, and also the subscription 
agreement. You want to review all of the offering information 
and ensure you understand the main parts so you are 
comfortable with the setup. The bottom line for now is to ask 
questions if you are unclear on something.

Certainly, this chapter doesn’t cover all the things a 
more experienced analyst or investor may want to look at but 
gives most investors a good overview of some of the common 
considerations to think about when reviewing an investment.
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After investors experience success with syndications, I 
notice investors wanting to do more deals.  Most loved the 
passive nature and exposure to unique, stable asset classes that 
would distribute a check monthly or quarterly. They started 
seeing how creating income streams could supplement or 
eventually replace one or both spouse’s income creating more 
choices in their lives.  Hassle-free investing resonated well 
with them.

As this investor base started to invest in more deals, it 
dawned on me that at some point they might be overly 
concentrated in one type of real estate asset class, one or few 
geographic areas and one sponsor. As a person with an 
undergraduate degree in financial planning, I understood the 
diversification concept well at a young age.  As I got into the 
real estate game, a whole new world of opportunities opened 
up.

I started bumping into folks at multi-family meetings 
here in Austin who were involved in not only apartments, but 
looked at anything multi-, such as self-storage and mobile 
home parks.  Many were talking up how the cash flow 
opportunities were even better if you knew what you were 
doing in these more niche areas. They liked the trends that 
they were riding, such as the increasing need for affordability 
and the fact that we just don’t like discarding with our stuff, 
buying more stuff in good times and storing more stuff during 
downturns. I listened and studied from other experts who had 
been providing alternative asset investments for some time 
and this is what I concluded were the three areas most 

Diversification: Niche,

Geography and Sponsor 10
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important to reduce risk and optimize your investment 
portfolio.

Niche Diversification

An investor should be cognizant of diversification in his 
or her real estate portfolio. Learn other areas like apartments, 
self-storage and mobile home parks.  Understand asset cycles 
and trends. Some areas like office may not do so well in a 
down economy, where more stable assets like apartments, self-
storage, and mobile homes may hold up okay.  At the bottom 
of economic cycles and emerging out of them, new 
construction may be something to contemplate.  Considering 
where we are in the most recent expansion, as of this writing I 
favor the recession-resistant niches discussed in this book.

Geographic Diversification

I like Texas, but having all of the apartments, self-storage 
and mobile home parks in Texas exposes me to regional risks 
related to economic, political or environmental 
conditions. Case in point might include areas of the country 
more exposed to natural disasters along the coastal regions.  
Another case in point may be political changes in states.  Such 
changes may include passing new rent control legislation, 
higher taxes, or more tenant-friendly laws.  Perhaps looking 
for some alternative plays in other states and regions would be 
a good thing.

Sponsor Diversification

Vet sponsors carefully and don’t stay married to a sponsor 
forever. Ensure the reasons you are working with this sponsor
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in the first place don’t change.  (See Chapter 7, 10 Tips on 
Vetting a Sponsor, again to refresh yourself on identifying a 
quality sponsor that aligns with your investment goals.)  As 
the sponsor grows, is the key management team still in place,  
and are they developing a continuity plan?  You’ll want to 
assure that they are staying true to their philosophy and model, 
which should be conservative and tested.

I was about to start working with an apartment operator 
who had some good success going, but not one week after the 
meeting to discuss partnering together, they mentioned that 
they were going to start looking into hotels.  That nixed any 
interest for me in moving forward with them in the near term.

In sum, these three diversification ideas will help balance 
your overall commercial real estate portfolio, taking into 
consideration cycles where certain niches perform better than 
others, geographies and sponsors.
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This chapter will cover five reasons why the apartment 
market is healthy.  In addition, it will explore the top markets 
for investment in 2019’s climate.

As we review third-party forecast reports, attend 
conferences listening to real estate economists, and discuss 
with our multi-family operators what they are seeing in the 
market, the 2019 apartment market for investors and operators 
still looks attractive.  Although certainly as in any market and 
one that has had long legs to the upside like this one, we need 
to continue to be selective on markets and projects that make 
sense, and continue to be conservative in assumptions and 
expectations.

Here are some of the main observations from experts, 
which support a continued healthy market.  These are 
observations, forecasts, or trends, so keep in mind that 
anything can happen, such as another potential government 
shutdown, which if prolonged, would impact the renter and 
owner community.

Reason 1: Reduced Housing Stocks

The U.S. remains under-housed.  We have more 
households forming all the time, and less housing units to 
offer these folks.  Current estimates are that we need 2.7 
million more units just to catch up.  In 2007 before the crash, 
we had a surplus but that is not happening now.  New 
construction is also down 5.6% year over year.

2019 Apartment

Market Outlook 11
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Reason 2: Increased Rental Demand

Demographics are still behind this asset class.  Younger 
workers are finding higher housing prices a deterrent to home 
ownership and they want the flexibility to move to where jobs 
are more frequently available than the past.  Boomers are 
retiring, downsizing, and looking for lock-and-leave, high-
amenity, low-hassle apartments as an option.

Reason 3: Affordability Gap

The average affordability gap in the U.S. between the 
cost of home payments and renting an apartment is $339, still 
favoring renting in many markets.  The gap may be moving 
even higher in other markets.  The markets that are higher than 
that gap would be a more favored market to own apartment 
buildings (increased demand) as it’s a more attractive 
proposition to rent versus buy.

Reason 4: Multi-Family Asset Pricing

Although we see at the top (Class A new construction) 
prices pulling back in select areas where there was 
overbuilding, especially in the central business district, we 
don’t see that happening in Class B/C assets where the value-
add operators are focused.  Demand continues from investors 
of this asset class.

Reason 5: Cap Rates and Yield Spreads

Cap rates and yield spreads are expected to remain 
essentially flat.  Increasing cap rates reduces commercial 
property values, but as the economy appears slowing and the
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Fed is signaling a slower pace of interest hikes in 2019, the 
fear of much higher capital rates doesn’t seem in the cards for 
now.

Top Multi-Family Markets to Invest in 2019

1. Markets with strong rent growths and that are landlord 
friendly:

• Florida (Orlando, Jacksonville and Tampa)

• Arizona (Phoenix, Tucson)

• Las Vegas

• Nashville

2. Markets benefiting from the Amazon Effect (cities that 
were runners–up are seeing big investments from other 
companies that were following the Amazon research):

• Dallas

• Atlanta

• Denver

• Austin (Apple in December 2018 announced 5,000-
10,000 jobs added and a $1 billion expansion).

3. Markets with Top Employment Growth:

• Texas (Dallas, Houston)

• Phoenix

• Atlanta
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On every deal we syndicate or review, there are financial 
numbers and metrics that are common.  I get plenty of 
questions from investors on them.  I’m going to run through 
some of the ones that I think are important, not getting too 
bogged down but staying at a level that I think most new 
investors will understand.  These terms, along with the 
questions answered in the previous chapter, form the basis of a 
good understanding of syndication.

The Multiple – This is a popular and easy metric to 
understand.  If I invest $100,000 and it grows to $200,000 
(including distributions and sale profits) then it’s a 2x, or 
double my investment.  If it grows to $193,000, then it’s a 
1.93x.  The higher the number, the better the return.  Most of 
the deals we review are for a typical five year hold period.

Cash-on-Cash Return – Cash-on-cash return is a rate of 
return often used to determine the cash income on the 
investment.  If you invested $100,000 and the investment 
returned $8,000 to you in one year, your cash-on-cash return is 
8%.  This simple equation is determined by taking the annual 
dollar income return divided by total amount of investment.

IRR (Internal Rate of Return) – IRR is the rate of return that 
would make the present value of future cash flows plus the

Key Terms and Common 
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final market value of an investment opportunity equal the 
current market price of the investment.  Say what?

This one is  sometimes the most difficult to explain but a 
more sophisticated measure of return.  The higher the project’s 
IRR, the more desirable it is to undertake the project.  The IRR 
is often a good investor metric to compare similar projects 
with different or varying pay out streams.  Investors that get 
more money early in the life cycle will have a higher IRR than 
one that pays off only with a sale in say five years.

Average Annual Return – An annualized total return is the 
geometric average amount of money earned by an investment 
each year over a given period.  It is calculated as a geometric 
average to show what an investor would earn over a set time 
period if the annual return was compounded. 

Here’s an example:   The investment earned $275,000 
over 4 years.  Dividing those earnings by the 4 years equals 
$68,750 as an average annual return.  Divide $68,750 by the 
initial investment amount of $800,000 to calculate the average 
rate of return of 8.59%.  

$275,000 investment earnings / 4 years = 

$68,750 average annual return

$68,750 / $800,000 initial investment = 

0.859 or 8.59% average rate of return
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Average annual returns are typically higher than IRR in 
the deals we review because a larger portion of gains are 
typically realized at the sale of the property, say five years out 
in our model.  Hence the IRR which rewards more money 
coming to the investor earlier in the cycle is impacted 
negatively.  I just think time value of money when I think of 
IRR.  Would you rather have a $1 today or in five years?  Most 
of us would respond: Today, of course!

DSCR (Debt Service Coverage Ratio) – DSCR is the 
multiple of cash flow available to meet annual interest and 
principal payments on debt.  In other words, if my Net Income 
(revenue minus expenses) is $500,000 but my debt service is 
$500,000 then the DSCR is 1.0, and the project is breaking 
even.  In this example, there is nothing left for the investors or 
for a rainy day outside of reserves.  Banks require 1.2 and we 
like to see deals at 1.3 and higher.

Preferred Return – (not a guarantee, but the next best thing 
for investors). The preferred return or “pref” is a return to a 
limited partner in an investment syndication that is paid first 
before the general partnership gets paid its share of 
distributions or profits at sale. Typical preferred returns on 
apartments and self-storage deals are 7%-8%, with mobile 
home parks in the 8-10% range.

Preferred returns should be cumulative and accrue to 
investors each year if the investment falls short of the 
target. Deals are usually structured to have this be an annual 
target for the investment hold period. So, an 8% preferred 
return over a five-year hold period would mean investors are 
targeted to be paid up to 8% each year over that time span. If 
the investment
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earns 6% in one year, then the following year the new pref
target is 10% (8% target plus 2% catch up from prior year) and 
so on until the investor is caught up. That is cumulative and 
accrues to the investor and should be paid before general 
partners get their split on the cash flow or capital events like 
refinances or sales. That is why we think its so important for 
investors to see this in the deal.

Split – The percentage of distributions from operations and 
profits from capital events is split between the limited partner 
(investor) and the general partner in the syndicate deal. Splits 
are common in the syndication business. Typical split would 
be 70% payout to limited partners (investors) and 30% to the 
general partners after the 8% preferred return is paid to 
investors.

Waterfall / Hurdles – The waterfall is technically the whole 
end to end process of how distributions and profits are 
prioritized and shared with limited and general partners. 
Syndicates will mark a hurdle where they are looking to 
receive more of the profits after a certain return is 
achieved. At that hurdle, the split changes to say 60/40 or 
50/50 about a certain return metric like an IRR.

Cap Rate (Capitalization Rate) – A cap rate is the rate of 
return on the expected income that the property will generate 
if purchased for all cash.  

For example, a six cap (6%) should generate $60,000 in 
income to the owner who purchased a $1,000,000 apartment 
with all cash.  When acquiring income property, the higher the 
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cap rate theoretically the higher the return, when selling a 
property.  You want a lower cap rate.  A higher cap rate implies 
a lower price, and a lower cap rate implies a higher price.  If 
you take the NOI (Net Operating Income) of a property and 
divide it by the Fair Market Value (FMV), you get the cap rate.

Conversely if you divide the NOI by the cap rate, you get 
the FMV of the property.  Cap rates move and are influenced 
by several factors, including demand for the asset (lowers cap 
rates) and increase in interest rates (increases cap rates), to 
name some of the more important influencers.

Reversion Cap – When you review deals, you will often see 
an entry cap rate (usually based on the T-3, trailing financials 
on three months of operations before purchase) and a reversion 
cap, which is the cap rate the syndicate is targeting at exit.  
You want the pro forma to be conservative and we see 0.50 
basis points higher at exit than entry on the investment, but the 
higher the reversion cap from the entry cap the more 
conservative the outlook, as higher cap rates reduce the FMV 
of the investment at sale.  If you see an exit at the same or 
lower in the pro forma, seriously question that because it is not 
being conservative.  If it happens, great, but modeling should 
be done with higher exits than entry since it negatively 
impacts FMV, with all things being equal.

Sensitivity Analysis – This analysis shows the impact to the 
financial model / investor returns if rents, occupancy, cap rates 
and interest rates change.  It’s important to look at worst-case 
scenarios to see if the business can still be profitable under 
some of the most challenging times.  I like to look at 2009 data 
on occupancy, for instance, in a given submarket we’re
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investing in to see how a similar scenario would impact the 
property.  Not all syndicates do this, but you should request to 
see it, as most good ones will have done it already.

Expense Ratio – Typical apartment deals run at about a 50% 
expense ratio as a percentage of total revenue.  That’s the 
starting point.  If we see an apartment running higher than that, 
it may be an opportunity.  If its running less than that, it’s 
considered more efficient.  If the numbers are too low, 
something is probably missing from the analysis.

Property Management Fee versus Asset Management Fee –
The property management fee is the fee the property 
management company charges to manage the day-to-day 
operations of the business.  The fee comes out of the 
operations and is treated as an expense.  The asset 
management fee is typically a separate, below the NOI line 
number that the sponsor/operator charges the investor for 
overseeing the investment project and ensuring the business 
plan gets executed.  

The property management fee is typically about 3% with 
apartments, and the asset management fee we see most often is 
about 2%.  The asset management fee should be a fee that the 
operator takes when business is performing but can be 
deferred when times are more challenging.  That is why it’s a 
below-the-NOI number.
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We’ve come a long way.  In a short period of time we 
have covered common language used in the syndication 
business, why passive investing may make sense for you, and 
frequently asked questions to arm you down the path.  

We also gave reasons why, both historically and moving 
forward, we expect the niches of value-add apartments, self-
storage and manufactured home communities to continue to 
perform well with far less risk that other asset classes.  Major 
economic and social trends are favoring these assets as we 
look into the future.

We shared why it is important to think holistically about 
adding some of these niches to your investment portfolio and 
how to further diversify by geography and operator.

We looked at how to vet sponsors, what to look for in a 
market and deal and some of the key metrics to review as you 
start looking at reviewing opportunities.  The landscape will 
continue to evolve and be dynamic, but these niches have

CONCLUSION
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stood the test of time over the past several decades and all 
indications are that they will be a worthwhile investment 
consideration.  

Passive income, tax benefits, getting back your time, and 
aligning with experts that are investing alongside you but do 
this for a living are appealing to many people like yourself. We 
at Thompson Investing wish you the best and if you have any 
questions, please don’t hesitate to reach out to me at my email 
or website below to discuss your situation, and share ideas on 
opportunities available to you and how to get started.

David@thompsoninvesting.com

www.thompsoninvesting.com

104



105

David Thompson, president and  founder of 

Thompson Investing, shares with readers some of the 

secrets to his success in multi-family real estate 

investing.  David began Thompson Investing just a 

three short years ago, and has grown the company’s 

portfolio to include all of the niches he discusses in 

this book.  The company’s holdings currently include 

a number of manufactured home communities, over 

5,000 apartment units, and thousands of self-storage 

units.  David speaks directly to readers who are 

interested in either diversifying or increasing the 

profitability of their portfolio, and in this book, 

they’ll discover Riches in Niches.

David Thompson

RICHES     NICHES


