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The intense level of secrecy often associated with buying or selling a fee property management business disguises the fact that a large number of them are either considering selling or are hoping to buy or merge with another management company. 

Numerous acquisitions have occurred the last decade, most with positive results. But with so many interested sellers and buyers, even more acquisitions should be occurring. The problem is that, in this business, it is common for the seller and buyer to have very different opinions about a fair sales price. As a result, they are unable to even begin serious discussion. This article explains why there is such a great disparity between the seller and buyer's opinion of the company's value. 

It will also demonstrate an approach to valuation that I call "The K-Factor" (after myself). I developed this method to facilitate the sale of my own fee management firm in 1986. Naturally, as the seller, I wanted the highest price I could get. The buyer had the opposite objective. This experienced buyer learned, however, to be suspicious of any company that was available at a price that corresponded to his objectives. This paradox gave rise to and was overcome by the K-Factor. 

The Standard Appraisal Approach 

Appraisals are usually based on comparable historical data and current market conditions. When sufficient data is available, other comparable transactions help the appraiser with the task of valuation 

However, unlike a restaurant or a gas station, a fee management company often gives the appraiser great difficulty in finding enough comparables to evaluate it. The closely held, secretive nature of many management company sales also makes it difficult for the appraiser to find useful historic data. Unlike corporations, little public information on salaries or revenues is available for management companies. 

The tangible assets of a business are usually an essential part of the total appraised value. Because most of a management company's assets are month-to-month contracts that its competitors are feverishly trying to snatch away, the value is not as easy to appraise as that of a manufacturing or retail business. Instead, the value of a management company is more significantly based on intangible assets such as reputation, employee quality and loyalty, and client perception. 

Establishing a fair price for another service business, such as an accounting firm, is not even as challenging because that business is not as volatile. What makes the fee property management business so volatile? 

Recently, Insignia Commercial Group acquired the O'Donnell Group. I asked John Combs, CPM[R], president of Insignias Commercial Property Group (and formerly with O'Donnell) why there is a higher level of volatility in the property management business than in other businesses. "We have consistently found that the client is mainly concerned with the competency of the people at the property level," says Combs. "The people are the 'product' that a management company has to sell." Combs also noted that "If the acquirer upsets the property-level staff, the client will be upset." 

It follows then that the unpredictable nature of the "people," i.e., employees and clients, after the sale contributes to the difficulties of property management company valuation. 

Using the Capitalization Rate 

The appraisal objectively determines a price at which a willing and able seller would sell and a willing and able buyer would buy. Applying a multiplier to the gross income of a management company is both unreliable and unscientific. Presumably the method is used by some because the gross income is the easiest number to agree upon, and the least confidential. However, the method can only produce a "ballpark" figure at best. 

Multiplying the net operating income (NOI) by a reasonable cap rate is the most reliable method of business valuation; the higher the cap rate is, the lower the price, the higher the anticipated return, and the higher the risk. 

The cap rate chosen will depend on the amount of risk associated with the sale. Several factors influence risk, including inflation, comparable sales data, and other competing investments. Comparable data is usually the best indicator of risk but is difficult to obtain for a management company because there are not that many sales of management companies. 

Absent comparable data, determine what opportunities for money are available to the potential purchaser at the time of the transaction. The most secure investment available is a good indication of the lowest comparison cap rate. An insured savings account with a bank could represent a low risk and may return approximately 5 percent annually. 

As the high range, one might use the going rate for unsecured revolving credit such as a credit card. This higher risk rate is usually 19 percent or more. The acquisition of a management company has as much or more risk than lending unsecured cash, so expect that a buyer will typically require a cap rate greater than 20 percent. 

The final cap rate will depend upon the reputation of the firm and the maturity of its management contracts. 

FIGURE 1

Income Statement: Unrevised

Gross Annual Receipts             $600,000

Operating Expenses                 400,000

Owner's Salary and Perks           150,000

Net Operating Income              $ 50,000

While the 30-day cancellation clause in most management contracts makes the business seem very volatile, a company that has a history of long-term customers may be able to negotiate a lower cap rate. Likewise, a purchaser may place a greater value on a month-to-month contract that has been "seasoned" for several years than a five-year deal that has just been signed. 

Risk is also greatly reduced if the seller's and buyer's companies have both shown positive and steady historical growth. A record of successful acquisitions by the acquiring company would also mitigate concerns about future positive growth. 

Another factor affecting the risk, and thus the cap rate, is the company's credentials. Is the firm an AMO[R]? Is the owner a CPM[R] member? Does he or she abide by a code of ethics and require employees to do so? A background check will reveal the credit history and any civil and criminal judgements against the company. All of these aspects should be investigated to help decide if the business is likely to improve after the acquisition. 

Adjusted Income Statement 

After establishing a cap rate, the next step is to adjust the income statement. The objective of the adjusted income statement is to accurately forecast the new income and expenses of the operation after the acquisition. A closely held company will usually maximize expenses for tax purposes. Remove all of the expense items paid exclusively for the benefit of the owner, such as salary, car allowance, "entertainment," and "business trips." Then, replace these with a reasonable salary for the position that substitutes for the owner. Next, take out any items included for tax reduction purposes, such as depreciation. 

Finally, remove all items that will not apply to the company after the acquisition; for example, interest on a loan that is not included as part of the sale. 

Another appropriate adjustment to make is the cautious reduction of operations that the acquiring company already has in place. These adjustments could be to accounting and supervisory level personnel. Keep in mind, however, that part of the value of what you are buying is quality personnel, so do not become overzealous in this area. 

If the new operation will be consolidated into the acquiring company's offices, then an appropriate adjustment can be made for rent. Often, however, these anticipated "savings" are not realistically considered. For example, closing the office of the company that was just acquired may save on rent, but will the new, larger staff fit into the acquiring company's offices? 

Of course there are other factors not considered here when appraising the value of property management firms. For example, if the buyer is assuming a debt of the firm, a corresponding adjustment needs to be made. Also, the office lease may be an asset or a liability depending on the current market. Address these matters - and adjust in the downpayment as tangible assets (or liabilities). 

Application of the Cap Rate 

For demonstration purposes, assume that the ABC Property Management Company takes in $600,000 a year in gross management fees and is growing at 5 percent per year. The owner's compensation and perks total $150,000, and the NOI, after adjusting for depreciation and interest, is $50,000 (Figure 1). The owner's job description for this company corresponds to a salary of $100,000 so the NOI can be increased by $50,000 (Figure 2). In this example, the buyer will be using all of the sellers' existing facilities and retain all staff, so no further adjustments are required. 

To determine the value of the business, divide the adjusted NOI by the cap rate: 

$100,000 NOI / .23 cap rate = $435,000 value (rounded) 

This example demonstrates one of the problems of selling a management company. Because the owner is making $200,000 a year with salary, perks, and profit, he or she is unlikely to agree to sell the entire business for such a low price. Thus, using a simple capitalization rate calculation may be appropriate to value an estate or to simply establish a book value, but is not a good appraisal of a sales price. 

Paradoxically, a buyer looking for a good value would be suspicious of this company at this price. He or she would come to the same conclusion discussed above. The challenge, then, is to entice a legitimate buyer at a price that is more attractive to the seller. 

Installment Sales and ROI 

Using the same company described above, consider how an installment sale with a buyer's down payment of $175,000 would change the outcome. Note that the down payment should at least cover the value of all of the tangible assets so that the payments are being 100-percent applied to the intangible assets, i.e., the management contracts. 

Allowing the buyer to use leverage with the same anticipated rate of return translates to a better total price to the seller. To calculate the value of the property under an installment sale, begin by adjusting the NOI to reflect the service to the debt. Use the same cap rate (.23) to calculate the return on investment (ROI) that the buyer would require to justify the acquisition. 

$175,000 down payment X .23 ROI = $40,000 NOI required (rounded) 

Using the adjusted income statement, the debt service can be $60,000 to produce an ROI of $40,000 annually (Figure 3). 

The buyer will more likely agree to a larger overall sales price with installment payments because up-front risk is reduced. In this example, the agreement might provide for six years of payments: 

(6 x $60,000) + $175,000 = $535,000. 

Of course, any payment arrangement must consider the time value of money (TVM). In this case, using 15 percent TVM, the present value of this installment arrangement is $520,000. This is still substantially better than the all-cash payment of the first example. Nevertheless, there is still a large gap between the seller's and buyer's "value" of this company. 

Closing the Gap with the K-Factor 

As the seller of my own property management firm, I created an approach that allowed me to maximize my total potential sales price without driving away the buyer. I have named this method "The K-Factor." This method will work well for an acquisition where both the buying and selling companies have good reputations with a history of positive growth. This history is evidence that continued growth after the sale can be anticipated. 

FIGURE 2

Income Statement: Less Owner Perks

Gross Annual Receipts          $600,000

Operating Expenses              400,000

Salary to Replace Owner's       100,000

FIGURE 2

Income Statement: Less Owner Perks

Gross Annual Receipts          $600,000

Operating Expenses              400,000

Salary to Replace Owner's       100,000

Net Operating Income           $100,000

Unique to this method of valuation is the establishment of a range for the installment payments and of an index upon which to base them. This method incorporates the goals of both the seller and the buyer by establishing a minimum payment using the high-risk cap rate of the buyer and a maximum payment using the low-risk cap rate of the seller. For consistency in the article, I will use the same down payment as in the first installment example. 

To set the high range, or the maximum payments, use a low-risk cap rate. In this example, I use a 12 percent cap rate: 

$100,000 (NOI) / .12 cap rate = $835,000 value (rounded) 

$835,000 is what this seller would like to think this business is worth. 

For the low range, use the high- risk cap rate. For this example I will use a 27 percent cap rate: 

$100,000 NOI / .27 cap rate = $370,000 (rounded) 

$370,000 is what the buyer thinks this business is worth. 

The actual payments for each year will be a percentage of the gross management fees for the year, not to exceed the maximum or fall below the minimum. 

Using the ROI figures from Figure 3, assume that the $60,000 annual payment represents 10 percent of gross management fees for the current year. In subsequent years, the same 10-percent factor will be applied to the gross annual fees for that year. Thus, if the management company grows by 5 percent and revenues rise to $630,000, the payment to the seller would be $63,000. The gross fees should be used because the net is completely out of the control of the seller. 

FIGURE 3

Income Statement: Financed Purchase

Gross Annual Receipts             $600,000

Operating Expenses                 400,000

Salary to Replace Owner's          100,000

Debt Service                        60,000

Net Operating Income              $ 40,000

Over six years, if the business grows at 5 percent per year, the total sales price will be $583,000. Adjusting by 15 percent TVM yields a total sales price of approximately $565,000. This is far better than the all-cash example, and significantly better than the installment method. As a matter of fact,even if this business declines at 5 percent per year, the total sales price of approximately $500,000 is still better than the all-cash example. In the case of the sale of my business, the growth after the sale was such that the installment payments for the last year were at their maximum. 

Using the K-Factor in selling a property management business creates the legendary "win-win" situation. The buyer's risk is shared by the seller to the extent that the seller is able to anticipate a much larger overall sales price when compared to other pricing methods. 

Beyond the Price 

Because of the long-term commitment involved in an installment sale, both companies need to protect themselves. The selling company should verify that the acquiring company has sufficient net worth and historical credit to perform on the agreement. To back up the obligation, security can be obtained in the form of a UCC1 Security Agreement, in the case of personal property, and trust deeds, in the case of real property. 

Of most importance is the ability of the acquiring company to succeed. One can easily forecast the quagmire of legal finger pointing if the business fails and the buyer defaults. 

When payments are based on a percentage of the gross income, the seller must have a right to audit company records. Under extreme conditions of verifiable mismanagement on the part of the buyer, the seller should have the ability to retake control of the business in order to get back something of Value. 

The buyer is not the only one who will have to faithfully perform after the acquisition. These deals usually require the seller to enter into a covenant not to compete and a confidentiality agreement. The buyer will want to be certain that the seller has no history of breach of contract suits and judgements. A credit check will further reveal the seller's willingness to abide by contractual agreements. 

A Continuing Trend 

There is no question that the business of fee property management has dramatically changed over the last decade. Faced with fierce competition and the changing real estate market, the surviving management companies are having to look at every possible way to remain profitable. Many have discovered that survival corresponds to size. The larger companies are able to centralize certain operations to be more profitable. 

One way to get larger is through acquisition or merger. This has presented an opportunity for the owners of smaller companies. And with astute negotiation and reasonable valuation, both parties can come out winners. 
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