John A. Simpson, MAI

Valuing Sponsor Shares in
a Cooperative Apartment

As the number of cooperative apartments increased in the early and mid-1980s, some
cooperative corporations sold part or all of their stock o a co-op sponsor. With the
advent of the recession and the increased public perception of potential pitfalls in
cooperative ownership, many sponsors have fallen on hard times. The valuation of an
independent co-op sponsor’s shares not owned by the cooperative’s tenant corpo-

ration is addressed here.

Cooperative (co-op) ownership is de-
fined in The Appraisal of Real Estate, tenth
edition, as:

A form of ownership in which each owner

of stock in a cooperative apartment build-

ing or housing corporation receives a pro-

prietary lease on a specific apartment and

is obligated to pay a rental which repre-

sents the proportionate share of operating

expenses and debt service on the under-
lying mortgage, which is paid by the
corporation.’

The corporation that holds the shares,
referred to as the tenant corporation, also
holds title to the real estate. A tenant cor-
poration keeps a project functioning on a
daily basis, managing landscaping, exte-
rior building maintenance, and process-
ing of receivables and expenditures,
among other things. This is similar to the
management of an apartment complex,
with only a few expense differences.

A sponsor markets the co-op form of
ownership, which can be wholly or par-
tially owned by a tenant corporation or
can be an independent entity. This is a
leasehold position in which a sponsor is
subordinate to a tenant corporation by
virtue of its stock ownership, and is leas-
ing the right of possession and use either
to a shareholder on a proprietary lease
basis or to a renter on a standard lease.

The purchasers, called stockholders or
shareholders, also have leasehold inter-
ests. They own stock in the corporation
equal to the number of shares necessary
to purchase their units. By owning these
shares of stock, shareholders can vote on
issues that affect the co-op’s develop-
ment, such as the election of a board of
directors.

The proprietary lease of a shareholder
specifically creates a lessor-lessee affilia-

1. Appraisal Institute, The Appraisal of Real Estate, 10th ed. (Chicago: Appraisal Institute, 1992), 132.
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tion, details the rights of both parties, and
establishes the obligation of the share-
holder to pay a proportionate share of op-
erating expenses and debt service, collec-
tively known as the maintenance fee.
Essentially, the lease gives occupancy and
the stock gives ownership, although the
real estate itself is not owned by a
shareholder.

CO-OP INDUSTRY PROBLEMS

There are a great many problems faced by
the co-op industry. Some of these prob-
lems are outlined as follows in Bruce Pol-
lack’s article, “Underwriting and Valuing
Co-op Debt and Equity”:
The 1986 tax legislation stripped tax shel-
ter benefits from investors who had pur-
chased co-op shares for occupied units.
Anticipated windfalls never materialized
because tenants in residence continued to
occupy their units. Co-op converters (self
denominated as sponsors) encountered low
rates of acceptance by so-called inside
subscribers. When as many as 85% of the
units of a converted property went un-
sold, sponsors were forced to provide out-
of-pocket capital in order to cover cash flow
shortfalls that arose as monthly mainte-
nance charges exceeded rent collections
from the tenants in residence. . . . Many
sponsors borrowed against packages of
unsold shares, causing their streams of red
ink to intensify. Many sponsors who have
been unable to turn over their tenancies
and dispose of their units have either filed
for bankruptcy or have severe financial
problems. . .. Co-op unit prices have
plunged . . . potential purchasers, who are
waiting for a bottom to appear before
buying, have accelerated the price decline.?

Even if a sponsor’s cash flow and
market problems are resolved, however,
co-ops have inherent competitive disad-
vantages compared with other forms of
real estate. Some major marketing liabil-
ities include, most notably, a lack of third-
party financing and the price attractive-
ness of condominiums.

DISADVANTAGES OF CO-OPS

While every form of real estate has its in-
herent pros and cons, of specific interest
to the valuation of unsold co-op projects
are the following disadvantages, which
have significantly affected their viability.

e A co-op corporation, through its

bylaws and regulations, has a sig-
nificant amount of control over the
transfer of ownership. A potential
unit buyer must be approved by the
board of directors for a sale to oc-
cur. The screening process is there-
fore more restrictive than on the
open market because all sharehold-
ers have a monetary interest in the
financial capability of a buyer. This
is a form of liquidity loss and is even
more acute if a buyer is a typical
trade-up buyer who will have more
financial capability in the future and
desire another form of real estate.

The success of the entire co-op en-
tity is directly related to the success
of the co-op corporation. Further,
the financial burden of a share-
holder also directly depends on the
success of the co-op corporation. As
Pollack notes:

It has become all too evident that the
co-op form makes it possible for the
sponsor’s financial problems to create
parallel problems for the cooperative
corporation and its tenant sharehold-
ers. Should a sponsor who controls a
large number (possibly a majority) of
shares cease making maintenance pay-
ments, the corporation may have in-
sufficient funds to pay not only the
building’s operating expenses (e.g.,
heat, insurance, real estate taxes and
repairs) but the underlying mortgage.
To meet operating cash flow shortfalls,
the co-op corporation may deplete its
reserve fund or working capital, spe-
cially assess the shareholders for the
difference, or quickly vote on, pass and
implement an increase in the operating
budget that raises each remaining unit
owner’s monthly charges.’

e A shareholder’s investment, most

of which is usually the down pay-
ment, may be completely lost if the
cooperative corporation goes bank-
rupt. According to Pollack:

Should the corporation be unable to pay
the monthly underlying mortgage
charges, the mortgagee may foreclose
on the co-op corporation’s sole asset,
the real estate, and effectively take title
to all units. Thus, the foreclosing lender
can wipe out the tenant shareholder’s eq-
uity, cancel the stock and leases, and extin-
guish claims of all other lenders against the

2. Bruce Pollack, “Underwriting and Valuing Co-op Debt and Equity,” The Real Estate Review (Spring 1992): 55.

3. Ibid., 54-55.
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stock and lease. The unit owner or bor-
rower, however, continues to be obligated to
repay his or her personal debt, which now
becomes unsecured.® (Emphasis added.)

e Third-party real estate financing has
almost completely vanished for co-
ops in many major markets. With
no financing, few buyers can afford
to pay all cash.

¢ Real estate prices have dropped
significantly for all other types of
substitute real estate. While single-
family housing has become more
affordable, of particular interest is
the drop in condominium sale
prices. Buyers who can afford the
large co-op down payment can eas-
ily afford a condominium—thus al-
most all of the demand for co-ops
has shifted to this substitute real es-
tate product that has no ownership
or maintenance fee risk.

e If the economy picks up, major de-
velopers are poised to develop en-
try-level single-family, condomi-
nium, and townhouse projects that
will offer stiff competition for exist-
ing co-op projects, especially the
older converted co-ops.

APPRAISAL METHODS

As a response to the disadvantages of co-
operatives and the decline in many real
estate markets, co-op sponsors with a
material number of unsold units have
continued to rent them. This is the high-
est and best use for most co-op sponsors.
The only accurate way to measure the in-
come and sale components, the partial di-
vision of expenses between the tenant
corporation and the co-op sponsor, and
the decline in rentable units resulting from
unit sales is through a discounted cash
flow (DCF) analysis.

Flow of funds between the tenant
corporation and the sponsor

To understand the method for valuing a
co-op sponsor, it is necessary to under-
stand the flow of funds through the en-
tire cooperative project. Figure 1 graphi-
cally presents this flow.

The vast majority of operational ex-

penses is incurred by the tenant corpo-

4. Ihid., 55.

ration. It has sole responsibility for cer-
tain expenses, such as sanitation, snow
removal, and landscaping, that are passed
on to a sponsor in the form of monthly
maintenance charges. Other expenses,
such as payroll, management, and re-
pairs and maintenance are incurred by the
tenant corporation, but they are also in-
curred by the sponsor. Of these ex-
penses, some entail a division of respon-
sibility between a tenant corporation and
a sponsor while others are simply in-
curred twice. For example, a general re-
pairs and maintenance expense for the
building exterior and roof may be in-
curred by a tenant corporation and passed
on, while a sponsor, as landlord for its
units, incurs the expense of interior unit
repairs such as broken appliances or
bathroom repair. An example of an ex-
pense that is incurred twice with no di-
vision of responsibility is the manage-
ment- expense, with both a tenant
corporation and a sponsor having sepa-
rate, overlapping management staffs for
their respective functions.

Basically, a tenant corporation incurs
almost all project expenses and passes
them on to a sponsor as part of its monthly
maintenance fee. A sponsor then incurs
certain expenses as part of its rental op-
eration. The sponsor also incurs sale ex-
penses when co-ops are sold, such as
brokerage, advertising, renovation, and
closing (when a unit is sold, a sponsor no
longer incurs the rental expense associ-
ated with that unit, so its total rental ex-
pense responsibility decreases as units are
absorbed). A sponsor receives rental in-
come from the unit owners and must then
pay its own expenses and its share of the
maintenance fee bill (comprised of the
tenant corporation’s operating expenses
for the project as a whole and their un-
derlying debt service).

Six steps must be followed to derive
a sponsor’s value:

1. Derive the economic or market sale
price for co-op units.

2. Determine an absorption rate for
the co-ops.

3. Determine the amount of operat-
ing expenses and debt service (i.e.,
maintenance fee) attributable to a
sponsor’s interest (i.e., shares).
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FIGURE 1 Co-op Flow of Funds
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4. Estimate a sponsor’s rental ex-
penses for all rented units.

5. Estimate a sponsor’s co-op sale ex-
penses when units are sold.

6. Capitalize the net operating in-
come (NOI) for the co-op compo-
nent by an appropriate discount
rate and capitalize the NOI of the
rental component by an appropri-
ate discount rate. The two com-
ponents have different risks and
require different discount rates. A
lower rate reflects the rental com-
ponent, which is usually the high-
est and best use of the shares. A
higher rate is applicable to the co-
op sale component for the con-
verse of this.

To help clarify the DCF analysis that
follows, a practical example based on an
independent cooperative sponsor ap-
praisal is presented.

DERIVING ECONOMIC SALE PRICE

A sponsor’s sale history can be the foun-
dation for developing economic sale price.
Unfortunately, the downturn in the mar-
ket over the past several years as well as
the drop in absorption levels indicate that
an economic sale price lower than past
price levels is appropriate. Listing prices
from individual owners in the project, if
lower than a sponsor’s asking price, can
provide some insight into economic sale
price. If there are listings of units that were
repossessed by a financial institution, these
listing prices can also provide an indica-
tion of the market sale price. Because co-
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ops are not publicly recorded, it can be
extraordinarily difficult to obtain compa-
rable co-op sales and it is not uncommon
that insufficient comparable data exist to
support this estimate. In many markets,
financing is gone for co-ops, so the ask-
ing price is effectively all cash and an ap-
praiser must adjust the economic sale price
to reflect this.

Regardless of which method is used
to derive economic sale price, it is impor-
tant for an appraiser to compare a spon-
sor’s co-ops with condominiums using a
form of sales comparison analysis. Com-
parison with both newer condominium
projects and older converted condomi-
nium resales should be performed; the
adjusted sale price indicators should sup-
port each other. An adjustment for real
property rights conveyed must be made
because the sale of a co-op is personal
property and a condominium is real es-
tate; the disadvantages of the cooperative
form of ownership can also be handled in
this adjustment. Adjustments for such
factors as location, physical condition, and
project amenities should also be made if
necessary. Finally, because a co-op buyer
would purchase a unit subject to the ex-
isting financing, the underlying debt ser-
vice on a per-unit basis should be sub-
tracted from the adjusted sale price to
arrive at the economic sale price for the
Co-Op units.

DERIVING THE ABSORPTION RATE
Obviously, the historic absorption rate of

the project should be investigated. As co-
op sales are extraordinarily difficult to ob-



tain, it may not be possible to track an
accurate absorption history from unsold
comparable co-ops. An appraiser must
consider these factors and the reaction of
the market to the disadvantages of co-ops
in deriving the absorption forecast.

DERIVING THE SPONSOR’S
PROPORTIONATE SHARE OF
OPERATING EXPENSES AND DEBT
SERVICE

To determine the maintenance fee (i.e.,
operating expenses and debt service) that
is billed to a sponsor by a tenant corpo-
ration, an appralser should begin by ob-
taining the income and expense state-
ment for one or more years from the
tenant corporation. Most of the expenses

f the tenant corporation are directly
cpmparable with other apartment income
and expense statements or the Institute

- of Real Estate Management's (IREM) In-

come/Expense Analysis for Condominiums,
C;oopemtives and PUDs Survey.” An ap-
praiser should first determine the items
tl‘ilat can be accurately compared with these
sources, which may include laundry and
pool income, professional fees, office ex-
pense, gas and electric, water and sewer,
sanitation removal, extermination, land-
scaping, and advertising. The higher as-’
sessment of co-ops prohibits comparison
with comparable apartment buildings. An
ancation of reserves for replacement
should also be made; this is the sole re-
sponsibility of the tenant corporation.
' Other expenses are borne by a tenant
corporation and a sponsor in proportion
their respective functions and cannot
be accurately compared with either other
apartment expense statements or the IREM
ekpense study For instance, a tenant cor-
p oration is responsible for the entire proj-
ect’s exterior building maintenance,
sponsors are responsible for interior
building maintenance only for their units,
and individual co-op owners are respon-
sble for their units. Payroll expense re-
flects only the tenant corporation’s exte-
rior building maintenance staff because
uhlt owners and renters are responsible
fd?r their units and unit owners and rent-
ers subcontract repairs to other profes-

sl‘onals. The tenant corporation’s man-

4

agement fees reflect only that portion of
the project that it controls, namely the ex-
terior of the entire project. Insurance is
lower for the tenant corporation because
no internal liability is assumed for the
sponsor’s units. Finally, supplies are lower
for the tenant corporation because only
the exterior of a project needs to be re-
paired. An appraiser must be aware of
these distinctions to properly apply these
expenses to the sponsor.

Once the operating expenses for the
tenant corporation have been derived, the
debt service that is part of the mainte-
nance fee billed to a sponsor must be con-
sidered. An appraiser should derive the
debt service from a discussion with a ten-
ant corporation, the mortgagor. The ten-
ant corporation’s most recent operating
statement will have a line item for this ex-
pense. If audited financial statements are
available, the notes to the financial state-
ment will usually disclose the terms and
principal repayment schedule that can be
used to derive the debt service.

After considering the operating ex-
penses and debt service attributable to a
tenant corporation, an appraiser must then
prorate this total maintenance fee accord-
ing to the number of units a sponsor owns.
Because an appraiser cannot accurately
predict which units will sell first during
the holding period, calculating pro rata
by units rather than by shares is prefer-
able. There may be different allocations
of shares for the various units in the proj-
ect, such as first floor versus second floor,
one-bedroom versus two-bedroom, and
scenic view. As units are sold, the main-
tenance fee attributable to a sponsor’s units
decreases.

ESTIMATING THE SPONSOR'’S
RENTAL EXPENSES

Sponsors are responsible for manage-
ment, professional fees, insurance, an ad-
vertising allocation (if necessary), and in-
terior repairs and maintenance for their
units. When compared with a tenant cor-
poration, the rental management expense
is a duplication of effort. Professional fees
such as accounting and legal expense
(most notably eviction costs), interior re-
pairs and maintenance, and interior in-

| .
5. Institute of Real Estate Management, Income/Expense Analysis for Condominiums, Cooperatives, and PUDs Survey (Chicago:

} Institute of Real Estate Management).
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surance correspond only to a sponsor’s
units and are divisions rather than du-
plication of responsibility.

Most sponsors have several units as-
signed to a sale center and model units.
A small inventory of units ready to meet
immediate demand is also often set aside
and should be subtracted from the total
number of rentable units.

DERIVING THE SPONSOR’S
CO-OP UNIT SALE EXPENSES

A sponsor’s co-op unit sale expenses in-
clude a brokerage commission, advertis-
ing, closing, renovation, and entrepre-
neurial profit. Sponsors have their own sale
force and the brokerage commission should
reflect the reduced brokerage cost of this
in-house staff. An appraiser should also
obtain an inventory of units that are and
are not renovated to properly apply a ren-
ovation expense to the units of the spon-
sor. Entrepreneurial profit should reflect
the current market; in markets where real
estate values and demand have dropped,
10% is appropriate.

CAPITALIZING THE NOIs

After individually deriving the NOI of the
sale and rental components, these should
be capitalized by their appropriate dis-
count rates. A much higher discount rate
is applicable to the sale portion to reflect
high risk, low returns, and the slow ab-
sorption of most markets. A relatively low,
riskless rate is necessary for the units
rented as apartments, which reflects the
highest and best use and greater returns
from apartment renting in most markets
as well as the public’s negative percep-
tions of co-op ownership.
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DERIVING THE REVERSION

The reversion is calculated based on the
rental income in the final year of the pro-
jection. All rental expenses are deducted
from the gross rental; a sponsor’s pro-'
portionate share of debt service is not

subtracted from income. The ratio of total

units to rentable units must then be mul-

tiplied by the net rental income because

a sponsor typically holds several or more

units for both rental and sale model units.

Once these calculations are made, the net
rentable income is derived. This is capi-

talized by an appropriate terminal capi-

talization rate, and sale expenses should

be subtracted from this amount to derive

the net reversionary price. An appraiser

should make a slightly lower allocation for

sale expenses because co-op sales are not

real estate transfers and do not pay trans-

fer tax. Finally, the net reversionary sale

price should be multiplied by the final

year’s discount rate to arrive at the pres-

ent value of the reversion. A numerical

example of this calculation is found in Ta-

ble 1.

CONCLUSION

The valuation of a cooperative apartment
sponsor is not a difficult task as long as
an appraiser understands the division of
expenses that occur within a project. Us-
ing two discount rates allows an ap-
praiser to accurately reflect the inherent
risks and returns of the unit sale and rental
components. This type of valuation will
become more common as co-op sponsors
struggle through the recession.




APPENDIX

Comments on Table 4

General

1, Total project size is 702 units; the sponsor owns 375 units.

2. Rental incomes and expenses increase by 3% annually. Sale income increases 3% annuclly starting in 1996
to reflect soft market conditions.

3. One-bedroom rent is $700/month and two-bedroom rent is $800/month.

4. No reversion in leasehold position.

b. Total rental expenses decrease as units are sold. Upon sale the sponsor is done with these buyers and they
make their payments directly to the tenant corporation.

Cash Flow Footnotes

. Sponsor doesn‘t receive parking, laundry, or vending income; this is the responsibility of the tenant
corporation.
This property is in a strong rental market with historically high occupancy. Vacancy rafe of 1% as a result of
natural lease turnover and 1% fo collection loss has been assigned.
Total tenant corporation market expenses derived by comparison with other apartments x { units
remaining o be sold/total units in project).
. Fixed tenant corporation debt service of $2,850,000 x (units remaining to be sold/fotal units in project).
Management for sponsor is 3% of effective gross rental income.
Sponsor’s net cash flow is the amount of money remaining to pay any sponsor leverage such as loans for
converting units.
Reversionary value is calculated from rental income. The equation was presented earlier in the analysis.
Numerically, it is calculated below:
(Tenth-year gross income — tenth-year sponsor's proportionate share of operating expenses —
fenth-year total co-op rental expenses) X (225 remaining unsold units/218 unifs from which rental
income is calculated) + a terminal capitalization rate of 12%. From this amount, 5% selling

expenses are subfracted. Findlly, this net reversionary sale price is mulfiplied by the tenth-year
discount rate to arrive at the present value of the reversion. Numerically, this becomes:

(52,465,803 — $1,043957 — $144,481) x (225/218))/12) X 95) x 3079 = $3,207,039
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