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Overview

Breakeven Analysis is a valuable, but underutilized, tool that can help multifamily
property owners and managers determine cash flow and profitability. Simply put,
breakeven analysis measures the percent of income that is .needed to cover all
expenses. In this paper, the authors examine different approaches to breakeven .
analysis and some of the popular misconceptions about measuring cash flow and
profitability.

When most people consider “breakeven” they think primarily about physical
occupancy (definition: the number of units occupied in a community). While physical
occupancy is obviously linked to a community’s profitability, the more important
consideration is economic occupancy (definition: the percent of a community’s potential
income that is actually collected). Physical occupancy is relatively easy to measure;
economic occupancy, which is affected by loss to lease, rental concessions, vacancy
loss, and bad debt, is a more complex‘hurﬁber.

This paper will start with-an analysis of the income available to a property, the
concomitant expenses, and their interplay. The authors then suggest a method of
linking physical occupancy to economic occupancy, with the ultimate goal of

understanding what it means for a property to break even. We will use the familiar tool
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of the multifamily pro forma as the basis of our analysis. The pro forma will be based on
a hypothetical 125-unit property.
Income

Multifamily property pro formas start with projections of income. The first item is
Gross Potential Rent (GPR) (definition: the rent that the property could garner in a fully
realized market). Most measures of “breakeven” use GPR without any adjustments.

We posit that there should be adjustments to the GPR because GPR is, after all,
an estimate provided at the end of the prior year based on the owner's and the
management company’s best “guess” of rent levels the following year. The adjustments
to GPR include adding any Housing Subsidy (definition: the amount of direct payment
made to the property to support eligible tenants) while subtracting any Loss to Lease
(definition: rent concessions to sign up new leases) and Rental Concessions (definition:
incentives to re-sign existing tenants). The resulting number is the Adjusted Gross
Potential Rent (AGPR). This is the number on which we will base our breakeven
calculation.

Continuing with the income portion of the pro forma, the next step is to reduce
AGPR by Vacancy Loss (definition: income lost from units that are not reﬁted) and Bad
Debt (definition: uncollectable income that is owed the property from tenants that have
left). The resulting number is Net Rental Income (NRI).

To the NRI we add Other Income (definition: income generated by activities other
than rent, e.g., laundry, fees, vending, etc.) to determine Total Income. On the pro

forma, the Income section is shown in Table 1.
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Table 1
Annual Income
Line Rental Income Amount
1 Gross Potential Rent-Market-GPR $1,000,000
2 Plus: Housing Subsidy 50,000
3  Total Gross Potential Rent-TGPR (1+2) $1,050,000
4 Less: Loss to Lease -90,000
5 Less: Rent Concessions -25,000
6  Adjustments to TGPR (4+5) -115,000
7 Adjusted Gross Potential Rent-AGPR (3-6)  $935,000
8 Less: Vacancy Loss -85,000
9 Less: Bad Debt -18,000
10  Total Vacancy & Bad Debt (8+9) -103,000
11 Net Rental Income (7-10) $832,000
12 Other Income 20,000
13 Total Income (11+12) $852,000

For our analysis the important numbers are Adjusted Gross Potential Rent (Line 7) and
Total Income (Line 13).

Expenses

Expenses are divided into four main categories: Operating; Debt Service; Capital;
and Other. We will look briefly at each of these in the next paragraphs.

Operating Expenses (definition: expenses incurred in the day to day operation of
a property) include salaries, personnel taxes, and benefits; administrative/office
including legal and audit; property and asset management; marketing and retention;
maintenance and repairs; unit turnover; utilities; real estate taxes; and property
insurance.

Debt Service (definition: interest and principal payments on all the loans on the
property) usually includes Replacement Reserves (definition: an amount set aside each

month from Net Operating Income to pay for the eventual wearing out of short-lived
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assets, e.g., light bulbs, electrical fixtures, ceiling fans, etc. Expenditures are usually
reimbursed quarterly thereby méking it a “wash” entry.)

Capital Expenses (definition: an amount used to pay for the eventual wearing out
of long-lived assets, e.g., flooring, HVAC units, doors and windows, etc.) Capital
Expenses are considered maintenance or improvements to the property and are

amortized over time.

Other Expenses include any expenditure that may be one time, or infrequent,
charges to the property that are unique and do not easily fit into one of the other

expense categories.

In our hypothetical pro forma, Expenses would appear as shown in Table 2,

below.

Table 2
Line Annual Expenses Amount
14  Operating Expenses $430,000
15  Debt Service and Replacement Reserves 300,000
16  Capital Expenses 70,000
17  Other Expenses 5,000
18 Total Expenses $805,000

As a brief aside, before we engage in the breakeven analysis, we'll examine the
operating parameters, shown in Table 3, below, of this property using some common

measures. This will create a framework for the breakeven analysis.
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Table 3

Operating Measures
Average Monthly Potential Rent per Unit $ 700
(line 3 divided by 125 (# of units) divided by 12
Operating Expenses per Unit $3,440
(line 14 divided by 125 (# of units) ‘
Net Operating Income $422,000
(line 13 minus line 14)
Value of Property at 8.5% Cap Rate $4,964,706
(Net Operating Income divided by 8.5%)
Value Per Unit $39,718
(Value divided by 125 (# of units)
Annual Profitability $47,000
(line 13 minus line 18)
Debt Service Coverage Ratio 1.41

(Net Operating Income divided by line 15)

These numbers indicate that this hypothetical case reflects the operations of a typical
property of this size. |

The first step in the breakeven analysis is to compare Adjusted Gross Potential
Rent (AGPRV; line 7) to Total Expenses. In other words, how much of AGPR must be
realized in order to cover the expenses of the property. In this case the number is 86.1
percent ($805,000 [line 18] divided by $935,000 [line 7]). This is a typical result for most
properties.

The second step is to calculate the Expense Coverage percentage of the
property. This is the ratio of Total Expenses (line 18) divided by Total Income (line 13).
In this case, $805,000 divided by. $852,000 or 94.5 percent. In other words, expenses
would use 94.5 percent of Total Income.

In this case the Expense Coverage is less than 100 percent consequently the
property is slightly profitable (5.5 percent). As the Expense Coverage percent

approaches the breakeven percent (86.1 percent in this case), the property becomes
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more profitable. If the Expense Coverage percent goes above 100 percent (i.e.,
expenses exceed total income) the property will be unprofitable. Consequently, the
narrower the gap between breakeven percent and the expense coverage percent the
stronger a property is financially.

The decrease in profitability comes primarily from Vacancy Loss (line 8) and, to a
lesser degree, from Bad Debt (line 9). The owner/management typical reaction is to try
to increase the physical occupancy of the property, the seemingly easiest approach for
most principals to implement.

The conundrum in battling Vacancy Loss is that to improve physical occupancy,
owners and managers frequently resort to lowering rents or providing major
concessions to sign more tenants. However, by doing this they decrease the income
side of the formula. This frequently raises the breakeven percent, raises the expense
coverage percent, and lowers profitability.

Three Measures of Occupancy

Finally, comparing the percent of units occupied (physical occupancy), percent of
units leased, and economic occupancy can help understand the operations of a
property. While these measures are independent of breakeven analysis, they are a
useful tool in evaluating current front office operations.

As an example, if physical occupancy is 90 percent we would want percent of
units leased to be approximately 92 percent to 94 percent or 2 percent to 4 percent
higher than units occupied. (These numbers are general targets; each property will have
its own characteristics.) This would indicate that physical occupancy in the near future

will improve over current levels unless there is a major loss of tenants. On the other
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hand, if percent leased is less than percent occupied it may mean that the property is
having problems attracting potential renters or tha’; ;the sales team is not getting
potential tenants to sign leases.

Next, economic occupancy should approximately equal to physical occupancy.
This indicates that rents are being collected effectively. Economic occupancy is the ratio
of Net Rental Income (line 11) to AGPR (line 7). In this example economic occupancy is
89 percent ($832,000 divided by $935,000). In most cases, economic occupancy is
usually 2 percent to 4 percent lower than Physical Occupancy at any point because of
the difficulty in collecting rents on a timely basis. This is frequently referred to as the
Collection Gap. Any Collection Gap over 4 percent may indicate a problem with rent
collections and a possible increase in bad debt.

Timeframe

A word about timeframes is needed. Breakeven can be measured each month
but this is a minimally useful number. The cash flow of a community can sometimes
fluctuate quite dramatically from month to month due to tenant movements,
replacement reserve reimbursements, audit and legal fees, or extraordinary expenses.
The breakeven point for that particular month may be wildly different from other months.

To discern trends, it is better to measure breakeven over a minimum of six
months. One approach would be to use the most recent six months and compare it to a

current Year-to-Date measure to create a relative measure of how the property is

performing.
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Summary

When most people ask' “What is our breakeven occupancy?” as it relates to
multifamily properties, they are usually talking about Physical Occupancy. This paper
shows that the more important measure is Economic Occupancy, a more difficult
number to determine. While Physical and Economic Occupancy are related, they are
not directly correlated. Each community has its own profile and it is important, especially
in a difficult market, that owners and managers constantly monitor the operations of
their properties. A report showing monthly operations which includes an analysis of

Economic Occupancy is recommended.



