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hicago's apartment market has ex-

perienced a dramatic, yet seem-
ingly unheralded transformation in the
past six months.

Specifically, there has been a pro-
found rebound in the rental markel, an
ebbing in condo conversion activity
and a record level of transaction veloc-
ity. These forces are quickly changing
the landscape and are requiring in-
vestors to reevaluate their strategies for
anew apartment market,

Record activity ‘

To begin with, 2005 was a record

- year for transaction velocity in Chi-
cago's apartment market, In the city of
Chicago, there were 417 closed apart-
ment transactions of more than $1 mil-
lion with an aggregate volume of $1.8
billion. By comparison, in 2004, there
wetre 386 sales with and aggregate vol-
ume of $1.3 billion. Similarly, in 2005
the average price-per-unit jumped to
$111,346 from 590,634 just one year
earlier.

This heightened velocity is in con-
trast to a more typical year stich as
2001 when only 171 sales occtured and
the average price per unit was just
$66,585,

Obviously, this increase in velocity
is correlated to an increase in values,
As prices increase, 50 too is an owner's
willingness to sell. Less obvious, how-
ever, is that since 2001, there has been
an inverse correlation between net op-
erating income (NOI) and values, NOIs
declined dramatically between 2001
and 2005, yet values increased dramat-
ically. This-created further incentive for
owners to seli.

Not only were prices skyrocketing, .

but incomes were dropping severely.
‘While interest rates deserve much of the
credit for these price increases, it was
the condo converters who most ex-
ploited these low rates, increasing val-
ues and ultimately accelerating velocity.

Conversion aversion?

Now condo converters are working
on thinner margins than at any time in
recent years,

First, lenders are starting to tighten
their terms in response to the increas-
ing inventory in a number of submar-
kets. Second, construction costs have
substantially increased. Thicd, there is
an ever-growing competition among
converters competing for fewer and
fewer prime conversion properties.
Fourth, according to the Multiple List-
ing Service, marketing times have in-

creased by as much as 35 percent since
lust fall in most sub-markets, thereby
increasing carrying costs. These forces
are all cutting deeply into converters
profits.

Since mid-2001, condo converters
have been outbidding apartment in-
vestors, in general, from 10 percent to
20 percent on properties that have
strong conversion potential, This is in
contrast to the period from 1997
through early 2001 when apartment in-
vestors frequently outbid condo con®
verters. . R

It js highly unlikely that condo con-
verters will disappear from the land:

scape, but a compression on develop: .

ers’ margins may dampen the premi-

ums which they can pay to sellers,
Initially, this has already. been no-

ticed in marginal conversion-deals,

That is, properties in Weaker locations .
or properties with below average unit”

Inyouts that in recent years have been
successfully converted due to strong
end user demand. .

This in turn begs the question, “Will
a slow down in conversion activity lead
to a slow down in velocity?”

If .owners cannot obtain the same
premium pricing, will they be as in-
clined to sell?

Of course, this presumes that future
premium pricing would come s it has
in recent years, from converters, Tt may
well come from apartment operators
seeking to take advantage of the new
apartment market.

Rental rebound

In early 2005, many apartment own-
ers were battling physical vacancies of
8 to 12 percent, depending on the sub-
market. -

In addition, rental concessions, re-
newal concessions and bad debt ex-
penses were adding an additional 6 per-
cent to 10 percent in economic. va-
cancy, depending on the submarket.

Beginning in mid-2005, however,
physical occupancies began rebounding
and have been steadily improving since.
Most submarkels are reporting physical
vacancies today-of 4 to 7 percent, with
virtually no remaining rental conces-
sions, The speed of this rebound is as-
tounding and seemingly unheralded,

In addition, there has been a notice-
able improvement in the quality of
rental applicants, This appears to be as
a result of an improving entry-level
employment markel.

Beginning in 2001, qualitatively the
lop traunch of the rental pool became
first time homebuyers. This traunch

-represented as much as a third of the

rental market in many submarkets.
Apariment operators not only had to re-
cover from the economic impact due to
vacancy loss, but also had to adjust
their management and marketing
strategies to account for this qualitative
change. In recent months, however, it
appears that the rental rebound has pos-

itively affected both the quantity and

quality of income stream.,

Rent increases, a term nearly forgot-
ten in apartment circles, have sparingly
reappenred in a few submarkets, If this
rebound conlinves, owners may soon
be able to pass thru rent increases to
offset the rising operating expenses that
have been eroding NOIs in recent
years,

In arelated vein of relief, the Cook
County Board just approved a plan to
reduce tax assessment levels for build-
ings with sevén or more residential
rental units from 26 percent to 24 per-
cent starting in 2006. By 2008 the as-

“ sessment level will be 20 percent. *°
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The new apartment market
‘What does the new apartment market
look like? There will be less pricing dif-
ferential belween condo converters and
apartment investors, stabilized occu-
pancy rates, no rent concessions, rent in-
creases and operating expense relief.
Alfter five years of challenging buy-
ing opportunities and disheartening
NOIs, Chicago's apartment investors
are on the verge of a new market.
Douglas Imbei is president of Essex

*Realty Group Inc., a Narthbrook-based

real estate brokerage company special-
izing in the sale in Chicago area in-
vestment properties. RU]]
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In 2005, the 417 dased transactions in the Chicage oporiment markel surpassed the
386 sales in 2004 and greally surpussed the 171 sales In 2001, In addition, new
projecis hove been sprouling up. ParkView, u 47-story tower (picturad.abave) af the
corner of McClurg Cour and Hlinois Streat, will bring 3,000 residents fo the area,



