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Serviced Apartments

How to lose money & how to make it!

Serviced apartments as a real estate investment
are not well liked in our industry. In fact many
advisors say that'the only ones who make
money out of them are the ones who sell them’.
If you do a Google search on ‘serviced
apartments as an investment’ this comment can
be found in the first article listed. Having just
sold a serviced apartment for a client | was able
to see first hand how bad they can be as an
investment. | did however get to see one silver
lining and it could make a smart investor a great
profit in the long term.

Firstly, | should explain what serviced
apartments are as they come in many varied
forms, each working differently and producing
different results. Serviced apartments are
typically residential accommodation run by a
hotel or chain where people stay for more
extended periods. They differ from holiday

letting properties, which are common along the
coast and throughout Queensland, in that they
have a long term commercial lease running
between a hotel and the individual owners. In a
holiday letting situation the owner of the property
can choose to no longer rent the property out.
In the case of a serviced apartment they may be
under a lease for 20 years or even longer. They
can not break the lease; they can not move in
and if they sell it the new owner is equally bound
by the lease.

| was recently involved in the sale of a Medina
Serviced Apartment in Busaco Rd, Marsfield. It
is a 2 bed townhouse with one garage and not
dissimilar to most other townhouses in the
street. It sold for $363,500 which was about
30% less than a similar townhouse would get in
an adjoining complex. It is even less money than
a 2 bedroom unit in the area. Why was the sale
price so low? Thatbecomes easier to
understand when you begin to appreciate what
is really going on.

The sale ofserviced apartments became
popular in the '90s when developers realised
that they could make a lot more money selling
hotel buildings if they broke them into individual
lots and sold them to regular residential
investors. Normally hotel buildings were sold to
commercial investors who require a 9-10% net
return each year on their money invested. If the
hotel chain paid $1,000,000 a year in net rent
then the investor would pay $10,000,000 for the
building. Residential investors are typically only



receiving 3-4% net return on the standard
property investments. Developers realised that
they could sell their hotel building a lot more
money to residential investors.

Using the example of the hotel building, the
developer subdivided it up and sold the lots at
5% net return. The hotel still paid the same rent
but the building sold for $20 million not $10
million. The building cost the same to build;
there was just a lot more profit at the end for the
developer.

It is important to understand that the reason why
commercial investors insisted on these higher
rates of return wasn’t that they were greedy,
they justwere knowledgeable. They knew
things the residential investors didn’'t know,
things like low capital growth and the
expensive.... no make that very expensive costs
of refurbishment that would be necessary during
the lease so that the building stayed modern
and up to date. They also knew about things like
occupancy rates and how hotels where able to
charge more per room when they were new and
less as they got older. That reduction in room
rates would eventually wash through to the
landlord in reduced rent growth and upkeep
costs.

Instead of looking at these factors, residential
investors saw the initial ‘guaranteed rent’ that
the leases normally contain as added safety. It
wasn’t. In fact it hid something that would cost

them dearly. These properties were sold on the
basis of ‘return on rent’ i.e. the more they earn
the more they are worth. Many first time
investors focus on the rent return when buying a
property thinking that the higher the rent for
each dollar invested the better the investment.
In many cases the opposite is true.

In the case of these apartments, the rent quoted
was usually higher than the surrounding rents of
other similar property. Buyers thought that
because the rent was higher the property was
worth more. What the buyers didn’t realise was
that when the rent guarantee expired, say after
3-5 years, the rent fell back down to true market.

That's what happened to the client | was acting
for. He paid more than he would have for a
similar townhouse elsewhere in the street. In his
words, "it looked like a good deal". The rent
covered the mortgage - ’
whereas the townhouses
elsewhere were cheaper
but would have required
him to pay extra to cover
the mortgage. He didn’t
realise the high rent
was 'bait’. They paid him
an extra 20% in rent and
he paid them an extra
10-15% in price. He only
got that extra 20% rent
for 5 years and for the
following 15 years he
received market or less;
they on the other hand
got to keep the entire
inflated sale price.

Surely my client should have been advised by
his solicitor that all of this was possible when he
read the contract and the lease. Funny thing,
the marketing company (not real estate agent
and I'll come back to this) organised the solicitor
for him. To make matters “easier” it was
suggested that the solicitor he use was the
same one acting for the seller. The reason given






