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A Slumping Residential Market Has Some 
Developers Turning Their Condos Into Rentals

By Debra Wood

Just 18 months ago you couldn’t walk a block in Brooklyn without seeing the skeleton of a new building and a billboard advertising new, luxury condominium units.

But once the decline of the housing market finally reached New York City, developers of many of those properties were faced with a decision: Go forward as planned and risk opening an empty building, or convert the units – in the middle of construction – to apartments in hopes of getting some return on their investment.
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	The Clermont, in the Ft.Greene neighborhood of Brooklyn, was originally intended to be condominiums but now is trying to attract renters.


More and more developers, it seems, are starting to choose the latter.

“People started seeing weakness where they couldn’t get the prices they expected for their condos,” says David Maundrell, owner of the Brooklyn-based brokerage aptsandlofts.com. “Then it was more of a long-term investment goal, but today, it’s shifting strategies. Developers are forced into doing it by lenders to keep up the payments.” 

Derrick Gross, an analyst at StreetEasy.com, reports that several projects have converted, including The Clermont and 192 Spencer, both in Brooklyn.
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“I anticipate more condos switching to rentals, especially in Brooklyn, as developers adjust to the new market,” Gross says.

And the trend doesn’t seem to just be limited to Brooklyn as developers in all five boroughs are starting to get cold feet about bringing condo units to market once construction is finished.

“We are starting to see this happening a little more often,” says Stephen Kliegerman, executive director of development marketing for Halstead Property real estate brokers in New York, which was selling units in The Bridges in Harlem and is now leasing them. 

Luigi Rosabianca, a principal attorney and founder of Rosabianca & Associates in New York, says he is “definitely seeing more of it happening,” something he attributes to financing drying up, not only for developers but also for end purchasers of the units. 

Maundrell says some converted projects make money and some are treading water, with a goal to get out from under the construction loans.

“What they are looking to do is mitigate losses by going the rental route,” he says. “The rental route may not be a fabulous return on investment, but it’s not negative.”
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	When the decision is made to switch a unit from condo to rental, the owner will usually use fewer high-end finishes which often leads to a renegotiation of terms between the owner and contractor.


Gross, however, adds that if the developer needs cash to pay back the loan, renting often will not generate the same amount of cash.

“Lenders are worried in the current climate that the units will not sell at the anticipated cost, and they are concerned they will not get paid off for the construction loan,” says Hugh Finnegan, a partner and co-director of the real estate department at the law firm Sullivan & Worcester in New York. He adds that some lenders will not give construction loans in the current climate unless the deal will work as a rental.

Finnegan says the interest rate on a rental property will typically be lower than that on a construction loan because the units will generate some income. 

Steven Spinola, president of the Real Estate Board of New York, says that the large number of new starts has moved some people to consider converting to rentals. 

“It’s easier said than done, and they will only do it if they have no choice or it’s early enough to modify the finishings and keep the cost down,” Spinola adds. “It’s an option for people, a safety net. But sometimes that option is difficult to do because of the price of the construction or the land. You might not get the rental numbers to cover your cost.” 

Making the deal work

For the past five to seven years, with rising land costs, rentals would not work, but with today’s rising rates, rentals make sense, Kliegerman says.

New York remains a rental market, Spinola says. Of the three million housing units in the city, two-thirds are rental and one million are owned, the reverse of the rest of the country. He adds that the vacancy rate is about 3.9%. 

“It won’t be devastating for people to change to rental,” Spinola says. “We still have a housing shortage, and the rental side of it provides a major source for people to deal with it.”

Rosabianca agrees, saying that in a renter’s town, holding inventory that produces cash flow may be easier than selling units.
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	Luigi Rosabianca, a principal attorney and founder of Rosabianca & Associates in New York, sees more condo-to-rental conversions. 
	Dennis Russo, a principal with the law firm Herrick, Feinstein of New York, cautions contractors to expect owners to try to renegotiate if they turn a condo building rental. 

	(L-R) Luigi Rosabianca of Rosabianca of Rosabianca & Associates and Dennis Russo with Herrick, Feinstein LLP. 


However, Dennis Russo, a principal with the law firm Herrick, Feinstein of New York, cautions that rent almost will never cover debt, unless the lender restructures the loan. He adds that if the property also has a mezzanine loan, there is no equity left, and that further complicates the situation. 

“The only ones that work economically, without going back to the lender, is where people owned it for a long period of time,” Russo says.

Kliegerman says developers may sell as many units as possible and rent the remainder. Holding them for more than a year, the proceeds become a long-term capital gain vs. regular income. 

“Developers have been doing that for a long time,” Maundrell says. “Financially, it was beneficial to rent the units for a year or two years and then sell. Today, it’s more out of necessity vs. an investment strategy.”

If the units become rent stabilized that could alter plans to convert back to condo in the future, Finnegan adds. However, it can be done under a noneviction plan. 

On the other hand, Gross says that the developer may dissolve the condo plan and return potential purchasers’ deposits. If the developer keeps the property as a rental, the company will often hire a management firm to deal with the administration.

Changing course

Kliegerman says that when buildings are planned with a rental fallback, developers often will start out with a smaller unit mix, with fewer three-bedroom and oversized units.What happens with construction when a project converts depends on several factors, including how far along the project is. Sometimes the developer will redesign as a rental, changing the units and not putting in high-end finishes. Finnegan says most developers know before the project comes out of the ground if it will make it as a condo.
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	192 Spencer Street in Brooklyn began life as a condominium project but is now populated by renters.


Changing to rentals may prompt the developer to try to renegotiate with the contractor because fewer high-end finishes will cost less, Finnegan says. 

Russo agrees that the contractor may give a little bit to make the project work.

Leo Munoz, an agent with Halstead, says developer North Manhattan Construction Corp. of New York did not change the second building at the Bridges, and its high-end finishes, fireplaces and appliances give it a rental advantage.

Rosabianca adds that another example is 25 Broad, a condominium project developed by Swig Equities of New York, which recently converted.
“It had fantastic amenities and will make a magnificent rental building,” Rosabianca says. “It helps maximize the rental return.”
