Chapter 9

Income-Producing Properties: Leases,
Rents, and the Market for Space
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Major Property Types

Economic Forces

Supply and Demand Relationships
Location Analysis

Competitive nature of Real Estate
Importance of leases
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Property Types

 Residential

Single family houses, condominiums, cooperative
apartments

* |Income Producing
Multifamily

Commercial
e Office
e Retall
* Hotel/motel

Industrial/warehouse
Recreational
Institutional (special purpose)

 Mixed Use Developments

9-3



Supply:
Investors ) (
Wanting to Sell

4

Demand:

Investors
Wanting to Buy

Property Prices:

“Cap Rates”
1/($Asset/$Income)
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 Real Estate values vary according to
their physical characteristics, their
locations, and the economic conditions
of the market.

* Real estate values depend on income
expectation and its relative riskiness.
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* Physical and financial asset markets

* Functions of space markets:
To allocate existing space

To expand or contract space to meet
conditions

To determine new uses for land
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« Demand and Supply model with
vacancy

Va=S-D
 Natural Vacancy
 Rents

Equilibrium rent

Net contract rent
Effective contract rent
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Supply & Demand

 Equilibrium Market Rental Rate
Vacancy Rate
Supply and Demand
Short run vs. long-run

There are different influences on supply and
demand for different product types
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Apartments: # of households, age, household formation,
Income, interest rates, affordability, apartment rents,
housing prices, mortgage credit conditions

Office: employment in industries with a high % of office
workers (attorneys, accountants, engineers, insurance,
etc.), number and growth of local firms, SF per employee

Warehouse: employment in industries that use
warehouses (wholesaling, trucking, distribution, assembly,
etc.)

Retail: household income, age, gender, population, size
and tastes / preferences
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RE = Regional Employment
USE = US Employment

| = Industry Classification
TOT Total

LQ — (REj/ RETOT) / (USEj / USETOT)
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o Ifthe LO > 1.0, then the industry Is a
base or driver industry.

o Ifthe LO < 1.0, then the industry Is
usually referred to as a supporting
iIndustry.

 In this context, the term “employment
multiplier” Is also used.
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Vacancy Rates
Interest Rates / Availablility of Financing
Age and quality of existing stock

Construction costs (prices & productivity
factors of production)

Land costs
Number of builders in the market
Credit conditions
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* Due Diligence or “Market Studies”
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 Market Analysis is more than just
Income, population, household size, and
ethnicity

“It’s better to spend twenty thousand
dollars to rip a hole in a wall and peek
Inside. You don’t want to be stuck with
a twenty million dollar mistake.”

-Anonymous acquisitions director 9-16



Studies that focus on the market include:

Analysis of local economies : Studies the fundamental determinants of the
demand for all real estate in the market

Market analysis : Studies the demand for and supply of a particular property
type in the market.

Marketability analysis : Examines a specific development or property to
assess its competitive position in the market.

Studies that focus on individual decisions include:

Feasibility analysis : Evaluates a specific project as to whether it is be
carried out successfully if pursued under a proposed program, relates to
developability. Most often related to financial feasibility.

Investment Analysis : Evaluates a specific property as a potential
investment. Usually incorporates specific financing in the analysis, and may
evaluate alternative financing options to select most appropriate financing or
consideration of income taxes. Emphasis is on risk and reward, sensitivity
analysis, and internal rate of return.
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« 1: Will there be users to rent or buy the proposed
product?

e 2: How quickly and at what rent or price will the
proposed project be absorbed in the market?

« 3: How might the project be planned or marketed to
make it more competitive in its market?
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Market Area
Site Evaluation
Demand Factors

Supply

Current, Under Construction, Proposed
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TABLE 1.1  Market Analysis Users and Their Objectives

Objectives

Lenders  Developers  Architects  Buyers/  Property
Partners  Builders  Designers  Sellers  Mamagers

Promotion and nitial
marleting ctforts,

X

Communication wich
local politicians and
decision makers for
project approval;
l:ﬂ.'ltrfﬂ‘:h T lﬂ]'.ll:l s
and community groups.

Employment and
relocation of corporate
renants/buyers.

Investment strategies or
Bnancing effores,

['l"DjDL't F ]ﬂl‘.lﬂ.i.]'.lg ELJTICI.

design, long-term.

Cash flow projecrions
and financial analysis
for nvestor profrabilicy
ﬂl.'.ld |.C'J'.I|.'I.fr ri.EI.{
assessment.

Duc diligence, multple
levels of review.

Management of completed
projects—tenant matters

'."ll'.ll_'l mﬂi.]'.ltfl'.l'.'lﬂﬂ.'f_

X

Real Estate Market Valuation and Analysis Kahr & T

@ggfett



1: Inadequate analysis of indirect economic forces. Such as
environmental, social and political

2. Using best-case numbers

3: Ignoring the importance of sensitivity analysis
4: Underestimation of infrastructure cost

5. Inadequate analysis, particularly of cash flow

6. Excessive use of statistics without any hard, realistic
conclusions

7: lIrrelevant data

8: Conclusions drawn on numbers but lacking consumer surveys
9: Overvaluation of land

10: A failure to critically assess management
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Cover page

Letter of transmittal

Table of contents

Nature of the assignment
Economic background
Description of the Property and Proposed development
Competitive developments
Market potential
Conclusion of marketability
Addendum

Exhibits
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 Market Analysis is more than just
generic statistics

e For retallers in particular,
“psychographics” matter
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e PRIZM NE Segments
American Dreams
Bohemian Mix
Money & Brains
Urban Achievers
Young Digerati
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Young Digerati are the nation’s tech-savvy singles and couples living
in fashionable neighborhoods on the urban fringe. Affluent, highly
educated and ethnically mixed, Young Digerati communities are
typically filled with trendy apartments and condos, fitness clubs and
clothing boutiques, casual restaurants and all types of bars — from juice
to coffee to microbrew.

Buy wireless phones

Own a DVD player

Read Wall Street Journal

Listen to National Public Radio (NPR)
Drive a Saab or Volkswagen
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The residents of Money & Brains seem to have it all: high incomes,
advanced degrees and sophisticated tastes to math their credentials.
Many of these city-dwellers, predominantly white with a high
concentration of Asian Americans, are married couples with few
children who like in fashionable homes on well maintained lots.

Shop at Nordstrom
Support the arts

Read Business Week
Listen to all-news radio
Drive a Jaguar
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Property types that have longer construction times have more severe

cycles

Apartments
Suburban garden walk-up
Urban mid, high-rise

Office

Suburban low-rise

CBD mid, high rise
Retail

Strip/stand-alone

Neighborhood/Community

Enclosed Malls
Warehouse

Suburban single level

6-18 months
18-24 months

18-24 months
24-48 months

6-12 months
12-24 months
36-48 months

9-12 months
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* The severity of the real estate cycle Is directed
related to the length of time it takes to build new
product, and the length of leases.

* |n markets where it is harder to free up

development sites, the cycle tends to be more
severe.

 The same is true for regulation. The more

regulated a market is, the more severe the cycle
will be.
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Manhattan

Condos
Myerage Price Per Sg F
19849 - 2009
Studio 1-Bedroom  2-Bedroorm 3-Bedroom d+Bedroom
2007 1,075 1,092 1,287 1,697 2116 1,224
2006 1,020 1,025 11492 1.509 1.828 1.142
2005 932 963 1,156 1,374 1088 1,086
2004 773 TAG 212 1,108 1,418 873
2003 666 i 214 921 1,282 Filitd]
2002 685 540 I 854 1,418 T4
2001 &77 Gl T3 951 1,127 G491
2000 477 S30 Fidi 2580 1,050 613
1999 395 Hr f1a G493 a0z 420
1998 366 423 459 1,056 1,564 447
1997 302 367 436 586 714 <00
1996 374 304 408 1,019 ] 376
1995 4496 407 460 912 o83 E il
1994 346 363 1z 564 1,316 a9z
1993 300 il 3563 3493 a5 313
1992 308 358 i 531 324 361
1991 314 KRR 404 L g avo
1990 354 344 442 574 395 294

1989 345 285 442 G249 10 <09 9-30



Location & User-Tenants

. Competition leads to the highest rents in the
most profitable locations and land value

Locations will be dominated by clusters of
users with similar revenue or operating
expense structures

Locations that are most valued will lead to
the greatest density

. Some locations are competed for by firms
that are most cost-sensitive
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Location & User-Tenants

 Motivating Factors

Increase sales

* Business type where success requires a higher
revenue stream and heavy pedestrian traffic

Reduce operating costs

e Business type where success is based on a lower
cost structure and large amount of land
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e L ocation decision factors of firms:

Transportation costs

Proximity to customers
Proximity to suppliers
Proximity to work force

Land requirements

Type of service or product

high-density / low-density demand
weight-gaining / weight-losing production
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e | ocation decision factors of household:

Users seek to avoid transportation costs,
and have incentives to locate close to
economic centers

The price of land decreases with the
distance from the economic activity centers
within urban areas, and buyers substitute
land quantity for location
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Popular Business Choice: Leasing

* More cost-effective than owning
Space requirements
Owning is a heavy capital investment
Stay out of the “real estate business”

Maintain operating flexibility. It's much easier to lease
new space, or sub-lease excess space based on
staffing levels than it is to buy or sell buildings.

Maintenance and repair
If not used, must dispose of excess space

* This results in specialized real estate firms.

* The exception Is for specialized facilities or for
headquarters facilities where there are business
reasons to own instead of lease.
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* Geographic Information System

A software that links geography with
descriptive information

* GIS Is the key to site selection =



Base Map Data
Street Data
Environmental Data
Boundary Data
Demographic Data
Business Data
Weather

Consumer Expenditure
Data

Retail sales potential
Traffic counts

Land use

Daytime / Occupation
Crime Data
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Major Mall:

Used by patrons from adjacent areas as well as by those who might
come a great distance, is usually sited in relation to major cities and
transportation infrastructure.

Boutique Retail Chains

Specific demographic and lifestyle segments and interested in
areas of high foot traffic in affluent neighborhoods.

Convalescent Care Providers

Areas with a large population of elderly people in temperate
climates.

Apartment Developer

Areas of young singles that are close to social or recreational
facilities.
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e /7 Step Approach
1. Identify Region for Assessment
2. Geographic Inventory of Competitors
3: Relative Performance of Existing Stores

4: ldentify Defining Features of Existing
Stores

5: Assess Market Penetration
6. ldentify Geographic Markets for Expansion
/. Choose New Sites 039
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* For example, using the 7 step
approach, one can reverse engineer the
following information about Red

Lobster:

Average age 33-35
2.95-3.15 per family, probably two adults and one child
Younger adults with a higher income level

African-American households that have a income higher
than the average African-American household for the MSA
for the whole

50% to 79% of total population is white
20% to 49% of total population is African-American
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Leases

e Lessor = Owner, Lessee = Tenant

« Underwriting Tenants
Financial statements
Credit ratings
Analyst reports
Bank relationships
Existing obligations
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Real Estate Income

 Market Rent
Outlook for national economy
Economic base of the area
Demand
Supply

e Vacancy

On account of tenant turnover, space is not
always leased even in strong markets.
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Date

Term

Parties, Lessee, and Lessor

Legal description

Allowed uses

Restrictions on alterations
Responsibility for maintenance and
repair
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General Contents of Leases

Restrictions on alterations or improvements
Construction of any expansion by owner
Eminent domain and any consideration

Responsibility for payment of specific
expenses by lessee and/or lessor

Insurance requirements
Lease renewal options
Estoppels
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Lease Income

Flat Rent
No rent change over lease term

Step Up Rents

Specified rent increases at specified times
Indexed Rents

Periodic rent adjustment-CPI Index

Percentage Lease
Rent partially based on sales
“Breakpoint”
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Cconcessions: base rent, Tl allowance,
etc.

Signage

Non-compete clause

Lender approval of major leases
Load factor

Load factor for floor =

Rental area per floor

Usable area per floor 9-46



Leases & Expenses

Gross leases

Tenant pays rent only

Property owner pays all operating expenses
Modified (full service) lease

Direct “pass-throughs”

Non-operating expense “pass-throughs”
Leases with operating expense recoveries

Single net leases, Double net, Triple net

Common Area Maintenance (CAM)

Where and why do we use gross, net or
expense stop?
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A tenant has an expense stop of $5 per

s.f. based on expenses the first year of
the lease

 Expenses per s.f. are currently $7 per
s.f. and the tenant has 15,000 s.f. of
leaseable area

« How much does the owner and tenant
pay In expenses for this tenant’s space?

The owner pays $5 x 15,000 = $75,000 s«



Effective Rent

 Used to compare different leases
Compute present value of rent stream

Convert present value to an equivalent level
annuity

 Example 9-1:
« Consider the following rent schedule
Year 1 = $12/square foot

Year 2 = $14/square foot
Year 3 = $15/square foot
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Effective Rent

o Step 1. Compute the present value

N

[
P P P BB O
(O NN AN

N

100000

:| = $32.55



Effective Rent

= $32.55
=3
=12

[ 1=s1355

This Is the effective rent for this rent schedule.

00
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Effective Rent

e Use the same procedure to evaluate all
potential lease alternatives.

e This measures the return to the lessor and
cost to the lessee.
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Pro-Forma Cash Flow Statement

Rental Income
+ Other Income
+ Recoveries
- Vacancy and Collection Losses
- Concessions
Effective Gross Income (EGI)
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Pro-Forma Cash Flow Statement

EGI
- Operating Expenses
- Capital Expenditures
Net Operating Income (“NOI”)

Depending on the analyst, capital
expenditures may or may not be including
In the calculation of net operating income.
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Office Leases

Variable terms
Premium & Discounts
Rentable area
Usable area

Load factor
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Industrial Property Leases

Similar to office leases

More individualized for tenant

Term tends to be longer than office leases
"end to be pass-through

Premiums & Discounts
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Retall Leases

Sales per Rentable Square Foot and Traffic
Counts

Provisions on operations may include limits on
other tenants

Anchor and In-Line Tenants
Rent Differences

Percentage rent lease
Breakpoint
Overage

Common Area Maintenance (CAM)
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Apartment Leases

Shorter Term
Impact of consumer protection laws

Gross Potential Rental Income
Full occupancy

Loss to Lease

The concept of loss to lease is that since the leases in
residential real estate are so short, a landlord Is
always on the verge of catching up to whatever
market is. The loss to lease shows what this
differential is.
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