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Commercial real estate lending is the art of making an informed judgment about the character and experience of the sponsor, and the science of understanding the durability of property cash flows and values.

This is a science course!

Understanding the Market and Project

There is no substitute for the lender visiting the site, observing the surrounding area, and inspecting the major components of the project!



Lending on Office Properties
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The US Office Market

Softening in U.S. office market fundamentals is accelerating

Considerable debate and speculation regarding the future of the office sector

Most firms adopting hybrid working, with three days per week in office

Firms are focusing on space needs, utilization, quality, and location

Downsizing is the norm, with space reductions of at least 20% to 30%
How does current US Office Market performance compare with the Great Financial Crisis, and the dot.com crash?

· According to national surveys, cumulative net absorption in this cycle stands at (175) million square feet in mid-2023, compared to (92) million square feet over the GFC, and (61) million square feet in the dot.com crash.
· Sublease space is at an all-time high of 254 million square feet, compared to 143 million square feet at the GFC peak.
· Asking rents are largely holding up, for now.  Landlords commonly reduce asking rents in order to secure tenants in a tepid leasing market.
· There has been a significant increase in tenant concessions, widening the gap between asking and effective rents.
· During the GFC, class A CBD asking rents fell by 25%, and Suburban asking rents fell 9%.


[bookmark: _Hlk141190134]Office Property Types


High Rise:  	Commodity or general-use office buildings, typically over 10 stories, and typically located in a Central Business District.

Low Rise:	Commodity or general-use office buildings, typically under 10 stories, and typically located in a suburban office development.

Medical Office:	Specialty-use office buildings designed for use by medical practices.

Flex Office:	A single story building that can be configured for office, warehouse or showroom use.

R&D:  	Specialty-use office buildings designed for research and development, which frequently include lab space.
[bookmark: _Hlk143180132]
Office Property Key Characteristics



Building Quality – Property Class			Physical Condition – Hazards, ADA

Building Efficiency – Net Rentable Area		Parking Ratio, Accessibility

Data Lines								Security

Convenience to Amenities					Conforming Use - Zoning




Office Property Classes


Class A (CoStar 5 star rating):	New to 10 yrs, with high quality building materials and interior finishes, extensive common areas, full height windows, bold architecture, highly amenitized, extensive landscaping, high quality services, large open floor plates, typically first generation tenants, and the latest technology and security systems.

Class B (CoStar 4 star rating):	Older Class A, or new with average quality building materials and interior finishes, attractive common areas, lesser amenities and services, attractive landscaping, large floor plates with limited columns, typically second generation tenants, and functional technology and security systems.

Class C (CoStar 2 and 3 star ratings):  Older product with dated finishes, limited functional obsolescence, limited common areas, limited amenities and services, and typically third generation tenants.
Key Underwriting Considerations


The success of any office property is driven by the dynamics of its location, and the drivers for the demand for office space in that market. 

Job growth is a primary driver of office demand.  As such, lenders and investors prefer buildings in markets with positive job growth, and low unemployment.

Office job growth has been concentrated in recent years in technology and professional services.  As such, most office tenants show a strong interest in new, efficient properties with access to, or the ability to support, current technology. 

Consequently, older projects are in markedly lesser demand, and backfilling, renovating or repositioning older space involves a heightened degree of risk.

A roll risk analysis should be completed for every office project, as tenant turnover costs can be significant, and at times may exceed project cash flow. 


Key Underwriting Considerations


Tenant improvements vary significantly by market, office type, property class, and may be specific to a single tenant, and must be supported by the lease or market information.  

Leasing commissions will vary, and typically average 6% for new leases, and 3% for renewals.

Replacement reserves may not be sufficient to address an older office project’s major components.  Assess the age and condition of the major components (roof, HVAC, elevators, windows), as well as any potential life safety or ADA issues via RM inspection, a review of property reporting, or a Property Condition Report.

Potential tenancy and major component replacement costs should be addressed via a loan holdback, required escrows, or adequate recourse from guarantors with meaningful financial capacity.
Key Underwriting Considerations



Tenant Profile

‐ Lease types – gross, modified gross or net; escalations

‐ Lease terms – maturity profile, rollover risk

‐ Tenant quality – credit risk

‐ Tenant improvements – unusual build-out

‐ Interdependencies / co-tenancy clauses

‐ Ancillary income – antenna, storage, parking

‐ Special security, utility needs
Key Underwriting Considerations

Income Statement

Gross Potential Revenue

Expense Reimbursements					Varies based on lease type(s)	
Ancillary Income							ex. Parking, Storage, Antennas
(Vacancy/Concessions/Collection Loss)		
Effective Gross Income

(Operating Expenses)
Net Operating Income					aka EBITDA

(Leasing Commissions)					Typically 3% renewal / 6% new
(Tenant Improvements)					Build-out costs vary widely
(Reserves for Replacement)				Major components
Net Cash Flow
Lease Rollover Risk


Lease rollover, or “roll risk”, adds an additional degree of risk to office, retail and industrial projects.  For those who have not lent on these property types, you may not be aware that the risk and costs of tenant turnover are not fully captured within general vacancy, operating expenses or replacement reserves, as is the case for multifamily, student housing, senior housing, self storage and hospitality.  

In order to obtain new tenants (and sometimes just to keep the ones they have), office, retail or industrial project owners oftentimes must incur significant capital expenditures, and other below-the-NOI-line costs.  At times, these tenant improvements and leasing commissions can exceed current project cash flow.

The guidance that follows will help you to understand and quantify the risk of lease rollover, a process oftentimes referred to as a “roll risk analysis”.

Analyzing Lease Rollover Risk


Roll risk analysis focuses on 3 main factors:

· Renewal Probability

· Market Leasing & Rent Assumptions

· Leasing Commissions & Tenant Improvements




Renewal Probability

While all estimation requires observation and the application of good judgement, there are a few guidelines that are commonly used.  

Industry studies have shown that leases that are at or below market have a higher probability of renewal. In general, if a lease is at or within 10% below market, it has a 65% likelihood of renewal. If a lease is 20% below market, the likelihood of renewal is typically over 80%. On the other hand, if the lease is 10% above market, the likelihood of renewal is typically below 50%.  

For projects with major/anchor tenants, pay attention to anything atypical or unique.  Purchase options, rights to adjacent space, new tenant improvements every year and even tenant ownership of certain improvements can impact the probability and cost of renewal. Understanding the owners’ or management company strategy for dealing with these clauses can also help predict potential tenant replacement costs.
Market Leasing and Rent Assumptions


Current market leasing assumptions are typically readily available from various sources.  However, predicting future rents can be challenging, in particular when CoStar or similar forecasting data is not available. 

One common method of predicting future submarket rents involves a comparison of new construction supply to current absorption. 

For example, if new supply is 150,000 sq. ft. a year for the submarket, for example, and absorption is higher at say 200,000 sf, then we can reasonably anticipate that rents will remain stable or improve.  

The reverse is also true, and must be taken into account when predicting the probability and costs associated with lease expirations.

Tenant Improvement & Leasing Commission Costs

Assumptions for tenant improvement and leasing commissions are a function of the rental rate, the average lease terms of tenants in place together with the terms of new leases, and the absence or presence of concessions in the market. 

Please keep in mind that the analysis for anchors and major tenants is oftentimes different than in-line tenants.  “Credit” anchor tenants (investment grade, minimum 10 year remaining lease term), are oftentimes excluded from a roll risk analysis if their lease term extends well beyond the loan maturity.

To give a sense of the costs associated with a lease renewal, the average Bank applies between $7 and $25 per sq. ft. for tenant improvements for new tenants, and $1.50 to $10 per sq. ft. for renewals for suburban class B office.  Additionally, Banks commonly apply 2-3% leasing commission for renewals, and 4-6% for new tenants.  More specific detail for each property type and select subtypes follows.

Tenant Improvement & Leasing Commission Costs

Where can you find information on typical tenant improvement and leasing commission costs?

Appraisal							Rent Roll

Leases								Operating Statement

CoStar								Local Brokers


Commercial brokerage websites:
	
CBRE								Colliers

Marcus & Millichap					Cushman Wakefield
TI & LCs – Office

Typical assumptions for Suburban Office:
- $5.00-$20.00/sq. ft. tenant improvements for new tenants
- $2.50-$10.00/sq. ft. tenant improvements for renewals

Typical assumptions for CBD Office:
- $15.00-$40.00/sq. ft. tenant improvements for new tenants
- $7.50-$20.00/sq. ft. tenant improvements for renewals

Typical assumptions for Medical Office:
- $15.00-$100.00/sq. ft. tenant improvements for new tenants
- $7.50-$25.00/sq. ft. tenant improvements for renewals

Please note!  It can be very challenging to complete a roll risk analysis for a Flex Office property, as the use of a given space can change as its tenancy changes.  
TI & LCs – Office


All of the above:
- 4-6% leasing commissions for new leases, and 2-3% for renewals
- 65% renewal probability

A higher renewal assumption - 70% or greater - may be applied to investment grade tenants, or tenants whose rents are below market.  Additionally, tenants with high investments in leasehold improvements indicate a commitment to the rented space, and a higher renewal assumption could be supported.


These assumptions are by no means comprehensive, and will vary based on an assessment of the asset. The renewal assumptions may be increased or decreased, based on the respective tenant’s effective rental rate, lease renewal options, and current and anticipated competition in the market.
TI & LCs

So, what can we do with this information?


Estimate potential Tenant Improvement and Leasing Commission costs (“TI/LC”) over the life of a loan


Determine an appropriate level of TI / LC reserves


In lieu of reserves, determine an appropriate level of recourse



Practice Scenario #1 - Office

Let’s start with a relatively simple multi-tenant project:

Rent Roll: 
- 1,000sf leased to ABC at $15/sf for 4 years
- 2,000sf leased to XYZ at $16/sf for 5 years

A very reputable local broker shares the following Market Information:
- Market rent:  $16/sf
- Tenant improvements: $6/sf new / $3/sf renewal
- Leasing commissions:  4% new / 2% renewal
- Renewal probability:  65%

Do we have enough information to complete a roll risk analysis?  What other sources could be used to support the analysis?

Practice Scenario #1 - Office


Let’s estimate the potential tenancy costs at lease maturity for tenant ABC.
 
Lease data and market assumptions:
- 1,000sf leased at $15/sf for 4 years
- Average market rent, lease term and renewal probability:  $16/sf, 5 years, 65%
- Tenant improvements: $6/sf new / $3/sf renewal
- Leasing commissions:  4% new / 2% renewal

Calculations:
- Tenant Improvements = 1,000sf x (($6/sf x 35%) + ($3/sf x 65%)) = $4,050
- Leasing Commissions = 1,000sf x ($16/sf x 5 x ((4% x 35%) + (2% x 65%))) = $2,160
- Potential tenancy costs at lease maturity = $6,210


Practice Scenario #1 - Office


Next, let’s estimate the potential tenancy costs at lease maturity for tenant XYZ.
 
Lease data and market assumptions:
- 2,000sf leased at $15/sf for 4 years
- Average market rent, lease term and renewal probability:  $16/sf, 5 years, 65%
- Tenant improvements: $6/sf new / $3/sf renewal
- Leasing commissions:  4% new / 2% renewal

Calculations:
- Tenant Improvements = 2,000sf x (($6/sf x 35%) + ($3/sf x 65%)) = $8,100
- Leasing Commissions = 2,000sf x ($16/sf x 5 x ((4% x 35%) + (2% x 65%))) = $4,320
- Potential tenancy costs at lease maturity = $12,420


Practice Scenario #1 - Office


Here are our estimates for potential tenancy costs at lease maturity:
· Tenant ABC = $6,210 in Year 4
· Tenant XYZ = $12,420 in Year 5

Consider that there may not be enough excess project cash flow to cover these costs in years 4 and 5.  How might we ensure that sufficient funds are available to support these estimated needs?  One method is to establish a TI / LC reserve.

How would we determine the amount of a TI / LC Reserve and its funding requirement?  We estimated $18,540 in potential TI / LC costs in year 5, so ...   
· $18,540 / 5 years = $3,708 TI / LC Reserve funding per year

TI/LC reserves are typically funded via project excess cash flow, on a monthly or quarterly basis.
Practice Scenario #2 - Industrial

Another method to address the funding of potential tenancy costs at lease maturity is to ensure retention of an adequate level of recourse.

Let’s estimate the potential tenancy costs at lease maturity for a single tenant Industrial project.  The analysis is the same, regardless of the product type.
 
Lease data and market assumptions:
- 100,000sf leased at $5/sf for 5 years
- Average market rent, lease term and renewal probability:  $4/sf, 5 years, 65%
- Tenant improvements: $3/sf new / $1/sf renewal
- Leasing commissions:  4% new / 2% renewal

Before we calculate potential TIs and LCs, let’s consider a question.  What rental rate should we use?
Practice Scenario #2 - Industrial


If the existing lease has a renewal option, we would use the option lease rate for any renewal analysis.  The analysis of a new lease scenario would be based on market rents.

Calculations:
- TIs = 100,000sf x (($3/sf x 35%) + ($1/sf x 65%)) = $170,000
- LCs = 100,000sf x (($5/sf x 5 x (4% x 35%)) + ($4/sf x 5 x (2% x 65%))) = $61,500
- Potential tenancy costs at lease maturity = $231,500

Now, if we were to going to establish a TI/LC reserve, we would likely consider TI/LC reserve funding of $46,300/year ($231,500 / 5).  

What level of recourse would be adequate to support this potential funding?  
Practice Scenario #2 - Industrial

Before you answer “$231,500”, consider these various scenarios:

- What if excess project cash flow (after debt service) is only $50,000/year?
- What if the tenant has invested heavily in FF&E, it would be expensive for the tenant to relocate, and there are few available spaces nearby?
- What if the tenant could relocate easily, and had many options available?
- What if the guarantors possessed limited financial capacity?
- What if the guarantors possessed exceptional financial capacity?

The answer to the question of acceptable recourse in lieu of a TI/LC reserve is… it depends.  We can use tools to estimate the potential exposure, but there is no replacement for good judgement when we’re assessing roll risk.  

Speaking of tools, there are many helpful tools that can be used analyze roll risk for more complex properties.  Let’s take a look at one…
Analyzing Lease Rollover Risk – Tools

	RENT ROLL

	 
	 
	% of
	Lease Term
	Rent
	 

	Tenants
	SF
	Property
	Start
	End
	Term
	PSF
	Annual
	Comments

	Bakery
	2,240
	2.9%
	Jul-04
	Jun-18
	10.0
	$13.14 
	$29,439
	 

	Laundromat
	1,280
	1.6%
	Jul-04
	Jun-18
	10.0
	$13.76 
	$17,614
	 

	Accountant
	2,275
	2.9%
	Oct-09
	Oct-18
	5.0
	$7.19 
	$16,356
	 

	Investment advisor
	2,000
	2.6%
	Oct-14
	Sep-17
	3.0
	$15.59 
	$31,186
	 

	Restaurant
	4,400
	5.7%
	May-04
	Apr-19
	10.0
	$10.71 
	$47,126
	 

	Tailor
	2,400
	3.1%
	Oct-99
	Sep-19
	10.0
	$14.78 
	$35,482
	 

	Cell phone provider
	1,680
	2.2%
	May-06
	Apr-18
	3.0
	$14.12 
	$23,718
	 

	Attorney
	2,766
	3.6%
	Sep-02
	Aug-16
	4.0
	$12.61 
	$34,880
	 

	Restaurant
	1,050
	1.4%
	Aug-09
	Jul-18
	3.0
	$16.31 
	$17,122
	 

	Property management company
	2,535
	3.3%
	Jun-12
	Oct-18
	3.0
	$12.00 
	$30,432
	 

	Attorney
	2,000
	2.6%
	Jan-11
	Dec-17
	3.0
	$15.55 
	$31,107
	 

	Broker
	37,000
	47.6%
	Jan-13
	Dec-17
	4.0
	$7.17 
	$265,280
	 

	Day care
	1,200
	1.5%
	Sep-02
	Aug-17
	5.0
	$15.42 
	$18,498
	 

	Clothing
	2,300
	3.0%
	Jun-09
	May-17
	4.0
	$13.64 
	$31,366
	 

	Attorney
	1,200
	1.5%
	Jan-08
	Apr-17
	4.0
	$15.51 
	$18,607
	 

	Travel agency
	1,200
	1.5%
	Sep-05
	Aug-17
	3.0
	$15.42 
	$18,498
	 

	Jeweler
	1,200
	1.5%
	May-16
	May-19
	3.0
	$16.53 
	$19,839
	 

	VACANT
	9,000
	11.6%
	 
	 
	 
	 
	 
	 

	OCCUPIED
	68,726
	88.4%
	 
	 
	 
	$9.43 
	$648,214 
	 

	VACANT
	9,000
	11.6%
	 
	 
	 
	 
	 
	 

	TOTAL SF
	77,726
	100%
	 
	 
	 
	 
	 
	 



Analyzing Lease Rollover Risk – Tools

	LEASE ROLLOVER SCHEDULE

	 
	Square
	 
	YEAR

	Tenant
	Feet
	 
	2016
	2017
	2018
	2019
	2020
	2021
	2022
	2023
	2024
	2025
	2026
	2027

	Bakery
	2,240
	 
	 
	 
	2,240
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Laundromat
	1,280
	 
	 
	 
	1,280
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Accountant
	2,275
	 
	 
	 
	2,275
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Investment advisor
	2,000
	 
	 
	2,000
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Restaurant
	4,400
	 
	 
	 
	 
	4,400
	 
	 
	 
	 
	 
	 
	 
	 

	Tailor
	2,400
	 
	 
	 
	 
	2,400
	 
	 
	 
	 
	 
	 
	 
	 

	Cell phone provider
	1,680
	 
	 
	 
	1,680
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Attorney
	2,766
	 
	2,766
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Restaurant
	1,050
	 
	 
	 
	1,050
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Property management company
	2,535
	 
	 
	 
	2,535
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Attorney
	2,000
	 
	 
	2,000
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Broker
	37,000
	 
	 
	 
	 
	 
	 
	 
	37,000
	 
	 
	 
	 
	 

	Day care
	1,200
	 
	 
	1,200
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Clothing
	2,300
	 
	 
	2,300
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Attorney
	1,200
	 
	 
	1,200
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Travel agency
	1,200
	 
	 
	1,200
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Jeweler
	1,200
	 
	 
	 
	 
	1,200
	 
	 
	 
	 
	 
	 
	 
	 

	VACANT
	9,000
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Total Square Feet
	77,726
	2,766
	9,900
	11,060
	8,000
	0
	0
	37,000
	0
	0
	0
	0
	0

	Percent of Total
	 
	 
	3.6%
	12.7%
	14.2%
	10.3%
	0.0%
	0.0%
	47.6%
	0.0%
	0.0%
	0.0%
	0.0%
	0.0%


Analyzing Lease Rollover Risk – Tools

	TENANT IMPROVEMENT AND LEASING COMMISSION COSTS

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	General Input Assumptions:
	 
	 
	 
	 
	 
	 
	Notes:
	 
	 
	 
	 
	 

	    Renewal Probability
	50%
	 
	 
	 
	 
	 
	TI and LC estimates taken from appraisal
	 
	 

	    Estimated Market Rent
	$15.00 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    Average Lease Term (years)
	           5 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    TI Costs - New
	$4.06 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    TI Costs - Renewal
	$1.05 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    Weighted Average
	$2.55 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    Commissions - New
	6.00%
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    Commissions - Renewal
	3.00%
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	    Weighted Average
	4.50%
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	2016
	2017
	2018
	2019
	2020
	2021
	2022
	2023
	2024
	AVERAGE

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	TI Costs 
	 
	 
	$7,058 
	$25,263 
	$28,223 
	$20,414 
	$0 
	$0 
	$94,417 
	$0 
	$0 
	$24,045 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Commissions 
	 
	 
	$9,335 
	$33,413 
	$37,328 
	$27,000 
	$0 
	$0 
	$124,875 
	$0 
	$0 
	$31,802 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	TOTAL TI/LC
	 
	 
	$16,394 
	$58,675 
	$65,550 
	$47,414 
	$0 
	$0 
	$219,292 
	$0 
	$0 
	$55,847 


Analyzing Lease Rollover Risk – Tools

Tools can be very helpful, but there are limitations.  For example, how did the example on the preceding slides treat TI and LC costs for subsequent renewals?  Consider that a 3 year lease will likely renew in 3 years, and again 3 years later - twice over the course of a 7 year loan, and 3 times over a 10 year loan.

Please keep one important consideration in mind when reviewing a client’s projections around roll risk – the client may “trend” rents, or assume increases in future years.  Trending is oftentimes applied inconsistently between revenues and expenses, and even among tenancies, and should not be included in an underwriting roll risk analysis.

In summary, Roll Risk adds an additional degree of risk to Office, Retail and Industrial projects, as the risk and costs of tenant turnover are not fully captured within vacancy, operating expenses and replacement reserves, and as those potential costs can exceed excess project cash flow.  Speaking of Industrial…

Lending on Industrial Properties
[image: ]
The US Industrial Market

U.S. industrial sector remains one of the top-performing property types

E-Commerce, supply chain restructuring, and reshoring of manufacturing remain tailwinds for demand

After 2 years of record absorption, demand is expected to ease in 2023

Robust levels of new construction may lead to localized overbuilding

Firms are focusing on a building’s location, features, and efficiency

Ports, major interstates and major metros are preferred locations
Industrial Property Types


Distribution
General-use buildings used for the distribution of goods.  Buildings are typically very large, with up to 40 foot clear heights in the largest facilities, which may or may not have racks for storage, with strong floors, and dock-high doors configured to assist in the distribution process.  Cross-docked facilities have dock-high doors opposite each other on the long sides of a building, so proprietary sorting equipment can receive merchandise from one truck, sort it within the facility, and disburse the package to a final delivery truck situated at a different loading door.  Truck courts are large, preferably 120-150 feet deep, to allow for trailer turning, and in some cases to allow for trailer storage.  These are most desired Industrial property type by third party logistics providers.

Industrial Property Types


Warehouse
General-use buildings used for the storage of goods and materials, typically large, with up to 30 foot clear span ceiling heights for stacking goods, racks for storage, strong floors, and adequate drive-in and dock-high (tractor trailer truck bed level) doors to allow for the movement of goods into and out of storage.

Manufacturing
Buildings configured based on the product produced and the needs of the specific industry, ranging from large facilities filled with heavy production equipment to smaller light manufacturing facilities.

Industrial Property Key Characteristics



Location – Speed of Delivery				Intermodal Access

Clear Height, Column Spacing				Office Build-Out

Electrical, HVAC Capacity					Dock-high door count

Truck Court Depth						Parking Ratio – Auto & Trailer




Industrial Property Classes

Class A (CoStar 5 star rating):		Newer, higher quality building materials, attractive exterior design, typically > 150,000 square feet, clear height > 36 feet, limited columns, dock ratio < 5,000 square feet / dock, truck court > 125 feet deep, ESFR sprinkler system, HVAC capacity throughout, electrical capacity for automated distribution or manufacturing equipment, higher floor load capacity, attractive Office build-out < 5% of building, site coverage ratio < 30% (expansion potential), and the latest technology and security systems, as applicable.

Class B (CoStar 4 star rating):		Average building materials, typically > 100,000 square feet, clear height > 30 feet, dock ratio < 7,500 square feet / dock, truck court > 100 feet deep, traditional column spacing and sprinkler / HVAC / electrical / floor load capacity, Office build-out < 10% of building, site coverage ratio < 50% (expansion potential), and functional technology and security systems, as applicable.

Class C (CoStar 2 and 3 star ratings):	Typically < 100,000 square feet, clear height < 30 feet, dock ratio < 10,000 square feet / dock, truck court > 80 feet deep, traditional column spacing and sprinkler / HVAC / electrical / floor load capacity, Office build-out > 10% of building, site coverage ratio > 50% (limited expansion potential), and functional technology and security systems, as applicable.  2 star assets typically have limited functional utility for most users.
Key Underwriting Considerations


The success of any Industrial property is driven by the dynamics of its location, and the drivers for the demand for Industrial space in that market. 

E-commerce and supporting logistics, supply chain restructuring, and reshoring of manufacturing are primary drivers of current Industrial demand.  These activities have been concentrated in recent years in high growth markets, and around the ports and transportation corridors that serve those markets.  

As such, most Industrial tenants show a strong interest in newer, feature-rich and highly efficient properties with easy access to those markets and corridors.  Consequently, older projects in non-core locations with lesser features are in markedly lesser demand.  Renovating or repositioning those properties involves a heightened degree of risk.

A roll risk analysis should be completed for every Industrial project, as tenant turnover costs can be significant, and at times may exceed project cash flow. 

Key Underwriting Considerations

Tenant improvements vary significantly by market, Industrial type, property class, and may be specific to a single tenant, in particular for build-to-suit projects, and must be supported by the lease or market information.  

Leasing commissions will vary, and typically average 6% for new leases, and 3% for renewals.

Replacement reserves may not be sufficient to address an older Industrial project’s major components.  Assess the age and condition of the major components (roof, HVAC, paving, dock levelers), as well as any potential life safety or ADA issues via RM inspection, a review of property reporting, or a Property Condition Report.

Potential tenancy and major component replacement costs should be addressed via a loan holdback, required escrows, or adequate recourse from guarantors with meaningful financial capacity.
Key Underwriting Considerations



Tenant Profile

‐ Lease types – gross, modified gross or net; escalations

‐ Lease terms – maturity profile, rollover risk

‐ Tenant quality – credit risk

‐ Tenant improvements – unusual build-out

‐ Interdependencies / co-tenancy clauses

‐ Ancillary income – storage, parking

‐ Special security, utility needs
Key Underwriting Considerations

Income Statement

Gross Potential Revenue

Expense Reimbursements					Varies based on lease type(s)	
Ancillary Income							ex. Trailer Parking, Onsite Storage
(Vacancy/Concessions/Collection Loss)		
Effective Gross Income

(Operating Expenses)
Net Operating Income					aka EBITDA

(Leasing Commissions)					Typically 3% renewal / 6% new
(Tenant Improvements)					Build-out costs vary widely
(Reserves for Replacement)				Major components
Net Cash Flow
Appendix – Lease Types

There are three basic types of commercial real estate leases. These leases are organized around two rent calculation methods: "net" and "gross." The Gross Lease typically means a tenant pays one lump sum for rent from which the landlord pays his expenses. The Net Lease has a smaller base rent, with other expenses paid for by the tenant. The Modified Gross Lease is a combination of the two. 

Gross or Full Service Lease – typically means the rental rate of the property includes all operating expenses associated with the property such as janitorial services, property maintenance, utilities, and property taxes. This is the simplest form of a commercial lease and is most common in multi-tenant office properties catering to smaller businesses (1-15 person businesses). While a Gross Lease has the vast majority of operating expenses included in monthly rent, the language within the lease typically states the landlord has the right to pass down to the tenants any future increases in those expenses on a pro rata basis. For example, if during the summer months a building incurs more air conditioning/electrical expense than was estimated, the tenants will receive a bill.

Net Lease - the landlord charges a lower base rent for the commercial space, plus some or all of "usual costs," which are expenses associated with the operation, maintenance, and use of the property that the landlord pays. These can include real estate taxes; property insurance; and common area maintenance items (CAMS). CAMS include janitorial services, property management fees, sewer, water, trash collection, landscaping, parking lots, fire sprinklers, and expenses associated with commonly shared areas or services.
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There are several types of Net Leases:

Single Net Lease (N Lease) - Tenant pays base rent plus a pro-rata share of the building's property tax (a portion of the total bill based on the proportion of total building space leased by the tenant). The tenant also pays utilities and janitorial services. The landlord covers all other building expenses. 

Double Net Lease (NN Lease) - Tenant is responsible for base rent plus a pro-rata share of property taxes and property insurance. The landlord covers expenses for structural repairs and common area maintenance. The tenant once again is responsible for their own janitorial and utility expenses.

Triple Net Lease (NNN Lease) - This is the most popular type of Net Lease for commercial freestanding buildings and retail space. In this lease, the tenant pays all or part of the three "nets"--property taxes, insurance, and CAMS--on top of a base monthly rent. Common area utilities and operating expenses are usually lumped in as well; for example, the cost for staffing a lobby attendant would be part of the NNN fees. The tenants also pay the costs of their own occupancy, including janitorial services, utilities, and their own insurance and taxes. Typically, landlords estimate the amount of the expenses to be covered and charge tenants a portion of the expenses based on the proportion of total building space they lease. 
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When reviewing a NNN Lease, bankers should maintain an awareness that such leases tend to be more landlord-friendly. The fees included and the caps on the amounts those fees can be increased by annually should be carefully reviewed. Additionally, an awareness should be maintained that NNN Leases can fluctuate from month to month and year to year as operating expenses increase or decrease, making a tenant’s expense forecasting tricky.

While NNN Leases are more landlord-friendly, there are tenant benefits. Transparency is one as tenants can see business operating expenses in relation to what they are charged. Cost savings in operating expenses are passed on to the tenant rather to the landlord. In addition, the monthly rent in a NNN Lease is potentially lower than in a Gross Lease, as tenants have a higher level of responsibility for the building.

Absolute Triple Net Lease - This is a less common option that is more rigid and binding than the NNN Lease, where tenants carry every imaginable real estate risk, for example, being responsible for construction expenses to rebuild after a catastrophe, or for continuing to pay rent even after the building has been condemned. Aptly called the "hell-or-high-water lease," tenants have ultimate responsibility for the building no matter what.
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Modified Gross or Modified Net or Industrial Gross Lease - As the Gross Lease tends to be more tenant-friendly and the Net Lease tends to be more landlord-friendly, there exists a compromise lease for the convenience of both parties. The Modified Gross Lease is similar to a Gross Lease in that the rent is paid in one lump sum, which can include any or all of the "nets"-- property taxes, insurance, and CAMS. Utilities and janitorial services are typically excluded from the rent and are covered by the tenant. Tenants and landlords negotiate which "nets" are included in the base rental rate.

The Modified Gross Lease is more popular with tenants, because its flexibility translates into an easier agreement between tenant and landlord. Unlike the NNN Lease, if insurance, taxes or CAM charges increase, the lease rate does not change. Of course, if those expenses decrease, the cost savings is passed on to the landlord. As janitorial service and utilities are typically not covered, tenants can better control how much they spend compared to a Gross Lease.

This type of lease is most common with industrial or warehouse space. In most cases, tenants of industrial properties will have a Gross Lease that has been modified so some of the expense categories (usually electrical) will be charged in addition to monthly rent. All other property expenses are included in the regular monthly rent.
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Percentage Lease – This is technically not a separate type of lease because the manner in which expenses are paid fall within one of the preceding categories. However, this type of lease is included here as the manner in which the amount of lease payments is determined is unique. In this type of lease, the tenant is responsible for paying base rent on the property, as well as a monthly percentage of revenue earned from the business occupying the rented space. These leases are most often used in retail spaces, specifically malls. 


Sources:
“Three Different Types of Commercial Real Estate Leases.” 42 Floors.com. July 6, 2016. 42 Floors. July 17, 2016. https://42floors.com/edu/basics/types-of-commercial-real-estate-leases 

“What Are the Different Types of Commercial Leases?” thesquarefoot.com/Leasopedia. 2016. The Square Foot. July 17, 2016. https://www.thesquarefoot.com/leasopedia/what-are-thedifferent
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