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Objectives

This Video assumes that those attending understand the basics of commercial real estate or have
viewed the Investit Academy video “102. Real estate investment analysis” which cover the
fundamentals of real estate investment analysis real or have a good understanding of discounted cash
flow analysis and the Internal Rate of Return (IRR) and Net Present Value (NPV)

The objective of the Video is to provide an understanding of how to carry out in-depth real estate
analysis investment and lease analysis and how to apply investment analysis techniques to different
types or real estate decisions to help you list, sell or lease real estate.

The overall objective is to help you put together real estate deals by using investment analysis.
Topics

1. Investment analysis. Getting started. Questions to ask.

2. Applying the Internal Rate of Return (IRR), Net Present Value (NPV) and Modified Internal Rate
of Return (MIRR) to real estate investment decisions

3. Issues related to calculating the Internal Rate of Return (IRR)
4. Exploring potential financing now and in the future
5. Risk analysis and management
6. Real estate analysis. Tips and tricks
Case Studies
1. Sale Leaseback analysis
2. Creative financing
3. Lease Comparison Analysis
4. Lease negotiations
5. Buy versus Lease analysis
6. Hold versus Sell analysis
7. Replacement Reserve Planning
NOTE: USA versus Canadian calculations

The examples provided in the manual are for the USA where the default mortgage setting for the
“Compounding Period” is monthly.

For Canada the entries are the same except for mortgages where the “Compounding Period” is semi-
annually and the tax inputs and calculations are different

The differences between the USA & Canadian tax calculations will be briefly explained.



Assumption

The Investit Academy video No. 201 assumes that you that you have a basic understanding of real
estate investment and discounted cash flow analysis and understand the:

Internal Rate of Return (IRR)
Net Present Value (NPV)

If you want to learn more about long term real estate investment and discounted cash flow analysis
watch the Investit Academy video No. 102. Real Estate Investment Analysis.

Investment Analysis - Questions to answer

When carrying out real estate investment analysis it helps to start with a list of questions you want to
answer. The basic questions and financial measures used to answer the questions are:

Value
Is this a good deal? How much should | pay for the property?

Financial measures: Internal Rate of Return (IRR), Net Present Value (NPV) and Modified Internal
Rate of Return (MIRR)

Financing
Is there potential to increase the financing now or in the future?
How does financing impact the return?

Financial measures: Loan to Value Ratio & Debt Service or Coverage Ratio

Risk assessment
How risky is this investment?

Financial measures: Debt Service or Coverage Ratio & Default Ratio (Breakeven)



Value

Is this a good deal?

How much should | pay for the property?

To decide if the investment is a good deal or to establish the value we use the:

Internal Rate of Return (IRR)
Net Present Value (NPV)

Applying the Internal Rate of Return

You have analyzed and investment and the Internal Rate of Return (IRR) is 13.50% and wonder if this
is a good deal or not from a financial perspective.

Think “Compound Interest”.
A good bench mark for comparison purposes is the second mortgage rate for the property.

As an investor | would want a return (IRR) higher than the second mortgage rate because of the
additional risks associated with ownership compared to being a second mortgage lender.

Examples

Internal Rate of Return (IRR): 6.00% Second mortgage rate 8.00%.
Would be better off being a second mortgage lender.

Internal Rate of Return (IRR): 13.00% Second mortgage rate 8.00%.
Would be better off being an investor rather than a second mortgage lender.

Internal Rate of Return (IRR) and the second mortgage rate for different levels of risk

For very risky investments the Internal Rate of Return (IRR) should be much higher than the second
mortgage rate for the property.

This table provides an example of the desired return (IRR) that an investor might consider for different
levels of risk relative to the second mortgage rate for the property.

The key is to find the second mortgage rate for the property and then use it as a guide to establish the
minimum desired return (IRR) based on the level of investment risk.

Second Desired

mortgage rate | Internal Rate of Return
Low 8.00% 10%
Medium 8.5% 13% to 14%

High 9.5% 15%+




Cap Rate and the Internal Rate of Return (IRR). Case Study

Following is an analysis carried out to show the relationship between the Cap Rate on purchase and
the Internal Rate of Return for a specific property using the following assumptions:

The analysis looked at holding the property for ten years then selling.

The sale price in ten years’ time was calculated using the Net Operating Income (NOI) in the 11" year
using the Cap Rate on purchase.

As an example, if the Cap Rate on purchase was 5.00%, the Cap Rate used to determine the sale price
at the end of ten years was 5.00%.

Rental Apartment Building
Analysis Period: 10 years

Value in 10 years'’ time is based on the NOI in the 11™ year using the purchase Cap Rate
Vacancy allowances vary. The higher the Cap Rate the higher the vacancy allowance
Rents. Increase at 2.5% per Yr. compounding
Expenses. 45% Operating Expense Ratio

Financing

20 year amortization, Debt Service Ratio maintained at 1.25 to remove the impact of financial leverage.
Interest Rate varies depending on the Cap Rate. The higher the Cap Rate the higher the interest rate

Results. Cap Rate versus the Internal Rate of Return

Example. If the Cap Rate on Purchase was 6.00% the Internal Rate of Return (IRR) is 10.85%

Value $7,000,000 $3,744,000 2,448,000 1,708,000 1,248,000
Rental Income $400,000 $360,000 $288,000 $244 800 $208,000
% of $400,000 90% 72% 61% 52%
Vacancy Allowance 1.50% 3.00% 4.00% 6.00% 7.00%
Interest Rate 4.50% 5.00% 5.25% 5.50% 5.75%
Debt Service Ratio 1.25 1.25 1.25 1.25 1.25

Loan to Value Ratio 30% 50% 59% 66% 74%
Equity required 70% 50% 41% 34% 26%

Sale Price in 10 years  $8,960,595 $4,792,632 $3,133,644 $2,186,387 $1,597,548
Internal Rate of Return 5.24% 8.54% 10.85% 13.81% 19.91%
Investment Risk Low Low Medium Medium Higher




Conclusions and Rules of Thumb

The Internal Rate of Return is generally higher than the Cap Rate.

Cap Rate 3.00%  5.00%  6.00% 7.00%  8.00%

Internal Rate of Return  5.24% 8.54% 10.85% 13.81% 19.91%

Use this table as a guide to decide if the Internal Rate of Return (IRR) before tax indicates a good deal.

Remember that these results are based on a 1.25 Debt Service or Debt Coverage Ratio. If the ratio is
lowered and the financing increased the Internal Rate of Return (IRR) will likely be higher than shown in
the table



Using the Net Present Value (NPV)

The Net Present Value helps us decide how much to pay for the property to get our desired return

(IRR).
Examples

Net Present Value (NPV) at 13.00% (before tax) is $230,000

If we paid $230,000 more for the property we would get exactly a 13.00% Internal Rate of Return

(IRR) before tax.

Net Present Value (NPV) at 13.00% (before tax) is <$350,000>

If we paid $350,000 less for the property we would get exactly a 13.00% Internal Rate of Return

(IRR) before tax.

In the following analysis the Net Present Value (NPV) before tax is minus $257,969, which means
that we have to drop the purchase price by $257,969 if we want to get a desired return (IRR) of 13%

before tax.
Het Cash Flow (Before Tax)
Parklane Place 40 Unit Apartment Building
Rental Apartment Building E xam ple
Operating Sale Met
Financing Cash Flaw Froceeads Cash Flomw
“fear Irirestrment Borr o Faid Badk [(Before Tax) [Before Ta< [(Before Ta<)
fear1Jarrear 1 Dec F o(20m0pom F 1,189,200 - % 23872 - % (316 528)
fearZJanrear 2 Dec - - 25,851 - 26,361
feardJanrear 3 Dec - - - 28,925 28,925
feardJanrear 4 Dec - - - 3,065 33,085
fearSJdanrear s Dec - - - 5,234 36,284
fearGJlanrear G Dec - - - 28,8283 29,583
fear¥Janrear 7 Dec - - - 42 255 42 955
fear8Janreard Dec - - - 95,4931 65,431
fear@Janreard Dec - - - 98,9349 - 48,924
“fear 10 Jan-vear 10 Deac - - (734.752) 53 626 2,068 063 1,336,942
Total % EFEA13

Fimnancia Returns [ Before Tax) with Financing
'Nr‘t‘:’:a'ﬂafv"flﬂﬂ:l’; f'“:jﬁ o 8-2285"’?959 The purchase price needs to be dropped by

et Presentvalue d d .
et P s alue (OF ‘;’?Mum(wm (§2or.9) $257,969 to get the desired return {IRR) of 13%

Short Term Financing Rate (Before Ta<) 5.000%

Short Term Reinvestment R ate (Before Ta<) 3.000%




Modified Internal Rate of Return (MIRR)

Also called the Financial Management Rate of Return (FMRR).

Is another measure used to evaluate long term real estate investments and is a refinement of the
Internal Rate of Return (IRR)

The reinvestment assumption.

How the Infernal Rate of Return (IRR) is calculated.

Example. The Internal Rate of Return (IRR) is 15%.

The reinvestment assumption is used when calculating the Internal Rate of Return (IRR)

Positive cash flows are reinvested at 15%
Negative cash flows or losses are funded at 15%

This is why it's called the “Internal Rate of Return” because the cash flows are reinvested internally.

The reinvestment assumption used in calculating the Internal Rate of Return (IRR) can cause the return
to be overstated.

In practice it's very unlikely that positive cash flows can be reinvested on a short term basis at 15%.

Losses would be funded from cash or from an operating line or line of credit. The interest rate for short
term funds would be much less than 15%. Perhaps 5% to 6%.

To the Modified Internal Rate of Return (MIRR) we use A:

Short Term Financing Rate E.g., 6.00%
Short Term Reinvestment Rate E.g., 1.00%

which modifies the Internal Rate of Return (IRR) calculation.



Using the Modified Internal Rate of Return (MIRR). Case study

The Investor’s Desired Return (IRR) before tax is 13.00%
Short term financing Rate: 6.00%
Short term reinvestment Rate” 1.50%

[¥ Turn off Tax Calculations Short Term Rates
Discount Rate or Desired Return on Investment Before Tax

Before Tax 13.DD%|+ Financing Rate 6.000%
Reinvestment Rate 1.500%

Net Cash Flow report

Het Cash Flow (Before Tax)
Capital Plaza
Office Building E xample

Operating Sale Het

Financing Cash Flows Froceeds Cash Flow

ear I i brmee Broar o Paid Back (Before Ta<) (Befue Tad (Before Ta)
Year 1 Janvear 1 Dec $ (2720000 % 1,700,000 - 34,291 - (895, 108)
Wear 2 Janves 2 Des - . 8244 - BE.24949
Year3Janvear 3 Dec - - - 716831 - 7163
eardJanvear 4 Dec - - - g8z - 71982
YearSJanear 5 Dec E - . 724820 - T2.420
YearBJanvean 8 Deo . . . T2 T3 . 727
Year Y Janear 7 Dec - - - 9,288 - 99,263
Wear8Janvear 8 Dec - - - 119,547 - 118,547
TeardJanvea 9 Deo . . : 120,390 . 120,280
rear 10 Jan-vear 10 Dec . . (1,254,178) 124,331 ek =pcny 2,286,500

Total § 1226267

Financial Returns ( Bafore Tax) wth Financing The Modified Internal Rate of Return (MIRR)
Indernal Rate of Return (IRR) 13.20% . using a short term financing rate of 6.00% and a
Het PrezentWalue (NPW) 2 13.00% £ 22106 short term reinvestment rate of 1.50% reduces the
Meodified Intemal R ate of R elurn (MIRR) 11.52% Internal Rate of Return of 13.29% to a modified
Short Tarm Financing Rate (Bafore Tag  2.000% Internal Rate of Return (MIRR) of 11.52%

Short Term Reinvestment Rate (Before T2 1.500%




10
Internal Rate of Return (IRR) versus Modified Internal Rate of Return (MIRR)
Most analysts use the Internal Rate of Return (IRR) not the Modified Internal Rate of Return (MIRR).

The Internal Rate of Return has been used for over 60 years and is widely accepted and is more well-
known than the Modified Internal Rate of Return (MIRR).

Informative article on the IRR, NPV and MIRR Value

In this very informative article Hebert Kierulff explores the use of the Internal Rate of Return (IRR), Net
Present Value (NPV) and the Modified Internal Rate of Return (MIRR), discusses their use in
investment analysis and the advantages and disadvantage of each method for evaluating investments.

Despite its weakness and potential for overstating the true return because of the reinvestment
assumption, the Internal Rate of Return (IRR) is the most common measure used by executives today
and is favored over the Net Present Value (NPV) probably because executives are more comfortable
with percentages (the IRR) than Net Present Value.

As an example, which is easier to understand?

Internal Rate of Return (IRR): 15%
Net Present Value (NPV) at 11%: $350,000

The author prefers the Modified Internal Rate of Return (MIRR) because it overcomes the issue related
to the reinvestment assumption used in the calculation of the Internal Rate of Return (IRR).

The MIRR is presented in most financial text books but has not gained wide acceptance in the business
community. The author predicts that eventually the Modified Internal Rate of Return (MIRR) will
become the more popular measure than the Internal Rate of Return (IRR) because it is a better
measure of the return on investment.

The link to the article is:

http://www.buildingthepride.com/faculty/blgordon/630%20Documents/Article-MIRR-
A Better Measure.pdf

Business Horizons (2008) 51, 321-329 w
J':I. ; ': : i Available online at www.sciencedirect.com
” KELLEY SCHOOL OF BUSINESS

i ¥ SCiEHCEDirECt INDIANA UNIVERSITY
ELSEVIER www.elsevier.com/locate/bushor

MIRR: A better measure

Herbert Kierulff

School of Business and Economics, Seattle Pacific University, 3307 Third Avenue West,
Seattle, WA 98119, U.5. A,

Link. http:/f'www.buildingthepride.comffaculty/blgordon/630%20Documents/Article-


http://www.buildingthepride.com/faculty/blgordon/630%20Documents/Article-MIRR-A_Better_Measure.pdf
http://www.buildingthepride.com/faculty/blgordon/630%20Documents/Article-MIRR-A_Better_Measure.pdf
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Financial calculators

Another reason for the Modified Internal Rate of Return (MIRR) having limited use is because the MIRR
calculation is not available on the popular and inexpensive financial calculators such as the HP10B and
the Texas Instruments BA-1l Plus.

The MIRR calculation is available on the Instruments BA-II Plus. Professional

Excel and the more advanced investment analysis software such as Investit Pro and Express calculate
the Modified Internal Rate of Return (MIRR).

Modified Internal Rate of Return (MIRR). Establishing the reinvestment rate

The easiest approach, but not necessarily the best approach, is to use the interest rate for short
investments such as:

Saving accounts

Term deposits

Certificates of Deposit (CID)

Guaranteed Investment Certificate (GIC)

Treasury Bills 9T — Bills) etc.
The use of a short term interest rate works well for the smaller investor but not be appropriate for large
real estate companies and corporations because they often have a lot of options for investing large
amounts short term funds which they can pool and earn an interest rate much higher than the typical
short term investment vehicles listed above.

In addition they may have a mix of income properties with many having positive cash flows and some
experience negative cash flows.

The funds from the buildings with positive cash flows can fund the buildings with losses.

This means that they don't have to borrow to cover the losses saving the interest costs on borrowed
funds.

In this case the reinvestment rate would be based on the interest rate if the organization had to borrow
funds.

As an example, if the cost for the organization to borrow funds is 6.00% the reinvestment rate would be
6.00%,

Which measures does the investor or organization like to use?
You need to establish the preferred measures:
¢ Internal Rate of Return (IRR)?

¢ Modified Internal Rate of Return (MIRR)?
What short term financing and reinvestment rate to use?

¢ Net Present Value (NPV)? What discount rate or desired return do they use?



Issues with the Internal Rate of Return (IRR

There are a number of potential problems that you may encounter when using the Internal Rate of

Return (IRR) to evaluate long term real estate investments.

There’s no investment or the initial investment is small

If the investment is 100% financed or close to 100% financed and the initial investment is zero or small
the Internal Rate of Return (IRR) and the Modified Internal Rate of Return (MIRR) can’t be calculated

because the answers are is infinite.

In this case use the “Net Present Value (NPV)” which can always be calculated and used to determine

the purchase price that delivers the desired return on investment (IRR).
Example. Investment using 100% financing.

Net Cash Flow report with 100% financing

Het Cash Flow for IRR. & HP W Calculations (B efore Tax)
Capital Plaza

O fice Building Example

Operating Sale Het
Financing Cazh Flan Procesds Cah Flow
e ar Investment Buorrowg F aid Back (Before Ta<) (Before Tax) ([Before Tax)

$§ (S00000) § 500,000 - Zero equity =—— -
“fear 1 Jan-ear 1 Dec - . 152571 - 152571
ear 2 JJan-ear 2 Dec - . - 124529 - 184529
“fear 3 Jan-ear 2 Dee - . - 120,310 . 189210
“Year4Jan-Yeard Dec - . - 189662 - 180662
YearSJan-ears Dec - . - 120,009 - 190009
“fear B Jan-ear G Dec - . - 180,473 - 180473
Year 7 Jan-Vear 7 Dec . v . 2169498 - 216898
fear 8 Jan-vear s Dec . . . 237227 . 23T 287
“ear@Jan-YearQ Dec - - 238,070 - Z38070
Year 10 Jarerear 10 Dec . . (=20,092) 238011 35192347 3378200

Total § 5167143

Fimancial Raum s [Before T ] with Financing

Indetnal B ste of B eturn (IR R Ni& See note belon é Internal Rate of Return {IRR) and the

Net Present Value (NFV) at 13.00% $ 1977615 Meodified Internal Rate of Return (MIRR)

Modified Internal Rate of Retun (MIRR Hi& See note belon é cannot be calculated because there is no
Short Term Financing Rate (Before Tax)  2.000% investment

Short Term Reinvestment R ate (Before Tax) 2.500%

Note
Unable to caleulate the IRR and MIRR because all the Cash Flowswith Financing are pmiﬁie.e Warning message
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Calculating the Internal Rate of Return (IRR). The issues

The Internal Rate of Return (IRR) is the interest rate that makes the Net Present Value (NPV) zero.
The formula for calculating the Net Present Value (NPV) is:

NPV = CF.0 + CF.Yrl + CF.Yr2 + CE.Yr3.. + etc
(1+i) (1+)? 1+

i = Internal Rate of Return (IRR). Found by guessing “i” until NPV = 0

This is an example of calculating the Internal Rate of Return (IRR) through the trial and error process.

The initial investment at time period zero is $1,000,000 and is negative because it is an outflow from
the Investor. In years two and three the investment generates positive cash flows of $40,000 per year.

In year three the building is sold and the cash flow for the year plus the sale proceeds is $1,300,000.

We start with a guess, which in this case is 10.00% and the Net Present Value at 10.00% is $46,134.
Since this guess has not resulted in a Net Present Value at 10.00% of zero we try a second guess of
13.00%, which results in a Net Present Value of -$100,424.

We now know the Net Present Value lies between 10.00% and 13.00%, We try a few more guesses
and find that an interest rate of 11.725% generates a Net Present Value at 10.00%? of zero, which
means that the Internal Rate of Return (IRR) is 11.725%.

This is the process that computer programs, Excel and financial calculators use to calculate the Internal
Rate of Return (IRR).

CF.0 CF.¥rl CF.Yr2 CF.Yr3 Net Present Value

1,000,000 40,000 40,000 1,300,000
Present Value at 10.00% -1,000,000 36,367 33,058 976,709 46,134
Present Value at 13.00% -1,000,000 35,398 31,325 832,853 -100,424
Present Value at 11.725% -1,000,000 35,802 32,044 932,163 9

Internal Rate of Return (IRR): 11.725%
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Finding the Internal Rate of Return (IRR). Multiple answers?

The Internal Rate of Return is the “Discount Rate” that makes the Net Present Value zero.

Multiple IRR Answers
Under certain circumstances there can be multiple IRR answers that make the Net Present Value zero.

This occurs when there is more than one sign change in the cash flow. This is illustrated using the
following two cash flow examples:

With Cash Flow No. 1 there is only one sign change and there is one Internal Rate of Return (IRR),
which is 44.24%.

In Cash Flow No. 2 there are three sign changes and up to three possible solutions for the one?
Internal Rate of Return (IRR).

Time Period Cash Flow No. 1 Cash Flow No. 2
One Sign Change Multiple Sign Changes
0 =$100,000= -=:1DD,DDD:=*
1 =50 000= 380,000 {1
2 40,000 * (1) <=b03,000= * (2]
3 80,000 214 500 + (3
4 95,000
Internal Rate of Return (IRR) 44 24% 10%, 30%, 50%
Met Present Value at the IRR dera | e Zerg-—----
Mumber of solutions for the IRR One Three

The IRR answer that is generated depends on where the program starts the “IRR guess”.

For Cash Flow No. 2 the Internal Rate of Return could be 10%, 30% or 50% depending on the first
guess. All generate a Net Present Value (NPV) of zero.
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If the cash flow with the three sign changes is entered in the Investit discounted cash flow calculator
using an interest rate of 10%, 30% and 50% the Net Present Value is zero for all three interest rates
indicating that there are three answers for the Internal Rate of Return (IRR).

Which one will the calculator find? Depends on the first guess. In this case the answer determined by
the discounted cash flow calculator is 10.00%, which suggests the first guess was around 10%.

Note: There is only one solution for the Modified Internal Rate of Return (MIRR) which is 4.546% using
a short term financing rate of 7.00% and reinvestment rate of 1.50%.

Period Cash Flow Entries

0 ~§ 100,000 Mumber of Periods 3|

1 $ 390,000

5 $5os00g | Investor's Discount Rate — 10000%| | 30.000% [ s50.000%|

3 $214,500)  Short Term Financing Rate | 7o00% | 7o00% | 7.000%)
Short Term Reinvestment Rate | 1s00% | 1s500% | 1.500%
Results
et Present WValue (MPV) —.b $0.00 $0.00 $0.00
Internal Rate of Return {IRR) 10.000% 10.000% 10.000%
Maodified Internal Rate of Return (MIER) = 4 546% 4 546% 4 546%

Net Present Value (NPV) and Interest Rate graph
If the Net Present Value and the interest rate are plotted on a graph we can see the relationship.
In Cash Flow No.1 there is only one Internal Rate of Return (IRR) which is 44.24% whereas for Cash

Flow No. 2 where there are three sign changes and there are three instances where the interest rate
creates a Net Present Value of zero and creating three Internal Rates of Return of 10%, 30% and 50%.

Cash Flow No. 1 Cash Flow Mo. 2
One signchange Three sign changes
NPV NP O
IRR%
44.24%

0

f=]

S

Net Present Value (NPV) $0

Number of sign changes
The number of sign changes indicates the potential number of solutions for the Internal Rate of Return
(IRR). As an example three sign changes indicates that there may be up to three solutions for the IRR.

Even with multiple sign changes there may be one unique Internal Rate of Return (IRR)



16
Multiple sign changes: Implications and notes

1. Not all cash flows with more than one sign change have multiple IRR’s. There are
circumstances where there are multiple sign changes but there is a unique IRR instead of
multiple IRR’s.

2. In some circumstances the IRR cannot be found. If this is the case, use the Net present Value
(NPV) and the Modified Internal Rate of Return (MIRR)

3. lIf there is more than one sign change in the cash flow you need to be cautious in using the IRR
generated by the financial calculator or software. Use the Net Present Value and Modified
Internal Rate of Return in combination with the Internal Rate of Return (IRR).



Case study. Investment with one sign change
This is a typical example where there is only one sign change.

Het Cash Flow for IRR & HPVY Calculations (B efore Tax)
Capital Plaza
Office Building Example

Financial Raum s [Before Tax] with Financing
Internal R ate of R eturn (IR R 10.33% ‘e
Met Present Walue (NPW) at 13.00% [F 106023 'E
Modified Internal Rate of Return (MIRR) Q.m%e
Short Term Financing Rate (Befare Tax) 2.000%
Short Term Feirvestment R ate (Before Ta:x:) 2.500%

Operating Sale Met

Financing Cash Flaw Froceads Cash Flow

e ar Investment Boarr o Faid Back [Before Ta< [Before Tax) [Before Tax)
¥ o2 30000) % 1,700,000 - F 01,020,000
“fear1Jan-vear 1 Dec - - 24,291 - 2291
“ear2 Jan-vearZ Dec Gi,294 - [sl=g=li )
“ear3 Jan-vear 3 Dec 163 - T1E3
eardJan-veard bec - 71,982 - 1882
fearSJan-veard Dec (1,566,952 T2, 2,860,850 1,376,112

Total % 501 461

Need to drop the price by $106,083
to get a desired return of 13.00%

17
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Case study. Investment with two sign changes
This is a typical example where there are two sign changes. The second sign change is created by the
roof being replaced for $200,000 in year 2.

Het Cash Flow (Before Tax)

Capital Plaza
O ffice Building Example

Operating Sale Met

Financing Cash Flow F oo ds Cash Flow

ear Inwestment Bioer cm Faid Back (Before Ta<) [ Before Tax) (Before Ta<
§ (2730000 % 1,700,000 - . - % (1.0E0,000)
ear 1 Janvear 1 0eo . . 24891 . 421
WearZJan-vearZ Dec (20000007 - - GEaaq - [133.156)
“ear 3Jan-Year 2 Dec Rgplaciﬂg . - 71631 - 71521
“ear 4Jan-vear 4 Dec the roof - Tiea2 . Tigs2
WearSJanvearsSDec - (1,556,958) TZ420 2860 650 1,376,112

Total % 201 451

Financial Relum s [Before Tax] with Financing Two sign changes in
Intemnal F: ate of R eturn (IR R) BE0% the Net Cash Flow
Het Prezent Value (NPY) at 12.00% (F2B/2I13
bodified Intemmal Rate of Return (MIRR) 6.95%

Short Term Financing Rate (Before Tad) 8.000%

Short Term Relmvestment B ate (Before Tax) 2 500%

Warning
The Het Cash Flowvewith Financing ( before tad has more then one sign change, P Warning
Intarnal R ate of R edurn (IRR before tax) may of may not be financial meaningful

Because there are two sign changes, there may be up to two solutions for the Internal Rate of Return
(IRR) we need to be cautious about the Internal Rate of Return of 6.60% and determine if the answer is
realistic.

This can be done by comparing the Internal Rate of Return (IRR) of 6.60% against the Modified Internal
Rate of Return (MRR) of 6.45%.

Since the IRR and MIRR are close we can assume the IRR of 6.60% is correct.

We can also use the Net Present Value (NPV) to help decide if the Internal Rate of Return (IRR) of
6.60% is correct.

The Net Present Value at 13% is minus $262,713, which means that the Internal Rate of Return (IRR)
must be less than 13%, which it is at 6.60%.

Summary
If the net cash flow has multiple sign changes:

Use the Internal Rate of Return (IRR) with caution as there may be more than one solution.
Check the IRR against the:

Modified Internal Rate of Return (MIRR)

Net Present Value (NPV)

To see if the Internal Rate of Return (IRR) makes sense and is realistic.
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Internal Rate of Return (IRR) and Phased Developments
Experience suggests that the Internal Rate of Return (IRR) is often not a good measure for evaluating
phased real estate developments because of wild swings between negative and positive cash flows

which occur with phased project

Example. Phased land subdivision development where there are:

Large negative cash flows. Phase 1 development
Followed by large positive cash flows from phase 1 sales
Followed by negative cash flows. Phase 2 development
Followed by large positive cash flows from phase 2 sales

Because of the number of sign changes and significant swings between negative and positive cash
flows, the Internal Rate of Return (IRR) may not be a realistic and useful measure of the financial

success of the phased development.

Use the overall development profit and Net Present Value (NPV) to measure the financial success of
the phased development.
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Potential for financing now or in the future

Financial leverage is very important because it generally increase the return on investment but
increases the investment risk.

The financial measures used by lenders to determine the loan amount are:
1. Debt Service Ratio or Debt Coverage Ratio
2. Loan to Value Ratio. Sets the maximum loan amount

The lender calculates the loan amount using both measures and selects the method that yields the
lowest loan amount. These lending criteria allow you to determine the potential for financing now and in
the future.

Debt Service Ratio or Debt Coverage Ratio

= Net Operating Income = $240,000 per yr. = 1.33 Typical: 1,25
Debt Service $180,000

Note: Debt Service is the annual principal and interest payment

Loan to Value Ratio. Typical range 65% to 75%

Another useful measure for determining the financing now and in the future is the Default Ratio. Once
the default ratio nears 85% there is little room to increase the first mortgage.

Default Ratio (Breakeven Point)

= (Operating Expenses + Debt Service) x 100
Potential Gross Income

= ($230,000 + 160,000) x 100 = 73%
$534,000

Risk assessment
How risky is the investment?

The Default Ratio (Breakeven Point) and the Debt Service or Coverage Ration are used to measure
risk.

The example below show the ratios for a moderate and high risk investment

Default Ratio (Breakeven Point) T2% 91%
Debt Service Ratio 1.31 1.07
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Risk Analysis and Risk Management

The inability to accurately project investment cash flows, value and return on investment creates
investment risk which needs to be incorporated into the analysis.

There are a lot of factors that change over time make it difficult to accurately project cash flows and
return on investment.

It is very important to identify potential risks in order to avoid, minimize or transfer the risk.

First we will look at categories of risk and then look at ways to manage risk and how to incorporate risk
into investment analysis.

Risk categories

Business and market risks
Business and market risk are external to the property being analyzed and beyond the control of the
investor and are often hard or impossible to predict such as:

Calamities.
Fire, flood earthquakes, hurricanes, theft, personal injury etc. These types of risks are handled by
transferring the risk to an insurance company by paying a fee to protect against the risk of loss.

Political and legislative risks
Political and legislative risk that impact cash flows and value such as changes in zoning regulations,
building and safety standards, environmental laws etc.

Political and legislative changes can have a positive or negative impact on the cash flows, value and
return on investment.

Examples:
A light industrial area is rezoned to multifamily zoning which significantly increases the land value
The Government introduces or eliminates rents control on rental apartment buildings

Changes to the tax laws affecting income tax and capital gains tax can impact the return on
investment.

Economic risks and opportunities

Supply and demand factors, unemployment, vacancies and competition, market rent rates, rates,
inflation, strength of the economy, changes in technology that influence the demand for space,
changing distribution channels etc., all affect the cash flows and value and pose major risks and
opportunities for real estate investors.

The birth of the internet has dramatically affected the demand for different kinds of commercial real
estate. Online shopping has changed retailing and created new retail distribution systems

Example. Amazon has disrupted book retailing causing many bookshops to close which creates
vacant space. On the other hand, Amazon needs massive distribution centers, hi tech office space
for programmers and large amounts of space for their computer data centers.
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Some economic factors such an increased competition are easier to monitor and react to than others
such as the impact of new technologies on space needs and distribution channels.

Financial markets

The availability of mortgage funds, interest rates change from time to time creating investment risks.
If a mortgage needs to be paid off in several years’ time and replaced with a new mortgage, what
will be the interest rate at that time?, will it be easy to find a new mortgage to replace the outstanding
balance of the existing mortgage?

These questions can be explored by using different investment analysis scenarios to measure the
impact of financing and re-financing.

Property risks
Property risks are risks associated with the property itself and are much easier to identity and manage
than the external business and market risks.

Building and Structural

Present and future capital investment to maintain the property such as replacing the roof, upgrading
elevators or the HVAC system can be very expensive. A wise investor will have a professional
engineer and other experts inspect the building in order to develop a schedule of capital
expenditures that can be incorporated into the cash flow analysis and be reflected in the purchase
price.

Failing to do this can result in some nasty surprises in the future.

Revenues and Operating Expenses
Change over time and are influenced by inflation, supply and demand for similar space, terms in the
lease related to rent increase and renewal options .

Legal

Attached to buildings are legal documents that can impact the cash flows, value and return on
investment. Two really important legal documents that affect cash flows and need to be reviewed
when carrying out investment analysis are:

Leases.

The terms of the lease document, such as the rent rate, options to renew, when the lease expires
affect the cash flow. When analysing an investment it is very important to read the lease and reflect
the lease terms into the revenue projections.

Mortgage contract

The mortgage contract should be reviewed to check if there are conditions that could impact the
cash flows. As an example, if the building is sold in the future can the mortgage be paid off and if
S0, is there a repayment penalty?

A non-recourse loan is an agreement where the loan is secured against the property and the
lender cannot hold the borrower personally responsible in the event of a default. The lender can
seize and sell the property but cannot seize non-pledged personal assets.

A non-recourse loan is less risky than a recourse loan and is an example of shifting the financial
risk to the lender but likely involves a higher interest rate.
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Financing and the use of financial leverage
Financial leverage increases the return but may increase the risk and affect the ability to generate
enough cash flow to cover the debt service or mortgage payments.

The two measures we use to assess the financial risk are the Debt Service or Coverage Ratio and
the Default Ratio (Breakeven point).

A low Debt Service or Coverage Ratio and high Default Ratio (Breakeven point) tends to point
towards a high risk investment. If the cash flow falls because of increases in vacancy the building
may experience a negative cash flow.

If there are high vacancies and unemployment in the area it is wise to reduce the amount of
financing by increasing the Debt Service or Coverage Ratio and decreasing the Default Ratio
(Breakeven point). In other words, borrow less.

On the other hand, if the building is in a highly desirable location and has tenants with AAA credit
ratings then the financial leverage can be safely increased.

In assessing risk using the Debt Service or Coverage Ratio and the Default Ratio (Breakeven point)
you also need to take into account the predictability of the cash flow. If the cash flow is very stable
and safe you can increase the financial leverage by lowering the Debt Service or Coverage Ratio
and increasing the Default Ratio (Breakeven point) subject to the limits set by the lender.

If the cash flow is unstable and subject to changes you can should decrease the use of financial
leverage by increasing the Debt Service or Coverage Ratio and decreasing the Default Ratio
(Breakeven point).

The example below shows prudent financial ratios for a safe versus a more risky investment.

Great location Poor location
AAA Credit Tenant(s)  Questionable tenants
Long term leases High Vacancies
Predictable cash flows Unpredictable cash flows
Debt Service or Coverage 1.10-1.25 1.30-1.45
Default Ratio (Breakeven Point) 85% to 90% 65% to 75%

The mortgage lender will use these ratios in determining the loan amount.
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Risk management

Fundamental to real estate investing is risk management and the development of strategies for
reducing or eliminating risk which includes:

1.
2.
3.
4.

Identifying the risks
Exploring the financial impact of the risk using real estate investment analysis
Figuring out strategies to reduce the risk

Reduce or eliminate the risk by transferring to another party

A major strategy is transferring the risk to another party. Examples are:

Taking out insurance to cover unexpected losses caused by fire, floods, personal injury claims etc.

Triple net leases that transfer rising operating costs such as property taxes from the landlord to the
tenant

Following are some suggestions on how to incorporate risk into investment analysis.
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Risk analysis
There are a number of ways to handle the risks associated with cash flow projections:

1. For more risky investments increase the discount factor or desired return used for calculating
the Net Present Value (NPV) to offset increased risk and reduce the purchase price.

2. Gather more data and information and carry out due diligence. Review important documents
such as leases and the mortgage contract. Have a professional engineering inspection carried
out to determine the present and future capital expenditures and incorporate the results into the
analysis

3. Carefully review the assumptions. Changing assumptions often changes the conclusions and
investment decision

4. Have the full range of alternatives been considered?
5. Create average, optimistic and pessimistic forecast

6. Use “Sensitivity Analysis” to discover the few variables that have the most impact on the results.
This can be done by changing a variable by 10% to see the impact on the Internal Rate of
Return, Net Present Value and property value. Only change one variable at a time.

Example: Mortgage interest rate 5.00%
Increase by 10% to 5.50%
Decrease by 10% to 4.50%

There’s no need to worry about variables that don't count. Focus on the few variables that
impact the cash flows, value and return on investment such as:

Cap Rates. Changing a Cap Rate from 7% Change to 8% causes a 14% in the property value
Small changes in Cap Rates create large changes in value

Rent and rent rates. $ per Sq. Ft per Year, $ per Unit per month

Rent rate changes from $20.00 to $18 per Sq. Ft per Yr.

Cap Rate 7.00% Rentable area 20,000 Sq. Ft

Drop in value = ($20 — 18) x 20,000 Sq. Ft = $571,428 (10%
7.00%

The value of a property is highly sensitive to rents and rent rates

Any inputs express as a % or a rate such as the cap rate and rent expressed as $ per Sq. Ft or
$ per Unit per month. Beware. Small changes often appear insignificant but can have large
impacts on the financial results.

Rent escalation rates, lease renewal rates or rent bumps
Leases expiring. It's very costly to replace a tenant moving out
Lost revenue, legal and leasing fees
Cost of providing free rent and leasehold improvements
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Major present or future capital expenditures such as replacing the roof, upgrading elevators the
HVAC system etc.

Maintenance costs

Inflation rates particularly rising insurance costs and property taxes unless the lease is a triple
net lease where the costs are passed through to the tenant

Interest rates and Amortization periods

Financid Returns.

Cap RaEeusing the investment in Year 1 of $2,720,000 552 %
Wiith Wilithout
Financing Fimnancing
Intema Raeof Raum [IRR] Before Tax 13.29%( 082 %

Debt Coverage Ratio 1.24

The use of financial leverage
increases the IRR by 34%

Examples of variables that will make little difference to the cash flows, value or return on
investment.

Real estate commission, legal costs, title insurance, appraisal fee, mortgage brokerage fees
How much can the investment be increased before the Internal Rate of Return (IRR) falls below
the investor’s discount rate or desired return? This provides insights into the relationship
between the purchase price and return on investment

As an example, does an increase of 10% in the purchase price change the investment
decision?

Make sure you include as many inputs as possible, particularly operating expenses

Verify inputs such as property taxes, insurance, garbage collection, elevator and other service
contacts. Items like maintenance are much harder to verify.

Be careful not to underestimate maintenance and other variable operating costs
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Real Estate Investment Analysis. Tips and tricks
Following are some tips to consider before starting an analysis.

Analysis Tips

1. Think about how you are going to think
2. Decide on the type of real estate analysis?
3. Make the following decisions before starting the analysis
e Monthly or yearly analysis?
e The Analysis Period?
o Before or after tax analysis?
Start with the questions you want answered
Gather the information before starting the analysis
Keep the initial analysis simple to go through the process. Then refine.
Develop ways to double check your results

No o s

1. Think about how you are going to think
Before jumping into the analysis think about what you are analyzing and how you are going to go
about the analysis. Most of the time this is obvious such as straight forward investment analysis.

As a consultant | was asked to help solve the following project. The investor was purchasing a
mixed use building for $4,850,000 and had arranged a first mortgage of $3,500,000, 4.50% interest,
25 year amortization to finance the acquisition.

During the closing process he found out to his surprise that the current first mortgage with a
balance of $2,319,000, 6.50% interest, $17,000 monthly payment, couldn’t be paid off for another
four years. In addition the mortgage specified that a second mortgage couldn’t be placed on the
property preventing the seller from offering a second mortgage.

Existing First Mortgage Seller’'s New mortgage
Loan Amount OSB $2,319,000 $3,500,000
Interest Rate 6.50% for 4 years 4.50%
Monthly $17,000 $19,372 25 Yr. Amortization
Payment
Equity $2,531,000 (52%) $1,350,000 (28%)

Required
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Summary

Agreed Price $4,850,000
New mortgage $3,500,000 (72% LTV) 4.50% 25 year amortization

Prepayment Can’t pay off the first mortgage for 4 years

2" Mortgage Not allowed. Can’t set up a 2"* mortgage with the seller

Existing OSB $2,319,000 Interest Rate 6.50%

Mortgage Monthly Payment $17,000

Equity 52% or $2,531,000 versus 28% or $1,350,000

Interest Rates 6.50% for the existing mortgage versus 4.50% current market rate
Future Rate Estimated interest rate in 4 years’ time is 6.00%

The Investor’s Questions

How much does the price have to be reduced to offset the financial impact of assuming the unfavorable
existing first mortgage?

With a lower price what equity is required?

Important Assumption

It was felt that when the current mortgage expired in four years’ time it would be replaced with a new
mortgage for $3,500,000. It was estimated at this time that the mortgage rates will have moved from
today’s rate of 4.50% to 6.00% in four years’ time.

Approach

The following approach was used to determine the reduction in price to offset the costs to the
purchaser caused by the inability to put a new first mortgage on the property for $3,500,000, 4.50%
interest, 25 year amortization.

A) What is the return (IRR) over a ten year period if the investor buys the building using the “New”
financing and the seller pays off the existing mortgage?

B) What is the return (IRR) if the buyer assumes the unfavorable first mortgages and replaces it with a
new mortgage for $3,500,000 at the beginning of year 5?

C) How much would you have to pay for the property to get the same Internal Rate of Return if the
buyer assumes the existing unfavorable first mortgage and refinances at the beginning of year 5 for
$3,500,000, 6.00% interest , 25 year amortization
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A) What is the return (IRR) over a ten year period if the investor buys the building using the “New”

financing and the seller pays off the existing unfavorable first mortgage?
Answer 11.41% before tax

Het Cash Flow (B efore Tax)
Wideo
Mixed Use Building

Total & 250455

Financid Returns [ Before Tax) with Financing

Internal Rate of Return (IRR) 1141 %
Met PresentWalue (NPW) at 10.00% F 182,953
Muodified Internal R ate of R eturn {MIRR) 0. %

Shart Term Financing R ate (Before Ta) F.O000%
Short Term Reimvestment R ate (Before T2 1.000%

Oper ating Sala Met

Finanzing Cazh Flow FProceads Cash Flon

“rear Irnrestment Borr o Faid Back (Before Tax) [Before Ta) [Before Ta)
“fear1 Marrear 1 Feb Fodem0pom 0 2500000 - % 4858 - F (135123
“ear 2 Marvear 2 Feb - - 2,327 - 30227
“fear 3 Marvear 3 Feb - - - 52,529 - 52529
“ear g4 Marvear 4 Feb - - - 53,526 - S2 655
“fear S Marvears Feb - - - 51,575 - 54875
“fear G Mar-vear & Feb - - - &5, 167 - G, 167
“rear ¥ Maryear ¥ Feb - - - 87 432 - G742
“fear 8 Mar-vear 2 Feb - - - &2.5200 - 52500
“rear 9 Mar-vear9 Feb - - - 78,371 - 7.3
“fear 0 Mar-"r'ear 10 Feb - - (2,528,205 0,582 5,572 3257 2,113,644
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B) Using the agreed price of $4,850,000 what is the return (IRR) if the buyer assumes the unfavorable

first mortgages and replaces it with a new mortgage for $3,500,000 at the beginning of year 5?

Answer 8.23% before tax

Het Cash Flow (Before Tax)
Young & Belzize
Two sorey R etail & Apartments

Oper ating 5 ale Met

Financing Cash Flow Froceeds Cash Flouw

“ear Irrestment Barr o Faid Back (Before Tax) [Before Ta<) (Before Ta
“ear1Mar-rear1 Feb ¥ (4EsS0p00n F 0 2219000 - % 62,226 - % 2487 5674
“ear2 Marvear2 Feb - - 87,725 - &7, 7e5
Year2 Mar-ear3 Feb - - - a0 =T - 20,987
“ear g hdar-ear g Feb - - (2,057 748 82,145 - 1,925 603
“earS MarvearS Feb - 2500,000 - 12615 - 2518615
“earS Marvear S Feb - - 20907 - 208,907
Year ¥ Mar-ear¥ Feb - - - 21,172 - 231,172
“ear2 Mar-rears Feb - - - 2329 - 32,329
“eard Marveard Feb - - - 42,111 - 42,111
“ear 10 Mar-v'ear 10 Feb - - (2,050 522 44,2332 55723257 2.857.057

Total § 1,907,627

Finzncid Returns [ Before Tax) with Financing

Internal Rate of Return (IRR) 8.23% A —
Het Preszentfalue (NP at 10.00% F 252.551)
hdo dified Internal R ate of R eturn (MIRR) 5.05%

Short Term Financing Rate (Befare Ta<) 7000 %
Short Term Reinvestment Rate (Beafore T 1.000%




C) What is the purchase price that provides an 11.41% return (IRR) if the buyer assumes the
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unfavorable first mortgages and replaces it with a new mortgage for $3,500,000 at the beginning of

year 5?

Answer $4,410,994

Het Cash Flow (Before Tax)
Young & Belzsize
Twi gorey R etail & Apartments

Tatal ¥ 23460583

Financid Returns [ Before Tax) with Financing

Internal R ate of Return (IRR) 11.41%@

Met PresentWalue (NPW) at 11 25% ¥ 19,454

Modified Internal R ate of R eturn (MIRR) 2.09%
Short Term Financing Rate (Before Ta) F.000 %
Short Term Reinvestment R ate (Before Tag 1.000%

Operating Sale Met

Finanzing Cash Flow Proceads Cash Flom

rear Irnrestment Boarr o Faid Back (Before Tax) [ Before Ta<) [Before Ta<)
“rear 1 Marvear 1 Feb F (4410994 § 2,319,000 - % 63 326 - § (2025668
“rear 2 Mar-"rear 2 Feb - - &7 726 - 67,755
“rear 3 Mar-"vear 3 Feb - - - =K== - 20,027
“rear 4 har-"vear 4 Feb - - (2,067 7450 22,145 - (1,985,603
“fearS Marvears Feb - 3,500,000 - 12 615 . 2,818,615
“rear G Mar-vearG Feb . - - 28907 - 28,907
Year 7 Mar-vear 7 Feb Priced reduced - 3,172 . 31,172
“rear 8 Mar-"vear 3 Feb = - - 22,728 - 22,229
“rear 9 Mar-"vear3 Feb - - - 42,114 - 42,111
“rear 10 har-vear 10 Feb - - (3,059 532) 4,332 5.572.397 2.557.057

Buying the property for $4,410,994 assuming the unfavorable first mortgage and refinancing at the end
of four years provides the same return (IRR) as buying the property for $4,850,000 and replacing the

existing unfavorable first mortgage which is 11.41%

Project Comparison Report (Before Tax)
Met Ca=h Flow Before Tax)
Irrestrme rt Imrestment
Video New hortgage April 2013 Wideo Mew Martgage March 2012
“rear u] (2,091,954 1,250,000
1 2,326 24282
2 &7 726 20387
3 oo.aaT 52528
4 1,514,297 faxcy =t= s
] 12615 542875
E 20807 GG, 167
T T2 7 432
=] 2,329 G5 5a0
=] 42,111 Echcry|
10 2,557 057 3112544
11

Total 2,346 822 2,280 458

Before Tax Financial Ratum

With Financing

Intermd Rateof Raum [IRA] 11.41% Same é11.41%




Summary and Conclusions

Put the new mortgage on the property for
$3,500,000, 4.50%, 25 years amortization.

Assume the unfavorable first mortgage
refinance at end of 4 years

Assume the unfavorable first mortgage
refinance at end of 4 years

Observations and Comments from the case study

Price

$4,850,000

$4,850,000

$4,410,000

Equity
28%
$1,350,000

52%
$2,531,000

47%
$2,091,996
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Return
(IRR)

11.41%

8.23%

11.41%

1. For unique financial problem “Think about how you are going to think” before you start
analyzing more complex or unique investments and situations like the above example

Then test using a simple example. Add the complexity later.

2. The importance of understanding how to use discounted cash flow analysis

3. Shows how to use investment analysis to structure difficult deal
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2. Decide on the type of real estate analysis?
Real estate investment or discounted cash flow can be applied to many types of real estate analysis.
The starting point in analyzing real estate is to decide on the type of analysis.

a) Investment Analysis
This applies to the purchase or valuation of income properties such as buying an income
property and holding it for say ten years and then selling.

Investment analysis helps answers questions such as:
How much should | pay for the property to get my desired return?
What is the property worth?
Should | buy property A or B?
As a realtor should | try and sell the property? Is it overpriced and unlikely to sell?

b) Buy versus Lease Analysis
I’'m tired of paying the monthly rent. Would | be better off to buy a property or rent? Because of
the tax implications buy versus lease analysis should be done after tax

c) Hold versus Sell Analysis or Hold & Refinance & Sell
I've owned this property for a number of years, would | be better off to keep or sell the property
and invest the after tax proceeds in another investment? Because of the tax implications buy
versus sell analysis should be done after tax.

For free videos and a manual on Hold versus Sell analysis please visit www.investitpro.com and
select the Learning Center tab.

d) Cash Flow Forecasting & Budgeting
Cash flow forecasting and budgeting is different than investment analysis because the investor
owns the building, doesn’t plan to sell and want to develop the cash flows for budgeting and
decision making.

e) Lease analysis from alandlord or tenant perspective
Lease analysis is used by landlords and tenant to compare different lease proposals and help in
lease negotiations.

f) Land Lease Analysis

g) Development Analysis
Development analysis is used to determine how much to pay for the land based on the
developer’s desired profit and is covered in the video “Development Analysis and the Valuation
of land”

To learn more about development analysis please see our Video “Development Analysis and
Valuing Land” which can be purchased on our web site www.investitpro.com” or by calling toll
free 1-877-878-1828



http://www.investitpro.com/
http://www.investitpro.com/
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3. Make the following decisions before starting the analysis
a) Monthly or yearly analysis?
b) The Analysis Period?
c) Before or after tax analysis

a) Monthly or Yearly Analysis?
Yearly analysis is suitable for analyzing rental apartment buildings.

For commercial buildings with leases the analysis should be carried out on a monthly
basis because leases can expire or be renewed during the year.

Monthly analysis can take into account seasonal variations such as snow removal during
winter or variation in income for seasonal based investments such as marinas, short term
summer rentals etc.

b) The Analysis Period?
Five years using yearly projections is an acceptable analysis for apartment rental properties.

For commercial properties the recommendation is a minimum of ten years using monthly
projections in order to take into account the impact of lease renewals or bumps or steps in the
lease as well re-renting vacant space, the funding of tenant inducements by the landlord such
as leasehold improvements, free rent periods and other tenant inducements.

Tip: Always build you largest analysis period first.

As an example if you are interest in analyzing a building over 5 years and 10 years build the
10 year projections first, then all you have to do is change the Analysis Period from 10 years
to 5 years. If you build the five year model first and then want to extend the analysis to 10
years you have to project all the expenses and revenues and extend the mortgages from 5
years to 10 years

c) Before or after tax analysis?

Real estate analysis is generally performed before tax because the tax position of the investor
is not known. There are two types of investment analysis that should always be done after tax
because tax plays a major role in the decision. They are:

e Buy versus Lease Analysis
¢ Hold versus Sell Analysis
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2. Start with the questions you want answered
The starting point is deciding what questions you want answered such as:

What return (IRR) am | looking for given the risk?

How much should I pay for property to get my desired return?

What's the value of the property?

Should | buy property A or property B

As a realtor, does this investment make economic sense? Should | take a listing?

Ask “what if” questions and sensitivity analysis
What if the seller carries a second mortgage?
What if the major tenant doesn’t renew their lease?
What if interest rates go from 6.00% to 7.00%7?

3. Gather the information before starting the analysis
Before staring the analysis gather all the information you need. There is a check list available in
the appendices and the end of the manual.

4. Keep the initial analysis simple then refine
For more complex or unique analysis keep the initial inputs simple and test the results to see if
you are using the right approach. If the results are acceptable, then increase to complexity of the
analysis.

5. Develop ways to double check you analysis
It is very easy to make a mistake when carrying out real estate analysis such as forgetting to sell
the property at the end of the analysis or incorrectly entering the financing or missing key expense
items.

As we go through the case studies in the video I'll point out ways to check the inputs and how to
determine if the results are realistic.



Case Studies

1. Sale Leaseback analysis

2. Exploring creative financing
3. Lease Comparison Analysis
4. Lease negotiations

5. Buy versus Lease analysis
6. Hold versus Sell analysis

7. Replacement Reserve Planning
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Sale Lease Back Analysis

From a CoStar newsletter. CoStar has a very good, free weekly new letter.

Cash Crunch Fallout: Distressed
Companies Clamor for Sale-
Leaseback Deals

While investment sales have tanked in most
.5, markets across every property type,
interest remains keen in sale-leaseback
transactions as more cash-strapped companies
look at their non-income-producing assets as an
alternative capital source for reducing debt or
funding operations. Businesses of all types,
under pressure to quickly boost liquidity, have stepped up their push for
sale-leasebacks as an avenue to monetize their assets. Banks have sold
off their retail branches. ..

An investment company is looking at a Sale Lease Back of an office building. Their Desired Return
(IRR) is 12.00% before tax based on a five year analysis.

You have been asked to evaluate the investment and make a presentation and recommendations to
the Investment committee

Project Information

Asking Price
The Sale Lease Back owner is asking $5,100,000 and the acquisition costs are $20,000

Revenue.....has a twist

The owner will lease back at above market rents for 18 months at $22.50 per Sq. Ft per Yr. Then
vacate.

Rentable Area: 22,358 Sq. Ft Usable Area: 19,500 Gross Up Factor: 14.66%
Analysis Period: 10 years
Investor
Investor Desired Return (IRR): 12.00% before tax
Modified Internal Rate of Return (MIRR)
Short Term Financing Rate: 7.50% before tax
Short Term Reinvestment Rate: 2.50% before tax

Before tax analysis. Non-profit organization
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Investment
Investment: $5,120,000 including acquisition costs of $20,000
Leasehold Improvements. Year 2 Sept $200,000

Expenses
Expenses paid by the landlord $7.00 per Sq. Ft per year increasing at 3.00% per year compounding

Leasing fee: Year 2 Sept $75,000 (Exclude from the NOI)

Revenues

Sale Lease Back Tenant

Base Rent: $22.50 per Sq. Ft per Yr. for 18 months

Recoverable Expenses (TIM’s): $6.25 per Sq. Ft per Yr. for 18 months

New Tenant
Lease commences Year 2 October and runs until the end of the analysis period.

Base Rent and rent increases at the end of each term
Term 1. $18.00 per Sq. Ft per Yr. for three years
Free Rent: Two months in the first year
Term 2.Five years. The rent for Term 2 equals Term 1 rent increased by 2.50% compounding for
three years
Term 3. Rent equals Term 2 rent increased by 3.00% compounding for five years

Rent for 2nd term based Rent for 3rd term based
on first term rent of $18.00 psf. per on 2_"':' term rent increasing at
¥yr. increasing at 2.5% 3.0% compounding per yr. for 5
compounding per yr. for 3 years years

l I
$18.00 pstE—r:'-r_._' —
I Term 1. 3 years I Term 2. 5 years ITerm 3|

{1 year & 3 mos)

Recoverable Expenses: $7.00 per Sq. Ft per Yr. increasing at 3.00% per year compounding

Financing

First mortgage: $3,000,000
Interest Rate: 7.00%
Amortization Period: 25 years

Sale

Sale Price: Based on a 7.00% Cap Rate using the Net Operating Income for the year following the sale
which is year 11

Selling Expenses: 2.00% of Sale Price. Real Estate Fee. 3.50% of Sale Price
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Questions to be answered
A) General
1. Based on the above information, what is the Return (IRR) before tax?
2. How much should the investor pay to get the Desired Return (IRR) of 12.00% before tax?

3. Based on the price that provides the 12.00% IRR before tax, how much a year does the initial
investment have to increase and is this realistic?

4. Can the financing be increased? If so, how does it affect the financial returns (IRR)?
5. The appraiser’s approach. How much of the “Present Value” is generated by:
a) Net Operating Income
b) Sales proceeds (Reversionary value)
B) Risk Assessment
Risk Assessment Ratios
Debt Coverage Ratio: Shows how much the cash flow exceeds the mortgage payments
Default Ratio (Breakeven Point): What % of the building has to be rented to breakeven?
Yearly Operating Cash Flow report
c) Financing Potential
Financing Ratios
Debt Coverage Ratio: Generally around 1.25 but depends on the lender and the risk
Loan to Value Ratio: 75%

Default Ratio (Breakeven Point) If less than 85% may be an opportunity to increase the first
mortgage

Presentation

What should the presentation package to the Investment committee include?



The Analysis

What is the Return (IRR) before tax based on the asking price of $5,100,000?
Answer: The Internal Rate of Return (IRR) is 10.98%

The most insightful report is the Net Cash Flow Report. It provides an overall financial view of the
investment.

B Het Cash Flow (B efore Tax)
Zale Lease Back Example
Crffice Building
Operating Sale Met
Financing Cash Flon Procesads Cazh Flon
“ear Irirestrme nt Barr o Faid Back [Befare Ta) [Befare Ta) [Before Ta<)

ear1Jdarrvear 1 Dec F GA000m § 3,000,000 - % 231,895 - 5 (1.EEEAEn
rearZ2Jdarvear 2 Dec (200,000 - 195,50 - (205,552
Year3Jdanvear 3 Dec - 139,563 - 129 8532
eardJdarveard Dec - - - 139,395 - 128,286
“fearSJdarnvears Dec - - - 146,855 - 145 226
rearGdanreard Dec - - - 169,552 - 168 5252
rear¥Jdarrear ¥ Dec - - - 169,411 - 168,441
rearBJdarreard Dec - - - 169,075 - 1688 076
rear@Jdarrear Dec - 683,852 - 163,252
Year 10 Jan-vear 10 Dec - (2,259,001 125,955 G538 817 4,465,772

Leasehold Improvements Total § 3384078
Fimancid Returns [ Before Tax) with Financing
Internal Rate of Retum HRE) 105y d— Meed to drop the price by $167,563 to get
Met PresentWalue (NPW) at 12.00% % 157560 “— B o
Modified Internal R ate of e sturn { MIRR) 100 % the desired return (IRR) of 12.00% before tax

Short Term Financing Rate (Befare Ta<) FEOO%
Short Term Reinvestment R ate (Before Ta<) 2500%




Relationship between the Desired Return (IRR) and the Purchase Price
Shows how much to pay for the property to achieve the desired return (IRR).

As an example, if the desired return was 12.00% before tax, the purchase price is approximately
$4,950,000.
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Graph. Purchase Price & Desired R eturn (B efore Tax) January 04, 2011
Sale Lease Back Example Investor Pro
Office Building Wehinars | Sale Lease Back Jan 2011

Purchase Price and Desired Return (IRR) With Financing
¥ 000,000 -
B 000,000 -
)
3 5 000,000 -
o
o 4000,000
i
3,000,000 1
=}
a
2 000,000 -
1 000,000 |
D 2
& X & & X & & &t i
L] = = = L] = = = =
= “ = = = Iz = = &
Investor's Desired Return (IRR)
M vith Financing
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Using Goal Seeking to answer the following questions:
a) How much should the investor pay to get a Desired Return (IRR) of 12% before tax?

b) Based on the investment of $5,120,000 how much does the property have to increase in value per
year compounding to achieve a 12.00% return and is this realistic?

Answers

a) Purchase Price $4,952,437 (including acquisition costs) provides a Return (IRR) of 12.00% before
tax.

Asking price is $5,100,000

b) Increase in Value per Year is 3.996% compounding using the Purchase Price of $5,120,000
May be too optimistic over a ten year period

Goal Seeking
Desired Return on Investment {Discount Rate)
Internal Rate or Return {IRR) Before Tax 12.000%)| Analysis Period: 10 years Display Results |

Average Cash On Cash Return Before Tax 0.000%)| Purchase Price MiA
Goal Seeking Results: Before Tax

To achieve an Internal Rate of Return {(IRR) of 12.000% before tax

With financing Too optimistic?

a) Buy the property for == § 4 952 437 oOF

k) Sell the propery for § 7,575,913 whichis a *3_996% Annual Compounding Appreciation Rate
Without financing

a) Buy the property for $41459 618 ar

k) Sell the propery for £10,214 467 whichisa  7.151% Annual Compounding Appreciation Rate

Done Export to Excel Export to POF Frint




The appraisal approach to value

How much of the Present Value is generated by:

a) Net Operating Income

a) Sales Proceeds (Reversionary value)

Are the results realistic?
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Note: Excludes financing which generally increases the Internal Rate of Return

Present Yalue Appraisal
Zale Leasze Back Example

Office Building
Present Value Present Value Property Present Value Present Value
Het Operating Discount Factor  Het Operating Reversion Discount Factor Property Overall
Year Income at 12.00% Income: (Sale) at 12,00% Reversion (Sale) Present Value
YWear 1 Jan-Year 1 Dec 456 287 089255714 434,154 434 184
YWear 2 Jan-‘ear 2 Dec 232853 079713388 185,633 185 633
YWear 3 Jan-‘ear 3 Dec 394004 071178025 280,444 280 444
Wesr 4 Jan-ear 4 Dec 393836 0E3551308 250,290 250,290
YWeat 5 Jan-ear 5 Dec 401 326 056742686 22T T23 247723
“Wear 6 Jan-‘ear B Dec 424 299 050663112 214 963 214 963
YWear 7 Jan-‘ear 7 Dec 423852 045234922 191,729 191,729
YWear § Jan-Year § Dec 423516 0403558323 171,051 171 051
YWear 3 Jan-ear 9 Dec 423293 036061002 152,644 152 G44
YWear 10 Jan-Year 10Dec 440397 032197324 141,736 EE38817 032197324 2137 521 2277
Present Values 2,250,457 2,137,521 4,387,978
CASH FLOW. PRESEHT UALUE, SUMMAR ¥ Seems realistic. 51.29% of the Net Present Value at
Present Value Met Operating Income 2,250,457 5129% ‘— 12..00% is derived from the Net Operating Income
Present Walue of R eversion (Sale) 2,137,521 4871% ”
Present Value at 12.00% 4,387,978  100.00%

Hote: Present Value is calculated before tax and excludes financing and capital expenditures




Risk Assessment & Financing Potential
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Financial Measures Sumnany
Sale Lease Back Example

Finzncid Returns.

January 04, 2011

Imvestor Pro

Office Building Wehinars |2 Sale Lease Back Jan 2011

Cap Raeusing theirvestrment in Year 1 of $5,120,000 —P 0.a0%
With Without
Financing Financing
Intema Rateof Ratum [IRR) Before Tax 0562 % .01 %
Met Present waue [NPY) Before Tax % 167,563 at 12.00% % 970,332 at 12 00%
Modified htermal Rabe of Return [MIER] Before Tax 0.0 % TG %
Short Term Financing Rate (Before Ta<) 7.50% F.80%
Short Term Reimrestment R ate (Before Tax) 250% 280%
Meed to drop the price by $167,563 to get a
Finzncid Opersting Ratios return (IRR) of 12.00% before tax
Totd Loanto value Ratio Qreerd|
[At End of Year]using Oebt Defzult R=io Operging
riginal Loan Outstanding Cowerage [Breakewen] Expense Ratio
‘esr Armodnt  Loan Bdance Ratio [Using PGl [Using PG1)
“rear 1 o0, 18% £ .E0% 1.91 G2 93% 24.35%
“fear 2 53.30% 5161 % 0.z 105 A8 % 0.9 %
“ear3 S3.32% A0 50 % 1.55 TEO0E% 20.65%
“reard 52.33% 42 TE % 1.55 THI2% 20.23%
“reard 49.49% 4512 % 1.52 T4ET % 30.51%
“rearf 49.55% 4409 % 1.67 T185% 20.949%
“rear ¥ 49.58% 42 97 % 1.67 T2 26% 30.60%
“reard 05 1% TG % 166G T255% 31.25%
“reard 47 GE% A% 166 T224% 31.90%
ear 10 42 T0% T2E3% 172 T1.15% 36T %
Very low loan to Value Ratio t Relatively low breakeven point

Might be able to increase the first mortgage
and bring the Debt Coverage Ratio down to 1.25

Both the Debt Coverage Ratio and the Default Ratio indicates
that there may be potential to increase the first mortgage

Once the Default Ratio gets above 85% there is little room
to increase the first mortgage and risk starts to be a concern

Debt Coverage Ratio could be reduced to 1.25 by increasing the first

the lender
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Operating Cash Flow Report

Show the cash flow from operations

Operating Cash Flow Yearly January 05, 2011
Sale Lesse Back Example Imvestor Pro
Office Building Webinars G Sale Lease Back Jan 2011
Year1 Year 2 Year 3 Year 4 Year5 Year b Year 7 Year § Year 9 Year10
CASH FLOW BEFORE TAX
P otential Gross Income 642,793 394,060 560,124 564,875 577,507 605,622 610,765 616,019 621,608 644,525
Le=sz Yacancy & Credit Loss Allow. - - - - - - - - - -
Effective Gross Income 642,793 394,060 560,124 564,875 577,507 605,622 610,765 616,019 621,608 644,525
Cperating Expenses 156 506 161,201 166,120 171,038 176 181 181,323 156 913 192502 185,315 204129
Het Operating Income 436,287 232,859 394,004 393,836 401,326 424,299 423,852 423,516 423,293 440,397
Lesz Expenszes not induded in NG| - ¥5 000 - - - - - - - -
Het Inc one 486,287 157,859 394,004 393,836 401,326 424,299 423,852 423,516 423,293 440,397
Lesz Principal Payments 45894 49212 52770 SE 584 B0 B75 ES 061 E9 7E4 74,808 80,216 2E,014
Interest payments 205 546 205228 201 871 197 856 193 766 1893789 154 EVG 179 E33 174,225 168,426
CASH FLOW BEFORE TAX 231,846 (96,582) 139,563 139,396 146,356 169,858 169,411 169,076 168,352 185,956
Overall Cash Flow Report
Shows all the cash inflows and outflows
Ouerall Cash Flow Yearly October 13, 2012
ZSale Leaze Back |nvestment Exampls Inwestor Pro
Office Building Wehinars |2 Sale Lease Back Jan 2011
‘ear 1 emr 2 Year 3 ‘remr 4 ‘e O Year B Yewr T ‘ear B ‘femr 9 ‘ear 10
Fotertidl Gross hoome B2, THE E5d B0 8a0, 124 HEd &7 &77, 807 = alafpeed B0, 755 B1G018 E21 E05 Bld 525
Lesz:Wacaney & Credit Loss Allow. - - - - - - - - - -
Hfective Gross hcome 12,792 294,050 560,124 564 275 577,407 M5 gz 510,755 16013 621,602 B14,525
Operating Expenses 156,506 161,201 66,120 171,038 176,181 181,323 185,913 192 502 195,315 204,128
Het Opersting Income 226,287 232,259 704,00 393 T30 01,326 424 259 423,252 AZ3SE 423,233 440357
Less: Expenses not included in NOI - 75,000 - - - - - - - -
Het Inoame ARG ZET 167 254 04,004 EEeRt e A0 Z26 Azd 250 4T3 B2 AZZEE 473, 440357
Leszs: Principal P ayments 45,504 48,212 Sz o6 B B0.575 65051 [==ri=T T4802 20,216 26,014
Interest payments M85 205,208 201,671 197 256 193,766 129370 184,676 17a533 174,225 68,425
OFERATIMG CASH FLOW EEFOR E TAX 3 GAE (86,582 138,565 138 396 146 556 163 555 168,411 163 076 16,852 1RE 855
INVESTMENTS & CARPITAL IMPROVYEMENTS
Investment (5,120,000 -
Leasehold Improve ments - (200,000
(5,120, 000] [ 200,000
FINANCING Barroew +] Pavbackf -]
First Martgage 3,000,000 - - - - - - - o (2389001
3,000,000 . . . . . - . - [2353,001)
SALE
Sala Price 7025203
Less: Real Estate Commissions 295,882
Selling Experses 140,504
MHet Sales Proceeds (Before Tax) B E32817
OWERALL CASH FLOW BEFORETAX [1,852,154)] [296,582) 129,563 173,395 145,856 153858 163,411 18a07E 182,852 4485772
FINAHCIAL RETURNS
Before Tax
Internal Rate of Return(IRR) 10,92 %

Met PresentWalue (MPW) at 12.00% [ QL= =]
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Income & Expense Statement

Income & E xpense Statement ¥ early October 13, 2012
Sale Lease Back |nvestment Example Investor Pro
Office Building Wehkinars |C Sale Lease Back Jan 2011

Year 1 Y ear 2 Year 3 Year 4 Year 5 Year 6 Year ¥ Year § Year 9 Year 10 Year 11

RE VEHUE
General Revenue - - - - - - - - - - -
Rent Roll Revenue 642793 394060 560124 564575 577507 BO5G22  GBIOVAS  B16019 G621 603 644 525 702153
Potential Gross Inc ome 642,793 394060 560,124 564,875 577,507 605622 610,765 616,019 621,608 644,525 702,153

Less: Vacancy & Credit Loss Allowance
General Revenue - - - - - -
Fent Rall Revenue - - - - - -

Effective Gross Income 642,793 394060 560,124 564875 570507 605622 610,765 616,019 621,608 644525 702,153
(O perating E xpenses

Qpersting E spenses 156506 161,201 166120 171038 17618 181,323 186813 192502 198 315 204128 210389

186506 161,201 16868120 171039 1TEA & 181,323 186913 192502 198315 204129 210,339

Het O perating Income 486,287 232,859 394,004 393,836 401,326 424,299 423,852 423,516 423,293 440,397 491,764
Less: Espense not included in HOI

Leasing Fes — 75000 - - - - - - - - -

- 75,000 - - - - - - - - -

Het Inc ome 486,267 157,859 394004 393,836 401,326 424,299 423,852 423,516 423,293 #0397 491,764

Note: The Leasing Fee is excluded from the Net Operating
Income because it's a non recurring expense

Income & Expense projection graph

Income & Expenses

750 000
= — = B 3= S
500 000 E———— Y
L U O [P T b k- Al il Sl -k
450 0od Tenant moves out. Rent drops from the above market rent
of $22.50 to $18.00 per Sq. Ft per Yr
0 - ey oy S y 5 L. o @ =] —
5 I 3 % i 5 5 . L = —
£ £ & £ & & & & & § &
Year

—®&— Potential Gross Income  —® - Effective Gross Income - -& - Net Operating Income
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Presentation Package

What should be included in the presentation package to the investment committee?

Keep it brief. Don’t include too many reports. Focus on the highlights

Include reports that are easy to follow without technical financial knowledge

Cover Page with building photograph

Table of Contents

Executive Summary (One page to two pages)

Overview of the investment opportunity

Critical assumptions

Analysis period

Lease up period after the 18 months

Lease rate at the end of the 18 month

Lease projections. Terms, renewal rates

Recoverable expenses

Leasehold improvement costs

Leasing fees

Financing

How the sale price at the end of the ten years is calculated

Results

Purchase price to achieve a 12% Return (IRR): $4,952,437

Annual increase in value to achieve the desired return: 3.996% based on the asking
price which may be too optimistic

Risk assessment. Moderate

Financing: First mortgage could be increased

Recommendation & conclusions

Purchase price: $4,952,437
Consider increasing the financing

Reports (limit the number of reports)

Net Cash Flow

Operating Cash Flow

Income & Expense Statement

Graph. Purchase Price versus Desired Return (IRR)
Detailed reports can be provided later if requested

TIP. Use “Snagit” screen capture program www.techsmith.com



Creative Financing

Creative financing between the seller and the buyer can be used to create a sale, which may not be
possible based on the seller’s price and conventional financing.

One approach is to develop and review the operating cash flow before tax and then structure seller
financing based on the available cash flow before tax.

This is best illustrated with an example.
Investment. Shopping Center with leases and % Rents
Analysis Period: 9 years
Purchase Price: $12,000,000 based on 6.17% Cap Rate
Conventional First Mortgage
$7,500,000, 25 year amortization, interest rate 6.00%
Debt Service Ratio: 1.28
Equity required by the buyer: $4,500,000 (37%)
Result: Internal Rate of Return (Before Tax): 12.57%
Steps for exploring creative financing
1. Carry out a conventional analysis
2. Examine the Operating Cash Flow before tax
3. Decide on a possible financial arrangement
4. Run the analysis with the revised financial structure
5. Examine the results
Creative Financing Options
There are many creative financing options including:
Interest only mortgage
No payment of principle & interest until the end of the term
Graduated payment mortgage
Variable rate mortgage
Goals
1. To get the equity down from 37% to 25%

2. Increase the returns to the Investor
3. Facilitate the sale through creative seller financing



Examine the Operating Cash Flow before Tax
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CASH FLOW BEFORE TAX

Potential Gross Income
Le=s Vacancy & Credi Loss Allow:
Effective Gross Incomis
Operating E spenses
Het Operating Incone
Less Principle Pasim ents
Interest payments
CASH FLOW BEFORE TAX

O perating Cash Flow Yeary
Pak Royal Vilage
Irvestment Retal +Rent Roll & Categories

Year 1 Year 2 Year 3 Y ear 4 Year § Year 6 Year T Wear 8 Year 9
1,004,000 1,943,920 1ATTA42 1,211,370 1,246,975 1,322,064 1,360,540 1,396,125 1,432144
1,004,000 1,143,920 14774492 1,211,370 1,246,975 1,322,064  1,360,5M 1396125 1,432,144

264 000 2M 820 280,160 285,400 297 AB0 305,920 315,320 324,720 334,440
740,000 &72,000 B96,982 922,970 949,815 1,016144  1,045224 1,071,405 1,097,704
133,503 141,737 150,479 159,760 169 614 180076 191 182 202974 215493
446 368 438,134 429 392 420111 410 257 399,796 366 689 376,897 364,378
160,123 292129 HTM0 343,098 369,943 436,273 465,352 491,533 817,832

+— Bamine the Cash FHow before Tax for potertial for addiional morgage paryments —pe

Decide on a possible financial arrangement

We will test the following financial arrangement:

Change the term of the first mortgage from 10 years to 5 years and pay off the first mortgage at the end of

5 years

Create seller financing as follows:

$1,480,000 second mortgage, Interest Rate: 9.00%, Term: 5 years

Fixed payment:

Year 1 $6,000 per month or $72,000 per year
Year 2 $9,000 per month or $108,000 per year

Year 3 $11,000 per month or $132,000 per year
Year 4 $13,000 per month or $156,000 per year
Year 5 $15,000 per month or $180,000 per year

Year 6 January. Refinance with a conventional first mortgage
Loan Amount: $10,000,000

Interest Rate: 6.50%
25 year amortization

Debt Service Coverage Ratio: 1.25
Use the refinancing of $10,000,000 to pay off:

First Mortgage: $6,744,907
Seller Financing: $1,532,403
Investor pockets $1,722,691

Results using creative financing

Investor’s equity changes from $4,500,000 (37.50%) to $3,020,000 (25.00%)

The Investor’s Internal Rate of Return (IRR) changes from 12.57% to 15.03% before tax which is a
19.57% increase. Investor pockets $1,722,690 when the property is refinanced for $10,000,000 at the start

of year 6



Cash Flow with the Seller’s second mortgage

CASH FLOW BEFORE TAX
P otential Gross Income

Effective Gross Incone
Operating Expenses
Het Operating Income
Lez= Prindipal Payments
Interest payments
CASH FLOW BEFORE TAX

CASH FLOW BEFORE TAX

Less Wacancy & Credit Loss Allowe.

Year1 Year 2 Year 3 Year 4 Year 5 Year b Year ¥ Year 8§ Year 9
1,004,000 1,143,920 1477142 1,211,370 1,246,975 1,322,064 1,360,544 1,396,125 1,432,144
1,004,000 1,143,920 1477142 1,211,370 1,246,975 1,322,064 1,360,544 1,396,125 1,432144

264,000 271 820 280,160 288400 297 160 305,820 35 320 324720 334 440
740,000 872,000 896,982 922,970 949,815 1,016,144 1,045,224 107,405 1,097,704
133,503 141 737 150473 173,553 209 716 185,110 176 168 187 966 200554
518,368 546,134 561,392 SE2.318 550,185 E45139 634 081 22283 609 694

88,129 184,129 185,110 187,098 189,943 205,895 234,975 261,156 287,455

Cash Flow with seller's second mortgage —===———————mmmm—m—— e

160,129

292,129

HMTA0

343,098

369,943

436,273

465,352

491,533

517,832

Cash Flow with seller's the conventional first mortgage == ===—————— =i
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Net Cash Flow Report with the Seller’'s second mortgage

Het Cash Flow (Before Tax)
Park Rovyal Village
Investment Retaill +Rent Rall & Categories

Oper ating Sale Met

Financing Cash Flow Froceads Cazsh Flaw

“rear Irrestme nt Brarr o F aid Badk [Before Tax) [Before Ta [Before Ta
Year 1 Jdanvear 1 Dec FoO2o00o0m § 0 s980,000 - % 02,129 - F 29318710
“fear 2 Jarvear 2 Dec - - - 184,129 - 124,128
“fear3Jarrear 3 Dec - - - 185,110 - 185,110
“feardJarrear g Dec - - - NESFRESE] - 127,052
earS Janvears Dec - - (8,277 . 210) 188,943 - (2,087 57
rearG Janvear G Dec - 10,000,000 - 206,595 - 10,205,595
ear7 Janvear T Dec - - - 23875 - 234875
fearg Janveard Dec - - 261,156 - X156
“fear8 Jarrear 9 Dec - - (9,270,202 287 455 13,788,870 4,206,123

Total § 5045298

Financia Returns [ Before Tax] with Financing

Internal Rate of Return (IRR) 15103 % e

Met PresentWalue (MPW) at 123.00% F 380,228

What happens when the building is refinanced at the end of 5 years?

New first mortgage $ 10,000,000
Used to pay off the:
First mortgage 6,744,907

Seller's second mortgage 1,532,403
To the Investor $ 1,722,690

The investor receives $1,722,690 cash.



Mortgage Schedules. Outstanding balances at end of 5 years

First I'ulorlgage Outstanding End of Year Moty age
Balance  accrued Interest P ayout
Payout at end of Analysiz Perod: Dec Year 8 F 6744908622 - §F  BT44 80622
Fayout at end oflast Temn: Dec Wear S ¥ EB74490B622 - F  B74400622
Additional
Interest Principal Payment or Cutstanding
Time Perod Payment P ayment P ayment (Bormwing Balance
Year 1 Jan-ear 1 Dec 579,871.32 44E,363.35 13350247 - 7,366 497 03
Year 2 Jan-ear 2 Dec 279,871.32 43513418 144 73714 - 7224 75989
‘ear 3 Jan-Year 3 Dec 279,871.32 42939214 1320473915 - 7074 280 .71
Year 4 Jan-ear 4 Dec a7e,a71 .32 42011082 139,760.40 - 5514 520 .31
Year 5 Jan-ear 3 Dec 579,871.32 410,257 23 169,614.09 é B, 744 905 22
2,899,356.60 2,144,262.82 155,003.78 Outstanding Balance
Seller's second mortgage o Addlitional Outatanding
Interest Principal Payment or Balance plus
Time Perod Payment Payment Payment (Bormowing Unpaid Interest
‘ear 1 Jan-Year 1 Dec T2,000.00 T2,000.00 - - 1,243 785 .69
Year 2 Jan-‘ear 2 Dec 108,000.00 108,000.00 - - 1,576 038 43
Year 3 Jan-‘ear 3 Dec 132,000.00 132,000.00 - - 1286 295 .25
Year 4 Jan-‘ear 4 Dec 156,000.00 14220710 13,792.80 - 1,572 505 38
‘ear 5 Jan-Year 3 Dec 180,000.00 139,693.05 40,101 .95 1,532 403 .43
648,000.00 594,105.15 53,894.85 Qutstanding Balance

Cash Flow Comparison Report

With Financing

Met Ca=sh Flow | Before Tax)]

Before Tax Financial Raum

Irntema Rate of Raum [IRR)

Met Pre=ent Waue [MPYW)]
MNP, Dizcount B ate

Project Comparison Report (Before Tax) October 20, 2012
Imvestor Pro
Conventional With Seller's

First Mortgage Second Mnrtgague

Year ] 2 500,000 3 020,0007

1 180,129 28129

2 282 129 184,129

] 317,110 135,110

4 243,098 187 9=

4] 263 543 1,912 532

E 425,273 05895

T a55, 352 Z34975

] 491,533 61,156

a 8.2351,520 4806 123

10

Total G727 027 5,045 242

12.87% ﬁ 16.03%

(% 126,179 § 350228

13.00% 13.00%
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Creative Financing. Review and Summary

The following framewaork or steps can be used to explore creative financing options.

1.

9.

10.

Seller

1.
2.

Decide on the goals of the creative financing

To get the equity reduced from 43% to 25%

Hopefully increase the financial return to the buyer

Help put the deal together
Check that the first mortgage allows a second mortgage to be placed on the property
Carryout real estate investment analysis using the conventional first mortgage and calculate the
Internal Rate of Return (IRR)
Examine the cash flows before tax. Is there sufficient cash flow to support a second mortgage?
Decide on the second mortgage arrangement, the interest rate and when the loan be paid back
E.g. After five years. There are many possibilities:

Interest only loan

Graduated payment mortgage

Accrued interest loan. Interest accumulates and is paid with a balloon payment when the

mortgage is paid back

Etc.
Take a guess at what you think might work and look at the results. Are the results acceptable from
the buyer’s and seller’s perspective? This is a trial and error process.
When the second mortgage is paid out consider whether to refinance the building and incorporate
the refinancing into the analysis
Carryout real estate investment analysis using the conventional first mortgage and the second
mortgage and calculate the Internal Rate of Return (IRR)
Review the cash flow before tax to make sure there is a comfortable cash flow and check the Debt
Service Ratio and the Default Ratio and Breakeven Point. Are they acceptable?
Compare the buyer’s return (Internal Rate of Return) with the conventional mortgage against the
creative financing option. Has the Internal Rate of Return (IRR) improved?
If the results are not acceptable try another creative financing arrangement. Remember that this is
a trial and error process

Check that the current first mortgage allows a second mortgage to be placed on the property
Consult with an accountant and lawyer to establish the tax consequences and risks of selling the
property and carrying a second mortgage
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Lease comparison analysis

When comparing leases you calculate the total costs each year and then use a Discount Rate to calculate
the Net Present Value (NPV) and the Net Effective Rent

Net Effective Rent at X% = Net Present Value at X% where X% is the Discount Rate
No. of Years x Area
Note: You cannot calculate the Internal Rate of Return (IRR) because there is no investment.

Example:

A tenant is considering two different spaces and has established the following annual costs taking in to
account the base rent, additional rent, free rent and parking costs.

Which is the best proposal from a financial perspective?

Using a 10.00% Discount Rate

Net Effective Rent at 10% = Net Present Value at 10% where 10% is the Discount Rate
No. of Years x Area

Which is the best lease arrangement for the tenant?

1 $120,000 $115,000
2 130,000 122,000
3 142,000 131,000
4 145,000 135,000
5 148,000 140,000
6 150,000 172,000
7 152,000 176,000
8 154,000 178,000
9 157,000 182,000
10 163,000 185,000
NPV at10%  $878,089 $901,884
Net Effective $878.089 $901.884
Rentat10% 10years x 4,000 Sq. Ft 10 years x 4,000 Sq. Ft
= $21.95 per Sq. Ft per Yr. = $22.55 per Sq. Ft per Yr.
= $1.83 per Sq. Ft per Mo = $1.88 per Sq. Ft per Mo

From a Tenant’s perspective Space A has the lowest Net Present Value (NPV) and is the best deal from a
financial perspective.
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Developing the Leasing Cash Flows. Landlord perspective

Following are the typical revenues and expenses that are used in carrying out a lease analysis from the
landlord’s perspective/

Revenues

Base Rent plus rent increases and renewals

Percentage Rent. Shopping Centers

Rent Caps. Imposes a limit on future rent increases

Additional Rent also called Recoverable TIMs (Taxes, Insurance & Maintenance)
Recoverable Expense Cap. Tenant pays the recoverable expenses up to the Expense Cap
Expense Stop. Landlord pays the recoverable expenses up to the Expense Stop

Parking Revenue

Other Revenue

Operating Expenses

Expenses that are paid by the landlord to operate the space such as:
Taxes

Insurance

Maintenance

Property Management

Miscellaneous Expenses

Security

Tenant Inducements

Free Rent

Leasehold Improvements paid by the landlord or Leasehold Improvement Allowances
Renovation Costs

Moving Allowances

Cash Signing Bonus

Leasing Expenses

Leasing Agents’ Fee

Legal Fees

City fees

Architectural and engineering fees to obtain occupancy permits and other City permits

Financing Considerations
Loans by the landlord to the tenant for leasehold improvements
Loan obtained by the landlord to fund leasehold improvements

Termination Costs
The cost of clean-up and restoring the space to re-rent after the tenant moves out
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Case Study. Lease Analysis Landlord perspective
The landlord has received a proposal from the tenant to lease suite 306

Rentable Area: 5,900 Sqg. Ft Usable Area: 5,200 Sq. Ft
Discount Rate: Before Tax 10.00% (Used to calculate the Net Present Value)

Leasing Costs
Leasehold Improvements: $50,000 Leasing Fee: Year 1 Jan $12,000

Revenue

Base Rent

$26.00 per Unit of Tenant's Rentable Area per Y. paid monthly. Two terms of 5 years. Increase
for the second term base on the first term rate increasing at 3.00% compounding for five years

Free Rent: First two months. 100% of Base Rent

Recoverable Expenses (TIM's)
$9.00 per Unit of Tenant’s Rentable Area per Yr. paid monthly for 12 months then increasing at
3.00% compounding per year.

Expenses paid by Landlord
$9.00 per Sq. Ft per year paid monthly for 12 months. Increasing at 3.00% per year
compounding

Termination Costs
Cost incurred at the end of the lease by the tenant for cleaning up the space.
Cleanup and restoration costs: $15,000

LANDLORD
Lesssehald Operating Term ination Met
Improvem ents Financing of Im prove ments Cash Flow Costs Cash Flow
Year Costs Giorrawy Fald Back (Before Tax) (Before Tax) (Before Tax)
Year 1 Jan-Year 1 Dec ¥ (50,0000 - - § 115833 - § 65,833
Year 2 Jan-Year 2 Dec - - - 153400 - 153 400
Year 3 Jan-Year 3 Dec - - - 153,400 - 153,400
Year 4 Jan-Year 4 Dec - - - 153400 - 153,400
Year 5 Jan-Year S Dec - - - ——do3doo_ - 153,400
Year 6 Jan-Year & Dec - - - 177 826 - 177,826
Year 7 Jan-Year 7 Dec - - - 177,526 - 177,826
‘Year 8 Jan-Year 8 Dac - - - 177 826 - 17T B2E
Year 9Jan-Year 9 Dec - - - 177 5826 - 177 826
YWear 10 Jan-Year 10 Dec - . - 177 826 (15,0000 162,826
Total Het Cash Flow (B efore Tax) 1,553,563
Het Present Value (HPVY) at 10.00% 910,135
Before Tax Surninma ny
Total Rentable Area 5,900 =q. Ft
Total Usable Area 5200 =g Ft
Total Met Cash Flow $1553563
Average Anrual MNet Cash Flow F 155 356 per Year
Lyerage Monthly Met Cash Flow $12,946 per Month
Rentable Area Usable Area
Total Rate $ 26332 Sg. Ft § 29876 Sq. Ft
Average Effedtive Annual Rate ¥ 26.335q.Ftper ¥ T 2985 Sq. Ft per Yr
Average Effective Morthly Rate $ 2195q. Ft per Mo F 249 5q Ft per Mo
Het Present Value at 10,00% FHM035
Het Effective Rent at 10.00% § 15435 Ftper ¥ F 17.50 Sg. Ft per Yr
$ 1.295q. Ftpar Mo $ 146 Sg. Ft per Mo




Developing the Leasing Cash Flows. Tenant perspective

Following are the typical revenues and expenses that are used in carrying out a lease analysis from the
tenants’ perspective.

Rent

Base Rent plus rent increases and renewals

Percentage Rent. Shopping Centers

Rent Caps

Additional Rent also called Recoverable TIMs (Taxes, Insurance & Maintenance)
Recoverable Expense Cap. Tenant pays the recoverable expenses up to the Expense Cap
Expense Stop. Landlord pays the recoverable expenses up to the Expense Stop

Parking Revenue

Other revenue

Additional Rent
Expenses that are paid by the tenant to the landlord’s as spelled out in the lease for recoverable
expenses such as:

Taxes

Insurance

Maintenance

Property Management

Miscellaneous Expenses

Security etc.

Tenant Inducements provided by the landlord
Free Rent
Moving Allowances
Cash Signing Bonus etc.

Leasing Expenses
Leasing Agents’ Fee (Tenant Rep fees)
Leasehold improvements costs paid by the tenant
City fees
Architectural and engineering fees to obtain occupancy permits and other City permits

Location Comparison

Tenant may take into account the different cost associated with different locations such as:
Moving costs
Differences in utility costs such as electrical, gas, oil etc.

Financing Considerations
Loan obtained by the tenant to fund leasehold improvements

Termination Costs
The cost of clean-up and restoring the space as required by the lease.
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Case Study. Lease Analysis Tenant perspective
Rentable Area: 5,900 Sq. Ft

Usable Area: 5,200 Sg. Ft

Discount Rate: Before Tax 10.00%

Leasehold Improvements paid by the tenant: $75,000 in addition to $50,000 being provided by the
landlord

Leasing Expenses

Base Rent

$26.00 per Unit of Tenant's Rentable Area per Year paid monthly. Two terms of 5 years. Increase
for the second term base on the first term rate increasing at 3.00% compounding for five years
Free Rent: First two months. 100% of Base Rent

Additional Rent (TIM's)

$9.00 per Unit of Tenant’s Rentable Area per Yr. paid monthly for 12 months then increasing at

3.00% compounding per year

Termination Costs
Cost incurred by the tenant at the end of the lease for cleaning up the space. $25,000

Net Cash Flow & Net Effective Rent Report

TENANT
Tenant Cperating Term ination Overall R ental
L easehald Financing of Im provements Cash Flow Costs Costs
Year Improvem ents Barrowy Paid Back (Befare Tax) (Eefare Tax) [Befare Tax)
Year 1 Jan-Year 1 Dec 5 75,000 - - % 180,933 - § 255,933
Year 2 Jan-Year 2 Dec - - - 205093 - 208,093
Year 3 Jan-Year 3 Dec - - - 209,745 - 209,745
“ear 4 Jan-Year 4 Dec - - - 211,397 - 211,397
“ear 5 Jan-Year S Dec - - - ___2_1_3J'1§3-___' - 213167
Year 6 Jan-Year 6 Dec - - - 239363 - 238363
Year ¥ Jan-Year ¥ Dec - - - 241 251 - 241 251
“ear 8 Jan-‘Year 8 Dec - - - 2431389 - 243138
“ear 9 Jan-Year A Dec - - - 245086 - 245,086
“ear 10 Jan-Year 10 Dec - - - 247092 25,000 272,092
Total Rental Costs (Before Tax) 2,339,266
Het Present Value (HP W) at 10.00% 1,426,978
Before Tax Sumnmarny
Total Rentable Ares 5,800 S, Ft
Total Usable Ares 5,200 Sq. Ft
Total Rental Costs F 2,339,266
Awverage Annual Rental Costs F 233 827 per Year
Average Monthly Rental Costs ¥ 19,494 per Month
Rentable Area Usable Area
Total Rate F 396489 Sq. Ft F 449586 Sy, Ft
Average Effedive Annual Rate F 38 E5Sq. Ftper v F 4489 Sq. F per Yr
Average Effedive Morthly Rate ¥ 330%q. Ftper Mo ¥ 3.75%5q.Ftper Mo
Het Present Value at 10.00% 1426978
Het Effective Rent at 10.00% é$ 2419 5. Ftper ¥t +$ 2744 So. Ft per Yr
$ 202%5q FtperMo ¥ 2.29%q.Ftper Mo

Answer. Net Effective Rent at 10% before tax from the tenant’s perspective is $24.19 per Sq. Ft per
Year
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Lease Negotiations. Trade Offs between Landlord & Tenant
In lease analysis the main financial variables that can be manipulated in negotiating a lease are:

Base Rent and the timing of future escalations

How future rent escalations are calculated

Free Rent periods

Leasehold improvements funded by the landlord

Leasehold improvement loans from the landlord to the tenant

Cash payments from the landlord to the tenant for moving costs, cash signing bonus etc.

Example of trade offs:
Higher starting Base Rent which is offset by:
Increasing the leasehold improvements provided by the landlord
More free rent periods
...s0 that the Net Effective Rent for the tenant stays the same.
Primary goals of the landlord

1. High Rent
The landlord wants the lease rate (also called the face rate) to be as high as possible because the
lease rate is the major factor that determines the value. When an appraiser is valuing the property
they will focus on the lease rate and the renewal rates. It's very unlikely the appraiser will take into
account leasehold improvement, free rent periods and other tenant inducements when valuing the
building because these are general historical costs.

2. Good Tenant
Losing a tenant is very costly for the landlord. It may take many months to find a tenant, negotiate
the lease and there are many costs involved:

e Loss of rental income

¢ Landlord has to pay the taxes insurance and maintenance that were being recovered from
the tenant if the lease was a triple net (nnn) lease

e Provide costly inducements such as free rent and leasehold improvement allowances

e Legal fees and real estate leasing fee



From a Landlord’s and a Tenant’s perspective which is the best lease proposal?

Rentable Area: 10,000 Sq. Ft of industrial space

Net Effective Rent Discount Rate: 7.00% before tax

Operating Costs: $4.00 per Sq. Ft per Yr. increasing at 3.00% per year compounding
Lease Term: 5 years

Discount Rate for calculating the Net Effective Rent: 7.00%

Proposal | Base Rent Free Rent Leasehold Rent
Improvements | Escalation

A $12.00 Nong MNone MNone
B 313 Maone 50,000 Mone
c 513.43 6 months Mone MNone
Jan & Dec for 3 yrs.
D $10.92 Mone Mone 5.00% per T
Which is the best deal for the Landlord Tenant

Answer:




Net Cash Flow and Net Effective Rent Report

The four options have the same Net Effective Rent of 6.37%

CoMPANY
- LOGO

“rear

Before Tax Finandcial Surmmary

Total Rertable Area

Total Met Cash Flom
Arerage Annual Met Cash Flow
Aarerage Monthhy Met Cash Flow

Average Rernt Rates

Bazed on Rertable Area
Forerage Effective Annual Rate
Forerage Effective Monthly B ate

Net Present Vaue and Net Effective Rert
Met PresentWalue (MPW)
MNP Discount Rate (Before Tax)

Bazed on Rertable Area
Met Effective Wearhy Rent
Met Effective Morthhy Rent

Project Comparison Report

Landlard Anahsis
CORFALC Tenant A FProposal
Met Cash Flow {Before Tax)

Landlard Anahisis
CORFAL Tenant B Proposal
Met Ca=h Flow (Before Tax:)

Landlord Anatysis
CORFAC Tenant C Proposal
Met Cash Flow (Before Tax)

Lpril 14,2012

Inwestar Pra

Landlord Anahsis

CORFALC TenantD Froposal

Met Cash Flow (Before T2

(50 000) -

80 000 g2 200 1,917 0,000

Faa00 91,000 T Fa.g00

FrEO0 28 800 E2.517 FrEOO

JE 300 &5.800 a0,8600 F6,300

F5 000 87,200 28,200 F6,000

T o 388,700 392,050 ETTon
Different overall cash flows but same Net Effective Rent

10,000 Sq. Ft 10000 Sq. Ft 10,000 Sq. Ft 10,000 Sq. Ft

$ =T T00 §3292,700 §3202,050 § 337,700

F7T 50 $79,730 § 78,410 F77540

%6462 § 6,635 § 6,834 % 6,462

$775 797 § 784 $7.75

%0685 $ 086 § 065 0685

F3EE21 %318 ,693 $318,513 F 318,621

F.00% FO0% T.00% F.00%

Same Net Effective Rent
é$ 637 §637 § 637 $6.37
$ 053 053 § 053 $0.53
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Since all four options produce the same Net Present Value and Net Effective Rent, which is the best deal
for the Landlord and for the Tenant?

Impact on the property value

The landlord wants to maintain the highest base rent which is option C to maximize the value of the
property.

The following table shows the property “Value” of the different lease proposals based on an 8.00% Cap
Rate.

Proposal Value

A $12.00 per Sq. Ft per Yr. $12 x 10,000 Sq. Ft $1,500,000
8.00%

B Lease hold improvements $13 x 10,000 Sq. Ft $1,625,000
$50,000 $13 per Sq. Ft per Yr. 8.00%

C Free rent 6 months spread $13.43 x 10,000 Sq. Ft $1,678,750
over 3 years $13.43 8.00%

D $10.92 per Sq. Ft per Yr. $10.82 x 10,000 Sq. Ft $1,352,500
Escalating at 5.00% per Yr. 8.00%

Best option for the landlord

Landlord. Option C is the best option for the landlord because it produces the highest value when
capitalized at an 8.00% Cap Rate.

The landlord wants the lease rate (also called the face rate) to be as high as possible because the lease
rate is the major factor that determines the value. When an appraiser is valuing the property they will focus
on the lease rate and the renewal rates. It's very unlikely the appraiser will take into account free rent
periods and other tenant inducements when valuing the building because these are general historical
costs.

The landlord may also prefer Option C because it means giving up two months of free rent each year for
three years which costs $67,150 rather than having to come up with $50,000 for leasehold improvements.

The landlord has to take into account tenant compatibility and the quality of the tenant.

Losing a tenant is very costly for the landlord. It may take many months to find a tenant, negotiate the
lease and there are many costs involved:

Loss of rental income

Landlord has to pay the taxes insurance and maintenance that were being recovered from the tenant if the
lease was a triple net (nnn) lease

Provide costly inducements such as free rent and leasehold improvement allowances

Legal fees and real estate leasing fee
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Best option for the tenant

From the Tenant’s perspective all four options are financially the same because they have the same Net
Present Value and Net Effective Rent.

The best option may depend on the tenant’s situation and preferences. As an example:

If they are just starting a business and have no need for leasehold improvements they might choose the
option with the lowest starting lease rate which is $10.92 Option C which escalates at 5.00% per year
compounding

If they need lease hold improvements they may be willing to pay a higher rent. In this case the best choice
is Option B which provides $50,000 of leasehold improvements and a lease rate of $13.00 per Sq. Ft per
Yr.
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Case Study continued
The landlord submits a counter proposal to the tenant.

The goal is to increase the base rent and hence the value of the property but keep the Net Effective Rent
the same as the tenant’s proposal by increasing the free rent and providing a cash bonus for signing the
lease to offset the increase in the base rent from $26.00 to $28.00 per Sqg. Ft per Yr.

5,900 Sq. Ft Rentable Tenant’s Proposal Landlord’s Counter Proposal
Base Rent $26.00 per Sq. Ft per Yr. (NNN) $28.00 per Sq. Ft per Yr. (NNN)
Contract Term Ten years Same
Renewal Rate at end of Based on 3% compounding for 5 Same
first five years years '

Recoverable Expenses 9.00 per Sq. Ft per Yr. increasing Same
paid by the tenant at 3.00% per Yr. compounding

Four months

First two months for two years
$80,000 plus aloan to tenant
of $45,000 at 6.00% amortized

Free rent First two months

Leasehold improvements $50,000 by landlord

by landlord Tenant also has to spend $75,000 over 5 years and paid monthly
Cash signing bonus Zero $15,000

CPI Expected to increase at 3.00 per year compounding

Discount Rate for

calculating the 10.00% before tax

Net Effective Rent

Result

Net Effective Rent at

10.00% $15.43 per Sq. Ft per Yr. $15.48 per Sq. Ft per Yr.

Increase in the property value by increasing the Base Rent
The Cap Rate from the sale of comparable properties is 6.50%
Increase in value = ($28.00 - $26.00) x 5,900 Sq. Ft

6.50% Cap Rate
= $181,538

Additional Tenant Inducement Costs.

Extra two months of free rent ($28.00/12) x 2 months x 5,900 Sq. Ft. = $27,533
Increase in leasehold improvements from $50,000 to $80,000 = $30,000

Cash Signing Bonus: $15,000

Net Benefit to Landlord

Increase in value $181,538
Less: Extra free rent 27,533
Additional leasehold improvements 30,000
Cash Signing Bonus 15,000

Net Benefit to landlord $109,005
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Landlord’s counter proposal to tenant

Project Leasehold . . -
Info. Landlord Improvements Expenses Revanue Wacancy Financing Termination
Landlord. Het Cash Flow & Het Effective Rent (B efore Tax) October 31, 2012
Capital Plaza Investor Pro
Suite 306 CTA Realty D ED Lease Analyvsis Landlord Counter Proposal
LANDLORD
Leasehold Cperating Temnination Met
Improvem ents Financing of Im provements Tenant Loans Cash Flow Costs Caszh Flow
Year Costs Earrowy Paid Back Loan P aid Back [Eefare Tax) (Before Tax) (Before Tax)
Year 1 Jan-Year 1 Dec ki (80,000) - - ¥ (4:3,000) - & 121 106 - ¥ (3,594
Year 2 Jan-Year 2 Dec - - - - - 145106 - 148106
Year 3 Jan-Year 3 Dec - - - - - 175 640 - 175 640
Year 4 Jan-Year 4 Dec - - - - - 175 640 - 175640
Year 5 Jan-Year S Dec - - - - - 175 640 - 175 640
Year 6 Jan-‘ear 6 Dec - - - - - 191 514 - 191,314
Year 7 Jan-rear 7 Dec - - - - - 181314 - 181,514
Year 8 Jan-Year 8 Dec - - - - - 191 514 - 191514
Year 9 Jan-Year 8 Dec - - - - - 191514 - 191,514
Year 10 Jan-Year 10 Dec - - - - - 191514 (15,000) 176514
Total H et Cash Flow (Before Tax) 1,613,702
Het Present Value (HPY) at 10.00% 913,481
B efore Tax Summans
Total Rentable Area 5,900 S Ft
Total Usakle Area 9,200 S, Ft
Taotal Met Cash Flow F1613,702
Average Annual MNet Cash Flow 161 370 per Year
Mverage Monthly Met Cash Flow § 13,445 per Maonth
Rentable Area Usable Area
Total Rate ¥ 27351 5q. Rt $ 31033 5. Ft
Ayerage Effective Annual Rate § 2735 59.Ftper vr F 31.03 Sg. Ft per Yr
Average Effective Monthly Rate F 228 5q. Ftper Mo $ 259 5. Ftper Mo
Het Present Value at 10.00% F913 451
Het Effective Rent at 10.00% +$ 15.458 5q.Ft per ¥t 5 1757 Sqg. Ft per r

¥ 1.289%q. Ft per Mo % 146 =q. Ft per Mo




Lease Comparison Report

Compares the Tenant’s proposal with the Landlord’s counter proposal.
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The Landlord’s counter proposal changes the Net Effective Rent at 10% to $15.43 from $15.48 per Sq. Ft

per Yr.

“ear

0 -l D th Bk O

-
[ i)

Total

Before Tax Financial Surmmary

Total Rentable Area
Taotal Usable Area

Tatal Met Cash Flow
Porerage Annual Met Cash Flaw
Forerage honthhy Met Cash Flow

Arerage Rent Rates
Based on Rentable Area
Forerage Effective Annual R ate
Forerage Effective Monthly R ate
Based on Usable Area
Forerage Effective Annual Rate
Forerage Effective Monthly R ate

Met Present waue and Net Effective Rent
Met Present'Walue (NPW)
MPW Discount R ate (Before Tax)

Baszed on Rerntable Area
Met Effective vearly Rent

Met Effective Monthhy Rent
Bazed an Usable Area

Met Effective Wearly Rent
Met Effective Monthhy Rent

Landlord Analysis

WIDEQ Lease Anahysis Landlard

Project Comparison Report

Landlord Anahysis

VIDEO Lease Analysis Landlard

Oiffice Counter Proposal
Met Cash Flaw [Before Tax) Net C ash Flaw (Before Tax)
(50,000 (125 a0
115222 121,106
153 400 142,106
153 400 175,640
153 400 175,640
152 400 175,640
177225 191,514
177826 191,514
177 225 191,514
1772 191,514
1625265 175,514
1,553 563 1512, 702
5,900 5q. Ft 5000 Sq. Ft
5,200 5q. Ft 5200 5q. Ft
§ 1,553 563 % 1613,702
F 1553256 ¥ 161,370
F 12896 f 13,42
F2632 F272325
218 Fz2B
== $31032
Fza Fz258
F910,135 F 012,421
10000% 1000%
Close
F 1543 é § 1548
$1.29 §1z28
§17.80 FA7 5T
195 F 146

This result illustrates how important it is for the Landlord to maintain the base rent as high as possible and

offset the higher lease rate by giving the tenant more free rent, increasing the leasehold improvement

allowance and providing other inducements such as a cash signing bonus .
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Analyzing Mutually Exclusive Investments
Mutually exclusive investments are investments where the investor has several options that are mutually
exclusive. They can choose one of the options but not both. Some examples of mutually exclusive
investments are:

1. Buyor Lease?

2. Hold or Sell?

3. Personal choice example. | can drive to work or catch a bus but | can’'t do both
Using the Buy versus Lease as an example, mutually exclusive investments are analyzed as follows:

1. Develop the “Net cash flow” for the “Buy” option

2. Develop the “Net cash flow” for the “Lease” Option

3. Calculate “Net Cash Flow Buy — Net Cash Flow Lease”

This is called the “Differential” or ‘Incremental Cash Flow” analysis and is a very important concept

Analyzing Buying versus Renting a home. Case Study

Purchase Price: $700,000

First Mortgage: $550,000, Interest Rate 4.50%, 25 year amortization
Property Taxes: $4,500 per year increasing at 4.50% compounding per year
Insurance: $600 per year increasing at 3.00% per year compounding
Maintenance $150 per month increasing at 3.00% compounding per year
Utilities: Ignored because the utility costs apply to both buying or renting
Appreciation: 6.00% per year

Analysis Period: 5 years

Buyer’s Discount Rate (Desired Return): 10%

Renting
Rent: $2,200 per month increasing at 3.50% per year compounding
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What is the return on the investment?

What is the financial return if we treat the purchase of the home as an investment rather than a “Mutually
Exclusive Investment” i.e., ignoring the savings in renting?

Answer: Internal Rate of Return (IRR): 2.88%

Het Cash Flow (Before Tax)
Buvying a home
Aoparent Return on Investment

Operating Sale Met

Financing Cash Flow Froceeds Cash Flon

“ear Irvestme nt Blorr o Faid Back [Before Tax) [Befare Ta<) (Befare Ta)
“ear1Janvear 1 Dec ] Foopoo 550,000 - % (42 585 - % (152 ,59235)
“earZJdanrear 2 Dec - - (43 2EE - (43,305
Wear3Janrear 3 Dec - - - [, 149 - 44, 19<h
“eardJarear 4 Dec - - - [9444949) - <4, <R
“earSdaneard Dec - - (=3, 218) (44750 3000 1,942
Total % 25,909

Finzncid Returns [ Before Tax] with Financing

Internal R ate of Return (IRR) 2.88% o .
Met Fresentalue (HFW) at 10.00% (§ 64556 To get a 10% IRR the price needs to be
badified Internal R ate of R eturn (MIRR) 2 E6% dropped by $64,656

Short Term Financing Rate (Before Ta) G000 %
Short Term Reinvestment R ate (Before Ta) 1.500%

Buy versus Rent Analysis using the differential cash flow analysis approach

Het Cash Flow. Buy v Lease (Before Tax) Movember 01,2012
Buy v=. Renting a Home Investar Pro
“ideo Buy vs. Renting & home
BUY LEASE BUY v LEASE
Operating Sale Met Leasing Cash Flow
Financing Cash Flow Proceeds Cash Flow Expenses Difference
Year Investment Borrow Paid Back (Befare Tax) (Before Tax) (Before Tax) (Befare Tax) (Before Tax)
Year 1 Jan-vear 1 Dec $ Fooo0o  § 550,000 -3 (43 555) -3 193,585 % (264000 § (167,185
Year 2 Jan-Year 2 Dec - B - (43,868 - (43,866) (27 .324) (16,542
Year 3 Jan-Year 3 Dec - (44,144 - (44,144 (26,284) (15,860
Year 4 Jan-Year 4 Dec B B - (44,444 - (44,444 (29,268) (15,1786
Year 5 Jan-Year 5 Dec B B (453,218) (44,754 859,920 361,046 (30,3007 392,246
Total & 35908 F  (141576) % 177 485
H et Present Value (HPV) at 10.00% 3§ (64656) §  (106636) § 41,980
BUY v LEASE Financial Retums (B efore Tax)
Intemal R ate of Retum ( RR) 1450% €= | |t e paid $41,980 mare far the house the return
Met Present Yalue (MPY) et 10.00% $41,980% IRR) for buyi ? fi Id be 10%
Modified I nternal Rate of R sturn (MIRR) 13.72% (IRR) for buying versus renting would be 10%

Short Term Financing Rate (Before Tax) 6.000%
Short Term R einvestm ent Rate (Before Tax) 1.500%

Conclusion.
Ifthe Met Present Walue (NP %) is positive consider buying.
Ifthe Met Present Walue (NP %) is negative consider Leasing.

Conzsider Buying ifthe Total Purchase Price iz approxmately § 741 980 orless.e

Results Summary

Internal Rate of Result
Approach Return (IRR)
Investment Analysis 2.88% Incorrect
Buy versus Rent Analysis 14.80% Correct
(Differential cash flow analysis)
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Buy versus Lease Analysis. Case Study
Buy versus Lease Analysis using the “Differential Cash Flow” approach.

Note. Buy versus Lease analysis should always be carried out after tax because of the differences
in taxes between buying and leasing.

Case Study. Buy versus Lease Analysis

An architectural firm is renting 3,000 Sq. Ft. in quality office park development. Their lease will be expiring
shortly. The firm has an opportunity to buy the unit they are occupying for $850,000

Question: Should the architectural firm buy their space or renew the lease?

Investor’s Discount Rate or Desired Return (IRR): 13.00% Before Tax
Marginal Tax Rate: 35%

Note: The project information and details used to carry out this Buy versus Lease analysis can be seen in
Appendix No.1 of this manual.

Project Information
Cedar Plaza, Rentable Area: 3,000 Sq. Ft Analysis Period: 10 Years

INVESTOR INFORMATION

Investor’'s Marginal Tax Rate: 35.00% Discount Rate: Before Tax 13.00%

Short Term Rates Before Tax for calculating the Modified Internal Rate of Return (MIRR)
Financing Rate: 8.00% Reinvestment Rate: 3.00%

INVESTMENT Land $300,000 Building: $550,000 Depreciation Method: Commercial Prop. St. Line

BUY (EXPENSES)
These are the operating costs associated with owning the building such as property taxes, insurance,
maintenance etc.

Total Operating Costs: $7.00 per Sq. Ft per Yr. paid monthly for 12 months then increasing at
3.00% compounding per year

LEASE (EXPENSES)

Cost of leasing instead of buying such as Base Rent, Additional Rent, Parking etc.
Base Rent
$17.00 per Sq. Ft per Yr. paid monthly. Two terms of 5 years. Increase for the second term based on
3.00% compounding for five years
Additional Rent
$6.00 per Sq. Ft per Yr. paid monthly for 12 months then increasing at 3.00% compounding per year
for the remaining 9 years
Parking
12 spaces at $30 per monthly for 12 months then increasing at 3.00% compounding per year for the
remaining 9 years

FINANCING (BUY)
The financing to buy the property: First Mortgage $700,000 Amortization: 20 years, Interest Rate 7.50%

SALE INFORMATION
Real Estate Commission: 5.00% of the Sale Price Selling Expenses: $7,000
Sale Price based on the original investment increasing at 3.5% compounding per year
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Het Cash Flow. Buy v Lease (After Tax) Movember 05, 2012
Cedar Plaza Investar Pro
Buy v Leaze Analysis Buy v Lease
BUY LEASE BUY v LEASE
Operating Sale Met Leazing Caszh Flow
Financing Cash Flow Proceeds Cash Flow Expenses Difference
Year Investment Borrow P aid Back (& fter Tax) [Afer Tax) [After Tax) [After Tax) [&fter Tax)
ear 1 Jan-Year 1 Dec $ (B50,000)  § 700,000 -3 (56,403 - % (205403) § @47658) §  (160,745)
Year 2 Jan-Year 2 Dec - B B (59,0513 B (59,0513 (45,083) (10,938
Year 3 Jan-Year 3 Dec - - - (59,920 - (99,9201 45,951) (11,369)
‘ear 4 Jan-Year 4 Dec - - - (60,5451 - (60,543) 49,0107 (11,534
‘ear 5 Jan-Year SDec - - - (61,527 - (61,8271 49,473 (12,354
‘Year 6 Jan-Year 6 Dec - - - (62,8511 - (62,8511 (55,2621 (7.589)
‘ear 7 Jan-Year 7 Dec - - - (63,959 - (63,959) (55,749 (5,209)
‘ear § Jan-Year S Dec - - - (65,113) - (65,113) (56,279 (8,535
‘ear 9 Jan-Year 9 Dec - - - (66,3411 - (66,341 (56,5117 (9,530
Year 10 Jan-Year 10 Dec - - (475 ,068) (67,832 1,054,789 511,559 (57,367 569,256
Total § (196402 § (5242347 % 327852
Het Present Value (HP V) at 8.45%  § (299647 § (3391461 % 39,499
BUY v LEASE Financial Retumns (After Tax) T
Intemal R ate of Retum (RR) 10.5?%@ . .
Net Present Yalue (NP ) at 5 45% $ 39,499 €— Buy vs. Lease Differential Cash Flow |
Modified Internal Rate of R eturn (MIRR) 9.55%
Short Term Financing Rate (After Tax) 5.200%
Short Term R einvestm ert Rate (After Tax) 1.950%
Conclusion. B B .
Ifthe Net Present Walug (NP V) is positive consider buying. Since the Net Present Value is positive
Ifthe Met Presert Walue (NP V) is negative consider Leasing. consider buying instead of leasing

Consider Buying ifthe Total Purchase Price iz approximately § 889 499 or less.

In the above example the Investor’s Discount Rate or Desired Return (IRR) is 8.45% after tax
Buying compared to Leasing provides an Internal Rate of Return (IRR) of 10.57% after tax. In this
example, buying is the better financial option because the Internal Rate of Return of 10.57% after tax is
higher than the Desired Return (IRR) of 8.45% after tax..
The Net Present Value can also be used to choose whether to Buy or Lease using the following rules:
1. If the Net Present Value after tax is positive consider buying
2. If the Net Present Value after tax is negative consider selling

Applying the Net Present Value rules to the example above:

The Net Present Value at 8.45% after tax is +$39,499 which indicates that buying is the best option from a
financial perspective.



Buy versus Lease Graph. Purchase Price & the Desired Return

The graph allows you to determine the maximum purchase that can be paid in order to achieve the
desired return (IRR) after tax from Buying compared to Leasing

As an example, if the Desired Return (IRR) after tax is 8.45% for Buying versus Leasing is then the
maximum that should be paid for the property is approximately $890,000.

If the purchase price is higher than $890,000 we would be better off leasing.

Purchase Price and Desired Return {IRR) With Financing
1,000,000
500 000 <
800 000
% 700000 |
o
o 600000 -
@ 500000 -
=
£ 400000
- 300000
200000 -
100 000 -
D -
i i & i & il & i
[} [} = [} =) [} = [}
= = = = =z = = =
Investor's Desired Return (IRR)
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Buy versus Lease Crossover Graph
Shows the cutoff point between buying and leasing.

Up to a Desired Return (IRR) of 10.40% after tax buying should be considered instead of to leasing.
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As an example, if the buyer can invest their money at 10.40% or more they should consider leasing. If not,
they should consider buying.

Buy v Lease. Het Present Value (NP V) After Tax

November 05,2012

Investor's Desired Return (IRR) After Tax

[WnPYBUy MNPV Lease |

Cedar Plaza Investor Pro
Buy v Lease Analysis Buy v Leass
U -
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Interpretations
For the Desired Return (IR R) After Tax consider:
#) Leasing ifthe Met Present Yalue (NP V) for leasing isless than the Net Present value for Buying

) Buying ifthe Met Present Yalue (MNP %) for buying is less than the Met Present YValue for Leasing
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More examples of the use of differential cash flow analysis

Whenever we are dealing with mutually exclusive investment such as “buy versus lease” we need to use
differential cash flow analysis to choose the best option.

Leasing example using differential cash flow analysis

A landlord has 150,000 Sq. Ft to lease and has received the following proposals:
Tenant A to rent the 150,000 Sq. Ft
Tenant B to rent 100,000 Sq. Ft
Tenant C to rent 50,000

The mutually exclusive choices are:

1) Rent 150,000 to Tenant A
Rent 100,000 Sq. Ft to Tenant B and 50,000 Sq. Ftto Tenant C

To decide on the best option;
Develop the Net Flow renting to Tenant A
Develop the Net Cash Flow renting to Tenant B
Develop the Net Cash Flow renting to Tenant B
Calculate Net Cash Flow Tenant A — Net Cash Flow Tenant B — Net Cash Flow Tenant C

If the Net Cash Flow is positive the best choice financially is renting to Tenant A

If the Net Cash Flow is negative the best choice financially is renting to Tenant B and C
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Hold vs. Sell or Hold & Refinance & Sell Analysis

Hold versus sell analysis is another example of mutually exclusive investment analysis. The owner can
either hold or sell the property but can’t do both.

Hold versus Sell Analysis
Hold versus Sell is a very unique form of Investment analysis because the Investor already owns and has
financed the building. The unique characteristics of Hold versus Sell Analysis are;

1. Noinitial investment
The initial investment was made when the building was purchased a number of years ago. The
previous investment results in onward going depreciation claims and affects the after tax cash
flows and the Hold v Sell decision

2. No initial Financing on the Analysis Start Date

Likely there is an existing mortgage(s) on the property which generates onward going principal and
interest. In order to calculate the mortgage interest and principal payments we need to know:

The Outstanding Balance of the Mortgage on the Analysis Start Date
Remaining Amortization Period or the monthly payment
Interest Rate

3. Need to calculate the “Sell Now” sales proceeds
To carry out Hold versus Sell analysis we need to calculate the After Tax Sale Proceeds if the
property was sold today.

Sell How. Cash Flow from Sale March 28, 2011
Plaza 500 Inwestor Pro
15,000 Zq. Ft Office Building Hald versus Sell Ofiice Manthly

Sell How. Cash Flow from Sale (Before Tax)

Sell How. Sale Price i 4 200,000
Lesz.  Real Estate Commizsions 189,000

Zelling & Legal Expenzes 63,000
Met Zale Price 3,942 000
Less: Mortgage Repayment 2EB23 720
Sell H ow. Cash Flow from Sale (B efore Tax) 1,224 280
Lesz: Income Taxes Paid on Sale (Capital Gain & R ecaptured Depreciation) 500,000

Sell H ow. Cash Flow from Sale (After Tax) 824,280
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Hold versus Sell analysis should always be made after tax

Hold versus Sell analysis should always be carried out after tax to take into account the “Capital Gain” and
“Recaptured Depreciation Taxes” paid on sale.

Before and after tax analysis can yield different conclusions.

For the example the before tax analysis recommends selling the building and the after tax analysis
recommends keeping the property.

Hold versus Sell Analysis. The fundamental question:

If | take the sales proceeds after paying:

off the mortgage

real estate fees

closing costs

income taxes. Capital gain and recaptured depreciation

el SN S

and invest the proceeds in an investment with similar risk, can | get a higher return after tax than keeping
the building for say another 10 years? If not, then | should keep the property.

That's the essence of Hold versus Sell analysis and decision making
Hold versus Sell Calculations
Hold versus Sell analysis involves;

1. Developing the Cash Flow After Tax. Hold

2. Developing the Cash Flow After Tax. Sell
3. Calculating (Cash Flow Hold — Cash Flow Sell) called the Differential Cash Flow
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Hold versus Sell Case Study

PROJECT INFO

Property Name: Plaza 500Description: 15,000 Sg. Ft Office Building
Total Rentable Area: 15,000 Sq. Ft Usable Area: 12,750 Sq. Ft
Analysis Period: 10 Years

INVESTOR

Marginal Tax Rate: 35.00% Capital Gain Rate: 15.00%

Recaptured Deprec. Rate: 25.00%

Discount Rate Before Tax: 13.00%

Short Term Rates before Tax for calculating the Modified Internal Rate of Return (MIRR)
Financing Rate: 7.000%

Reinvestment Rate: 2.00%

INVESTMENT

Investments made prior to the Analysis Start Date

In order to calculate the annual depreciation during the Analysis Period we need to enter previous
investments in the building or improvements (excluding the land which is not depreciated), the
depreciation

method and when the investment was made.

In this example, the property was acquired 7 years ago and the value assigned to the building (or
improvements) was $2,800,000. In order to continue the depreciation claims and reduce taxable income
During the analysis period the following information is entered in the Investment Folder

Investments made prior to the Analysis Start Date

Land. Original Value: $700,000 when acquired 7 years ago.
Description: Building Undepreciated Value

Value of Asset when acquired 7 years ago: $2,800,000
Depreciation Method: Commercial Prop. St Line

Original Recovery Period: 39 years

How Long Ago: 7 years 0 months

Note: The above information is for a property located in the USA. The information required for a Canadian
property is much simpler. All you need is the “Undepreciated Balance” and the ‘CCA Rate”.

Please visit www.investitpro.com select Canada where there are several Hold versus Sell videos for
Canadian investments.

Investments made after the Analysis Start Date

Investments made on or after the Analysis Start Date are entered in the Investment Folder. In this
example,

the roof is being replaced in year 3 Jan for $200,000 in is depreciated using “Commercial Prop. St Line”

Roof Replacement

Amount: $200,000

Year 3 Jan

Depreciation Method: Commercial Prop. St Line
Investment: New


http://www.investitpro.com/
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SELL NOW information
The following information is used to calculate the sales proceeds before and after tax if the property was
sold today.

Sale Price Today: $4,200,000

Important Note: The sale price would include the current balance in the Replacement Reserve
Account of $270,000 which is included in the Sale Price of $4,200,000

Repayment of existing Mortgages: $2,623,720 (This is the outstanding balance of the mortgage)
Selling Expenses

Real Estate Commissions: 4.50% of Sale Price

Selling & Legal Expenses: 1.50% of Sale Price

Income Taxes paid on Sale: $500,000 which includes Capital Gain and Recaptured Depreciation tax.
This information would come from the owner’s accountant.

REPLACEMENT RESERVES

Mortgage insurance agencies, conventional lenders and lenders following HUD guidelines often require that
Replacement Reserves be established and maintained in an interest-bearing account to aid in funding
extraordinary maintenance and repair and replacement of capital items such as the roof.

Opening Balance: $270,000.
(This is the amount in the Replacement Reserve Account on the Analysis Start Date)

Interest Rate: 2.50%

Amounts added to the Replacement Reserve Account
Year 2 Jan: $75,000

Amount withdrawn from the Replacement Reserve Account
Roof Replacement: Year 3 Jan: <$200,000>

EXPENSES
Operating expenses paid for by the investor such as taxes, insurance, maintenance, property management
Etc.

TIM’s
$8.00 per Sq. Ft per Yr. for the first 12 months then increasing at 3.00% per Yr. compounding

REVENUE
Base Rent
$20.00 per Sq. Ft per Yr. for the first 12 months then increasing at 3.00% compounding per year

Recoverable Expenses
$7.25 per Sq. Ft per Yr. paid monthly for the first 12 months then increasing at 3.00% compounding per
year.

VACANCY
No vacancy

FINANCING

Existing First Mortgage

Status: Pre-existing mortgage or financing

Type: Standard Mortgage

Original Mortgage: $3,000,000, 7.50%, 25 year amortization taken out 7 years ago

Current Outstanding Balance: Year 1 January: $2,623,720 (This is the outstanding balance of the existing
first mortgage on the Analysis Start Date)

Time Period: 18 years

Amortization: 18 years (The remaining Amortization Period)

Interest Rate: 7.50%



SALE

Real Estate Commissions

5.00% of Sale Price

Selling Expenses

Selling Expenses: 2.00% of Sale Price
Legal Fees: 1.00% of Sale Price

Sale Price
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Base on a Cap Rate of 7.50% using the Income for the year following the Sale i.e., based on the Income &

Expenses for Year 11.

Hold vs. Sell Net Cash Flow Report After Tax

Het Cash Flow Hold versus Sell (After Tax) Mowember 08, 2012
Flaza 300 Imvestar Pro
15,000 Sg. Ft Office Building Hold weraus Sell Office Monthly
HOLD SELL HOW  HOLD w= SELL
Replacement Resenve Acct, Oparating Sale Met Sale Cash Flaw
Financing Cash Flow Cash Flow Froceeds Cash Flom Froceeds Drifferenee
Year Investment Buorrom Faid Back Reductions Interest (Adter Tas) [ After Ta<) [ After Ta:) (After Ta<) (After Tax)
ear1Janvear 1 Dec INO .l'nvestment or BD”'OWI.HQJ - 6,827 12,911 19,238 224280 (205 042)
YearZJanvear2 Dee - - - (75,0007 o807 15,204 (50,700) [50.700)
“ear3Janvear3 Dec (200,000) ( 200,000 4,064 22,905 26522 25822
YeardJanear 4 Dec Replacing the roof. Paid from the Replacement - a1e7 183 0,350 0,350
earSJanvears Dec Reserve Account - - 4272 20,048 2z 2.zE0
“rear@Janear§ Dec - - 4280 jec-ry] 22,001 22,001
“ear T Janear 7 Dec 4481 37284 H 775 H 775
“rear2Jantears Dec 4505 40,821 46 526 46,5268
“ear@Janear Dec - - 4721 H.515 - 28 236 98,236
“fear 10 Jan-“ear 10 Dec (1,596 797 196,268 4,240 495,918 4,287 200 2038528 20E3 828
Totd 3472 637 524230 2343407
Met Present “Walue (MFY) at 24584 1421753 24,280 59?1@
HOLD w= SELL Financial Returns [After Tax)
Internal Rate of Return (IRR) 14508 %
Met PresentValue (NP at 5.45% § 57,473 Hold
Modified Internal R ate of B eturn (MIRR) 1Z7T 1% MNet Cash Flow
Short Term Financing R ate (After Tax) 4 550%
Short Term Reinvestmert Rate (After Ta:)  1.200%

) Sell Now
Conlclluson. Hold or Sell? Sales Proceeds
Decision Rule
Ifthe Met PrezentWalue (NPW) i positive consider holding.

Ifthe Met Prezentalue (NPW) i negative corsider zelling. Hold vs. Sell
Conclusion: Consider holding because the Net PrezentWalue at 8.45% i pos'rtiue.é Racommendation Differential Cash Flow

Hold versus Sell Decision Rules

Using the Internal Rate of Return (IRR)
If | keep the building is the after tax return (IRR) higher than the after tax return from investing the after tax sales

proceeds elsewhere?

In the above example the Internal Rate of Return from holding the building compared to selling is 14.509% after tax.

The question is “Can | find an investment with similar risk that provides better than a 14.509% IRR? after tax. If not, |

should keep the building.

Using the Net Present Value Approach. Decision Rules
Consider ‘Holding” if the “Net Present Value” at the Investor’s after tax discount Rate is positive

Consider ‘Selling” if the “Net Present Value” at the Investor’s after tax discount Rate is negative

At the bottom of the Net Cash Flow report is the conclusion:
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“Consider holding because the Net Present Value at 8.45% is positive”

Hold Versus Sell Crossover Graph
Shows the cut off point between holding and selling.
Up to a Desired Return (IRR) of 14.50% after tax they should hold the property.

As an example, if the owner can invest the after tax sales proceeds at 14.50% after tax or more they
should consider selling. If not, they should consider keeping the property.

Hold v Sell. Het Present Value (HPV) After Tax
Plaza 500
15,000 5qg. Ft Office Building
1,750,000 2
1,500,000 - e
S 1250000 BN
3 1200 -~ Hold
T e —————————— - }
© 1,000,000 1 o
4
T = = = = - = = n
w 750,000 4 T
= Y —
T
500,000 - —8
Sel
250.0[1]_ -----------------}
CI ;
2 il Fid Fid 2 2 il Fid
=] = =] =] =] =] = =]
w (=] [} (o'} =t w (=] [a=]
-— — — — — ol
Investor's Desired Return (IRR) After Tax
HnPY Sel B NPY Hold |
Interpretations
For the Desired Return (RER) Ater Tax consider:
a) Haold ifthe Met Present Walue (NP for holding is grester than the Met Present Walue for Selling
b Sell if the Met Present Value (MPY) for s=lling is greater than the Met Present Yalue for Holding




Hold & Refinance Analysis
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If the analysis suggests the investor should hold and not sell the building and should consider refinancing
the building to release cash.

The ability refinance will depend on the loan to value ratio and debt Service Ratio for the current

mortgage. If the loan to value ratio is high there may not be room to increase the mortgage.

Finzncid Returns.

Financial Measures Sunmmany

Plaza 200

15,000 So. Ft Office Building

Loan to Value Ratio low |

A

Movember 05, 2012
Investor Pro
Hold versus Sell Office Monthly

Both the Debt Coverage Ratio
and the Default Ratio suggest
there is no room to refinance
until year6 or 7

Intema Raeof Ra2um [IRR) Before Tax 12 18%
Adber Tax 19051 %
MNet Fresent Ydue (M) Before Tax F 82672 at 123.00%
After Tax 597 473 ats 45%
todified internal Rae of Return [MIRR] Before Tax 0,95 %
Short Term Financing Rate (Before Ta F.00%
Short Term Reinvestment Rate (Before Tax) 2.00%
todified intermal Rate of Return [MIRR) Adter Tax 12.71%
Short Term Financing Rate (After Tax) 4.55%
Short Term Reinvestment Rate (Before Tax) 1.20%
Financid Operating Ratios
Totse Loanto Yalue Ratio Orerdl
(At End of Year)using Oebt  Default Raio Cperaing
Criginal Loan  Outstanding Cowersge  [Bremkewen) Expen== Ratio
‘e Amourt Loan Baance Ratic [Using PGI] [Using PGI]
“rear 1 0% 5.25% 1.09 A% 20035
“rear2 0% B0.60% 112 92 5% 29.35%
“rear3 0% 55 86% 1.15 Q0T2% 2937 %
“rear < 0% S2.11% 1.19 E03% 20035
“fears 0% S8 A0% 122 SrAT 29.34%
“fear 0% 4568 % a 1.25 25.490% 20.39%
“rear ¥ 0% 41.99% 1.20 22.85% 20.25%
“feard 0% o=k 1.24 S22T % 20035
“feard 0% 4.58% 1.38 a0T2% 20.35%
“ear 10 0% 20.85% 1.2 TO23% 20035




Review of the cash flows

Operating Cash Flow

Operating Cash Flow Yearly
Plaza 500
15,000 Sg. Ft Office Building

Mowvember 05, 2012
Investar Pro
Hold wersus Sell Office Monthly

Year1 Year 2 Year3 Year 4 Year § Year 6 Year ¥ Year & Year 9 Year 10
CASH FLOW BEFORE TAX
Potential Gross Income 408,750 421,050 433,650 446,550 460,050 473,850 488,100 502,800 517,800 533,400
Lesz Yacancy & Credi Loss Allow: - - - - - - - - - -
Effective Gross Income 408,750 421,050 433,650 246,550 460,050 473,850 488,100 &02,500 517,500 533,100
Opersting E >penses 120,000 123,600 127,350 131,100 135 000 139,050 143 250 147 GO0 151,950 156 £00
Met Operating Income 268,750 297,450 306,300 5,450 325,050 334,800 344,850 355,200 365,850 376,800
Les= Princpal Paym ents 71,689 77254 53,252 79,715 95 50 104,185 112 273 120,859 130,382 140,504
Intere gt payments 194,348 188,783 182,785 176,322 160 357 161,852 153 764 145,048 135,655 125533
CASH FLOW BEFORE TAX 22,713 3, HM3 40,263 49,413 59,013 68,763 78,813 #9163 99,813 110,763
Lezz Income Taxat 35.00% 10,302 16,019 17 605 23,230 29 065 35,142 41 529 43,242 55,298 53,846
CASH FLOW AFTER TAX 12,411 15,394 22,458 76,153 29,948 33,621 37,284 40,921 44,515 46,918
Cash Flow before tax is low preventing refinancing until years 6 or 7

IHCOME TAX CALCULATIOHS
Met Sperating Income 288,750 297 450 306,300 315,450 325050 334,800 344 G50 355,200 365,550 376,800
Plus Interest Repl. Reserve Acct. 68628 8,807 4,064 4,167 4,273 4,381 4 491 4605 4722 4841
Less Interest Payments 194,343 188,783 182,785 176,322 163 357 161,852 153,764 145,045 135,655 125,533
Depreciation & Am ortization 71,795 71,795 7,706 TEO23 76 925 76,923 TE 925 76,923 76,923 73592
Taxable Income 29,435 45,770 50,871 66,372 §3,042 100,406 118,655 137,835 157,994 182,416
Income Tax at 35.00% 10,302 16,019 17,505 73,230 29,065 35,142 4,529 48,242 55,298 63,846

Cash Flow Graph

From years one to five the cash flow is low and probably can’t support an increase in the mortgage.
Around year 6 there may be potential to refinance and increase the first mortgage
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Replacement Reserve Report
The Replacement Reserve report shows the:

1. Interest Rate earned on funds in the account
2. Opening Balance
3. How funds flow in and out of the account on a monthly basis including the interest earned for the

month
4. The balance in the account which is returned to the investor at the end of the analysis period when

the building is sold

Maintenance Reserve Accounts
Cpening Balance: § 270,000

Interest Rate: 2.500%@

Replacem ent R eserve

Additions to Mice Reserves - 75,000 - - - - - -
Used to pay for the roof replacement

Year1 Year 2 Year 3 Year 4 Year 5 Year b Year 7 Yeard Year9 Year 10

RoofReplacem ent

Additions to Mice Reserwes - - (200,000 - - - - -
Replacement Reserve Summany

Balance. Beginning of Year 270,000 276 828 360,725 164,790 168,957 173,229 177 E10 182102 186 707 191 428

Additions to Mice Reserves - 75,000 (200,000% - - - - - - -

Irterest B528 g,897 4064 4167 4273 4,381 4491 4 605 4722 4541

Recovery (196 269

Balance. End of Year 276 828 360,725 164,790 168957 173,229 177 E10 182102 186,707 191 425 -

Balance in the Reserve Account is paid
back to the investor
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Replacement Reserve Planning

Over time the owners of a building can face substantial costs in maintaining the building such as replacing
the roof, upgrading elevators, structural repairs, replacing the boiler and HVAC system etc. As an
example, replacing a roof could cost over $250,000 and upgrading a four stop hydraulic elevator could
cost between $100,000 and $200,000.

The question is “Where does the money come from?”
Prudent owners will have put aside money or have funds available to cover expensive expenditures.

One approach is to fund the expenditures by re-mortgaging the property but this option may not always be
available and may expose the investor to financial risks if they can’t come up with the money for the major
repairs.

Owners who do not have the funds available to cover future capital expenditures can run into serious
financial difficulty and may be forced to sell the property.

Replacement Reserves

Replacement reserves are funds deposited into an interest bearing bank account on a regular basis to
fund;

Future Capital Expenditures such as replacing the;
Roof and membranes
Boiler
HVAC System
Elevators
Carpets
Washer & Dryers
Windows etc.

as well as major structural repairs
Lender Requirements. Replacement Reserves
Mortgage insurance agencies and lenders and organizations such as HUD in the USA and CMHC in
Canada may specify the monthly or yearly contributions to a replacement reserve fund and restrict how

funds in the account will be used and limit owners from withdrawing funds from the account.

Replacements Reserves may increase the initial investment if the lender or mortgage insurer restricts the
withdrawal of funds from the replacement reserve fund.

Example

Purchase Price $2,000,000

Replacement Reserve Account 300,000
Acquisition cost $2,300,000

When the property is sold the balance remaining in the Replacement Reserve Account is recovered by the
seller.
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Future capital expenditures and repairs. Projections

As the building ages there are many capital expenditures that need to be made to maintain the building in
good working order. These expenditures are non-recurring and are in addition to the regular operating
expenses. Replacement schedules are often developed  on behalf of the owner by architects,
engineers, quantity surveyors or professionals specializing in conducting building assessments.

Following is an example of a cash flow projection for a 40 year old 100 unit rental apartment building.

The annual capital expenditures range from $202 to $571 per unit per year or from 2.72% to 8.52% of
potential gross income.

Investors often set up a replacement reserve fund which they contribute to on a regular basis to ensure
that funds are available to carry out the needed capital expenditures. As an example, in 2020 $60,000 is
needed to replace the asphalt parking area and the total capital expenditures in 2020 is $80,500.

[100 Unit Apartment Building 1 .
Starting May 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
REVENUE
Apartment Rental Income 670,000 ©B83400 697088 711,009 725230 739734 754520 7E9.619 785012 800,712 816726
Potential Gross Income 670,000 683,400 697,068 711,009 725230 739,734 754520 769,619 785012 800,712 816,726
Less: Vacancy & Credit Loss Allowance 33,500 34,170 34,853 35,550 36,262 36,987 37,726 38,481 39,251 40,036 40,836
Effective Gross Income 636,500 649,230 662,215 675459 688,960 702,747 716,803 731138 745761 760,676 775890
Operating Expenses
Operating Expenses 325,000 331,500 338130 344893 351,700 358826 366,003 373,323 380780 388,405 396173
325000 331,500 338130 344893 351,790 358826 366,003 373,323 380789 388,405 396173
Net Operating Income 311,500 317,730 324,085 330566 337179 343,921 350,800 357815 364,972 372,271 379,717
Less: Expense not included in HOI
Replacement - Asphalt - - - - - - - - 60,000 - -
AquaPex Plumbing 5,000 5,000 5,000 5,000 5,000 - - - - - -
Roof Membrane 31,000 20,000 - - - - - - - - -
HYAC Units 5,000 3,200 3,200 3,200 3,200 3,200 3,200 3,200 3,200 3,200 3,200
Windows. Caulking 20,000
Kitchen Cabinets - - - - - - 2,000 2,000 2,000 2,000 2,000
Signage - - - - - - 3,500 - - - -
Fencing - - - 7,000 - - - - - - -
Furniture Office - 1,500 - - - - - - - - -
Refrigerators 3,000 5,100 4,500 4,500 1,800 1,300 1,300 1,300 900 900 900
Ranges 1,200 1,200 1,200 1,200 1,200 1,200 1,200 1,200 1,200 1,200 1,800
Dishwashers - - 250 - 250 - 250 - 250 - 250
Washing Machines 900 900 900 900 900 - - - - - -
Dryers - 850 850 850 850 350 - - - - -
Carpeting - Units 5,000 3,000 8,000 3,000 3,000 8,000 3,000 3,000 3,000 3,000 8,000
‘Wall Coverings 5,000 4,000 4,000 4,000 4,000 4,000 3,000 4 500 4,500 5,000 5,000
57,100 407507 47900 34,650 25,200 20,150 22450 20,200 30,050 21,300 22150
Net Income 254,400 267,980 296185 205916 311,979 323,771 328,350 337,615 284,922 350,971 357567
Capital Expenditures per Unit per Year 571 498 479 347 252 202 225 202 801 213 222
% of Potential Gross Income 8.52% 7.28% 6.87% 4.87% 3.47% 2.72% 2.98% 2.62%  10.20% 2.66% 2.71%
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The importance of professional engineering inspections
A building is a complex system which may have hidden, serious problems that are costly for a buyer to fix. Some
examples are;

e Concrete rot

e Salt corrosion causing deterioration of reinforcing steel and the integrity of the floor slab

e Failure of post tensioning floor slab systems

Steel cable I Concrete floor slab ¢

-— |

Plastic tuhET
e Failure of thin wall copper pipe
Conclusion

Before buying a building to have an inspection carried out by architects, professional engineers or
consultants to determine:

1. The cost of major repairs and replacements that have to be made shortly after acquiring the
property

2. Future capital expenditures, replacements and other nonrecurring costs

3. Carry out replacement reserve planning
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Including replacement reserves in investment analysis
The Replacement Reserve Account is similar to a bank account.

Care has to be taken with the entries in the Replacement Reserve Account to ensure that the cash flows
are correct which requires offsetting entries for capital expenditures or major repairs. This is best
illustrated using the example.

1. Annual Contribution to the Replacement Reserve Account
The annual amount contributed to the reserve account is $24,000 increasing at 3.00%
compounding.

2. Replacement of the Roof for $250,000 Year 3 Jan
Paid from the Replacement Reserve Account

3. Replacement of Appliances. 10 sets at <$1,500> per set for a total of <$15,000> Year 4 Jan
Paid from the Replacement Reserve Account

Offsetting Entries

Investment Folder Expenses Folder
Roof Replacement Replace appliances
$250,000 Year 3 Jan $15,000 Year 4 Jan
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Important Question

Why is it necessary to set up the replacement of the roof for $250,000 in both the Replacement Reserve
Folder and as an investment?

The objective of the Replacement Reserve Account is to build up funds to pay for future replacement of
capital items and major repairs. In this example there is an opening balance of $300,000 in the
Replacement Reserve Account with funds being added to the account every year. Funds added to the
account have the effect of reducing the Internal Rate of Return to the investor.

The roof replacement in Year 3 for $250,000 is paid from the Replacement Reserve Account and requires
no additional input of cash from the Investor and does not affect the before tax cash flow in year 3 as long
as there is an offsetting entry in the Investment folder.

From an investment perspective no funds are required from the Investor to pay for the roof repair. It is
simply an internal transfer of funds from the Replacement Reserve Account to the Investment folder. This
can be seen in the Net Cash Flow report where the <$250,000> Year 3 in the Investment column is offset
by the $250,000 reduction in the Replacement Reserve Account.

Replacement of the Roof for $250,000 in year 3.
Two offsetting entries are required when entering the roof replacement for $250,000 in year 3 as shown in
the following report.

Het Cash Flow (Before Tax) December 15, 2012

Patklane Place 40 Unit Apartment Suilding Inwestor Pro

E xample with Replacement Reserves Rertal &partment. Using Replacem ent Reserves

Operating Sale Net

Financing Replacemant Reseme Acct. Cash Flow Cash Flow Proce eds Cash Flow

“rear Irrestme rt Barran Faid Back Additions R eductions Interest [Before Tad) (Before Tad (Before Tax)
“fear 1 Jarrvear 1 Dec $ (3520000 2,000,000 - % (24,0007 - § 4860 % 26212 - F (1522528
YearZJanrear 2 Dec - - (247200 - 5,203 o4.262 - 74,551
“rear3Jarrvear 3 Dec —’-(250 Lulny} - - (25,452 25:1.COD+2.D15 102517 - 72170
Yeardlanresdbec 020200 AT TEmsmmessess """(?532?)"" 15,000 2213 06 A05 ; 87 203

Offsetting entries

YearSJdanreard Dec - [27.012) - 2852 121,395 - oF =5

YearGJdanvear G Dec - - - (27,823 - 3,100 121294 - 106,520

Year7 Janrear 7 Dec - - - (28,657 - 2888 141 Qe - 116,914

YearSJdanvear s Dec - - - 29,517 - 022 152724 - 127,289

YearQJanveard Dec - - - (30,4020 - 4530 163511 - 137 802

“rear 10 Jan-vear 10 Dac - - 1,554,3498) [31,315) 347 583 5,138 1751417 4,318,017 3220201
f Total § 2524414

IFF‘:“:T; 1‘5":;13‘5*;; )Tax] with F‘”E“C‘:‘f - Balance in the Replacement Reserve Account

ernd E emrn . - - =
Met PresentWalue (HFW) at 12.00% 5 208,255) when the hmll:llng is sold
Mo dified Intarnal B ate of R etumn (MIRR) O.75%

Short Term Financing Rate (Befare Tad 5.000%
Short Term Reinvestment Rate (Before Ta<) 2.000%




Income & Expense Statement

The Income & Expense Statement shows the cost of replacing the appliances below the Net Operating
Income which is paid from the Replacement Reserve Account.

Note that the replacement of the appliances is not included in the Net Operating Income because it is a
non-recurring expense which should always be excluding from the Net Operating Expenses.

Please see the explanation below.

Income & E xpense Statement Y earky October 18, 2010
CoOMPANY Parklane Place 40 Unit Apartm ent Building Investor Pro
. Loco E xample with Replacement Reserves Rental Apartment. Using Replacem ent Reserves

Year1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year § Year9 Year10 Year11

RE VEHUE
One bedroom U nits 270,000 278,00 286500 294,900 303,800 312,900 322500 332100 342,000 352,200 363,000
Twao bedroom U nits 198,000 205920 214200 222660 231,660 240,840 250560 260640 270,900 281,880 293,040
Laundry 7,200 7680 8160 8,160 8,640 9120 9600 10080 10560 11,040 11520
Parking 24000 25200 26460 27786 29172 30630 32160 33768 35460 37230 39096
Patential Gross Income 499,200 516,900 535,320 553,506 573,372 593,490 614,820 636,588 658,920 682,350 706,656
Less Vacancy & Credit Loss Allowance 14256 14751 15266 15772 16326 16886 17480 18085 18704 19354 20027
Effective Gross Income 484,944 502149 520,054 537,734 557,046 576,604 597,340 618,503 640,216 662,996 686,629

Operating E xpenses

Propetty Taxes 90,000 93600 a7 344 100,264 103,272 106,370 109,562 112,848 116 234 119,721 123 312

Insurance 45,000 47,250 49613 52,093 54698 57,433 60,304 63,320 66 485 63 810 73,300

Maintenance 16,000 16,640 17,320 18,000 18720 19,480 20,240 21,040 21 880 22,760 23 680

Resident Caretaker 36,000 37,440 38,940 40,500 42120 43,800 45552 47 376 49 272 51,240 53,292

Propetty M anager 19,398 20,086 20,802 21,509 22282 23,064 23894 24740 25 609 26,520 27 465

Other Expenses 14976 15507 16,060 16,605 17,201 17,6805 18445 19,095 19,768 20,471 21 200

221374 230523 240079 248072 258,293 267,952 277996 208422 299247 310521 322249

Het Operating Income 263,570 271,626 279,975 288,763 298,753 308,652 319,344 330,082 340,969 352,475 364,380
Less: Expense not included in HOI <ff—

Replace Appliances - - —p 15,000 - - - - - - -

- - - 15,000 - - - - - - -

Het Income 263,570 271,626 279,975 273,763 298,753 308,652 319,344 330,082 340,969 352,475 364,380

Interest on Mice R eserve Account 4,860 5304 2,015 2,214 2,652 3,109 3,586 4,082 4,600 5138 B

Income 268,430 276,930 281,991 275977 301,405 311,762 322,930 334164 345,569 357,613 364,380




Replacement Reserve Report

The Replacement Reserve Report shows the;

Interest Rate

Interest earned

Recoveries

Opening Balance in the Replacement Reserve Account

Inflows or amounts deposited into the Replacement Reserve Account
Outflows or amounts withdrawn from the Replacement Reserve Account

88

The amount recovered when the property is sold at the end of the analysis period. Called the
“Recovery” on the Replacement Reserve report

At the end of the Analysis Period the balance in the Replacement Reserve Account is recovered and the
account balance reduced to zero. This provides a positive cash flow to the investor. In this case the
“Recovery” is $347,693 and the ending balance in the Replacement Reserve Account is zero.

Important Notes:

1. Deposits into the account on the report are shown as a positive value

2. Amounts withdrawn are shown as a negative value

=3
@ CoMPANY
sl LoGoO

Maintenance Reserve Accounts

Cpening Balance: 300 000 1—
Interest Rate: 1.500% df—

Replac ement Reserve Yearly
Parklane Place 40 Unit &partm ent Building
E zample with Replacement Reserves

Cctober 15, 2010
Investor Pro

Rertal Apattment. Using Replacement Reservwes

Year1 Year2 Year 3 Year 4 Year & Year 6 Year 7 Year$ Year 9 Year 10

Annual Contributions

Additions to Mice Reserves 24,000 24 720 25,462 26225 27z B2 28657 29517 30,402 M35
Roof Replacem ent

Additions to Mice Reserves - - (250,000) Roof Replacement
Replace Appliances

Price per Unit (11,5000 . - -
Quartity 10 Appliance Replacement

Additions to Mice Reserves (15000 ]
Replacement Reserve Sunmmarny

Balance. Eeginning of Year 300,000 328 260 353,534 136 361 149,200 179464 210,396 242639 276 238 311,240

Acdditions to Mice Reserves 24000 24720 (224538 11,225 27z TE 28,657 29517 30,402 1,315

Balance befare Interest 324,000 353 580 134,346 147 586 176,812 207 287 239,053 272156 306 5640 342555

Interest 4,860 5,304 205 2214 2652 3,109 3,586 4032 4 600 5138

Recovery (347 693 Recovery
Balance. End of Year 3251860 355 554 136,361 149 500 179,464 210,396 242 B39 276,238 311,240 -
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Handling Non-recurring Revenue & Expenses
Non-recurring revenue and expenses, such as replacing some of the appliances, or a leasing fee need to
be excluded from the Net Operating Income because they are one off non-recurring expenditures.

The Net Operating Income is used to calculate the sales value and sales proceeds using a Cap Rate.

Example: The impact of including non-recurring expenses in the Net Operating Income on the Sale
Price in year 4

Replace Appliances $15,000 in year 4

Drop in value = $15,000 = $214,286

7.00% Cap Rate

Including the $15,000 for replacing the appliances in year 4 in the Net Operating Income causes a
$214,286 drop in value of the property.

Why?

Because the Capitalization process assumes the leasing expense is constant and goes on forever and
that each year $15,000 is being spent on the leasing fee which is not the case.

The $15,000 leasing fee is paid once in year 1.

Year 3 Year 4 Year 5 Year 6 Forever......
Capitalization Assumption - $15,000 | $15,000 | $15,000 | $15,000.....
Actual - $15,000 - - -
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Replacement Reserves. General Rules

Care has to be taken when using the Replacement Reserve Folder to ensure that the cash flows and the
calculation of the Internal Rate of Return (IRR) and Net Present Value are correct.

1.

2.

Contributions or additions to the Replacement Reserve Account are entered as a positive value
Withdrawals from the Replacement Reserve Account are entered as a negative value

Capitalized investments such as replacing a roof, which are funded from the Replacement Reserve
account, require offsetting entries and are entered in both the:

o Replacement Reserve folder AND THE
¢ Investment folder with the appropriate depreciation method selected
Major repairs or replacements that can be expensed for tax purposes are entered in both the
o Replacement Reserve folder AND THE

e Expenses folder. The “NOI” box unchecked so that the major repair, which is a non-
recurring expense, is not included in the Net Operating Income.

Withdrawals or payments to the Investor from the Replacement Reserve account can be made
directly from the Replacement Reserve folder and don't involve offsetting entries.
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Replacement Reserve. Interest calculations

The funds in the Replacement Reserve account earn interest based on the interest rate entered in the
Replacement Reserve Folder. The interest calculations are shown in the Replacement Reserve Report.

=N Replacenent Reserve Yearly October 19, 2010
@ ComPaNY Parklane Place 40 Unit &partm ent Building Investar Fro
- LoGo E mample with Replacement Reseres

Rertal Apartmert. Using Replacem ent Reserves

Maintenance Reserve Accounts
Opening Balance: § 300,000

Interest Rate: 1.500% ‘_

Year1 Year2 Year 3 Year 4 Year 5 Year & Year ¥ Year§ Year9 Year 10
Annual Contributions
Additions to Mice Reserves 24,000 24 720 25,462 26225 2702 27 823 28 657 29517 30,402 M Hs
FoofReplacement
Additions to Mice Reserves - - (250,000
Replace Appliances
P rice per U nit - - - (11,5007
Guantity - - - 10
Additions to Mice Reserves - - - (15,0007
Replacement Reserve Summarny
Balance. Beginning of ear 300,000 325,860 358,554 136,361 148,800 173,464 210,396 242 639 276,235 311,240
Additions to Mice Reserves 24,000 24720 (224538) 11,225 272 27,823 28657 28517 30,402 1,315
Balance before Interest 324,000 353,580 134,346 147 586 176,812 207 287 239,053 272,156 306 640 342,555
Irterest -‘_ —’-I 48660 5304 2015 2214 2552 3109 3586 4032 4 BO0 5138]

Recovery (347 6593
Balance. End of Year 328,860 358 894 136,361 149,800 179,464 210,396 242 639 276,238 31,240 * -

The "Recovery"” includes accumulated interest

The interest accumulates in the Replacement Reserve Account and is not reflected in the cash flows until
the property is sold.

The balance in the replacement reserve account when the property is sold includes accumulated interest.

At this time the balance in the replacement reserved account is returned to the investor. In the example
the “Recovery” at the end of the analysis period is $347,693.

For after tax analysis income tax is paid on the interest earned on the funds in the Replacement Reserve
account, which is shown on the Operating Cash Flow Report on the next page.

For more information on Replacement Reserves please visit www.investitpro.com>Learning Center Pro
where there is a free video and manual on the use of Replacement Reserves in real estate investment
analysis.
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Appendices

Information Sources and web sites

www.investitpro.com Visit the Online Learning Center for educational resources, articles etc.
www.investitacademy.com Online education “Raising Your Commercial 1Q” video series

The following organizations provide information on income and operating expenses.

Institute of Real Estate Management (IREM)
WWW.irem.org
Tel: (312) 329-6000
Income/Expense Analysis. Office Buildings
Income/Expense Analysis. Shopping Centers
Income/Expense Analysis. Conventional Apartments
Income/Expense Analysis. Federally Assisted Apartments
Income/Expense Analysis. Condominiums, Co-ops & PUDs

Building Owners and Managers Assoc. (BOMA)
www.boma.org

Tel: 1-800-426-6292

Office building expenses. Experience Exchange Report

International Council of Shopping Centers (ICSC) www.icsc.org
A variety of reports on sales, operating expense and percentage by type of shopping center,
location etc.

National Apartment Owners Association www.naahg.org

Appraisal Institute www.appraisalinstitute.org

Excellent books on analyzing many kinds of properties including Hotel and Motels, Mobile Home &
RV Parks, Apartment Buildings, Nursing Homes, Land Subdivisions, Golf Courses, Marinas ,
Convenience Stores & Retail Facilities, Shopping Centers, Religious Facilities, Rural Properties,
Industrial Properties etc.

Commercial Listing services called CIE's (Commercial Information Exchanges)

www.loopnet.com USA & Canada

www.costar.com USA Excellent newsletter

www.iciworld.com Canada

www.costar.com  www.REISReport.com http://www.thenewsfunnel.com/
Excellent free newsletters and blogs on commercial real estate

CCIM Institute. www.CCIM.com or CCIM.NET CCIM.STDB (Site to do business)

Excellent site for USA and Canadian construction costs:
WWW.rsmeans.com

Snaglt Screen Capture program www.techsmith.com



http://www.investitpro.com/
http://www.investitacademy.com/
http://www.irem.org/
http://www.boma.org/
http://www.icsc.org/
http://www.appraisalinstitute.org/
http://www.loopnet.com/
http://www.costar.com/
http://www.iciworld.com/
http://www.costar.com/
http://www.reisreport.com/
http://www.rsmeans.com/
http://www.techsmith.com/

Used to produce the screen captures used in this manual. Great productivity tool.
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	Objectives
	Assumption
	Investment Analysis – Questions to answer
	Value
	Applying the Internal Rate of Return

	You have analyzed and investment and the Internal Rate of Return (IRR) is 13.50% and wonder if this is a good deal or not from a financial perspective.
	Think “Compound Interest”.
	A good bench mark for comparison purposes is the second mortgage rate for the property.
	As an investor I would want a return (IRR) higher than the second mortgage rate because of the additional risks associated with ownership compared to being a second mortgage lender.
	Examples
	Internal Rate of Return (IRR): 6.00% Second mortgage rate 8.00%.
	Would be better off being a second mortgage lender.
	Internal Rate of Return (IRR): 13.00% Second mortgage rate 8.00%.
	Would be better off being an investor rather than a second mortgage lender.
	Internal Rate of Return (IRR) and the second mortgage rate for different levels of risk
	For very risky investments the Internal Rate of Return (IRR) should be much higher than the second mortgage rate for the property.
	This table provides an example of the desired return (IRR) that an investor might consider for different levels of risk relative to the second mortgage rate for the property.
	The key is to find the second mortgage rate for the property and then use it as a guide to establish the minimum desired return (IRR) based on the level of investment risk.
	Cap Rate and the Internal Rate of Return (IRR). Case Study
	Conclusions and Rules of Thumb

	Using the Net Present Value (NPV)
	Modified Internal Rate of Return (MIRR)
	Issues with the Internal Rate of Return (IRR
	Calculating the Internal Rate of Return (IRR). The issues
	Finding the Internal Rate of Return (IRR). Multiple answers?
	Internal Rate of Return (IRR) and Phased Developments

	Potential for financing now or in the future
	Financial leverage is very important because it generally increase the return on investment  but increases the investment risk.
	The financial measures used by lenders to determine the loan amount are:
	1. Debt Service Ratio or Debt Coverage Ratio
	2. Loan to Value Ratio. Sets the maximum loan amount
	The lender calculates the loan amount using both measures and selects the method that yields the lowest loan amount. These lending criteria allow you to determine the potential for financing now and in the future.
	Debt Service Ratio or Debt Coverage Ratio
	= Net Operating Income = $240,000 per yr. = 1.33 Typical: 1,25
	Debt Service                   $180,000
	Note: Debt Service is the annual principal and interest payment
	Loan to Value Ratio. Typical range 65% to 75%
	Another useful measure for determining the financing now and in the future is the Default Ratio. Once the default ratio nears 85% there is little room to increase the first mortgage.
	Default Ratio (Breakeven Point)
	= (Operating Expenses + Debt Service) x 100
	Potential Gross Income
	= ($230,000 + 160,000) x 100 = 73%
	$534,000
	Risk assessment
	How risky is the investment?
	The Default Ratio (Breakeven Point) and the Debt Service or Coverage Ration are used to measure risk.
	The example below show the ratios for a moderate and high risk investment
	Risk Analysis and Risk Management
	Risk categories

	The example below shows prudent financial ratios for a safe versus a more risky investment.
	The mortgage lender will use these ratios in determining the loan amount.
	Risk management

	Fundamental to real estate investing is risk management and the development of strategies for reducing or eliminating risk which includes:
	1. Identifying the risks
	2. Exploring the financial impact of the risk using real estate investment analysis
	3. Figuring out strategies to reduce the risk
	4. Reduce or eliminate the risk by transferring to another party
	A major strategy is transferring the risk to another party. Examples are:
	Taking out insurance to cover unexpected losses caused by fire, floods, personal injury claims etc.
	Triple net leases that transfer rising operating costs such as property taxes from the landlord to the tenant
	Following are some suggestions on how to incorporate risk into investment analysis.
	Risk analysis

	Real Estate Investment Analysis. Tips and tricks
	Case Studies
	Sale Lease Back Analysis
	From a CoStar newsletter. CoStar has a very good, free weekly new letter.
	Asking Price
	The Sale Lease Back owner is asking $5,100,000 and the acquisition costs are $20,000
	Revenue…..has a twist
	Analysis Period: 10 years
	Investor
	Investor Desired Return (IRR): 12.00% before tax
	Modified Internal Rate of Return (MIRR)
	Short Term Financing Rate: 7.50% before tax
	Short Term Reinvestment Rate: 2.50% before tax
	Before tax analysis. Non-profit organization
	Investment
	Investment: $5,120,000 including acquisition costs of $20,000
	Leasehold Improvements. Year 2 Sept $200,000
	Expenses
	Expenses paid by the landlord $7.00 per Sq. Ft per year increasing at 3.00% per year compounding
	Leasing fee: Year 2 Sept $75,000 (Exclude from the NOI)
	Revenues
	Sale Lease Back Tenant
	Base Rent: $22.50 per Sq. Ft per Yr. for 18 months
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