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It’s a well kept secret in buying investment real estate that you are almost always buying the seller’s problem.

Think about it this way:  If a property has good tenants, is for the most part trouble-free and is cash flowing, why on earth would the current owner want to sell?  Sure, there are some legitimate reasons, but even those innocent sounding excuses for selling can hide a hidden agenda.  It’s safe to say that 99% of the time the new owner is going to face problems with their property purchase, probably sooner rather than later.  

Now, the fact that problems may exist doesn’t mean an investor shouldn’t buy a property.  For example, let’s say the current use for a building is a multi-tenant office property with a high vacancy rate and you (as the buyer) want to turn it into offices for your business.  Or an apartment building needs significant capital improvements, such as a roof repair or replacement of a majority of the HVAC units.  Or a retail property sits very close to a school or to a church, a situation that current zoning laws may prohibit your leasing to certain types of tenants, thereby reducing the number of potential business types you can market your vacant retail suites to.

The key is to accurately identify the existing and potential problems, and the likely costs associated with solving those problems.  In The Real Estate Property Management Guide I discuss all aspects of property management, including the steps to take when considering what type of investment property is right for you.  After all, just because you can buy or finance an acquisition doesn’t mean that you should actually invest in it.

In this book, Investment Real Estate Analysis: A Case Study, we drill-down on the specific analysis used by all professional investment real estate brokers and buyers to determine the strengths and weaknesses - and to identify the hidden opportunities - when deciding how to position a piece of real estate for sale.  While this case study is written from the seller perspective, as a potential buyer you should always apply these same steps yourself to gain a thorough understanding of what you are buying - before you sign the purchase contract!

This case study is based on an actual activity and will take you inside the mind of a professional real estate investor.  While the property type being analyzed is a single-tenant, free-standing office building and while the specific pricing recommendations may not apply to your market or property, the same techniques can be used for any income producing or owner-occupied real estate.  

So, enough talk, let’s dig into the analysis! 

The Activity

The property is a 3,680 square foot, single tenant, free standing building located in the South Scottsland/Northdale sub-market of the City.  

The building had been gutted and completely re-built by the owner in three years ago as a single story owner-occupied medical office facility with eight parking spaces and pole signage with excellent visibility from the freeway.  The property faces Scotts Road, a major north-south route between Scottsland and Tempdale and is approximately ¼ mile from the freeway on-off ramp.  Zoning for the property allows office use, limited retail, and light manufacturing, distribution and automotive uses.

One year after re-building the property the owner of the building exited the City marketplace and began unsuccessful efforts to market the vacant property for sale.  In July, after meeting with the CEO and the VP of Operations for the owner, I agreed to list the property for sale as the exclusive agent.  

My client’s objective was to sell the property but they were willing to consider intermediate steps – such as leasing the vacant property – that would ultimately help to maximize the resale value of the property.

Property Overview

The property sits in a dense, high-growth area.  Within two miles to the south is the University, the Lakefront mixed-use developments, and the Marketplace, a new 1.3 million square foot retail development.  Within a few miles to the north of the property are the redeveloping areas of South Scottsland and the 1.2 million square foot University Center for Technology, an office/retail park. 

While the property had several positives there were also a few obstacles to marketing the property:

1.  Parking – Typical office parking ratios in the market are around 3-4:1000 square feet.  This property offered a ratio of about 2.2:1000.  No alternative or “over flow” space was available so the target market of prospective office users for the space was narrowed to those that did not need much day-long parking for employees.

2.  Vacant Building – When I began marketing the property for sale in the Fall demand from investors for income producing property was very strong but few at that time were willing to take the risk of purchasing a vacant building and then leasing it.  However, by the following Spring product scarcity and demand had reached the point where investors now were willing to do this, and this is ultimately who the property was sold to. 

3.  Days on Market – The owners had tried for over a year to sell the property on their own, and through another broker, at a price of $900,000.  I advised my client that since the property had sat on the market for so long prospective buyers and their brokers familiar with the market were bound to sense a distress sale and to price their offers accordingly.  This did indeed happen as described below.  

Courses of Action & Recommendations 

The sales comparison approach was used to calculate the asking list price of $650,000 for the property.  

A lease analysis was conducted and a rate of $16 modified gross was established and a pro forma APOD (annual property operating data report) was prepared to illustrate to the client the estimated resale range of $730,000 - $780,000 based on market CAP rates of 7.5% - 8% if the property could be positioned as an income producing property.

[CAP rate stands for Capitalization Rate, which is the ratio between the annual net cash income of a property (before debt service and the non-cash expenses of amortization and depreciation) and the value of the property.  For example, a property with an NOI - net operating income - of $100,000 and an asset value of $1,000,000 would have a CAP rate of 10%.]

A ground lease analysis was also conducted and reviewed with the client.  (This analysis is also explained in detail under Analysis and Computations, but was discounted as a marketing approach due to the perceived complexity of ground leasing by the client.)

[Often written for 100 years, a ground lease allows the seller to retain rights to the land while the buyer may build on and improve the property for their own use, usually with certain covenants and restrictions. When the lease expires it is either re-negotiated and renewed, or the buyer is required to remove any improvements and the use of the land reverts back to the seller.  Ground leasing is used in sub-markets where land is scarce and in high-demand.  While there are certain attractions to ground leasing, at least from a seller perspective, that are definite negatives as well, as I discuss in the Analysis and Computations section of this book.]

The idea of dividing the space to create a multi-tenant property (which would have made the property more attractive to an investor), was reviewed with the client, but was discounted due to the limited parking and lot size.

Given the market demand and limitations of the property, the two best target markets for the property were identified as (1) Owner-users of office space and (2) Investors of income property.  

My recommendation to the client was to simultaneously market the property for sale and for lease, with the understanding that if the property were leased first there would likely be a 6 to 12-month holding period needed to ‘season’ the tenant before the property could be put back on the market for sale.  

This simultaneous approach was accepted by the VP of Operations but rejected by the CEO, so the property was marketed as a vacant owner-user or investor building. 

Marketing Period

The marketing period ran from the Fall to the following Summer.  During that time I received several offers to purchase in the $350,000 - $400,000 price range from owner-users looking for office/warehouse space.  The prospective buyers were pricing into their offers the cost of renovation to suit their needs, the transitional nature of the area, and in some cases sensed a distress sale.  The client declined these offers.

Although the property was not being marketed for lease, about 50% of the inquiries I received were from parties interested in leasing and I did receive several unsolicited offers to lease in the range of $15 to $16.50 per square foot which rationalized the lease analysis that was conducted when listing the property for sale.  These offers to lease were declined by the client.

About mid-way through the marketing period I became aware of an employment conflict between the VP of Operations and the CEO.  As a result of this conflict the
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