The Test For Commercial Real Estate Enlightenment
This test is design to help you see the opportunities within Commercial Real Estate.  It works on some basic principles; a) the time value of money, meaning that a dollar today is worth more than a dollar tomorrow, the logic behind the saying a bird in hand is worth two in the bush; b) leasing is the foundation of commercial real estate; c) just like stocks and bond real estate is an asset class and investors expect a return; and d) most important 1+1=2 and 2+2=4.  
This test is designed to connect the dots and create a correlation between the different elements of commercial real estate allowing the people who take it to better see real estate opportunities.  
The number one rule in commercial real estate is there are no rules, just norms and ethics. This means if you can dream it you can do it, notwithstanding anything that is illegal or lacks ethics.  Being creative is great and can be the glue that puts deals together; however, there are also norms that need to be acknowledged and this is something that comes with time.  So the best bet if you have an idea bounce it off a seasoned agent and implement the norms of the business with your idea and it may just be the next great thing.   
As you go through this test I want you to continually ask yourself how this relates to your current deals and business.  If you are stressed about the test, don’t be as the answers and instructions are right next to the questions.  The objective of this test is to insure you arrive at the right answer and are able to relate it to real life.  I recommend do this test until all of the math described in this test is second nature to you and your calculator becomes part of every negotiation.    
1. 1+1=2 
2. 2+2=4 the objective of this question is to demonstrate that everything in commercial real estate should add up to a value that is quantifiable.
3. If a building has 30,000 SF and the base rent is $14.00 Per SF and the building has 7% vacancy, what is the NOI?  This with understands that 100% of all operating expenses are passed on to the Tenants as additional rents.  Here is the math 30,000 x 14 x 93%= $390,600 
4. From the above question if the NOI is $390,600 what is the value at an 8% cap rate 9% cap rate and 10% cap rate? Here is the math 390,000 / 8% (.08) = $4,882,500; 390,600 / 9% =$4,340,000; 390,000 / 10% = $3,906,000 please note that as the cap rate goes down the value goes up.  The variation in cap rates can be driven by market conditions or the credit worthiness of the tenant.  From a market prospective cap rates are typically about 200 basis points over the 10 year average of the muni bond, and usually follow interest rates. So as interest rates go up so do cap rates.  With regards to credit worthiness of tenants, the better the credit of the tenants the lower the cap rate. So a McDonalds may sell at a 4.5% cap rate whereas a building with a mom and paw burger restaurant may only garner a 10% cap rate.  The higher the risk the higher the return lower the risk the lower the return, McDonalds has a 0% chance of default on their lease.  
5. If a business is going to generate about $800,000 in annualized gross revenue how much rent can the business pay if we are using 8.5% of gross revenue to determine what a tenant can pay.  Here is the math $800,000 x 8.5% =$68,000.  This is the total rent that a tenant can pay.  On average tenants will typically pay between 8.5% -10% of gross revenue towards gross rent including sales tax.  The logic is simple, there is only 100% gross revenue, so if you have 40% for labor; 35% for goods and products; 12% profit; 4.5% for legal, licensing, marketing, and miscellaneous; this  only leaves about  8.5% for rent. So when looking at market rents or the leasing of a space make sure you do some math to determine if a tenant can pay the rent.     
6. If the business above did $400,000 per year in gross revenue how much per SF could that tenant afford to pay if the rented a 2,200 SF space? Here is the math 400,000 x 8.5% =$34,000 then take out the sales tax here is the math 34,000/1.07= $31,775 then calculate the per SF rental rate. Here is the math 31,775/2,200= $14.44 Per SF.
7. Based on the per SF rental rate above if the Tenant going into the building was strong enough financially to justify a cap rate of 8% and the additional rents were $3.44 per SF. what is the value of the 2,200 SF building? and the Per SF value?  Here is the math 14.44 - 3.44= $11.00 11x2200= $24,200 in NOI 24,200/8%=$302,500 value and to calculate the per SF value you can divide the total value by the SF of the building or divide the per SF rental rate by the cap rate. 11/8%=$137.50 per SF breaking properties down to a per SF value is a good way to compare properties of different sizes against one another.  
8. Using the per SF value above, if a building needs capital improvements and has deferred maintenance how much can a landlord invest into the property above if he wants to maintain the 8% cap rate and he was able to purchase the property for $100.00 per SF?   This sound difficult but is easy. Here is the math. 137.50 – 100= $37.50 per SF.  This is where you can find the best opportunities.  Identify properties where minor or major capital improvement will allow the property owners garner high rents while maintaining the desired cap rate or more importantly the rate of return for the investor after making the improvements.  
9. If the above improvements were going to cost $50 per SF and the investor wanted a 10% cap rate what does the rent need to increase to? Here is the math 100+50 x 10%=$15.00 NNN per SF rent.  
10. If the above owner then wanted to sell his investment for an 8% cap rate what would the sales price be if he was getting the $15.00 Per SF in Net rent? Here is the math 15/8%=$187.50
11. How much profit would the above owner make on the above investment not considering closing cost or commissions?  Here is the math 187.50 – 150=$37.50 Per SF in Profit.  This math represents the per SF sales price of the land minus the purchase price per SF and the repairs per SF.  
12. Moving the deal forward getting the $15.00 Per SF in net rent giving the Landlord his 10% cap rate, but now we discover that the Tenant is going to need some Tenant improvements.  Unlike capital improvements or deferred maintenance tenant improvements (TI) do not add value to the property and are typically specific to the user.  Often TI can be used by other tenants; however, it is not a good idea to count on that.  So for TI we typically amortize this cost over the initial term of a lease.  This allows the owner, landlord investor to completely capitalize the cost of the TI over the initial term so if another tenant needs a completely new build out the landlord has not lost any money.  For the 2,200 SF building if the Tenant needs $17.00 Per SF in TI and was willing to sign a 7 year lease and the landlord wanted a 9% interest rate, what would the total interest rate need to be to amortize the TI over the initial term?  Here is the math (an HP 10b calculator will be needed for these calculations). Hit the yellow key clear all on your calculator and insure that the calculator is switched to 12 payments per year. 17x2200=$37,400 This represents the total cost of TI and once on the screen hit the PV key which stands for Present Value. Then enter the total number of years in this case 7 yellow key and then the N key. This should show on the screen 84 which represents the total payments over a 7 year period then enter the desired interest rate as a whole number, (9 for this example) and push the I/YR key this represents the interest rate for the year (9% is typical). Then press the PMT key this will solve for the monthly cost of amortizing the TI over the initial term of the lease. $601.73.  As we are using annual rental rates we need to convert the monthly cost into an annual one and then divide by total SF in the space  601.73 x 12 / 2,200 =  $3.28 Per SF.
13. Now if we add the amortized per SF rent to the base rent and for this problem it is assumed that we negotiate within the lease that at the end of the initial tem that the TI did not fall off of the rent what is the per SF value if the building then sold at an 8% cap rate?  Here is the math.  15+3.28/8%=$228.50 Per SF in value.  Please take observation that the increase in the value is far greater than the cost of the TI demonstrated in the question above.   With regards to the TI if we are on the Tenant’s side of the deal we want to argue that once the TI has been amortized much like paying off a loan we want that cost to go away; however, if we are on the landlord side we want to argue that they these cost were not amortized that was simply how we calculated the additional rent for the TI and how we mitigated the risk of making the TI.  We can use TI to increase rents in soft markets as well as investor returns in any markets.  
14. Now if the Tenant decides that there is a better location down the road that the investor owns and wants new to build to suit.  The tenant is will to pay $20 per SF NNN and the cost to build new is $125 per SF all in meaning all cost associated with the project. The investor wants to make a 10% cap on the project. What is the buildable value of the land? Here is the math 20/10% = $200 Per SF.  This represent the projected Per SF value of the building once constructed at a 10% cap rate. Now subtract the all in cost per SF of the construction.   200-125=$75 per SF of buildable land value.
15. Now calculate the total land value of the property if the land is 1.2 acres. Also what is the per SF values of the land?  Buildable area of a property is determined a couple of different ways. One situation would use a FAR (floor area ration) or LCR (landlord coverage ration) a LCR is the total area within a building that is allowed to cover a piece of land.  FAR is used more in multi-story buildings whereas LCR are for single story building some municipalities use both in determining how much building can be constructed on a piece of land. In some situation the buildable area is based solely on the needs of the tenant. For this calculation we are going to use the 2,200 SF building used from above. Here is the math 75 x 2,200 =$165,000 in land value to calculate the per SF take the acres times 43,560 Here is the math 1.2 x 43,560=52,272 SF of Land 165,000 / 52,272 = $3.16 per SF in land value.  There is much more to calculating land value but this is a good estimate.  To learn more about land valuation visit www.purdysmethod.com .
If you have made it though and have a few questions ask and discuss with someone who knows the business, then take the test again.  Each time you take the test the math will become more and more easer to digest.  You may want to make your own problems to play with the numbers or use excels to play with the math. As you continue to take the test apply it to real scenarios discussing the results along the way.  There are a few more equations that are important for negotiating leases for your tenant or landlord but they are not needed in identifying opportunity and sounding like you know what you are doing.  
The next portion of this test is about developing a BS detector to determine if the person you are working with is wasting your time. 
Commercial real estate is about control and control comes from knowledge or the perception of knowledge.  When working with a tenant you want to understand the tenants business and get to the most important facts first so you don’t waste time showing properties that don’t work or they cannot afford.
1. What kind of business are you in.  If a tenant tells you he cannot say they are to some degree and usually full of shit.  Same goes for any agent working with them.  If they cannot tell you the type of business there is something wrong.  IE eatery, apparel, specialty retail, fast food, etc.
2. [bookmark: _GoBack]What they project in revenue for year one.  If they do not know the answer to this question, talk them out of business and recommend they go to an organization like SCOR. If they have a number do the math and based on 8.5% of the gross revenue determine if the properties they are looking at are something they can afford.  If they are then move to the next question, if they cannot then educate them that on average most business need to stay at about 8.5% of gross revenue to stay in business.  Here is an example to practice your new skills.  A tenant tells you they need a 5,000 SF space and they are projected to make $500,000 in revenue, how much can they pay in gross rent on a per SF basis if sales tax did not exist. Here is the math 500,000 x 8.5% /5,000= $8.50 per SF. 
3. When you are working with tenants the key is to give them confidence that you are looking out for their best interest, so talk about things like cure periods, non-disturbance agreements, amortizing TI, etc. The key is to get them to ask a question so you are in charge.    
Buyers are different they have different questions.  
This portion of the test is to help with the qualification process. It is a guideline and will alleviate many problems that could potentially arise in the middle of a transaction.  It is important that you can deal with any answer that a Buyer may give you when asking these questions.  These questions should come natural to you after time, but if you need to use the sheet in the beginning that is fine.  Remember by asking the questions in the right way without coming on too strong will help to earn the trust and confidence of the Buyer.  Always Stay In Control, But don’t tell a Buyer NO… if you have to redirect and change the subject and answer the No by explaining a better way to do it. Do not argue with the Buyer.  Also remember this is a guideline and is not set in stone, you may have some ideas you would like to add to the questions or some things that after time you find don’t work for you. 
1. What is the name of the Buyer?
2. If not an LLC recommend an LLC.  If an LLC exist then what are the names of the principals? 
3. Who is the decision maker?
4. When do you need to make a move or decision by?
5. Are you working with any other agents?
A. Is the other agent residential or commercial?
B. Will they be working on this deal with you?
C. What is the name and company of the other agent so we may correspond with them?
6. What type of Buyer are you 1031, investor, owner user, other? 
A. Investor and 1031
1. How do you buy investments, cash on cash, cap rates, IRR, or other? 
2. What Cap Rate, IRR, or Cash on Cash do you look for?
3. If IRR or Cash on Cash is the answer what is the rate that you borrow money?
4. What LTV do you wish to leverage your investments at? 
5. Is this a 1031? 
a. When does the time start for the 1031?
b. What is the sales price of the property in the 1031?
c. What is the basis of the property in the exchange? 
d. Have you selected a qualified intermediary?
6. Do you own other properties and do you have a management company that you use?
7. Would you like us to look at your other investments to see if we can add value to any of them?
B. Owner User 
1. Do you want to own or lease?
2. Are you in business or is this a start up?
3. What type of Business are you in?
a. Do you need any special zoning for your business?
b. Do you have any exterior displays or items such a vehicles or equipment?
c. Do you require special signage?
4. How many SF do you currently have?
5. How much SF do you need?
6. How much parking do you need?
7. Do you need; interstate, airport, seaport, or rail access? 
8. Have you meet with an architect to design a building that would suite you needs?
9. Have you met with a bank with regards to financing? 
10. What is your company’s annual gross income? (10% Rule)
11. Do you have any special needs? 
12. What is going to happen with your current location and do you need any help with selling or leasing out the space?
C. Other Buyers (Developers, Investment grade, REIT, etc. 
1. What profit margins do you look for on development?
2. How does your company analyze or look at investments? (Cap, Cash on Cash, ROE, IRR, etc. 
3. What types of properties do you have in your portfolio?
7. Where is your money coming from if not 1031?
A. If borrowed what are the terms and conditions? 
B. May times you will not get very much info on private money so make sure to probe, but not too much as you do not want to offend the Buyer.
8. What do you look for in a Broker?
9. How would you like to receive listings for potential properties?
A. Do you like to drive by the property or do you prefer seeing the property with me there?
B. What address would you like this information sent to?
10. Do you like verbal or written up dates as the transactions move along?
11. Would you sign an exclusive Buyers Reprehensive agreement?
12. Do you have legal council?
A. If so who?
B. If no then would you like some recommendations? (give at least 3)
13. Would you like some recommendations for bankers if you have not already talked to one?


