CRE Underwriting Considerations (Continued)

CRE Underwriting Considerations
· ABC ≠ CRE

· Copies of leases are a must and critical for underwriting the loan request!  If possible, get lease abstracts as well.  For new construction, get a copy of the proposed leases.
· Key items to focus on when initially reviewing and underwriting a lease:
· Landlord/tenant information.  Typically, the landlord and borrower are the same or related entity.
· Type of lease (e.g. gross, net, modified, etc.)
· Number of square feet being leased.  Method of square footage measurement or calculation (e.g. gross, net rentable, net useable, etc.)
· Commencement/expiration dates.
· Financial terms (e.g. rent/SF, percentage rents, expenses, CAM and reimbursements, expense stops, rent/expense escalators, abatements and rent concessions, etc.).
· Options (e.g. renewal, termination, expansion, purchase, etc.).
· Lease buy-outs, moving allowances, FF&E, etc.
· Tenant improvements.
· In addition to the above, pay close attention when reviewing leases for other clauses:
· Percentage rents (retail) – Additional rent payable when sales are in excess of a pre-established dollar amount.  Typically, percentage rents are not included for underwriting purposes.  
· Exclusive-use (primarily retail) – Typically restricts a tenant from opening a competing retail outlet within a certain radius OR limits the type of retailers that are allowed in the project or center.
· Go-dark – Allows a tenant to “go-dark” and continue to pay rent (think how this might impact the status or marketability of a center/project despite the fact the rent is still being collected). 
· Co-tenancy (primarily retail) – If one store, typically a major or anchor tenant, goes dark OR terminates or defaults on a lease and closes, then it gives the right to another lessee to terminate their lease as well OR pay an alternative minimum rent (typically based on a small percentage of sales).
· Sales per square foot – Minimum sales that a retailer must achieve to remain at a particular location.  In the event these sale levels are not achieved, it gives the retailer the right to terminate the lease. 
· Other non-standard lease provisions or kick-out provisions. 
· Carefully review triple-net leases.  NNN leases are ones in which the tenant pays all operating expenses of the property.  However, a lot of times it is a modified NNN lease where the tenant pays certain expenses (e.g. property taxes, insurance and routine maintenance, etc.) and the landlord pays other expenses such as structural repair or other capital items.  It is imperative that as part of the review process, we understand the responsible parties for these expenditure items and underwrite accordingly.   

· When provisions within NNN leases call for the tenant to be billed directly for key expenditure items, in particular real estate taxes and insurance, the borrower as landlord and the bank needs to obtain documentation that these items have been properly and fully paid by the tenant.   
· Get a detailed rent-roll!  A rent roll typically includes, but not limited to, total gross and net rentable square footage, a list of tenants, rentable square footage occupied by each tenant, lease rents on an annual and per square foot basis, rent concessions, commencement, expiration and renewal dates, expenses, reimbursements, termination clauses, expansion options, rent/expense escalators, and other usual and customary items.

· Determine gross square footage vs. net rentable square footage.
· On existing properties, should obtain a Property Condition Assessment (“PCA”) 
· For new construction, the borrower should provide a multi-year proforma, not just a proforma upon stabilization.  Why?  It allows the bank to evaluate the borrower’s projected lease-up of the property to determine if absorption of the space is reasonable and allow the bank to underwrite and evaluate anticipated rent and expense increases.  
· Do the borrower’s projected rent and expense levels as well as vacancy seem reasonable?  Talk to your CRE Loan Administrator, ARD, local brokers and qualified appraisers, and pull any available comps and market data.  Third party resources include Reis, PPR Document in your memo!
· Inquire if the borrower’s projected vacancy includes rent concessions and credit losses.  Why?  If not included, vacancy could be underestimated.  
· Economic vacancy equals actual vacancy plus rent concessions and model/employee units.
· Read the appraisal!  Why?  Do you and/or co-approver necessarily agree with the assumptions as contained in the appraisal?  How does the appraisal compare to the underlying assumptions as underwritten in the CRE Risk Rater?
· Footnote assumptions in the CRE Underwriting Model.  
· If inputting multiple budget line items from the borrower’s proforma, use a formula to add up the various line items instead of inputting an absolute number in the cell.
· Let Excel help you with underwriting adjustments in the Risk Rater.  Use formulas instead of absolute numbers.
· Pre-lease requirements based on % of rental income, not total square footage.
· For reimbursements, determine if there are any expense-stops.
· Detailed project budget is a must!  Aerial, site-plan, floor-plans, digital pictures, etc. are extremely helpful and should be part of the loan package for underwriting.  Use of Google Maps or MapQuest to obtain satellite imageries of the property location is an easy and free way to help with this process.
· Input the project budget with any necessary adjustments.  The project budget, as approved by your bank, should clearly document the sources and uses of funds within the project including equity requirements.  Also clearly document the source(s) of equity.  Is it real (cash) equity or phantom equity?  Phantom equity can take the many different forms, but could include developer and construction management fees, inflated land value, excessive profit built into the vertical or horizontal construction if the borrower and/or investor are also the general contractor, fees paid to related entities, fees and/or interest paid to investors etc.  Developers typically want to put as little cash as possible into deals and find creative ways to achieve this objective.

· Get copies of the purchase/sale agreements to verify land and/or acquisition value.
· If the borrower is also the general contractor, a reasonable level of profit built into the contract might be OK.   But, it is strongly encouraged that the amount of the profit, at minimum; be held back as retainage during construction.  For all practical purposes, retainage should be withheld from disbursements during construction.
· Ask what the borrower thinks the Cap Rate will be for the project.  Why?  Every astute real estate borrower should know this information and have it built into his or her decision to develop or acquire a property.  In addition, it allows the bank to determine if the borrower’s economic return on the project is reasonable based on project cost vs. NOI and potential profit.    
· Evaluate the borrower’s anticipated Cap Rate to actual market conditions by contacting local expertise in your bank, local commercial real estate brokers and qualified appraisers.  The Cap Rate can be a moving target, particularly during difficult economic times and turmoil in the capital markets.  If your borrower gives you a deer in the headlights look regarding the Cap Rate, move on to the next deal.  Why?
· Important CRE valuation calculations:
· Cap Rate = Underwriting Cash Flow ÷ Appraised Value
· Appraised Value = Underwriting Cash Flow ÷ Cap Rate
· Underwriting Cash Flow = Appraised Value × Cap Rate
· Always evaluate the Borrower’s expected level of economic return on the project?  Why?  If there is little or no return, it leaves absolutely no room for error if project costs gets out of control with change orders, changes in market conditions for rent or expense levels, etc.  Worse yet, construction costs or the acquisition price exceeds the appraisal value and the project is completely upside down.  If so, the deal absolutely makes no sense.  
· There are numerous and more complex economic return calculations such as but not limited to discounted cash flow analyses (e.g. NPV) and Internal Rate of Return (“IRR”).  Here are a couple of quick but important return calculations that should be used as part of the underwriting process:
· Unleveraged cash-on-cash return is Underwriting Cash Flow ÷ Total Project Cost.  The actual return depends on the property and overall economics (e.g. risk) of the deal.  As a general rule of thumb, unleveraged cash-on-cash return should be in the 12% - 15% range.  For credit tenant deals, the return could be less. 
· Leveraged cash-on-cash return is (Underwriting Cash Flow – Annual P&I Debt Service) ÷ Net Project Equity.  On a leveraged basis, the return should be higher.  Why?  Leverage is debt, and debt adds risk.  Thus, leverage impacts the risk adjusted return on the project.  As a general rule of thumb, leveraged cash-on-cash return should minimum of 15% - 20%.  Again, the actual return depends on the property and overall economics (e.g. risk) of the deal.  Higher the risk, the higher the return that should be expected by the investor.  
· For retail (strip) space, you generally want 25’ -30’ width and 50’ – 80’ depth, which provides a configuration of 1,000 – 2,400 SF per unit.  Anything deeper in terms of depth would give a “bowling alley” feeling to the space.  
· Multifamily expense ratio = Generally 35% - 38% or about $3,500 - $4,500 per unit.  Expenses vary dramatically by geographic location (e.g. higher RE taxes, insurance, etc.)
· For hotel deals:
· Experience and background of the hotel operator is critical.  The borrower should be a full-time operator; no incidental partnerships or investors.
· Strong flags should always the bank’s preference.  No independent properties unless B&B type property (less than 20 rooms).
· STR Reports required for all hotel deals.
· For acquisition/renovation loans, a Property Improvement Plan (“PIP”) issued by the hotel franchisor (e.g. Hilton, Marriott, etc.) should be submitted and part of the loan request. 
· A Comfort Letter and an assignment of the Franchise Agreement are conditions for loan closing.  
· Within your CRE Underwriting Model, structural reserves might only be included.  Also take into account reserves for leasing commissions and tenant improvements.  Always consider funding these reserves into a controlled account in your bank and pledged to the Loan part of the Security and Loan Agreements.  This helps the bank with its funding needs (e.g. core deposit growth, liquidity and capital requirements) and helps.
· Cash Flow Coverage Ratio:  1.__ times Annual Debt Service beginning at fiscal year-end 20__ and each 12-month fiscal year-end period thereafter.  Cash Flow is interchangeably defined as Net Operating Income (NOI) and shall be calculated on the trailing 12-months.  For the purpose of this covenant, NOI is defined as gross potential rental income plus reimbursements and other income less vacancy, credit and collection losses, and rent concessions less operating expenses.  Operating expenses shall be defined as all usual and customary expenditures including but not limited to real estate taxes, insurance, common area maintenance, management fees, funded reserve requirements, utilities, payroll and benefits, repairs and maintenance, general and administrative, contract services, guaranteed payments, if any, to shareholders, principals, investors, affiliates, etc.  Debt Service is defined as current maturities of long term debt plus interest expense for the trailing 12-month period.
· Require a DSC covenant of 1.0:1 after distributions, advances, dividends, etc. to shareholders/members.
· A few thoughts concerning reserves:
· The level of capital reserves is dependent upon property type and age and condition of the improvements.  
· Deferred maintenance issues should be addressed at the time of acquisition.
· Tenant roll-over risk for multi-tenant commercial properties should be factored into the underwriting and escrowed when applicable during the term of the loan via reserves for leasing commissions and TI.  
· If required, the Borrower could also contribute monthly to an escrow account for RE taxes and insurance.  
· For construction projects, the following project-related documents should be obtained but not limited to:
· Plans & Specifications
· Survey
· Soil Report
· Environmental Report
· Detailed Project Budget (e.g. AIA Construction Budget)
· Contractor Qualifications (e.g. bonding?)
· Builder’s Risk Policy
· AIA Construction Contracts
· Architect’s (and/or Engineer’s) Contracts
· Copies of all building permits
· Written evidence of the availability of all necessary utilities (e.g. electricity, water/sewer, telephone, and if applicable, natural gas)
· Written evidence of compliance with all applicable laws and regulations (e.g. zoning, ordinances, land use laws, environmental matters, etc.) 
· Disbursements should be made on AIA G702-G703 forms.
· Environmental Pre-Due Diligence is a must!  Read the Phase I report upon receipt.
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