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What People Are Saying About


Industrial Real Estate Investing and Management


My development company has constructed hundreds of industrial buildings, many of which I own as personal investment properties. I have known Obie since 1996 and can say without reservation that he is the consummate industrial real estate professional and his new book is right on the money.


Don Pickett, Don Pickett & Associates


This book does an excellent job of laying out the steps necessary to buy, manage, and sell industrial buildings, and it would certainly expedite the learning curve for new commercial real estate agents.


Michael R. Porte, SIOR, Sr Vice President, Newmark Pearson Commercial Realty


This book is ideal as a supplemental text for college courses in commercial real estate and MBA curricula.


Cuthbert L. Scott III, PhD, Associate Professor Emeritus, School of Business and Economics, Indiana University Northwest


Good advice in simple terms. Business owners who wish to purchase their own industrial buildings should definitely read this book.


Ray Kulina (retired), Western Region Sr Credit Manager, U.S. Small Business Administration


It is undeniably apparent that you are an expert on this topic and your credentials make you the ideal person to write this book. The writing is engaging and the outline is spot on.


Michele Matrisciani, New York Times bestselling editor and Sr Editor, McGraw Hill Publishing
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Note from the author about the use of pronouns


Use of the masculine pronouns he, him, and his predominates in this book. The choice of masculine language when referring to professionals such as real estate brokers and appraisers is simply to prevent the repetition of awkward constructions such as “he or she,” or “him- or herself.” It is not to be interpreted as gender stereotyping in the subject area under discussion.









DISCLAIMER: This book is an amalgamation of the author’s 47 years of personal experiences representing clients as an industrial real estate broker, and investing in and managing his own industrial properties; also, the accounting expertise he garnered over five years marketing computer systems for National Cash Register (NCR); and his business degree and law school studies.


Investing in industrial real estate, as with all business ventures, poses the risk of financial loss. If you cannot bear such a loss, do not invest. Though the author has no reason to doubt the accuracy of the information provided herein, he makes no representations or warranties as to its applicability to, or usefulness in, your particular business situation; or as to errors or omissions; and he assumes no responsibility or liability for any damages or losses you might incur from using the information provided herein. Caveat emptor.









Introduction


Along the Pacific Coast Highway near Malibu there was a little real estate office with a big sign that read, “ONE GOOD REAL ESTATE INVESTMENT CAN BE WORTH A LIFETIME OF LABOR.” As a teenage surfer, I read that sign many times on my way to the beach. Years later, in my early commercial real estate brokerage career, I was canvassing for listings and asked the owner of an industrial building if he wanted to sell it. He was an older fellow and responded, “No, the rent from that building is my retirement income.” His answer and that Malibu real estate sign planted seeds in my thinking that enabled me to retire relatively young, because I invested in industrial buildings.


Industrial buildings are a source of long-term, secure rental income and a means of protecting invested capital from inflation erosion. They are tangible assets that allow “hands on” control, as compared to stocks and bonds, which are digital assets with many layers of intermediaries affecting their value, over which investors have little or no control. And, for investors who purchase an industrial property as an operating facility for their business, there is the additional benefit of building equity rather than just paying rent.


To be fair, in comparison, income properties do have the disadvantage of property tax, insurance, and maintenance expenses during vacancy periods. On the other hand, their values tend to be more stable than stocks and bonds, which can drop 30% overnight, or go to zero.


This book shares my 47 years of experience as an industrial real estate broker and investor. It details the steps I take to purchase, exchange, construct, manage, and sell industrial buildings. It is a comprehensive guide for investors; a valuable reference tool for commercial real estate brokers, agents, attorneys, appraisers, property managers, and business owners; and an ideal study text for university real estate degree and Master of Business Administration (MBA) curricula.


My credentials: On graduating from business school, I was employed for five years by the National Cash Register Company, marketing commercial computer systems for accounting application, which rendered me expert accounting skills. My commercial real estate brokerage career began in 1976 at the Newport Beach office of Grubb & Ellis. In 1981 I opened my own brokerage in Irvine, California, specializing in industrial properties. I have personally transacted millions of square feet of industrial building sales, exchanges, and leases, representing clients and for my own portfolio. Investing in industrial real estate provided me with a multimillion-dollar net worth and adequate income to retire from brokerage in my mid-forties. I hold a Bachelor of Science (BSc) degree in Business Administration, specialized in Marketing, from California State University at Long Beach (1970), with graduate studies at Whittier Law School (2001), and I have been continuously licensed in good standing as a California Department of Real Estate broker since 1977, and have completed all required Continued Professional Education courses during that period.


1. Why Invest in Industrial Buildings?


Compared to other real estate investments, and in addition to the income they generate, I prefer industrial buildings for the following reasons:


A. Small, free-standing industrial buildings are relatively affordable and a good exchange vehicle to move up from owning residential rental properties.


B. Industrial building leases are typically three to five years, or longer, which minimizes tenant turnover and vacancy marketing hassles.


C. Most industrial building leases require the tenant to maintain the property in virtually all respects, which minimizes management work and expenses.


D. Industrial buildings are utilitarian in design. Most are concrete tilt-up or Butler-style metal construction with 10% to 20% of their square footage built out as offices in the front and with truck doors on the sides. The buildings are situated on land parcels large enough to accommodate property line setbacks, paved parking and yard areas, and landscaping. This basic layout is acceptable to most tenants, which minimizes the costs of transitioning from one tenant to the next, and makes them easier to market.


Comparatively, rental houses and apartment building leases are for one year or less, posing tenant turnover work and expense. Also, most residential rentals require the property owner to service the heating, ventilation, and air conditioning (HVAC), water heater, plumbing, and other mechanical problems; and, if it is a multitenant residential building, the property owner must maintain the common areas, such as laundry rooms, landscaping, and parking lots, and pay for common-use utilities.


Likewise, most office building and retail properties have common areas the owner must maintain while also providing utilities, cleaning, and trash disposal. On filling vacancies, new office and retail tenants seldom want the same floor space layout as the previous tenant, resulting in costly and time-consuming renovations. Consequently, residential, office, and retail properties usually necessitate the expense of employing a leasing agent and property manager.


Unlike industrial properties, which are available in small, free-standing sizes, most office and retail buildings are larger properties that require substantial capital to buy. Consequently, they are not as affordable for first-time investors, and do not make convenient vehicles for exchanging up from residential rentals.


2. Buying a Building


The following pages will lead you through the steps I take to buy industrial properties, which include:


A. Finding a property to buy.


B. Evaluating a prospective property’s economic feasibility.


C. Evaluating a property’s physical characteristics.


D. Making an offer to purchase and negotiating.


E. Entering into a purchase agreement.


F. Opening, processing, and closing escrow.


It is advisable to employ an experienced commercial real estate broker (see Subject 51: D (1) Finding a good commercial real estate broker) to represent you in your first purchase of industrial real estate. Whether you do so or not, this book will guide you with the assumption that you are going to perform all of the property acquisition and management functions yourself, because knowing how to do so will enable you to better judge the performance of your broker and optimize your industrial property ownership experience.


My Number One Rule in buying a property is, “Avoid partners.” Generally, they are nothing but trouble and a very good way to ruin friendships or family relations. If you think you need a partner because you don’t have enough cash to make the purchase alone, try to wait longer and save the necessary funds to buy it on your own.


Depending upon the type of construction and property location, at the time of this writing, entry-level industrial buildings range from $500,000 to $1,000,000 for a 5,000 square foot building, and banks typically require about 40% down for an investor buyer loan. So, assuming an average property price of $750,000, that means you need at least $300,000 cash, or exchange real estate equity, for a down payment.


If you have more than that to invest, you can consider larger buildings or multiple smaller ones. However, if this purchase will represent a major portion of your investment portfolio, it is best to avoid a large single-tenant building, because of the vacancy risk. It would be better to acquire two or three small buildings. Granted, that means more management, but your vacancy risk will be diversified. This is particularly important if you are financing the purchase, because, when the building is vacant, you don’t want the pressure of having to make a loan payment to affect your discernment in evaluating prospective tenants and negotiating lease terms, or to cause you to lose sleep. In simple terms, it is difficult to be rational if you are being chased by an alligator.


3. Finding a Property to Buy


The location of a prospective purchase property is of primary importance. It should optimize leasing and resale marketability, tenant security, and long-term value stability. The broader area should have residential communities and diversified commercial industries that create demand for products and services from businesses that need the type of lease space provided by the prospective purchase property. You should not invest in a property that is located in a “company town” or an area that is economically dependent on one industry, because if that company or industry goes into decline, the rental market and property values will too.


Accessible locations with high drive-by traffic counts increase the lease marketability of properties, because they provide the lessee with signage advertising benefits. (The terms “lessee” and “tenant” will be used interchangeably in this book, as will the terms “lessor” and “landlord.”) Corner properties are particularly desirable, because they have sign exposure on two streets.


On-street parking availability is also of value, because it allows lessees additional customer and employee parking beyond that provided on site.


Some cities have Economic Development Zones that offer employers tax incentives to locate there, which benefits tenant businesses and, consequently, increases the marketability of properties located in such zones.


Relatively safe geographic areas for industrial real estate are around major airports and in metropolitan industrial parks. As a starting point in your search, you might drive around such areas and look for “For Sale” or “Available” marketing signs and contact the offering party for details. The following approaches are also useful:


A. “LoopNet” is a national commercial real estate multiple listing service that can be accessed by the public. The website allows you to search for commercial property for sale or lease, by type, size, amenities, and location.


B. View the websites of commercial real estate brokerage companies in your geographic area of interest. Most will present their listings of available properties.


C. Many title companies provide real estate agents with “farming packages,” which list the names and addresses of the property owners in a specific geographic area. The agents then use this contact information to canvass and cultivate client listings. Likewise, you can obtain a farm package for your geographic areas of interest and then mail personal letters to the industrial building owners, inquiring if they would consider selling. This is not a particularly efficient approach, but it can yield some positive results. For example, you might get a response years later when the owner is ready to sell. Farming packages can be acquired through title company websites or by calling their customer service departments, and there is usually no charge.


4. Evaluating a Prospective Property’s Economic Feasibility


Once you have located a prospective purchase property, the next step is to evaluate its economic and physical characteristics. To evaluate a property’s economic feasibility, it helps to understand “cap rates” and “cash-on-cash” return calculations, and lease terms.


A. Understanding Capitalization Rates (Cap Rates)


People invest to receive a return. Expressed as a percentage, that return on investment is calculated by dividing the investment’s net annual income by the amount of capital invested. That resulting percentage is called the investment’s “capitalization rate,” commonly referred to as its “cap rate.” Cap rates are set by the marketplace as a reflection of the risk of the investment, and are used to compare different types of investments. For example, federal government bonds and blue-chip stocks might have cap rates in the 2% to 3% range, whereas investing in the purchase of a restaurant or clothing-store business might have a 10% to 15% cap rate. Put simply, the higher the risk, the higher the cap rate. Industrial building cap rates tend to range somewhere in between 5% and 12%, depending on the vacancy factor of the area and the particulars of the subject property. Consequently, it is important to know the prevailing cap rate of properties in the geographic area in which you wish to invest.


To ensure that you do not overpay for a prospective purchase property, it is necessary to calculate its cap rate and compare it to the prevailing local market cap rate. If the prevailing cap rate is higher, it means that the asking price of the prospective purchase property is too high relative to its net income, in which case you need to negotiate a lower purchase price.


The following is an example of how to calculate a property’s cap rate:













	The prospective property’s asking price

	$1,000,000





	Gross annual rents

	$88,333




	Annual operating expenses:




	Taxes

	$12,000





	Insurance

	$1,000





	Maintenance

	$1,500





	Management fee

	$4,416





	Vacancy factor

	$4,416





	Total expenses

	<$23,333>





	Net annual income

	$65,000





	Cap rate

	$65,000/$1,000,000 = 6.5%







When marketing an income property, some sellers do not include management or vacancy factor expenses in the calculation of the property’s represented cap rate. The above example uses a 5% vacancy factor and a 5% management fee. If these were omitted, the net income would be increased to $73,833, which would increase the cap rate to 7.38%, which would make the property more desirable to investors, and therefore more marketable. So, clearly, it is very important to check the reality of the expenses used in the represented cap rate calculation.


Every type of real estate investment has a typical range for its particular operating expenses, expressed as a percentage of gross rental income. For example, industrial property management fees typically range from 3% to 7%; vacancy factors typically range from 4% to 10%; and there are similar expense percentage ranges for janitorial services, utilities, security, taxes, insurance, landscaping and general maintenance, and so on. When buying an investment property, it is imperative that the investor and his or her agent have good knowledge of these expense standards in order to rely on the expense figures underlying the annual net income in the cap rate calculations.


If the prospective purchase property is vacant, the cap rate calculations must depend on estimated lease rates based on historical or asking lease rates for comparable properties in the same geographic area, referred to as “proforma” calculations. “Comparable properties” are those of similar age and physical characteristics and location.


B. Understanding Cash-on-Cash Return


If you plan to finance the purchase of a property, you should first consider its “cash-on-cash return,” which is expressed as a percentage. It is calculated by taking the property’s net annual income and subtracting from it the annual debt service (loan payments). The resulting amount is then divided by the loan down-payment amount. Using the above example, assume that the purchaser put down $250,0000 cash and obtained a purchase money loan of $750,000 at 6.5% interest amortized over 30 years. The investor’s resulting annual loan payments would be approximately $57,000. Subtracting that amount from the net annual income of $65,000 leaves $8,000 in cash flow. The resulting cash-on-cash return calculation would be as follows:


$8,000/$250,000 = 3.2%


You then need to consider if the indicated cash-on-cash return is adequate, compared to the potential return offered by alternative investment opportunities.


C. Evaluating a Property’s Lease Terms


Beyond the cap rate consideration, it is important to investigate the property’s existing tenant leases, because their terms will have a direct financial impact on you. Industrial building leases are typically “triple net” or “gross.” Triple net leases (also referred to as “NNN”) are so named because the lease income the lessor receives is net of property taxes, maintenance, and insurance expenses—which the lessee pays, in addition to the monthly rent.


Under gross leases, the lessor typically pays the property taxes and insurance, and the lessee—in addition to the rent—pays for the maintenance of the property. This can vary in many respects. For instance, some multitenant building leases require the lessor to pay the common-area maintenance while others impose a common-area maintenance fee on the lessees. Some gross leases require the lessor to maintain the roof, foundation, and bearing walls, while others require the lessee to maintain the property in all respects. Lease terms also dictate how the expense is allocated between lessor and lessee if a major property component (e.g. HVAC systems, water heater, parking lot asphalt) fails and must be completely replaced, as compared to just maintained.


Knowing the remaining term of the lease is important. If the lease expiration date is approaching, you might request as a condition of the purchase that the lease be extended at terms acceptable to you. If the lease grants the lessee options to continue to lease or purchase the property at certain terms, you need to make sure those conditions are in your economic best interest.
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