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Introduction

This book is the result of many people asking me “How can 1 buy
income-producing property? How can I get into the game?” The
underlying purpose in this book is to set forth a practical step-by-
step process on how to acquire commercial real estate and through
a real estate vehicle build significant wealth over time. The discus-
sion runs from sourcing a real estate transaction to analyzing the
deal to acquiring the sticks and stones to managing real property to
improving its value and finally to taking steps to preserve the value
created and hopefully passing a good part of it on to your children
and your children’s children.

Unfortunately, there is a wealth of books on real estate that in
essence say, “You can’t lose. Go out and buy real estate!” You can
lose in real estate just as in any other business. I usually buy from
someone who has “lost”; that is, the value of the property and their
equity therein has decreased from the date of their purchase. It
is therefore essential to understand the fundamentals of the real
estate game, including how to evaluate a real estate transaction and
how to create value before you take the plunge and start to buy.

The text is geared to the novice who wants to understand com-
mercial real estate as well as the seasoned professional who desires
to enhance his knowledge. One of the key teaching tools revolves
around setting forth a hypothetical that starts with the basics and
then continually builds on the fact pattern to demonstrate real
estate principles and theory and enhance the project analysis.

Although the concepts herein can be applied to all types of
real estate, the focus is directed toward a project size of 30,000 to
150,000 square feet as is typically found in a neighborhood shop-
ping center rather than a huge office building or a complex of over
500,000 square feet that might be found in a downtown high rise
tower or a regional shopping mall.

XV



Xvi Introduction

Many individuals in the real estate field specialize in one area
and therefore have a difficult time understanding and learning
practical knowledge about other areas of real estate ownership. This
text attempts, to some extent, to fill this gap. By covering a broad
range of real estate topics from basic terminology and analysis to
leasing, financing, marketing, management, structuring a partner-
ship, real estate tax consequences, buying and selling real property,
and the steps to take to preserve wealth, hopefully the reader can
focus on the areas of his or her deficiencies.

Although I am an attorney by background, Wealth Opportunities
in Commercial Real Estate is not intended as a legal treatise; rather,
its focus is directed to the practical, day-to-day business aspects of
acquiring, owning, and managing commercial real estate. I strongly
recommend consulting with an attorney, accountant, and other
professionals when entering into a lease, a purchase and sale agree-
ment, or when any technical issues arise.

A thank you to ARGUS Software, who graciously supplied their
proprietary software for use in connection with the Cash Flow spread-
sheets for this book. These, among other Appendices, can be found
at the companion website, www.wiley.com/ go/wealthopportunities.
This supplementary material will surely provide you with a wealth of
examples to review as you read through the book.
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An Overview of the Problem,
a Solution, and a Game Plan

The Problem

If you are like 99 percent of the people on this planet, you have a
problem: Namely, you must work to make money to eat and live.

It is a vicious cycle. You get up at 7:00 A.M., get out the door by
8:00 A.M., arrive at work at 9:00 A.M., push paper around all day, and
leave at 5:00 or 6:00 p.m. You follow the same routine day after day.
Your net pay is, say, $70,000 per year, you give 20 to 25 percent away
to Uncle Sam, and your annual living expenses eat up the remain-
ing money. The net result at the end of the year is no savings—zero,
a goose egg, nada.

The next year you get a big promotion and an accompanying
raise of 5 to 10 percent (if you are lucky). You have been waiting all
year for this big raise. Your family has grown from husband and wife
to husband, wife, and baby, and now you are expecting your second
child. All year you have been putting off buying the new, latest and
greatest big-screen television system and the much-needed trip to
Hawaii, not to mention replacing that overused, tired Acura with a
new Mercedes. What do you do to satisfy these pent-up demands?
How do you satisfy these desires that have driven you for the past
couple of years? The answer is that you move out of that cramped
1,500- to 2,000-square-foot apartment into a “decent” 3,000- to
4,000-square-foot home with a real backyard, you buy on credit the
big screen “deal,” you take the family on the long-delayed vacation

1



2 Wealth Opportunities in Commercial Real Estate

to Hawaii, you lease a new car, and so on. The point is that you find
a way to spend your increased wages and, with inflation, you are
back in the same breakeven position you were in when you started
a year ago, or even worse, since you have significantly increased
your debt position.

We have identified The Problem, the cycle: You are working to
meet the necessities of life including paying your silent partners
(the state and federal governments), and you are consuming any
remaining cash to satisfy pent-up demands for goods and services.

The Solution

The question becomes, how do you break this cycle? What is The
Solution?

There is no single right answer to this question. There are sev-
eral solutions to The Problem. The best solution I have found lies
within the realm of real estate. You buy a value-added property, by
which I mean a property that through your focused efforts can
be improved and enhanced so it is worth significantly more after
your efforts than when you acquired the asset. Your efforts usu-
ally revolve around increasing occupancy, but it can be a myriad
of other tasks such as improving the overall appeal of the property
through structural or cosmetic changes or changing the tenants
by bringing in more viable businesses or more synergistic users,
and so forth. Let’s call your first acquisition “Property Number 1.”
You then:

® Acquire Property Number 1.

® Lease up or otherwise improve Property Number 1.

* Refinance Property Number 1, pulling out monies in
excess of the existing debt at least equal to the original
equity invested.

® Invest the refinance proceeds into another property
(Property Number 2).

* Continue to manage Property Number 1, reaping the benefit
of the positive cash flow and earning a management fee.

® Lease up or otherwise improve Property Number 2.

® Refinance Property Number 2, pulling out monies in
excess of the existing debt at least equal to the original
equity invested.



An Overview of the Problem, a Solution, and a Game Plan 3

e Invest the refinance proceeds into another property
(Property Number 3).

e Continue to manage Properties Number 1 and Number 2,
reaping the benefit of their positive cash flow and earning a
management fee.

* Lease up or otherwise improve Property Number 3, and
so forth.

Four Key Elements in the Solution

Why does this Solution break the cycle? Because of four key
elements.

Key Element Number 1

First, you are no longer limited in your earning potential by
your salary or by your professional endeavors; rather, you have
become an investor. You have converted active income into pas-
sive income. When you sleep at night, when you go on a vacation,
you continue to make money. Your assets appreciate (hopefully)
in value over time and in the normal course of events each month
you build equity by paying down the principal on your mortgage.
A mortgage usually contains an amortization feature; therefore
a portion of each payment reduces the outstanding loan balance
and consequently increases your equity, everything else being
unchanged.

Usually the individual caught in the cycle is employed, earning
a good living, but his livelihood is based upon his own individual
capacity to do a job and get paid for that work. The basis of The
Solution is a move to a business model that has the capacity to cre-
ate wealth, not only from individual effort, but also based upon
market forces. If you correctly analyze the market and correctly per-
ceive that capitalization rates or cap rates (the rate of return an investor
requires to induce him to purchase a property for all cash without
regard to financing) will likely fall from 10 percent to 7 percent,
then, even if no other change occurs in the real property invest-
ment, your property value will increase significantly. Market forces
have resulted in a value shift. Similarly, if you purchase a property
in a growth community and the resulting population growth fuels
an increased demand for goods and services, that results in an
upward push in rents, which translates into a higher net operating
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income, and therefore an increased property value. Again, market
forces have driven value upward.

It is important to understand the difference between active income
and passive income.

Active income is income earned through services rendered or
goods sold. What is meant by “services rendered” The concept of
services for hire includes the broad area that comprises everything
from practicing medicine to providing janitorial services. “Goods
sold” refers to any product sold, from real estate to pencils.

The more difficult and more esoteric question is: What is passive
income? Simply put, what I mean by passive income is income earned
not by rendering services or selling goods. This does not mean
that you do not have to work to make passive income, but rather that
your work is of a different nature. Owning stock in a company, or
for that matter owning the company itself, is an example of creating
passive income. The employees of the company perform the func-
tions that generate profits and dividends for its shareholders. The
point is that the owner of the stock did not actually have to perform
“labor” to receive the dividends paid. Similarly, the owner of real
estate earns profits from rents, yet he does not actually provide ser-
vices to the public or sell goods to the public. The delivery of services
or the sale of goods is the function of his underlying tenants.

I want to emphasize once more that earning passive income
does not mean that you do not have to work. The stockowner
must spend time researching or hiring someone to research prof-
itable stock selections and the monitoring thereof. Also, the real
estate entrepreneur must operate his properties or employ a prop-
erty manager. It can be demanding to invest in the stock market
or to own and manage real estate. The individual who establishes
a profitable stock portfolio did his research or had research done
on his behalf. He verified that the company whose stock was pur-
chased has a good management team, reasonable liquidity to sur-
vive tough times, growing sales, and net profits. He might also have
an insight into the industry trends relating to the applicable field.
Similarly, owning and managing real estate is a business. It requires
insight to know when to buy and when to sell, as well as where to
buy and where not to buy. Once a property is acquired, someone
must invoice the tenants, collect the rents, coordinate vendors,
and deliver services to tenants to ensure efficient operation of the
asset. Someone must lease-up vacant space and make strategic deci-
sions ranging from tenant mix to the overall look of the property
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to whether or not to expand the project by building-out additional
leasable square footage to whether to refinance or sell. If a decision
is made to refinance or sell, an individual must decide under what
terms to borrow or under what terms to sell.

Notwithstanding the above, being a stock investor or a real
estate owner is, in general, more akin to managing an investment
as opposed to running an operating business that might require
hundreds of employees. Yes, to be successful you need insight into
what to buy, but you can to a large extent outsource the selection of
the asset, as well as its care and feeding thereafter. That said, a good
full-time investor will, at a minimum, manage his managers, and
a superior full-time investor will take an active role in his business
even though his business is not, in general, a labor-intensive one.

Rule Number 1

Convert active income into passive income.

Key Element Number 2

The second crucial step in breaking the cycle is to create a cash-
flow model that generates consistent monthly dollars that can be
built upon so that within a certain time frame the monthly cash
flow equals $2X.

In other words, relating this step back to The Solution, if, for
example, Property Number 1 generates $10,000 per month in rev-
enue, then acquiring and leasing-up Property Number 2, which
generates $10,000 per month in revenue, results in a cumulative
cash flow of $20,000 per month. Acquiring and working Property
Number 3 results in another $10,000 per month in net cash flow
for a cumulative $30,000 per month.

Obviously, stating the objective is quite a lot easier than locating
a property and executing a game plan that will generate a signifi-
cant positive cash flow. However, the important point is that, yes, it
is important to build value, but it is also important to build monthly
cash flow.

Rule Number 2

Create a monthly cash flow model and build upon that model.




