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If you missed last month’s column (and 
shame on you if you did), we set up the 
following scenario: an investor owns a 
single-tenant office building and the 
tenant’s lease is expiring. The tenant is 
interested in renewing their lease. But 
the building is located in a growing and 
attractive area, so the investor thinks a 
higher rental rate can be achieved if the 
building were to be upgraded and con-
verted to a multi-tenant property. Last 
month’s column went on to detail the 
economics associated with each scenario 
and distilled the annual cash flows into 
T-bars, a tool that illustrates performance 
over a time horizon, for each.

The performances of the “as-is” sce-
nario and the “renovate” scenario are 
illustrated in Figure 1. But before we 
discuss the actual analysis, a few items 
need to be highlighted regarding each 
scenario. First, both scenarios assume 
that the property is owned free and clear 
at the beginning of the analysis and the 
investor plans to re-finance in either 
instance, based on the anticipated stabi-
lized income. For the “as-is” scenario, the 
refinancing proceeds are realized as pure 
income while for the “renovate” scenario, 

part of the refinancing proceeds will fund 
the necessary upgrades. Second, the “as-
is” scenario will result in positive cash 
flow in year one, as any improvements 
associated with the tenant renewing will 
be borne by the tenant. But the “reno-
vate” scenario will take 24 months to 
reach a stabilized occupancy as a result 
of the conversion to a multi-tenant build-
ing. And third, the holding period for 
both scenarios is assumed to be 10 years. 
The cash flows illustrated in that final 
year for each scenario consolidate the 
year 10 income plus the anticipated sale 
proceeds (which are based on year 11 
NOI) less the loan payoff. Again, all of 
the background information associated 
with each scenario was detailed in last 
month’s column and the first two T-bars 
in Figure 1 reflect the resultant cash flows 
on an annual basis.

There are two primary ways to ana-
lyze this type of decision – the easy but 
limited way and the hard but complete 
way. Let’s tackle the easy way first. 

Suppose the investor has a target inter-
nal rate of return (IRR) of 12% – i.e., the 
anticipated IRR for this investment is 
12%. To determine which scenario is 

Bird in the Hand, Part 2

Last month, we began a discussion regarding an analysis to 
compare a challenging decision that often faces a real estate 

investor – maintain the property as-is or upgrade the property with 
the expectations of achieving a higher rent. 
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better, simply discount all of the future 
cash flows back to the present at 12%. 
A financial calculator or Excel will be 
needed to complete this calculation 
and you will find that the net present 
value (NPV) of the “renovate” scenario 
is $1,948,628 and the NPV of the “as-is” 
scenario is $2,099,228. So, assuming the 
investor has a targeted IRR of 12%, the 
“as-is” scenario would be preferred, as 
it results in a higher NPV. For those of 
you who are more math-oriented, you 
will probably realize that the target IRR 
is a key component for this analysis, as 
it directly impacts the resultant NPV. 
Suppose the investor’s target IRR is a 
little higher – perhaps it’s 15%. If we 
recalculate the respective IRRs of each 
scenario, we discover that the NPV 
of the “renovate” scenario is now 
$1,822,440 while the NPV of the 
“as-is” scenario is $2,023,168. But 
what if the investor’s target IRR is 
a little lower, such as 10%? Again 
recalculating the IRRs, we find 
that the respective NPVs are now 
$2,054,285 and $2,162,511. 

The results of these various target 
IRRs are summarized in Figure 2 and 
we can see that there are two things of 
note going on as we change the target 
IRR. First, as the target IRR decreases, 
the NPV increases. This is expected, 
as discounting back at a lower IRR will 
always result in a higher NPV, regardless 
of the application. But there is some-
thing else going on – as the target IRR 
decreases, the difference between the 
two scenarios also decreases. At a target 
IRR of 15%, the difference between the 
“renovate” and “as-is” scenarios is just 
over $200,000, but at 10%, the differ-
ence narrows to just over $100,000. Put 
another way, the lower the investor’s 
target IRR is, the closer the two sce-
narios become. 

This begs a question – is there a 
target rate that results in the “renovate” 
scenario being more favorable than the 
“as-is” scenario? We could just con-

tinue to plug in successively lower IRRs 
to answer this question, using a “trial 
and error” approach. But there is another 
way, which is the second approach.

Referring back to Figure 1, you will note 
a third T-bar entitled “Differential.” This 
represents the difference in the cash flow 
between the “renovate” scenario and the 

“as-is” scenario each year. But we can use 
a slightly different financial calculation 
for this T-bar. Instead of calculating the 
NPV of this series of cash flows at a target 
IRR, we actually calculate the IRR. In 
this instance, the IRR would be 6.17%. 
This number is significant because it rep-
resents what is called the crossover point. 

Given the specific cash flows associated 
with the “renovate” and the “as-is” sce-
narios, if the target IRR is greater than 
6.17%, the “as-is” scenario will be more 
favorable. But if the target IRR is less 
than 6.17%, the “renovate” scenario will 
be more favorable. 

Over the last two months, we cer-
tainly plowed through a lot of 
assumptions and analysis. But this 
shouldn’t be surprising, given the 
complexity associated with this 
type of decision. The key to this 
analysis is its ability to take all of 
this complexity and distill it down 
to a number, which in this instance 
is the crossover IRR. Once this 

number is determined, that bird decision 
becomes a lot easier to make.

Alec Pacella, CCIM, senior vice president at NAI 
Daus, can be reached by phone at 216.455.0925 
or by email at apacella@naidaus.com. You can 
follow him on twitter @dausyouknow or on his 
blog at http://blog.sbequitiesinc.com.
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Daus, You Know?
INLAND MAKING NOISE The recent acquisition 
of creekside commons, a 200,000-square-foot 
shopping center in Mentor, marked the sixth 
shopping center in the cleveland region for 
the chicago-based ReIT. earlier this year, the 
company purchased cedar center North, a 
60,000-square-foot retail center. –AP
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