
A city block begins to look different once every building is viewed as both physical space 
and an operating financial asset. The office tower is providing workplaces, the shopping 
center is providing access to customers, the warehouse is supporting the movement of 
goods, and the apartment building is supplying housing through many separate rental 
units. Each property earns money because someone needs the location, space, access, 
equipment, visibility, or legal permission connected to it. Commercial real estate, 
commonly shortened to CRE, generally includes income-producing property, 
nonresidential property occupied by its owner, and land intended for business, 
investment, or development. Its value is often influenced less by the owner’s personal 
attachment and more by the income the property can produce, the reliability of that 
income, and the risk that the income may weaken. This causes commercial real estate to 
operate like a bridge between physical property and an ongoing business. 

The word commercial can be confusing because it does not simply mean that every 
person inside the building is operating a store. Office buildings, retail centers, 
warehouses, factories, hotels, medical buildings, self-storage facilities, mobile-home 
communities, senior housing, and many large apartment properties can fall within 
commercial real estate. In commercial lending, a residential property containing five or 
more units is commonly treated as multifamily commercial real estate, even though the 
people living there are residential tenants. A four-unit apartment building may be 
financed through residential lending programs, while a five-unit building usually enters a 
different financing world where the property’s income receives greater attention. 
Owner-occupied commercial real estate is used by the business that owns it, such as a 
dentist owning the building containing the dental practice. Investment commercial real 
estate is leased to other businesses or residents, allowing the owner to earn income from 
third-party tenants. 

Office property provides space for businesses, professionals, government agencies, 
nonprofit organizations, medical practices, and other organizations whose work requires 
offices or treatment areas. Office buildings are often described as Class A, B, or C, but 
these classes are market descriptions rather than universal legal grades. Class A usually 
describes newer or highly renovated buildings with strong locations, modern systems, 
quality finishes, professional management, and higher rents, while Class B generally 
describes functional properties with good but less prestigious features. Class C 
commonly refers to older buildings with fewer amenities, weaker locations, deferred 
improvements, or lower rents, although a Class C building in one city may be considered 
Class B in another. The submarket is the smaller geographic area in which the property 
directly competes, such as a downtown district, suburban office corridor, or medical 
cluster. Office demand is affected by business growth, work arrangements, parking, 
public transportation, floor design, operating costs, and the ability to adapt the space for 
changing tenant needs. 

Retail property depends on the relationship between location and customer behavior. A 
neighborhood shopping center may serve routine needs through a grocery store, 



pharmacy, restaurant, salon, or service business, while a regional mall attempts to attract 
customers from a much larger area. An anchor tenant is a major business expected to 
draw customers to the property, while inline tenants are the smaller stores arranged 
alongside the anchor. Visibility describes how easily customers can see the property or 
its signs, while access describes how safely and conveniently they can enter and leave. 
Traffic counts measure the number of vehicles passing the location during a stated 
period, but a busy road is not automatically valuable if customers cannot turn into the 
property. Retail value depends on whether the surrounding population, income, 
competition, parking, traffic patterns, tenant mix, and physical layout support the 
businesses expected to operate there. 

A retail lease may contain a co-tenancy clause, which gives a tenant certain rights if an 
important anchor closes or the center’s occupancy falls below an agreed level. Those 
rights might include reduced rent, the ability to terminate, or another remedy described 
in the lease. The reasoning is that a smaller store may have agreed to pay its rent partly 
because a major anchor was expected to produce customer traffic. Exclusive-use rights 
may prevent the landlord from leasing another space in the same center to a direct 
competitor, such as a second full-service pharmacy or another business selling a 
particular primary product. A use clause defines what the tenant may operate in the 
premises, while a prohibited-use clause limits activities that might harm the center, 
violate another tenant’s rights, or create legal and insurance problems. These provisions 
show why a shopping center is not merely a row of rentable boxes; it is an arranged 
group of businesses whose operations can strengthen or weaken one another. 

Industrial real estate supports manufacturing, storage, distribution, assembly, research, 
and the movement of goods. A warehouse provides storage, a distribution center is 
designed for products to arrive and leave efficiently, and a manufacturing facility 
contains systems needed to make or assemble products. Flex space combines 
warehouse or production space with offices, showrooms, or other adaptable areas. Clear 
height is the usable vertical distance from the floor to the lowest overhead obstruction, 
and greater clear height can allow more efficient stacking and storage. A loading dock 
lets trucks transfer goods at a raised platform, while a drive-in door allows a vehicle to 
enter the building at ground level. Industrial tenants also examine electrical capacity, 
floor strength, column spacing, truck-court depth, trailer parking, fire-suppression 
systems, highway access, labor availability, and distance from customers or 
transportation hubs. 

Multifamily property contains separate residential units operated as one 
income-producing asset. The unit mix describes the combination of studios, 
one-bedroom, two-bedroom, and larger units, and that mix affects the tenants the 
property can serve. Physical occupancy measures the percentage of units occupied, 
while economic occupancy measures the percentage of possible rental income actually 
collected after vacancy, concessions, and unpaid rent. A concession is a temporary 
benefit, such as one month of free rent, used to attract or retain tenants without 
permanently lowering the advertised rent. The loss-to-lease measures the difference 



between current contract rents and the rents management believes the units could 
command in the market. Although the financing and valuation may be commercial, the 
leases remain residential and are still governed by applicable landlord-tenant, 
fair-housing, habitability, deposit, and eviction laws. 

Hotel property combines real estate with an operating business because the rooms are 
effectively rented one night at a time. The average daily rate, commonly called ADR, is 
the average room revenue earned for each occupied room. Occupancy measures the 
percentage of available rooms that were sold, while revenue per available room, known 
as RevPAR, combines rate and occupancy to show how much room revenue the hotel 
generated across all available rooms. If a hotel has a $160 ADR and 75 percent 
occupancy, its RevPAR is $120 because $160 multiplied by 75 percent equals $120. Hotel 
performance also depends on labor, food and beverage operations, online booking fees, 
maintenance, management or franchise agreements, local events, tourism, business 
travel, and seasonal demand. A hotel can therefore be located on valuable land and still 
perform poorly if the operating business is weak. 

Mixed-use property places more than one use within the same project, such as retail 
stores on the ground floor with apartments or offices above them. Mixed use can create a 
lively environment and diversify income, but it also brings different parking needs, 
operating schedules, security concerns, utility patterns, construction requirements, and 
lease structures into one property. Special-purpose property is designed for a narrow 
use, such as a theater, church, school, car wash, cold-storage facility, data center, or 
nursing facility. The more specialized the building becomes, the smaller the pool of 
replacement users may be if the current occupant leaves. Functional obsolescence 
occurs when a building’s design or systems no longer meet what modern users require, 
even if the structure remains physically standing. A specialized property can be 
extremely valuable to the right operator and difficult to sell to everyone else. 

The financial heart of most investment commercial real estate is the lease, because the 
lease turns physical space into a stream of contractual income. A commercial lease is 
usually negotiated more heavily than a residential lease because rent, repairs, operating 
expenses, improvements, insurance, taxes, assignment rights, and renewal options may 
all involve substantial money. The lease term is the period during which the agreement 
remains in effect, while the commencement date is the date the lease begins or the 
tenant’s obligations start under the agreement. Rent commencement may occur later 
than lease commencement when the tenant receives time to build out or prepare the 
space. The expiration date marks the scheduled end of the term, while an option allows a 
party to extend, expand, purchase, terminate, or exercise another right under stated 
conditions. Every option should be reviewed carefully because an apparently valuable 
right may contain deadlines, notice requirements, rent-reset procedures, or conditions 
that make it difficult to use. 

Commercial rent is often quoted by the square foot on an annual basis, although market 
practice varies and every quotation should be confirmed. If a tenant leases 2,000 rentable 



square feet at $30 per square foot per year, the annual base rent is $60,000 and the 
monthly base rent is $5,000 before additional charges. Base rent is the primary payment 
for occupying the space, while additional rent is a broad lease term that may include 
taxes, insurance, maintenance, utilities, or other reimbursable expenses. Usable square 
feet is the area the tenant can occupy directly, while rentable square feet includes the 
usable area plus an allocated share of certain common areas. A load factor is the 
relationship between rentable and usable space, so a tenant may occupy 10,000 usable 
square feet but pay rent on 11,500 rentable square feet. This distinction matters because 
two spaces advertised at the same rent per square foot can produce different actual 
occupancy costs. 

A gross lease generally places most property operating expenses on the landlord, with 
the tenant paying a stated rent intended to cover the use of the space and those 
expenses. A full-service gross lease may include items such as property taxes, 
insurance, common-area maintenance, janitorial service, and utilities, although the exact 
package depends on the document. A modified gross lease divides operating expenses 
between the parties through negotiated rules rather than placing nearly everything on 
one side. A net lease requires the tenant to pay base rent plus some portion of property 
expenses. The expressions single net, double net, and triple net attempt to describe how 
many major categories are passed through, but the labels are not dependable substitutes 
for reading the lease. Two leases both called triple net can allocate roofs, structures, 
parking lots, management fees, capital costs, and administrative charges differently. 

A triple-net lease, often written as NNN, commonly requires the tenant to pay or 
reimburse its share of property taxes, insurance, and common-area operating expenses 
in addition to base rent. Common-area maintenance, shortened to CAM, includes costs 
connected with shared portions of the property, which may include parking lots, 
landscaping, lighting, security, cleaning, snow removal, repairs, and management. The 
tenant’s pro rata share is its proportional part of the expense, often calculated by 
dividing the tenant’s rentable area by the property’s applicable rentable area. An expense 
stop is a level above which the tenant begins reimbursing expenses, while a base year 
uses the expenses from a stated year as the landlord’s starting responsibility. A 
reconciliation compares estimated payments collected during the year with the expenses 
actually incurred, producing either an additional bill or a credit. The owner must 
understand exclusions, caps, gross-up provisions, and audit rights because poor 
expense administration can cause disputes and lost income. 

A gross-up provision allows certain variable operating expenses to be adjusted to the 
amount they would have reached if the building had been more fully occupied. This 
prevents a tenant in a half-empty office building from receiving an artificial benefit merely 
because expenses such as janitorial work or utilities are temporarily low. Controllable 
expenses are costs over which the landlord is considered to have meaningful influence, 
while uncontrollable expenses may include property taxes, insurance, utilities, or other 
costs driven largely by outside forces. A cap limits how quickly certain recoverable 
expenses can increase for the tenant, but the lease must state whether the cap is 



cumulative, compounded, or applied to individual categories. An exclusion prevents a 
particular cost from being passed through, such as the landlord’s income taxes, debt 
payments, leasing commissions, or expenses caused by another tenant’s negligence. 
Small wording differences in these provisions can affect thousands of dollars across a 
long lease. 

Some retail leases add percentage rent, which requires the tenant to pay a percentage of 
sales after reaching an agreed threshold. The breakpoint is the sales level at which 
percentage rent begins, and it may be negotiated directly or calculated by dividing 
annual base rent by the agreed percentage. If annual base rent is $120,000 and the 
percentage is six percent, the natural breakpoint would be $2,000,000 in sales. The lease 
must define gross sales because returns, online orders, delivery sales, taxes, gift cards, 
transfers between stores, and other transactions can change the calculation. Percentage 
rent allows the landlord to share in the tenant’s success, but it also requires accurate 
reporting and possible audit rights. A landlord should never assume that high customer 
traffic automatically means strong reported sales without a clear lease and reliable 
records. 

Rent frequently changes during the lease through contractual increases known as 
escalations. A fixed escalation raises rent by a stated amount or percentage, while an 
index escalation ties the change to an outside measure such as the Consumer Price 
Index. A market-rate reset adjusts rent according to the property’s market at a future 
date, but the lease needs a procedure for determining that market rent if the parties 
disagree. Free rent is a period during which the tenant occupies or controls the space 
without paying full base rent, often used as a leasing incentive. The face rent is the rent 
printed in the schedule, while the effective rent reflects concessions, tenant 
improvements, commissions, and other economic costs across the lease term. A lease 
quoting $40 per square foot can be less valuable than one quoting $36 if the first requires 
large construction contributions and a long free-rent period. 

Tenant improvements, often shortened to TI, are alterations made so the space can 
support the tenant’s operations. A tenant-improvement allowance is money the landlord 
agrees to contribute toward that work, while a turnkey arrangement requires the landlord 
to deliver the space in an agreed completed condition. The work letter is the lease 
attachment describing construction responsibilities, plans, approvals, allowances, cost 
overruns, deadlines, and delivery conditions. A leasing commission is compensation 
paid to a broker for arranging the lease and is often based on rent or lease value over the 
term. These costs may require substantial cash before the landlord receives steady rent. 
A vacant suite is therefore not cured merely by signing a lease, because the owner may 
still need months of construction, free rent, commissions, and legal expenses before the 
lease begins producing positive cash flow. 

Tenant credit describes the likelihood that the tenant will perform its financial obligations 
throughout the lease. A national company with audited financial statements and 
substantial resources may present different credit risk from a newly created business 



with little operating history, although large companies can also fail. A guaranty is a 
promise by another person or company to answer for the tenant’s obligations, while a 
security deposit provides money the landlord may hold and apply according to the lease. 
A letter of credit is a bank’s promise to pay the landlord under stated conditions, giving 
the landlord another source of payment if properly structured and maintained. A 
good-guy guaranty, used in some markets, may limit a guarantor’s future liability if the 
tenant surrenders the premises properly and satisfies specified conditions. These 
protections must be evaluated alongside the tenant’s business, lease term, investment in 
the location, financial statements, and ability to relocate. 

A rent roll is a property-level schedule listing tenants, spaces, rents, lease dates, 
deposits, expense obligations, options, and other important lease information. The rent 
roll is useful, but it is a summary rather than proof that every entry is correct. Lease 
abstracting is the process of reading a lease and extracting its essential business and 
legal terms into a usable summary. The owner must compare the abstracts with 
amendments, side agreements, payment records, renewal notices, and the actual leases. 
A side agreement is a separate promise that may change the economic arrangement 
without appearing in the original lease. If the seller’s rent roll says a lease expires in five 
years but an amendment gives the tenant an early termination right next year, the 
amendment changes the risk dramatically. 

Lease rollover describes the expiration of leases and the possibility that existing tenants 
may leave, renew, or demand new terms. A rollover schedule shows how much rent or 
occupied space expires during each future year. Weighted average lease term, often 
called WALT, estimates the average remaining lease term after weighting each lease 
according to rent or area. A long WALT may provide income stability, but it can also trap 
the owner below market if rents are fixed too low for many years. A short WALT may 
create immediate risk, yet it can also allow rents to be increased or the tenant mix to be 
improved. Lease duration becomes meaningful only when examined with rent levels, 
tenant credit, options, market demand, building condition, and the cost of replacing 
tenants. 

An estoppel certificate is a tenant’s signed statement confirming important lease facts, 
such as rent, deposit, expiration, amendments, defaults, and claims against the landlord. 
A buyer or lender requests estoppels because the tenant possesses direct knowledge of 
the lease relationship and may reveal disagreements that the seller did not disclose. A 
subordination, nondisturbance, and attornment agreement, shortened to SNDA, 
addresses the relationship among the tenant, landlord, and lender. Subordination 
generally places the lease behind the lender’s mortgage, nondisturbance may protect the 
tenant’s occupancy after foreclosure if the tenant is not in default, and attornment 
requires the tenant to recognize the lender or foreclosure purchaser as the new landlord. 
These documents become especially important when a tenant has invested heavily in the 
location. A valuable building can become difficult to finance if its major leases contain 
unclear or lender-unacceptable rights. 



Income begins with the rent roll but must be rebuilt into a property operating statement. 
Potential gross income is the income the property could produce if all available space 
were occupied and every tenant paid as expected. Vacancy and credit loss estimates the 
income lost through empty space, concessions, nonpayment, or collection problems. 
Effective gross income is the income expected after those losses, including other 
property income such as parking, signage, storage, laundry, or expense reimbursements. 
Operating expenses are the ordinary costs of running the property, such as management, 
repairs, utilities, insurance, taxes, landscaping, cleaning, and administration. Net 
operating income, known as NOI, is generally effective gross income minus operating 
expenses before debt service, income taxes, depreciation, and major capital 
expenditures. 

Suppose a property could produce $600,000 in rent and other recurring income at full 
collection, but normal vacancy and credit loss are expected to reduce that amount by 
$50,000. The effective gross income would be $550,000. If ordinary operating expenses 
total $200,000, the property’s NOI would be $350,000. A $240,000 annual mortgage 
payment is not subtracted when calculating NOI because debt service depends on the 
owner’s financing rather than the property’s operations. Replacing a roof may also be 
excluded from normal NOI as a capital expenditure, although reserves or recurring 
replacement costs may be considered separately by buyers and lenders. The exact 
presentation should always be examined because sellers sometimes label expenses in 
ways that make NOI appear stronger than it truly is. 

Capitalization rate, usually called the cap rate, expresses a property’s annual NOI as a 
percentage of its value or price. If a property produces $350,000 in NOI and sells for 
$5,000,000, the going-in cap rate is seven percent because $350,000 divided by 
$5,000,000 equals 0.07. When market participants select a cap rate and estimate 
stabilized NOI, value may be estimated by dividing NOI by that rate. Stabilized NOI is the 
income the property is expected to produce under normal, sustainable conditions rather 
than during a temporary unusual period. At a seven-percent cap rate, $350,000 of 
stabilized NOI suggests a value of $5,000,000. At an eight-percent cap rate, the same NOI 
suggests $4,375,000, showing that a higher required return generally produces a lower 
value when income remains unchanged. 

Cap rates reflect expectations about risk, growth, location, tenant strength, property 
condition, lease duration, financing conditions, and the attractiveness of alternative 
investments. A low cap rate does not automatically mean a good property, because the 
buyer may be paying a high price for each dollar of current income. A high cap rate may 
represent an opportunity, but it may also warn of weak tenants, declining demand, 
expensive repairs, short leases, or an undesirable location. The cap rate also describes 
only one period of income and does not directly show future rent growth, financing, sale 
proceeds, or major capital costs. Comparing cap rates without examining how NOI was 
calculated can create false conclusions. One seller may include every management cost 
while another removes management entirely, making the second property look more 
profitable even though both require management. 



A discounted cash-flow analysis, shortened to DCF, estimates the property’s value by 
projecting future cash flows and translating them into present value. Present value 
recognizes that a dollar expected years from now is generally worth less than a dollar 
available today because today’s dollar can be used, invested, or protected from 
uncertainty. The discount rate is the return used to convert projected future money into 
today’s value. The analysis may estimate rents, vacancies, operating expenses, tenant 
improvements, leasing commissions, capital expenditures, debt payments, and eventual 
sale proceeds across several years. The reversion is the estimated value or sale 
proceeds expected when the property is sold at the end of the projection. A DCF can be 
more informative than a single cap rate, but detailed assumptions do not become 
accurate merely because they appear in a complex spreadsheet. 

Commercial properties are also compared through unit measures that fit the property 
type. Price per square foot can help compare office, retail, and industrial properties, 
while price per unit is common in multifamily analysis. Hotels may be compared by price 
per key, with a key meaning a rentable hotel room, and self-storage may be examined 
through rentable square footage or price per unit. These measures are useful for quick 
comparison but do not replace income analysis. A half-empty luxury office building can 
have the same price per square foot as a fully occupied older building while carrying very 
different risk. The physical unit tells how much property is being purchased, while the 
income analysis tells what that property is producing. Both are needed because a low 
price per square foot may simply reflect a building requiring expensive renovation or 
struggling to attract tenants. 

The purchase process often begins with a letter of intent, commonly called an LOI, which 
outlines the proposed price, timing, financing, due-diligence period, deposit, and major 
business terms. Much of an LOI may be nonbinding, meaning the parties have not yet 
made a final enforceable promise to complete the sale, although confidentiality, 
exclusivity, access, or cost provisions may still be binding. The purchase and sale 
agreement, often shortened to PSA, is the detailed contract governing the transaction. 
Earnest money is the buyer’s deposit demonstrating seriousness and may become 
nonrefundable after certain conditions or deadlines are satisfied. A contingency gives 
the buyer a contractual right to investigate or terminate when a stated condition is not 
met, such as acceptable financing, environmental results, title, zoning, or physical 
condition. Once the due-diligence period expires, the buyer may lose the right to cancel 
and recover the deposit for reasons that could have been discovered earlier. 

Due diligence is the organized investigation performed before the buyer becomes fully 
committed. Financial due diligence examines leases, rent rolls, bank deposits, tenant 
ledgers, expense statements, tax bills, utility records, service contracts, insurance 
claims, budgets, and capital projects. A trailing twelve-month statement, often called a 
T-12, shows the property’s actual income and expenses during the most recent twelve 
months. This period may cross two calendar years, allowing the buyer to see recent 
performance without waiting for a year-end statement. Accounts receivable are amounts 
tenants owe but have not yet paid, while accounts payable are amounts the property 



owes vendors or others. Large receivables may reveal that the rent roll shows contracted 
rent that the property is not actually collecting. 

Physical due diligence studies the land, structure, roof, foundation, exterior, heating and 
cooling, plumbing, electrical systems, elevators, parking, drainage, fire protection, and 
other building components. A property condition assessment is a professional review 
intended to identify current defects, deferred maintenance, and likely future 
replacements. Deferred maintenance means necessary work that has been postponed, 
while immediate repairs are conditions requiring prompt correction for safety, function, 
or asset preservation. A replacement reserve analysis estimates when major components 
may need replacement and how much money should be set aside over time. The buyer 
should distinguish cosmetic appearance from structural and mechanical condition 
because fresh paint can hide neglect without correcting it. A low purchase price can 
disappear quickly when roofing, pavement, elevators, plumbing, and heating systems 
reach failure at the same time. 

Environmental investigation matters because ownership can carry responsibility for 
contamination created long before the current buyer arrived. A Phase I environmental 
site assessment reviews historical uses, government records, neighboring properties, 
site conditions, and other evidence to identify possible environmental concerns, 
generally without taking physical soil or groundwater samples. A Phase II assessment 
may follow when sampling is needed to determine whether contamination exists and how 
serious it may be. All Appropriate Inquiries, or AAI, is the federal process for evaluating 
environmental conditions and potential liability before acquiring certain property. The 
current EPA framework recognizes specified environmental assessment standards and 
explains that important timing requirements apply before acquisition. The Environmental 
Protection Agency’s AAI guidance shows why environmental review must be completed 
properly and on time rather than ordered casually after closing. 

Legal due diligence asks whether the property can lawfully do what the buyer expects it 
to do. Zoning is the local system controlling permitted land uses, building size, height, 
density, parking, signs, setbacks, and other development conditions. A conforming use 
complies with current zoning, while a legal nonconforming use may have been lawful 
when established but no longer fit current rules. An entitlement is a government approval 
allowing a proposed development or use, and it may include rezoning, a variance, 
site-plan approval, subdivision approval, or another permission. A certificate of 
occupancy is the government document confirming that a building or space may be 
occupied for an approved use under applicable requirements. A restaurant buyer who 
purchases a building zoned only for limited office use may own valuable real estate but 
still lack the right to operate the intended business. 

Title examination determines who owns the property and what recorded claims or 
restrictions affect it. A lien is a legal claim securing payment of a debt, while an easement 
gives someone a limited right to use another person’s land for a purpose such as access, 
utilities, drainage, or parking. An encroachment occurs when a structure or improvement 
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crosses a boundary or occupies an area where it may not belong. A survey locates 
boundaries, buildings, access points, easements, parking areas, and visible 
improvements, helping the buyer compare the physical property with the legal 
description and title records. Restrictive covenants are private recorded rules limiting 
property use, and they may create obligations beyond local zoning. A property can 
therefore satisfy zoning and still face private restrictions that prevent the buyer’s 
intended use. 

Accessibility must be examined as a continuing legal and operational responsibility 
rather than a cosmetic choice. The Americans with Disabilities Act applies to public 
accommodations and commercial facilities, while state and local accessibility rules may 
add further requirements. A lease may allocate certain accessibility work or costs 
between landlord and tenant, but that private allocation does not necessarily remove 
responsibility to the public. The Department of Justice explains that both landlord and 
tenant may remain responsible for applicable Title III obligations even when their lease 
divides the work between them. This makes entrances, routes, parking, restrooms, 
counters, doors, signs, and alterations important parts of due diligence and construction 
planning. The current federal explanation appears in the Justice Department’s ADA Title 
III technical assistance. 

Commercial financing evaluates the borrower, the property, the tenants, the leases, and 
the market together. Underwriting is the lender’s process of deciding whether to make 
the loan and on what terms after examining repayment ability, collateral, experience, 
credit, capital, and risk. Collateral is property pledged to secure the loan, but a careful 
lender still wants a reliable source of repayment rather than expecting foreclosure to 
solve a weak transaction. The Office of the Comptroller of the Currency describes 
commercial real estate lending as including acquisition, development, construction, and 
financing of income-producing or owner-occupied real estate. This wide range explains 
why a stabilized apartment loan is underwritten differently from financing vacant land or 
a building under construction. The basic federal banking framework is summarized in the 
OCC’s commercial real estate guidance. 

Loan-to-value, shortened to LTV, compares the loan amount with the property’s value. A 
$3,250,000 loan on a property valued at $5,000,000 has a 65 percent LTV because 
$3,250,000 divided by $5,000,000 equals 0.65. Loan-to-cost, known as LTC, compares the 
loan with the total cost of an acquisition or development project. If a development costs 
$10,000,000 and the construction loan is $7,000,000, the LTC is 70 percent. The 
borrower’s remaining contribution is commonly called equity, although additional costs 
and reserves may require more cash than the basic difference. LTV protects the lender 
through value, while LTC helps show how much of the actual project cost the borrower is 
funding. 

Debt-service coverage ratio, shortened to DSCR, compares NOI with annual principal and 
interest payments. If a property produces $350,000 in NOI and annual debt service is 
$250,000, the DSCR is 1.40 because $350,000 divided by $250,000 equals 1.40. A ratio of 
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1.00 means the property produces exactly enough NOI to cover the scheduled debt 
service, leaving no operating cushion within that calculation. A ratio below 1.00 means 
the property’s NOI is insufficient to cover the scheduled payments. A lender may require 
a ratio above 1.00 so the property can withstand some reduction in income or increase in 
expenses. The required level varies by property, loan, lender, market, and risk rather than 
being one universal number. 

Debt yield compares property NOI with the loan balance without using the interest rate or 
amortization schedule. A property producing $350,000 in NOI with a $3,250,000 loan has a 
debt yield of approximately 10.77 percent. Lenders use this measure because a long 
amortization schedule or temporarily low interest rate can make DSCR appear 
comfortable even when the loan is large compared with the property’s income. Debt yield 
asks how much annual NOI the lender receives in relation to the amount exposed. Cap 
rate compares NOI with property value, while debt yield compares NOI with loan amount. 
Since the loan is normally lower than the value, debt yield is ordinarily higher than the 
going-in cap rate. 

Commercial loans often have a loan term shorter than the amortization period. The term 
is the number of years before the loan matures, while amortization is the schedule used 
to spread principal repayment. A loan may have a ten-year term but calculate payments 
as though the balance were being repaid over twenty-five years. At the end of year ten, 
the remaining balance becomes due as a balloon payment, meaning a large final payment 
that has not been eliminated through the monthly schedule. The borrower may plan to 
refinance, sell, or pay the balance from other resources. Refinance risk is the danger that 
replacement financing will be unavailable or too expensive when the loan matures 
because interest rates, value, NOI, lender standards, or the borrower’s condition have 
changed. 

A recourse loan allows the lender to pursue the borrower or guarantor beyond the 
mortgaged property when the loan documents and law permit. A nonrecourse loan 
generally limits recovery to the property and related collateral, although nonrecourse 
loans commonly contain carve-outs. A carve-out identifies conduct that can create 
personal liability, such as fraud, intentional misrepresentation, misuse of rents, 
unauthorized transfers, environmental violations, or interference with the lender’s 
remedies. These are sometimes called bad-boy guarantees, but the informal name can 
hide how broad the actual language may be. A completion guaranty may require the 
guarantor to finish a construction project, while a payment guaranty may cover some or 
all unpaid debt. The word nonrecourse should never be accepted without reading the 
exceptions and guarantees. 

Loan covenants are promises requiring the borrower to maintain or avoid certain 
conditions during the loan. Financial covenants may require minimum DSCR, limits on 
additional debt, regular financial reporting, or maintenance of reserves. A replacement 
reserve is money deposited for future capital work, while a tenant-improvement and 
leasing-commission reserve is dedicated to the cost of attracting and preparing space for 



tenants. Cash management allows the lender to control property income through 
designated accounts, sometimes becoming stricter if performance falls below an agreed 
trigger. A lockbox is an account into which tenants send rent so collections can be 
controlled and properly distributed. These provisions can protect the property during 
stress, but they also limit the owner’s ability to withdraw cash whenever desired. 

Development begins with land but depends on much more than ownership. The 
developer studies demand, controls or purchases a site, seeks government approvals, 
designs the project, arranges financing, manages construction, leases or sells the 
completed space, and carries risk until the property becomes stable. Feasibility is the 
process of determining whether the expected value and income justify the total cost and 
risk. Hard costs are direct construction expenses such as labor and materials, while soft 
costs include architecture, engineering, legal work, permits, financing, insurance, 
marketing, and professional services. Carrying costs are expenses incurred while the 
project is being held, such as taxes, interest, security, utilities, and maintenance. A 
contingency is additional money budgeted for uncertain costs because real projects 
rarely proceed exactly according to the first estimate. 

Construction loans generally release money through draws rather than giving the 
developer the entire loan at once. A draw is a periodic advance used to pay completed 
project costs after the lender reviews invoices, inspections, budgets, and other 
documentation. A lien waiver is a contractor’s or supplier’s statement giving up specified 
lien rights after receiving payment, helping prevent the property from being burdened by 
unpaid construction claims. An interest reserve is loan or equity money set aside to 
make interest payments during construction before the project produces operating 
income. Cost overruns occur when actual costs exceed the budget, and the loan 
documents determine whether the lender, developer, investors, or another guarantor 
must supply the shortage. A project that appears profitable on paper can fail if delays 
consume the interest reserve and required equity before the building is ready. 

Lease-up is the period during which a completed or renovated property attracts tenants 
and moves toward its expected occupancy. Stabilization occurs when occupancy, rents, 
collections, and expenses reach a reasonably sustainable operating level. A development 
may be physically complete but financially unstable because empty space is not yet 
producing enough rent to support permanent financing. Preleasing means tenants 
commit before construction is finished, giving lenders and investors evidence of 
demand. Absorption measures how quickly available space is occupied within a property 
or market during a stated period. If new construction adds space faster than tenants 
absorb it, vacancy and concessions may rise even when the local economy is growing. 

Commercial property management combines building care with lease administration and 
financial control. The manager must collect rent, track options, reconcile expenses, 
maintain insurance records, supervise vendors, prepare budgets, communicate with 
tenants, inspect the property, and protect the owner’s legal rights. Lease administration 
means monitoring every date, payment, adjustment, reimbursement, notice, and 



obligation contained in the leases. A triple-net property is not management-free merely 
because tenants reimburse many expenses, because someone must calculate those 
expenses, maintain common areas, enforce insurance requirements, and plan capital 
work. Preventive maintenance protects the building, while tenant relations protect the 
income stream. Saving a small amount by neglecting both can create a much larger loss 
during renewal or sale. 

Commercial vacancy can be more expensive than residential vacancy because 
replacement tenants may require long searches, extensive construction, broker 
commissions, and free rent. Downtime is the period in which space produces no rent 
between occupants. Rollover cost includes the cash required to retain the existing tenant 
or replace it with another, including repairs, improvements, legal work, commissions, and 
concessions. A building showing high current occupancy may still carry serious rollover 
risk if most leases expire within the same year. Tenant concentration occurs when one 
tenant or a small group supplies a large share of the property’s income. Losing a tenant 
occupying half the building can damage value, DSCR, and refinancing ability at the same 
time. 

Market risk is the possibility that rents, occupancy, or values will weaken because of 
economic or local conditions. Credit risk is the possibility that a tenant or borrower will 
fail to perform, while interest-rate risk concerns changes in borrowing costs and 
investment returns. Liquidity risk is the possibility that the owner cannot sell or refinance 
quickly without accepting a large loss. Construction risk concerns cost, completion, 
contractors, permits, materials, and scheduling, while environmental risk concerns 
contamination and related responsibility. Obsolescence risk arises when physical 
design, technology, location, or user preferences make the property less competitive. 
These risks overlap, which is why a single vacant tenant can lead to lower NOI, reduced 
value, covenant problems, and refinancing difficulty. 

Commercial real estate moves through cycles of expansion, heavy construction, excess 
supply, falling occupancy, reduced building, and eventual recovery. The cycle is not 
identical in every city or property type because office, retail, industrial, apartments, 
hotels, and specialty assets respond to different forces. Supply means available space, 
while demand means the amount users are willing and able to occupy at prevailing 
terms. New construction often arrives after strong demand has already raised rents 
because planning and building take years. By the time the new space opens, the 
economy may have changed, leaving too much supply. Investors who study only current 
occupancy may miss the competing projects already moving through the development 
pipeline. 

Ownership is often placed in a special-purpose entity created to hold one property and 
separate its records from other activities. A joint venture is an arrangement in which two 
or more parties combine resources for a particular investment. The sponsor or managing 
member usually finds and operates the deal, while passive investors contribute capital 
without controlling daily decisions. Preferred return describes a contractual priority for 



distributions to certain investors before the sponsor shares more heavily in profits. A 
promote is an increased share of profit awarded to the sponsor after specified 
performance levels are reached, while a waterfall is the sequence through which cash is 
divided among the parties. These structures divide money and authority, but they cannot 
change a weak property into a strong one. 

A complete example brings the pieces together without hiding behind the formulas. 
Consider a neighborhood shopping center offered for $4,800,000 with stabilized NOI of 
$378,000, producing a going-in cap rate of approximately 7.88 percent. If a lender offers 
65 percent of the price, the loan would be $3,120,000 and the initial price-based equity 
would be $1,680,000 before closing costs, reserves, and immediate improvements. With 
annual debt service of $260,000, the DSCR would be approximately 1.45 because 
$378,000 divided by $260,000 equals about 1.45. The property would produce roughly 
$118,000 after debt service but before income taxes, major capital work, and investor 
distributions. That figure appears attractive until the leases, tenant credit, roof, parking 
lot, expense reconciliations, environmental history, and future rollover costs are 
examined. 

Suppose the center’s largest tenant supplies $140,000 of the NOI and has a lease 
expiring in eighteen months. If the tenant leaves, the owner may lose rent, absorb 
expenses previously reimbursed by the tenant, pay a broker, provide a large 
improvement allowance, and wait months for a replacement. The current $378,000 NOI 
would no longer describe the property’s immediate future, and the lender might 
underwrite a lower amount. A purchase at a strong-looking cap rate could therefore 
become a weak investment if that rate was built on income nearing expiration. 
Conversely, the center might contain below-market leases with strong tenants likely to 
renew, giving the buyer a reasonable path toward higher income. Commercial analysis 
does not stop after calculating returns; it asks how those returns are created, how 
durable they are, and what must be spent to preserve them. 

Commercial real estate becomes understandable when the building is read in the correct 
order. The land and structure determine what physically exists, zoning and legal rights 
determine what may be done there, tenants and leases determine who pays for its use, 
operations determine NOI, the market converts income and risk into value, and financing 
decides how the investment is divided between debt and equity. Due diligence tests 
whether the seller’s story agrees with the documents and physical property, while 
management determines whether the expected performance survives after closing. The 
calculations are important, but every calculation rests on human behavior: customers 
must visit, businesses must succeed, tenants must pay, managers must act, and lenders 
must remain willing to finance.  


