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WINNING WITH

EFFICIENCY

IN

INCOME PROPERTY

BUDGETS

BY MARK JEWELL

t's budget time once again for
real-estate investors across
the country deciding how to
alocate their precious capital
for next year. Knowing
whether an upgrade makes sense,
who should pay for it, and who
might benefit is usually much more
complicated for income-property
owners than for owner-occupants.

In the latter case, the party that
pays for the upgrade captures al of
the savings. Income properties face
additional challenges, including:

e allocating costs and savings
between owner and tenants

e predicting how shifts in build-
ing use and occupancy might
change project economics

«valuing how the owner’s share
of savings would affect the proper-
ty’sappraisal.

In large income-producing real
estate portfolios, capital budgeting
involves portfolio managers, asset
managers, property managers,
building engineers, energy man-
agers, and others. These personnel
play different roles in the process.
Portfolio managers handle the high-
level allocations of capital between
various investment sectors. Asset
managers work to improve portfo-

lio value by recommending which
specific properties to buy, sell,
improve, or reposition, and property
managers handle day-to-day build-
ing operations. Building and energy
managers perform their usual
duties. These different roles provide
different perspectives on energy.
Lack of clear communication
between stakeholders is one of the
biggest reasons worthwhile energy
projects don't get the funding they
deserve. While the engineers are
talking “therms’ and “kilowatts’ the
people with the checkbook are mak-
ing decisions based on “capitaliza
tion rates’ and “net present values.”

Six Steps

There's no better time than bud-
get season to begin taking a more
rational approach to using energy
efficiency to create value in income
properties. The following six steps
provide a good foundation:

* Establish consensus on the
organization’s investment criteria

e Clearly communicate those cri-
teria to each player in the decision-
making hierarchy

» Develop a quick and inexpen-
sive screening system to locate and
rank upgrades

In large income-producing real estate portfolios, capital budgeting involves . . . energy managers, and others.
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Before Tax Cash Flow

.Potential Gross Income

Miscellaneous Income

In this example, a $1.00/ft? upgrade with
~3-year simple payback period supports
$3.50/ft? in higher asset value.

-Operating Expenses (owner’s share)

>

-Debt Service

e Advance to more detailed
stages of analysis with those prop-
erties/projects that score highest in
the preliminary screening

* Take the time to calculate how
the engineering benefits of a pro-
posed upgrade would translate into  do
financial benefits for the real-estate i
investor

e Research and pursue rebates
and other incentives to help pay for
the process

Years ago, “external growth”
was the name of the game. Build
buildings. Buy buildings. Better yet,
buy whole real estate companies.
These days, high vacancy has put a
damper on rental rates and specula-
tive building. At the same time, low
interest rates have made it difficult
to purchase existing buildings at
reasonable prices. Now, internal

growth is the more sensible strategy
to pursue: lower operating expens-
es, improve tenant attraction and
retention, and do anything else thal
improves the. profi

November 2003
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vide valuable advice in screenin

e closest to the

Income Approach to Appraisal

buildings don’t understand the
investment criteria being used, senior
management should educate then

0 0S Detl-
e people who operate
them day-to-day, and they can pro-

and evaluating prej T
0 e tin
u e S0 t
t EQ m-
) er s to

S
ost -worthy proj
organi d

the worst metrics to use when
selecting which projects to approve

an win approval. These criteria
should be agreed upon in advance,
and ranked in the order of “least-
expensive-to-study” to “most-
expensive-to-study.” The goa here
is to evaluate the entire universe of
properties and possible projects,
eliminating the least attractive ones
quickly and inexpensively.

One approach that works well is
to commission an inexpensive prop-
erty survey that assigns a score to:

* Technical potential to improve
energy efficiency

« Utility cost intensity on a per-
unit basis

e Availability of rebates and
other incentives to improve project
profitability

In the case of income-producing
portfolios, those buildings that
receive the highest score would also
receive apreliminary leasing survey
to discover whether:

» The expense-sharing provi-
sions of the existing leases would
likely allocate enough of the savings
to the owner to justify the upgrade

* There are any cap-ex-cost-
recovery provisions in the existing
leases that would permit the owner
to assess tenants for some or al of
the upgrade’ s cost

It is critical that this survey be
designed and administered by con-
sulting professionals who specialize
in both energy-efficiency engineer-
ing and the dynamics of leased
buildings.

The leasing survey should

address how utilities are metered
and hilled throughout the property,
the types of expense-sharing and
capital-cost-recovery provisions
contained in existing leases, length
of leases remaining, and other fac-
tors relevant to alocating the costs
and benefits of a potential_upg

cores in this pre-screening
phase should progress to the follow-
ing more expensive activities. The
first follow-up activi d be an

ite vi f pgrade
i e remote

energy-
i er ed during
'n¥tio
Idings that still
t

projects. By limiting the cost of per-
forming energy analyses to only

0 e decision-making
process will be minimized.

Once projects are well defined
from an engineering standpoint, the
estimated construction costs and
projected savings need to be insert-
ed into an income-property-specific

Each year, utilities
... offer over $1
billion in rebates
and other incentives
to help study and
implement energy-
and water-efficiency
improvements.

investment-grade financial anaysis.
A leasing andysis will alocate the
projected costs/benefits between the
owner and tenants. A property valu-
ation analysis will translate the
owner’'s share of lower operating
expenses into higher appraised
value. At this point, sensitivity
analysis can be done to explore how
changes in vacancy rate, holding
period, and other factors would
influence the owner’ s rate of return.

Care must be taken to reframe
costs and benefits into a value
proposition that is compelling to a
professional real-estate investor.
Whether the decision involves pur-
chasing a new building or making

an existing asset more profitable
with expense-reducing capital
improvements, the more detailed
and substantiated the costs and ben-
efits, the easier it is for a capital
budgeting officer to be confident in
the final decision.

analysis should be income-
specific and describe how
llocates costs and benefits.
ade is expected to improve
omfort or lower tenant
osts significantly enough
tenant retention or attrac-
efit should be quantified

tion, that

and highlighted. If the upgradeis esti-
mated to ce the owner’s share of
building operating expenses, that

d be quantified right

e calculation of higher
come and asset value.
iming of cash inflows
re very important to
stors, so al costs and
] be mapped on an
e line, summed by
and then trandated
es (see Sidebar “Dis
ow").

ach year, utilities and other
agencies offer over $1 billion in
rebates and other incentives to help
study and implement energy- and
water-efficiency improvements. Sub-
sidies might be available to help pay
for the detailed engineering and
financial analyses of projects that
make it past preliminary screening.
Rebates might be available to help
pay for the actual installation of pro-
jects that are findly approved. The
project selection process should
incorporate the research and capture
of these dollars, as they can only
make it easier to uncover worthwhile
projects and get them approved. eun

benefits sho
investment
month and ye
into pr v

About the Author: Bringing the per-
spective that comes with 20 years
in commercial real estate and 10
years in energy efficiency, Mark
Jewell, founder and CEO of
RealWinWin  (mjewell@realwin-
win.com), is a national expert on
the role of energy-efficiency eco-
nomics in commercial real estate.
Jewell’s ideas have already been
transformed into best practices by
many large institutions and are
helping to shape the way people
view energy efficiency in commer-
cial real estate. RealWinWin
(Www.realwinwin.com) specializes
in helping both income-producing
and owner-occupied properties cre-
ate value with efficiency with tools
like Building Triage, NOI Builder,
and Rebate Administration.

REPRINTS OF THIS ARTICLE are available
by contacting Jill DeVries at devriesj@
bnp.com or at 248-244-1726.

Care must be taken to refame costs and benefits into a value proposition.




