CHOOSING THE RIGHT INVESTMENT PROPERTY
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There are a number of factors to consider if you are looking to invest in real
estate as a means of receiving a return on your investment. Many investors in
real estate focus on characteristics such as age, condition, construction quality,
location, size and use, which are all very important factors. The question many
don’t think about is what variables you analyze if all the forementioned factors
are almost identical or too similar to discern.

The next consideration for a prudent investor is the quality of the tenant that
will be paying the landlord’s rental amount every month. The quality of tenant is
often based on measurements such as bond ratings, as well as overall
observations of the industry and that particular tenant’s position in that
industry. This is to determine the tenant’s long-term viability and potential to
miss rental payments or fail overall as a company or franchise. Though, at a
certain point of searching for an investment property you will find that all
properties in a certain class might have similarly “safe” tenant ratings and
therefore, a choice between multiple assets. The class of the “safest” tenants are
often referred to as credit tenants, but understand investors still see certain
credit tenants as more safe and less safe than other.

Following the determination of tenant credit worthiness, an investor must
consider whether the terms and rate of the lease are fair and within market
norms. It should be understood that just because the rent is currently higher
than other like properties doesn’t always mean it is the best investment. The
savvy investor must also consider that if the rental rate is above market the
tenant may be more likely to decide to find a new location and vacate the space
at the end of the lease unless renegotiated downward. Before we arrive at the
last factor to be discussed, any buyer should be aware that a myriad of lease
contracts exist, and they may include elements such as specifics on
responsibility of expenses, early-termination clauses, and other elements that
may allow a tenant to exit a contract in an easier manner. It is always advised to
discuss these contract questions with an attorney.

This last factor we will examine, often missed as a focal point for many investors,
involves the length of the time remaining on a lease contract. The length of
remaining time on an existing lease is a crucial factor when looking at high
investment grade property. The chart below really tells the story for one
particular market and illustrates the implications of this remaining time on a
lease and compares such with the Capitalization Rate, or simply the annual Net
Operating Income divided by the Price, and is a well-known measurement of risk.
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The chart above indicates the more time remaining on the lease, the lower the
risk; the lower the rate of return; creating a higher price. This study above is one
that consists of net leased auto parts store listings in North Carolina, and this
provides a general theme outlining many real estate investment property types.
Based on the data noted above we see that once a property gets to a remaining
lease term of less than 7 years with a national tenant the Capitalization Rate
increases, and the price correspondingly decreases.



