4-Hour Office/Retail Acquisition & Renovation Modeling Test (45 Milk Street): Concessions,
Vacancies, Tenant Improvements, Leasing Commissions, and Expense Reimbursements
Welcome to our next lesson in this Real Estate Acquisition and Renovation Case Study for this
Office Complex. We are going to look at the next set of line items for tenant number one in this
lesson. And again, our strategy, as always, is to get these formulas figured out for tenant
number one. And then once we do that, it'll be fairly easy and straightforward to copy and
paste them around for the other tenants here.
So, last time around we looked at the base rental income at market rates, the in-place rental
incomes at escalated rates, and then the loss to lease line item, and we set up all the
calculations that are necessarily to calculate those. Now, we're going to move into the
absorption and turnover vacancy, the concessions and free rent, the tenant improvements, the
leasing commissions, the expense reimbursements, and the general vacancy line item, again, all
sticking to what we have here for tenant number one. So, we'll divide this lesson into five parts
and go through, roughly speaking, each one of those in one part.
[00:55]
We'll start off with the absorption and turnover vacancy and concessions and free rent then
we'll go into the tenant improvements in part two, then the leasing commissions in part three,
the expense reimbursements and some of the expenses on the pro-forma in part four, and then
the general vacancy in part five.
Let's go to part one first and look at the absorption and turnover vacancy. So, as you can see
here, this is a pretty easy formula because it's only going to be active during the downtime
period in between the initial lease expiration and the new tenant's lease starting.
Now, if we did not have a very important constraint here, which is that we can assume at most
one lease expiration for each tenant in the holding period, then this would be a lot more
difficult, we'd have to come up with probability trees and we’d have to consider the possibility
of many lease expirations, but since we are assuming that there is at most one lease expiration,
it is quite simple to model this one.
So, let's go up and enter this formula; we'll enter an IF(AND and we want to get our month, as
always, and we want to compare this to our lease expiration date right there. I'll anchor the E
part.
http://breakingintowallstreet.com

[02:02]
And then we'll look at our month again, and we also want it to be less than or equal to our new
lease start date right there – and this corresponds directly to the downtime period in between
the lease expiration date and the start of the next lease.
And if that's true, then we're going to take the in-place rental income for the new tenant and
just reverse that by putting a negative sign in front, and then I'll say 0 if that is not true. So, we
have the absorption and turnover vacancy; there isn't really much to that. Let's move to the
concessions and free rent, which are a little bit more difficult.
So, for this one we really have three cases to think through: the case when the lease first starts,
the renewal case when the lease expires and the existing tenant renews, and then the nonrenewal case when the lease expires and it takes us some amount of time to find a new tenant,
and that's what each part of the formula here corresponds to.
[02:56]
I'm moving through this pretty quickly because it's almost exactly the same as what we did in
the office development case study. It's just that the line items and the numbers are a little bit
different, but the basic logic is almost the same.
So, to do this one, let's enter an IF(AND function and, once again, we'll get our month number
and we want to check and make sure that this is past our lease start date right here, and then
we want to check and do an EOMONTH function, look at our lease start date, and then move
forward the number of rent-free months in this initial lease.
Now, you might be looking at this and thinking that it's a bit pointless because the lease start
date is somewhere in 2015, but our pro-forma here, our monthly rent roll schedule, only starts
in January 2018. But remember, later on we will have some tenants whose leases start in 2019
or 2020 or 2021 or some other period that is shown in our monthly schedule right here.
[03:55]
So, to make this flexible, we are handling this case anyway. Even though, for this specific
tenant, this particular case is not going to come up because 6 months past the lease start date
have already passed as of the start of our monthly schedule here. In any case, if we're in that
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rent-free period for the initial lease year, then we will simply reverse the in-place rental income
for the initial tenant, and then I'll say 0 otherwise. So, that's the first part in the formula.
And then the next part of the formula, once again, we'll enter an IF(AND function and we'll look
at our month right here, and for this one we need to look at lease expiration date. We'll anchor
the E part of that and then we'll also look at our month once again and then we'll do and
EOMONTH function and we will look at our lease expiration date and move forward the
number of free months that we grant the tenant upon lease renewal. That is defined over in
our annual tab, as always. So, for the renewal, free-rent months – we’ll get it from right there.
It's 2 in this Base case.
[04:59]
So, if we're in that period then we need to go up and we need to reverse the renewal tenant's
in-place rental income right there, and I'll say 0 otherwise. And I can just delete the “Monthly!”
part there. We don't truly need it, and it makes it a little bit easier to read in this case. So, we
have that.
And then the final case here is just the non-renewal case, so once again, I will go up and enter
an IF(AND function. We'll look at our current month and check to make sure that we are past
our new lease start date right here. I'll anchor the E part. We also want to go up and look at our
month and make sure that we're in that free-rent period for the new tenants, so say less than
or equal to EOMONTH and then our new lease start date, anchor the E part and then go over
and take our free months of rent for the new tenant over here, and then let's go up and reverse
the new tenant's in-place rental income right there, and I'll say 0 otherwise. So, we have that.
[06:01]
With that in place, we can copy this across, and let's just verify quickly that this works before
moving on to the next part of this process. So, for the absorption and turnover vacancy, let's
start with that line item. This should only activate when the lease actually expires. So, the lease
expires in October 2020 and sure enough, we see one, two, three, four, five, six months for that
and we do have 6 months of downtime. We can also see that this exactly matches the new
tenant's in-place rental income, which is in this case equal to the market rent times the nonrenewal probability, so that seems to make sense. We don't have anything else going all the
way to the end.
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And then for the concessions and free rent, we don't have anything for the initial lease here
because it began before January 2018. But if we look at what is going on here, for the renewal
case, we should have 2 months of free rent and for the new case, we should have 3 months of
free rent.
[06:59]
So, let's look at these numbers. For the renewal case, we reverse exactly the initial tena nt
renewal in-place rental income for these 2 months. And then moving over to the new lease
start date, we do the same thing right here. We take the new tenant's base rental income or inplace rental income, rather, and reverse that for those 3 months. So, it appears that this is
working correctly from our quick check.
If you want to do some further stress testing, you could look at the lease start date and we
could say something like, let's say this only starts in 2018 instead of 2015 and let's make sure it
actually works for the initial case now.
So, we have our baseline rental income here. We don't have our general vacancy filled in yet,
but that's okay. Let's just move over and see that this actually works as intended. So,
concessions and free rent, in this case we have 6 months of free rent and it begins in November
of 2018.
[07:55]
One, two, three, four, five, six, so we have six months total right there and you could see that
we are reversing exactly the in-place rental income for this initial tenant, the $56,706 and then,
moving across, we can see it keeps going and going and this should expire somewhere in 2023,
which it appears to do here – and you can see we have absorption and turnover vacancy and
also the concessions and free rent.
The concessions and free rent, of course, is for the renewal case right here, we reverse that.
And then the absorption and turnover vacancy is for the new case where we essentially take
the market rental income, we multiply it by the non-renewal probability, and then we reverse
that for a certain period of time for the absorption and turnover vacancy. So, that appears to be
working. That's just something quick I wanted to show you; another way you can check your
work as you're going through this.
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In any case, we're done with part one now, the absorption and turnover vacancy and the
concessions and free rent. Let's now move to part two and talk about the tenant improvements
and enter these formulas.
[08:58]
Now, the basic concept here is very, very similar. It's also very, very similar for the leasing
commissions. We have three cases in all of these: the initial lease, the renewal lease, and then
the non-renewal case. For the tenant improvements, let's go up and start entering these
formulas. So, once again, we need to enter an IF statement and look at our current month and
then for the initial case, we need to look at our lease start date right here, anchor the E part
and go one past it.
So, if we're one month past the lease start date which, again, really means if the lease starts on
October 31st, the real start date is November of that year. Then we will take the new tenant
improvements per rentable square foot, which we have defined as a named cell on the annual
tab, and then we'll go up and we will take our rentable square feet right here and I'll anchor the
E part so that does not shift around.
[09:56]
We'll take that and then we'll multiply it by the expense inflation multiplier right here because
as times passes, these TIs, just as with the other expenses, should get more expensive simply
because of inflation. So, that's the first part of our formula. And then the second part is very,
very similar. So, I am actually just going to copy this formula and paste it and just change a few
things.
So, first off, the E24 here we need to change to E30, the renewal lease start date, because
that's the condition we're checking here. The new TIs we need to change to renewal TIs instead.
The E23 is the same because that is simply the rentable square feet that this tenant has. And
then the F15, the expense inflation multiplier, is also the same. The one addition we need to
make is we need to multiply by the renewal probability because these TIs were only incurred in
the case that the existing tenant actually renews its lease. So, we have that.
And then for the last case here, once again, I'm going to copy and paste this formula and just
tweak it a little bit.
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[10:59]
So, for this one, we need to change the E30 to E35 because that is the new lease start date right
here. I will change the Renewal TIs to the New TIs because this is a new tenant now from our
perspective. The E23 can stay the same, the F15 can stay the same, and then the last part here
is, I just need to make this (1 – the renewal probability) instead. So, we have that.
Let's do a quick copy and paste around so we can check our work with this. So, we don't have
anything for the initial period, as expected. When the lease expires, we get some amount right
here. We don't have a really quick and easy way to check this, but we could take the renewal
TIs and just do a bit of a manual check here by multiplying it by the rentable square feet and
then multiplying it by the expense inflation multiplier and then multiplying it by the renewal
probability, and it comes out with the same thing, so that's a good sign.
[12:01]
And then let's go over, and we have something in the non-renewal case as well. So, let's take
our non-renewal TIs, as I call them, and multiply it by our square feet and then we'll multiply it
by the expense inflation multiplier and then we'll multiply it by (1 – this renewal probability),
and it comes out with the same thing. So, that's just a quick way we can check our work here.
And we don't have anything else until the end because those are the only relevant time periods
for this one in the model. So, that's pretty much it for the tenant improvements, part two.
Let's go to part three now and look at the leasing commissions here. Once again, it's exactly the
same setup. It's a little bit more complicated because, remember, the leasing commissions are
based on the percentage times the total value of the lease. So, you have to take the initial lease
rate and then you have to factor in the 2% or 3% or 4% annual escalation per year.
[12:57]
And the easiest way to do that in Excel is to use the FV function for “future value.” That will
grow a number at a specified rate over a certain number of years and then sum up the values
over those years. So, let's go up and start entering these. Let's enter an IF function, and then we
need to check and see if we’re in the appropriate month for the initial lease start date. And if
we are, then we are going to take the new leasing commission percentage, 6% right here, and
then we can use the FV function for future value.
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So, for the rate we need to go up and take our annual rental escalation right here. I will anchor
this part so it does not shift around or anchor the E part of it, rather. Then we need to take our
term right here, so the E25 part, that's the number of periods, “nper”.
[13:56]
And then for the actual amount that we want to be escalating here, we want to take our
escalated rent paid by initial tenant right here in the very first month that we have and then
multiply it by the square feet, the rentable square feet that this tenant occupies, and I'll anchor
the E part of that. Once again, we can delete the monthly parts here because we don't truly
need them for this formula to work, and I think it's easier to read without them in it and I'll say
0 otherwise.
And I messed up something there. I forgot the comma in the middle of that function, so we
have that. So, that's the initial case. We can do something very, very similar for the others. So,
for the renewal case, let's just take this formula and I'll copy and paste it. Let's just tweak a few
things here. The E24 will become E30 because that's the renewal lease start date. The new
leasing commission percentage will be changed to the renewal leasing commission percentage
instead. And then the E27 right here will be changed to E33, the annual rental escalation for the
renewal lease.
[15:00]
And then E25, the initial lease term that we’ll change to E31 instead. And then row 41 here
should actually be row 42, so I'm going to change it to F42 for the escalating rent paid by the
initial tenant in the renewal case. The E23 part can stay the same. And then the last thing we
need to do is multiply this by the renewal probability because this only happens in the case
where the tenant renews. So, we have that.
And then let's enter the last case here. I'm going to copy and paste this formula. We'll change
the E30 here to E35 instead. And then for the renewal leasing commission percentage, I'll
change it to the new leasing commission percentage. The E33 I will change to E38 right there.
And then the E31 I will change to E36 because we want the new lease term for this case.
[16:03]
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The F42 I will change to F43. And then the E23, the rentable square feet, will stay the same. And
then the last change is to make this (1 – the renewable probability) instead. So, we have that.
Let's copy and paste this around and just verify very quickly that it appears to be working. So,
we have leasing commissions paid out in November of 2020 and then we should get them in
May of 2021 and we do.
Now, it's a bit difficult to actually check all the numbers here because the whole point of using
the Future Value function is so that we don't have to do this manually. But let's just copy and
paste the relevant part of the function outside of it and see if we get to the correct number
here, so, $69,131, and we do. And then for the other one, we get to the same number there as
well.
[17:01]
If you want to do more checking yourself, you could try to manually calculate this instead of
using the future value function. I don't really think it's worth it. It seems to be working based on
our quick inspection. That's it for part three, the leasing commissions.
Let's go to part four now, the expense reimbursements. Now, we need these because,
remember, some of the tenants here have triple net leases. In fact, most of them have triple
net leases. Some also have percentage rent. One tenant has a full service lease or will have a
full service lease. And then one tenant has a double net lease with percentage rent. The point is
that for any tenants with triple net or double net leases, they are going to have to reimburse
some amount of expenses here, and so we need to figure out what that is and what the
appropriate numbers here are.
Now, before we can do this, of course, we need to actually get the real expenses. So, we need
to go down to our pro-forma and enter all the expenses right here, or at least the reimbursable
expenses. Property management fees are never going to be reimbursable, so we're not going to
worry about them. Common area maintenance, though, will be.
[18:01]
So, let's go and get our common area maintenance assumption, which should be right down
here and then we multiply it by the total rentable square feet in the property. We'll divide it by
the months in the year, 12, to get this on a monthly basis. And then we also need to multiply
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this by the expense inflation multiplier to factor in how this will increase over time. So, we have
that.
Now, for the insurance and utilities, it's pretty much the same thing except we just have to
change the main assumption here that we're using. So, let's get it for the insurance, I entered
insurance here but it actually should be utilities for this one. So, common area utilities, let's
copy it down again, and then enter this for the insurance instead.
[19:00]
Now, the only one here that's really different is the property taxes because these are based,
typically, on a percent of the property's value. So, for this one I'm going to take our acquisition
price right here. We will multiply it by the property taxes as a percent of that, which we have as
another assumption down here, the 2.55%. We'll divide it by the months in the year to get this
on a monthly basis, and then we'll multiply it by that same expense inflation multiplier, the F15;
I'll anchor the 15 part. So, we have this.
Let's go and copy this across now. And so we have that. And just taking a quick glance at this,
we can see that these expenses are generally increasing over time, which is what we want to
see, and they're staying in about the same range on a monthly basis. So, with that set up, we
can now actually enter our formula for the expense reimbursements here. So, I'm scrolling up
to get to tenant number one.
[19:59]
The basic idea here is pretty simple, which is that as long as the initial lease has begun and
we're not in a downtime period in between one tenant's lease expiring and us having to find a
new tenant, we will get full expense reimbursements for everything applicable. If the lease has
not yet begun, we will not get any expense reimbursements. And if we're in that downtime
period, we will get partial expense reimbursements. So, if there's a 70% renewal probability, we
should get 70% of the potential expense reimbursements for that period.
So, to implement this in Excel I'll put a negative sign in front because we want to flip the sign of
those expenses from negative to positive here. And then we'll look at our month right up here
and then I'll say if this is greater than our lease start date then we'll go down and we'll the sum
up everything here. We'll anchor the row parts of those so those do not shift around.
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[21:01]
And then we'll go up, and we need to get the share that this tenant actually owes. So, we need
to get their rentable square feet occupied and divide it by the total in the property to figure out
the percentage, or, actually, we could just take the 25% right here. It doesn't really matter.
Come to think of it, the 25% is probably easier but I'll just leave this as is for now.
So, we're checking so far if the lease has actually begun, and then the second check is to make
sure that we're not in one of those downtime periods. So, once again, let's look at our month
and if we are past the lease expiration date right here and we are in or before the new lease
start date, then we want to multiply this whole term by the renewal probability because we're
only going to have expense reimbursements here in full if the tenant renews.
[21:56]
So, we're going to multiply by that 70% or 60% or 50% or whatever it is; otherwise we will
multiply it by 1. That's the cleanest, simplest way to do it here. So, if we're not in that period,
we will just get the normal full expense reimbursements and then I'll say 0 if the lease has not
yet begun. And I forgot to enter an AND right here for this function, so let's just fix that quickly.
So, we have that. Let's copy this around to make sure this is actually working.
So, for the most part in most of these periods, we should be reversing the tenant’s share of all
these expenses on the pro-forma. But we should see a dip as soon as the lease expiration
occurs and, sure enough, we do. If we just do the rough math here, it comes out to around a
60% drop, and sure enough, our renewal probability in this Base case is 60%, so that makes
sense intuitively, just doing the quick math here.
[23:00]
Now this lasts for one, two, three, four, five, six months. We have 6 months of downtime, so it
makes sense. And then right after that, it resumes back to its normal level. We could do some
more extensive checks for this, but you'll see more about how this works once we copy and
paste this formula around for the other tenants. That's it for part four, the expense
reimbursements.
Let's go to part five now and look at the general vacancy. This is really, really easy, probably the
easiest thing here because there isn’t much to it. Put simply, if the initial lease has not yet
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begun, then we have to reverse the full market rental income and record it as a negative for
this item. So, all we do here is look at the month that we're in, and if it is less than or equal to
the lease start date right here, then we will take our market rent per square foot per year, we'll
multiply it by the tenant's rentable square feet occupied, we'll divide it by the months in the
year, and we'll say 0 otherwise. So, this should be 0 everywhere for this particular tenant.
[23:59]
If we want to check and make sure that this is actually working, we could try changing this to a
start date of 2018 instead, and let's see what happens here. And in this case, we completely
offset the market rental income with the general vacancy line item. So, we have that. And then
we can see that once this initial lease starts now in 2018, we get tenant improvements and
leasing commissions. We don't have any expense reimbursements for that, but we do get
expense reimbursements after that. And then if you go all the way across, everything stays as
is. We don't get any more general vacancy, and then when it comes up for renewal and we get
the lease expiration in 2023, then we get the TIs and the LCs, the absorption and turnover
vacancy, the free rent, and those other items.
So, that's just a quick and simple way that you could check your work here. With that, we are
now done with the formulas for tenant number one. Now, I'm not going to copy and paste
them around at this stage because I want to finish one more thing, which is, namely, figuring
out the percentage rent. We'll look at that in the next lesson. Once we have that figured out,
then we can go in and copy and paste around all the formulas for all the other tenants.
[25:02]
But since we're at the end of this lesson, let's do a recap and summary. So, in part one, we
started with absorption and turnover vacancy and the concessions and free rent. This is pretty
simple and straightforward. If we're in a downtime period, then we reverse the new tenant's inplace rental income, which should be the same as the market rental income for that downtime
period. And that's all there is to the absorption and turnover vacancy.
For the concessions and free rent, tenant improvements, and leasing commissions, we always
have three cases: the initial case, the renewal case, and the non-renewal case. And in each
case, we simply do a date check and then we bring in the appropriate numbers. So, for the
concessions and free rent, if the lease has just begun, then we look at the initial lease rent -free
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months right here, and if we're in that period, then we reverse the in-place rental income for
the initial tenant. If we're in the renewal phase, then we reverse that in-place rental income.
And if we're in the new tenant phase, then we reverse that in-place rental income.
[26:01]
For the tenant improvements, it's very similar except here we have to multiply it by the renewal
probability or the non-renewal probability. We also have to factor in renewal versus new TIs
and then also the expense inflation multiplier up here and the rentable square feet occupied by
this tenant.
And then for the leasing commissions, it’s also very, very similar except we now use the FV, the
future value function, to calculate the total value of the escalated rent over five years or six
years or four years or whatever it is. We multiply it by the percentages. We probability weight
this by multiplying by the renewal probability or (1 – the renewal probability), and then we
have that.
For the expense reimbursements, we had to go down to the pro-forma first and actually fill in
some of the expenses here, the ones that are reimbursable by tenants, potentially, which are
pretty simple and straightforward. These are mostly on a per-rentable-square-foot basis. The
real estate and property taxes are not. Those are based on a percent of the property's value or
the acquisition price.
[27:00]
Once we had those, we went back and essentially we bring in these expense reimbursements. If
the lease has actually begun and then if we're in that downtime period, we reduce these and
we multiply them by the renewal probability to represent the fact that if there's a non-renewal,
we are not going to get expense reimbursements in that period.
And then finally, for the general vacancy, if we're before the lease start date, then we reverse
the market rent per square foot per year. I could have also done it more simply by just linking
to the baseline rental income at the market rate right there. It doesn't really matter what you
do, but that's the basic idea for this one.
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So, that's it for this lesson. Coming up next, as I said, we'll look at the percentage rent and a few
different ways you can calculate that, and then we'll get into the business of copying and
pasting these formulas around to set up our monthly pro-forma for this property.

http://breakingintowallstreet.com

