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pursuing deals, but with an adjusted timeline. The Boca Raton,
Fla., investment shop recently agreed to buy an office build-
ing in suburban Washington leased largely to biomedical and
pharmaceutical-related firms with an eye toward upgrading
amenities and, eventually, boosting rents. “We assumed zero
new leasing done in the first year and very little lease-up dur-
ing the investment period,” said Mukang Cho, Morning Calm’s
founder and chief executive.

His firm and others are focusing on improvements that posi-
tion properties to compete for a thinner pool of tenants when
the pace of leasing picks up again. “We’ve got to do more to
make less,” Cho said. “The world is more competitive now than
it was pre-Covid. . . . We are going to be fighting for the smaller
universe of tenants that are going to be out there. But tenants’
leases still expire, so there’s always someone to pursue”

Investors also must spend more time and money on what
they think tenants will need when they eventually return to
the office. That includes new cleaning protocols, measures that
enable social distancing, and upgrading ventilation systems to
improve air quality.

Gaines of Accesso said his firm is prioritizing some up-
grades over others to budget expenses while adding features
that will make it “comfortable” for tenants to return. “It’s not in
our mind that this is going to be temporary, he said. “It is going
to be with us for a while”

That’s potentially costly for older, outdated buildings that
were targeted by buyers for upgrades. Already, office proper-
ties were registering increases in capital expenditures that have
been eating into net income. General maintenance expenses
and leasing-related improvements grew from 4% of net income
from 2010 through 2014, to 5.4% from 2015 through 2019, ac-
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cording to a report by Green Street, the parent of Real Estate
Alert.

Add to that the expense of outfitting an older building to
comply with pandemic-related safety protocols — and, in some
locations, new environmental regulations that increase mainte-
nance costs — and the deal may not pencil out for some buyers.

“The obsolescence risk for office buildings is increasing,’
said Daniel Ismail, senior analyst and office team lead at Green
Street. Should occupancy and rents decline simultaneously,
“you are going to have the inevitable universe of office build-
ings that are not worth the cost,” he said.

Meanwhile, the ability to find favorable lending terms for
value-added plays has diminished — even with today’s histori-
cally low rates.

“It used to be that rollover in a [building’s leases] was an op-
portunity — it was a chance for a landlord to capitalize on rent
spikes. Now that attitude has completely shifted,” said Mark
Godfrey, a senior managing director overseeing the Northeast
region for valuation and advisory services at CBRE. “Lenders
are not looking at value-add leasing opportunities. . . . They do
not want to participate in that rollover risk”

Buyers need to find a compelling story — such as a rent roll
that turns over later rather than sooner — before making a
purchase. “To make it financeable, you need income streams
that bridge the gap through this Covid period of uncertainty .
.. rental revenue that gets past the more challenging economic
conditions,” Godfrey said.

Overwhelmingly, market pros agree that for these types of
deals to work today, a buyer will require a discount upfront
— and keep the faith that an economic recovery will bring a
pop in returns at the end. “You need to have conviction theres
equal or more residual value upon an exit,” said Cho of Morn-
ing Calm. **
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