Executive Summary
Address: 2610-18 NE 55th Street, Seattle, WA, 98105
Property Type: 2 story mixed use retail/residential building, zoned for NC2P-40
Property Description: 	Income producing property with 9,728 net square feet divided between 3 retail spaces on ground floor and 8 residential units above. Built in 1928, renovated in 1990. 
Market Overview: Located in the mostly residential Ravenna Neighborhood. Prime location for accessibility within the neighborhood with connections to the UW campus, U District, and Downtown. Demographic and market trends such as a young and growing population, neighborhood wealth, low vacancy, and high rents indicate strong demand for retail and rental space. The Seattle market is beginning to slow down, however, the stability of tenants and continued demand for retail space bode well for the long term viability of the site. 
Appraisal: Assessed value of the site using the income valuation approach. Using a market capitalization rate of 5% and the anticipated income for 2018, the estimated value of the property stands at $2,942,619,70. This value was used to simulate purchasing the property and holding it for 20 years, drawing income from it before selling it in year 20. All assumptions used for the appraisal are shown and explained. 
Conclusion: Overall, this property is not an optimal investment at the current moment. The analysis run on the site yielded an after tax IRR of 6.16% over 20 years. The property does not return a positive after-tax cash flow until year 14 and is thus not suitable as a short term investment. The current market conditions in the Seattle area are not optimal for buyers due to a rapidly expanding real estate market. However, as the market slows, there may be more opportunities to invest in real estate to take advantage of rising property values once growth picks up again.




Introduction
This paper seeks to achieve two main goals. Firstly, to conduct a market analysis on the area surrounding the study site to better understand the economic and demographic factors that go into determining the real estate market. The second aim of the project is to assess the value of the specific site I have decided to focus in on, which I plan to undertake using the income valuation approach. Once I have completed the assessment, I will be able to determine a preliminary estimate of the property value and will simulate purchasing and operating the property over the next twenty years, through the lens of a real estate investor and manager. 
	I was drawn to this site for several reasons. First of all, it hosts a charming, historic building which has served as a key piece of the Ravenna neighborhood commercial district since its construction in 1928. The main building is a mixed use development, with retail space on the ground floor and residential dwelling units on the second. This presents the interesting condition of having two main sources of income, commercial and residential rents, while hosting both commercial and residential tenants. The current commercial tenants are all small local businesses operating a variety of different services. Developers often idealize having these sorts of tenants in their buildings to show their connection to their neighborhood, however I would like to determine whether hosting these tenants is financially viable in the case of this specific property. Overall, this property seems ideal in terms of its tenant makeup, role in the neighborhood, and overall charm, but I want to look further into its feasibility as a real estate investment. 

Location Overview
The study site is located at 2610 NE 55th St in the Ravenna area of North Seattle. Ravenna is a neighborhood dominated by single family residential development, with a couple major commercial and mixed-use clusters along its main arterials such as 25th Ave NE, NE 65th St, and NE 55th St, along which the study site is located. It is at the crossroads of 27th Ave NE, two blocks east of one of the major commercial nodes of the neighborhood at NE 55th St and 25th Ave NE, but is still in a quiet location with much less street traffic than the other main arterials of the neighborhood. The site is an 11 minute walk south of NE 65th street, the main commercial strip of the Neighborhood. It is also located directly north of the University Village shopping center and the Burke Gilman trail, the main bike and pedestrian thoroughfare of North Seattle. The number 72 bus stops directly in front of the site while the 372 stops just two blocks away, connecting the site to the nearby UW campus and University District, the two most defining features of the surrounding area. Costar scores the site as an 87 (very walkable) for walk score and a 66 (good transit) for transit score. Additionally, I-5 is only a five minute drive away along Ravenna Boulevard, providing access to Downtown Seattle and SeaTac Airport. Overall, the site is highly accessible, through a variety of means, to and from many of the key locations in the area.
The site itself contains a two star mixed use retail/residential storefront building on a 0.15 acre plot. Built in 1928 but renovated as recently as 1990, the building boasts a charming masonry exterior and has storefront entries along its southern face. The building is divided equally across 2 stories, each with a floor area of 5,477 square feet. The ground floor is entirely retail space and is fully occupied with four businesses renting out the five storefront spaces. The upper floor is entirely residential space, consisting of 5 studio and 3 one bedroom units. As a mixed use development, this site is unique in the Ravenna neighborhood and thus occupies a vital role in the community through the uses it accommodates in addition to its prime location. 

Market Analysis
	Demographic Features:
According to information gathered by Costar, there are roughly 40,397 people living within a one mile radius of the study site, making up a large portion of the Ravenna, Bryant, and University District neighborhoods. The area is expected to increase in population 7.08% in the next five years, with an average yearly growth rate of a strong 1.416%. The average age of residents living within one mile is only 32 years old, reflecting the relative youth of the area. This feature in addition to the strong projected population growth bodes well for viability of the site, as a young, growing population is likely to be established enough financially to provide a stable retail consumer base without having the means to purchase a home, especially within the city of Seattle, thus creating demand for the rental market as well. Because of the relatively young population and large numbers of students, the median household income within one mile is only $65,000, lower than the $83,000 median income within the city as a whole (Balk, 2017). However, when expanded to include all areas in a three mile radius, the median annual household income of the area rises to almost $98,000, demonstrating the ability of consumers in the area to afford higher end retail services.
	Market Trends:
While I have so far described it as being in the Ravenna neighborhood, the study site is officially located in the Ballard/U district submarket. This submarket is one of the strongest markets in Seattle, as indicated by data gathered by Costar. It has an extremely low commercial vacancy rate of 1.2%, reflected in the fully occupied status of the retail space of the study site. The average rent is over $27 per square foot, which is higher than the Seattle market overall. With a strong average market capitalization rate of 4.2%, the Ballard/U district submarket remains a good place to invest in real estate. However, it should be noted that this value has been steadily declining since 2010 and is projected to continue to do so. The regional real estate market has been slowing down since its peak in 2016, however in my estimation, it remains a strong sellers’ market, evidenced by low vacancy and high rents, and may not be the best time to invest in new property. The overall wealth of the Ravenna area and driving economic force of the nearby University of Washington signal sustained growth in the area’s real estate market regardless of larger trends. 
Commercial Analysis: 
I was able to contact the property owner of the site and discuss some of the questions that I had come up during my site analysis. One interesting finding from this conversation was an explanation regarding the makeup of commercial tenants currently occupying the site, all of which are small, local businesses. The owner told me that this was not a conscious effort on his part but rather a reality of the market and the small size of retail spaces at the site. He explained that only smaller local businesses were interested in locating in the building when he first was seeking to rent it out. The fact that all three have remained as stable tenants for more than 10 years shows their success operating in the local market. While it is important not to jeopardize the commercial stability the property owner currently enjoys, it may be a wise decision to attract higher end service businesses or restaurants to cater to the large number of wealthier residents in the area. This could possibly replace the less lucrative interior design studio or upholstery shop currently present to maximize the revenue generated from the commercial space in the building.
Site Comparisons:
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	For comparison, I gathered data from Costar on several properties in the Ballard/U District submarket with features comparable to 2610 NE 55th St. The above sites are all small retail and mixed use developments that were all sold in the past year and were originally build in the early part of the 20th century. Despite a range of floor sizes, all of which are smaller than the study site, the price per square foot of their sales occupy the same range of $300-$500. Once I calculate the property value, I can compare the resulting value/per square foot to see if the site falls within this same range. While these sites are broadly similar, it is important to consider the different locations, building conditions, amenities, and other factors that may affect this analysis. 

Assumptions
	Before conducting the appraisal, I must first lay out and explain the assumptions I will be making regarding values key to the income approach process. Below is a list of key assumptions upon which I will base my analysis. 
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The building value and land value were both assessed by the King County Department of Assessments and displayed as data points on the site’s report in the King County Parcel Viewer. The metrics related to floor area including lot size, FAR, Gross Building Area and Rentable building area were also taken from this source. The State of Washington does not collect an income tax, thus rendering that value at 0%. The loan to value ratio, interest rate of 8%, term of 20 years, and monthly payment structure are all standard features of commercial real estate loans offered through a conventional bank (Wessell, 2018). This would be the most likely financing option for purchasing this property as an investor rather than a business owner, which would allow one to qualify for a variety of small business loans or commercial bridge loans. Assumptions made regarding depreciation, capital gains tax rate, depreciation recapture, and sales costs are all standard values for real estate investment. Finally, the inflation rate of 3% is based on the current rate of 2.2% and standard projections into the near future (Consumer Price Index, 2018). 
[bookmark: _GoBack]My discussion with the property owner gave me the information I needed to determine the rest of my assumptions. He provided me with figures for the property’s income, expenses, and floor area breakdown, shown below:
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Using this information, I was able to calculate the operating expenses as a percentage of Effective Gross Income by dividing the sum total of all operating expenses by the combined income, arriving at a value of just under 40%. The property owner also told me that the site experiences very little turnover in terms of both commercial and residential tenants. Of the three commercial tenants, both Manning and Son’s Upholstery and Altstadt Interiors have been in the building for over 20 years while Frank’s Oyster House has existed for over 10 and all three intend to remain in the space for the foreseeable future. Due to the impressive stability of tenants occupying the building, I decided to project a vacancy rate of 0%. I felt comfortable assuming this value for the residential spaces of the building as well because of factors such as the area’s young median age, comfortable wealth, proximity to the University and Downtown, and projected population increase that will maintain high rental demand. 

Appraisal
	In order to effectively appraise a mixed use property that draws value from both residential and commercial revenue sources, I decided to adopt the Income Valuation Approach for the purposes of this project. According to Ling and Archer, this method is the best for estimating the value of income producing property, as it views the current value as a function of the income strem it is expected to produce. As an investor concerned with drawing revenue from this investment, the income approach seems like the most relevant valuation method to employ. Having already calculated the total revenue from the property and all operating expenses, I was able to determine the Net Operating Income, the difference between the two. With a market capitalization rate of 5%, the estimated value of the property stands at $2,942,619,70. This equates to a property value/square foot of around $308.38, which is in a similar range to several of the price per square foot values for the comparable properties in the area.
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	I arrived at a 5% market cap rate based off the current average rate of 4.2% for the Ballard/University District submarket according to Costar. The property owner also advised me to use a value of 5%, which he uses for his purposes regarding the property. Arriving at an estimate for the property value allowed me to determine an asking price, and as a result the loan amount through the loan to value ratio. 

Analysis
	With all the information necessary, the next step of the project involved simulating buying and operating the study property for a period of 20 years. I approached this from the perspective of real estate investor to focus on the profitability of the endeavor. I also simulated the sale of the property after 20 years, a point in time where it will be needing renovations. I assumed a sale price of $4.5 million, a 50% increase in value over the next 20 years, which is a quite conservative estimate, equivalent to just below projected annual inflation rate of 3%. The entire Discounted Cash Flow analysis is shown in the charts below:
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Conclusion:
	Based on the variables I used in my analysis, the property does not begin turning a profit until Year 14. The return on equity reaches just above 5% at Year 20, indicating significant profitability. However, by this time, the cost of repairs needed on the building, which was last renovated in 1990 may start to outweigh the revenue generated. If the project is able to be sold for a price at or above $4.5 million, a realistic estimate, the investor stands to gain an after tax IRR of 6.16% over the course of the entire 20 year term, a solid but not spectacular value. This also assumes no issues with vacancy, which is difficult to gauge over a period as long as 20 years. While the growth in the area seems sustainable, any major shifts that occur during this time period could alter the profitability as well. Overall, I would say that the relatively modest gains derived from this property are not worth the risk over such a long period of time. The property is not suitable at all for short term investment either, so I would caution against investing in it for any reason at this point in time. The best strategy I see is to either wait for a major slowdown in the market that would drop the price significantly or to purchase the property at a point in the future where major repairs are needed, probably 10 or 20 years down the line. An investor could use this opportunity to quickly improve and flip the property or purchase it for a reduced price or begin renovation and hold it as a long term investment. 
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SUMMARY LOAN INFORMATION:

End of Year 1 2 3 4 5

10 15 20

Annual Payment 210,783 210,783 210,783 210,783 210,783 210,783 210,783 210,783

BBAL 2,100,000 2,055,613 2,007,542 1,955,481 1,899,099 1,538,726 1,001,825 201,926

EBAL 2,055,613 2,007,542 1,955,481 1,899,099 1,838,037 1,447,753 866,290 0

Principal 44,387 48,071 52,061 56,382 61,062 90,972 135,535 201,926

Interest 166,396 162,712 158,722 154,401 149,721 119,810 75,248 8,857

Taxable Income (Loss):

Rents 244,199 251,524 259,070 266,842 274,848 318,624 369,372 428,204

Vacancies 0 0 0 0 0 0 0 0

EGI 244,199 251,524 259,070 266,842 274,848 318,624 369,372 428,204

Operating Expenses 97,679 100,610 103,628 106,737 109,939 127,449 147,749 171,281

Net Operating Income (NOI) 146,519 150,915 155,442 160,105 164,909 191,174 221,623 256,922

Less Debt Service (DS) 210,783 210,783 210,783 210,783 210,783 210,783 210,783 210,783

After Tax Cash Flow (64,264) (59,868) (55,341) (50,678) (45,874) (19,609) 10,840 46,139

TAXABLE INCOME & AFTER-TAX CASH FLOW FROM OPERATIONS:
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AFTER-TAX CASH FLOW FROM SALE IN YEAR 20:

Sales Price 4,500,000

Sales costs 270,000

Mortgage Balance 0

Before-tax cash flow 4,230,000

Original Cost Basis 3,000,000

Accumulated Depreciation 292,974

Adjusted Basis 2,707,026

Capital Gain 1,522,974

Depreciation recapture 292,974

Price appreciation 1,230,000

Tax on price appreciation 246,000

Tax on depreciation recapture 73,244

Total capital gain tax 319,244

After-Tax Cash Flow from Sale 3,910,756
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CASH FLOW SUMMARY

BTIRR on Equity

Year 0 1 2 3 4 5 10 15 20

After-Tax Cash Flow (900,000) (64,264) (59,868) (55,341) (50,678) (45,874) (19,609) 10,840 3,956,896

After-Tax IRR (ATIRR) 6.16%

ROE Year 1 -7.14% ROE Year 15 1.20%

ROE Year 10 -2.18% ROE Year 20 5.13%


image1.emf
Address Yr Blt/Renovated Size (SF) Distance (mi) Sale Date Sale Price Price per SF

5512-5514 University Way NE1926/1980 3,000 0.69 Jun-18 $1,100,000 366.6666667

7301 Roosevelt Way 1931 9,354 1.26 Apr-18 $3,000,000 320.7184092

7700 Aurora Ave NE 1926 4,624 2.39 Oct-18 $1,500,000 324.3944637

6401-6405 32nd Ave NW 1911 6,334 4.67 Nov-18 $3,200,000 505.2099779
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Assumptions:

Asking Price $3,000,000 Tax Considerations:

Building Value $571,300 Depreciation (in years) 39

Land Value $917,700 Capital gains tax rate 20.00%

Ordinary income tax rate 0.00% Depreciation recapture 25.00%

Loan-to-Value 70.00% Building Square Footage:

Loan Interest 8.00% Lot 6,555

Loan term 20 years FAR 1.752555301

Payments per year 12 Gross Building Area 11,488

Resale Price $4,500,000 Rentable Building Area 9,728

Holding Period 20 years Rents year one $244,198.50

Selling costs 6.00% of sale price Operating Expenses40% of EGI 40%

Vacancy rate 0%

Inflation  3%
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Residential Income:

Unit # Type Sq. Footage Rent Utilities Total Annual

1 Studio 450 1,275.00 $             50.00 $             1,325.00 $      15,900.00 $   

2 1Br 605 1,400.00 $             50.00 $             1,450.00 $      17,400.00 $   

3 Studio 480 1,040.00 $             50.00 $             1,090.00 $      13,080.00 $   

4 Studio 480 1,250.00 $             50.00 $             1,300.00 $      15,600.00 $   

5 1Br 620 1,500.00 $             50.00 $             1,550.00 $      18,600.00 $   

6 1Br 620 1,295.00 $             50.00 $             1,345.00 $      16,140.00 $   

7 Studio 480 1,300.00 $             50.00 $             1,350.00 $      16,200.00 $   

8 Studio 480 1,250.00 $             50.00 $             1,300.00 $      15,600.00 $   

4,215 128,520.00 $  30.49 $        

rent per sq. ft

1,162.50 $      Laundry

129,682.50 $ 

Commercial Income:

Manning and Sons Upholstery

1,935                  3,513.00 $             3,513.00 $      42,156.00 $   

Franks Oyster House 1,672                  4,000.00 $             4,000.00 $      48,000.00 $   

Altstadt Interiors 1,180                  2,030.00 $             2,030.00 $      24,360.00 $   

4,787                  114,516.00 $  $23.92

rent per sq. ft

244,198.50 $  Total Income
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Operating Expenses:

Insurance 8,958.75 $             9.23%

Management Fee 9,187.50 $             9.47%

Property Taxes 15,134.29 $           15.59%

Repairs and Maint. 37,568.41 $           38.70%

Utilities 25,728.43 $           26.51%

Admin expenses 490.14 $                 0.50%

Total Expenses 97,067.52 $           100.00%

% of EGI 39.75%
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Net Operating Income:

Rents 244,198.50 $    

Vacancies 0

Effective Gross Income (EGI) 244,198.50 $    

Operating Expenses 97,067.52 $      

Net Operating Income (NOI) 147,130.99 $    

Cap Rate 5%

Estimated Value 2,942,619.70 $ 


