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Should you buy the space you
rent?
 
Commercial real estate prices remain at historic lows, as do interest rates.
Is this the right time to buy your commercial property? Only after you
weigh all the pros and cons of ownership. Plus: Learn how the SBA has
made financing easier for small-business owners.

Most business owners know that
opportunity can knock during the most
difficult economic times. One sector in
which that may be particularly true today
is commercial real estate, where low
property prices are presenting many
small-business owners with some
interesting possibilities. The
Massachusetts Institute of Technology’s
Center for Real Estate has found that
U.S. commercial real estate prices have
dropped an average of almost 30% from
a year ago. Interest rates also remain at
all-time lows. Could this be the right time
to stop leasing and buy commercial

property for your business?

“The answer is ‘maybe,’” says Kathleen A. Thomas, Sr. Vice President,
Pennsylvania Business Banking Market, Bank of America. “Sure, the
commercial property market is appealing today. But a buyer’s primary concern
should be whether owning and occupying a fixed location fits the company’s
long-term plan.” As is the case with home buying, the expense and commitment
of purchasing a business residence is better justified if you plan to spend at
least five years at the location. And even at today’s prices, buying commercial
property requires considerable liquidity.

That’s why you need to take a good
look at your company’s entire
financial picture before you make the
leap to own. Ask yourself: Is this the
best use of my capital today? Does
having a permanent location support
my business vision for the next five to
10 years? What are the opportunity
costs—the potential return of
investing this capital in real estate
versus the return you could achieve
in the stock markets or through
expansion? “You have to weigh all
these issues carefully,” says
Thomas. “It gives you a much clearer
understanding of the pros and cons
of owning commercial real estate.”

The upside of ownership

One important advantage of being
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your own landlord: the cost of
ownership is fixed. If you lease your
space, the owner takes a portion of
your rent as pure profit—and you’re
likely to pay more each year. In
contrast, as a property owner, you
can effectively charge yourself a
fixed rental cost, based on the
combination of the monthly mortgage
on the property and the amount you
need to cover your monthly
expenses, such as insurance,
maintenance costs and property
taxes. “If your mortgage on the
property is fixed, to a large degree
you can charge yourself a fixed rent,”
Thomas points out. “We’re commonly
seeing rates on commercial loans
fixed for five years.”

The costs of owning may also prove
worthwhile if your business has
specific or unique space
requirements. When you own, you
can configure the space to suit your
company’s needs without approvals
from a landlord who may be worried
about the property’s future
marketability. What’s more,
expensive alterations might not make
sense for you as a renter if you can’t
know for sure how long you’ll occupy
the premises.

Many would-be purchasers also
factor in the potential appreciation of
the property over time, and the
potential for rental income if there’s
additional space available on the
premises for more than one
business. But “a lender won’t
consider either of these points when
approving the loan—and neither
should the business owner,” Thomas
says. “A rise in value or a flow of
extra income is icing on the cake, but
should not be an essential part of the
buying decision.” According to
Standard & Poor’s/GRA Commercial
Real Estate Indices, national
commercial real estate prices have
increased an average 2% annually
above the rate of inflation during the
past 20 years. But as recent history
shows, appreciation is hardly a given.
And if you do choose to rent out part
of the space, the same tough
business conditions that softened
commercial real estate prices may
leave your tenant struggling to make
ends meet—and falling behind on
rent.

“A bank’s decision on whether or not
to offer a business financing is
typically based on what the business
can afford,” reminds Michael
Serafino, a Market Credit Officer for
Pennsylvania and Delaware for Bank
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As you consider purchasing
real estate for your business,
consider asking your Financial
Advisor these questions:

How can we model the
impact of choosing to buy
property versus other
opportunities for our
capital?

What factors beyond the
down payment should I
consider when buying
commercial real estate?

How should I compute the
average monthly costs of
ownership?

Which local, state and
federal agencies can assist
in financing the purchase?

of America, who says most financial
institutions require that more than
half of the commercial property be
owner occupied. “Relying on rental
income from other tenants is risky. A
buyer shouldn’t purchase more
property than the business can cover
with its monthly cash flow.”

Adding up the limitations

The downside to owning starts with
the hefty price tag. In general, expect to spend a lot more up front to buy a
property than you would to lease it. A $3 million purchase, for instance, is likely
to require approximately $700,000 for the 20% down payment and closing costs
such as legal fees, title insurance, appraisal and, if needed, an environmental
research study. As a way of isolating risk and keeping transactions clear, you
may decide to form a limited liability company to hold the property, which costs
additional money. Compare that with a renter’s initial layout, which often
consists simply of a check for the first and last month’s rent and sometimes a
security deposit.

 

Property ownership also comes with
inherent costs—both real and
intangible. Being responsible for
everything from insurance payments to
snow removal can distract a business
owner from day-to-day management of
the primary company. “Sometimes,
owning real estate becomes its own
secondary business,” cautions Thomas.
Hiring a property manager is an option,
but you have to factor that expense into
your decision.

Owning your company’s site can also
make your business much less flexible.
If you need to change your location, it’s
not as simple as ending a lease—and
the outlook for reselling commercial real
estate in the next few years is
uncertain. But, says Thomas, having a
fixed, long-term address for your
business can be a real advantage.
“Many businesses benefit from having a
longstanding position in and
relationship to a community,” she notes.
“When you know that being perceived
as such a fixture is right for your firm,
it’s time to start shopping for space.”

If you determine that ownership is the
best move for you, this buyer’s market
is likely to proffer several properties that
suit your needs. Deciding which one to purchase calls on the same process
you’ve used to assess whether buying is right: thoroughly examining what will
help strengthen the company you’ve built. After all, says Thomas, “At the end of
the day, it’s always about choosing the opportunity that works best for your
business.”

Opinions presented are subject to change based on market conditions.

Interested in learning more? Send us an email.
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IMPORTANT NOTE: The investments or strategies presented do not take into account the investment objectives or financial needs of
particular investors. It is important that you consider this information in the context of your personal risk tolerance and investment goals. Due to
the time-sensitive nature of the content and because investment opinions may have changed since the time any comments were made by
research analysts, the latest Merrill Lynch investment opinion and investment risk rating for any particular security discussed should be
reviewed, including important disclosures, before making an investment decision. Neither the information nor any opinion expressed constitutes
a specific recommendation or a solicitation by Merrill Lynch to buy/sell any securities or commodities. Past performance is no guarantee of
future results. 

Merrill Lynch and its representatives do not provide tax, accounting or legal advice. Any tax statements contained herein were not intended or
written to be used, and cannot be used for the purpose of avoiding U.S. federal, state or local tax penalties. Please consult your own
independent advisor as to any tax, accounting or legal statements made herein. Merrill Lynch, Pierce, Fenner & Smith Incorporated offers a
broad range of brokerage, investment advisory (including financial planning), banking, trust, mortgage and other financial services and products.
The nature and degree of advice and assistance provided, the fees charged, and client rights and Merrill Lynch's obligations will differ among
these services. 

Merrill Lynch Wealth Management makes available products and services offered by Merrill Lynch, Pierce, Fenner & Smith Incorporated
(MLPF&S) and other subsidiaries of Bank of America Corporation. 

The services described as being offered by Merrill Lynch Trust Company are provided by the Merrill Lynch Trust Company division of Merrill
Lynch Bank & Trust Co., FSB, or Merrill Lynch Trust Company of Delaware. Insurance and annuity products are offered through Merrill Lynch
Life Agency Inc., a licensed insurance agency. 

Merrill Lynch Bank & Trust Co., FSB, Merrill Lynch Trust Company of Delaware, Merrill Lynch Life Agency Inc. and Merrill Lynch, Pierce,
Fenner & Smith Incorporated (MLPF&S), a registered broker-dealer, and member of Securities Investor Protection Corporation (SIPC), and are
wholly owned subsidiaries of Bank of America Corporation. 

Investment and insurance products: 

Are Not FDIC Insured Are Not Bank Guaranteed May Lose Value

Are Not Deposits Are Not Insured by Any Federal
Government Agency

Are Not a Condition to Any Banking
Service or Activity

MLPF&S and Merrill Lynch Trust Company make available investment products sponsored, managed, distributed or provided by companies that
are affiliates of Bank of America Corporation or in which Bank of America Corporation has a substantial economic interest, including Columbia
Management, BlackRock and Nuveen Investments. 
This e-mail was sent to you by a Financial  Advisor or Financial  Advisor team. Unsubscribe from this service. If you are not an intended
recipient of this e-mail,  please notify the sender and then delete it. Your privacy is important to us. If you have any questions, please review the
Merrill Lynch Privacy & Security site.| Technical support is available if you are having problems with this e-mail.  | Unless otherwise indicated, all
service marks are the property of Merrill Lynch & Co., Inc. All  rights reserved. This e-newsletter is powered by technology provided by hnw.
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