Factors to Consider When Acquiring Industrial Properties

I.    Introduction
A prudent buyer must consider many factors when acquiring industrial properties. The purpose of this discussion is to highlight some of those factors. It is presented primarily from a buyer / user’s perspective.  But, hopefully sellers and the professionals representing them will also gain some insight on the things that are important to industrial users. The seller’s lawyer negotiating a purchase and sale agreement will benefit by understanding what really matters to the buyer.  This knowledge can also help the seller’s broker market his or her industrial listings more effectively. That is, the broker can close more deals faster by anticipating and preparing for the issues that will most likely be important to prospective buyers.  

This discussion is followed by a sample due diligence checklist. It is not intended to be a complete list, but it does include some of the basic items that should be checked when performing due diligence for real property like structural, HVAC and electrical system inspections.  The intent is to refresh the memories of those familiar with industrial properties.  It is also to help anyone not familiar with the physical aspects of industrial properties to understand the subject matter better.

II.   Impact of failing to identify and address problems with a property 

Many buyers seem to be most concerned with closing the purchase of a business or property quickly and with minimizing their acquisition expenses. Consequently, the due diligence process can get short changed.  This is often the case when a buyer’s decision makers do not understand the impact that real estate can have on the bottom line of their business. The result is that companies regularly accept unnecessary risk and hidden future costs. 

Deal makers in the mergers and acquisitions process are commonly guilty of not giving adequate consideration to a target company’s real estate assets early enough in the process.  They tend to focus most of their effort on conducting due diligence of the targeted business’s market segments, customers, technology, financials, inventory and equipment. Consideration of the firm’s real estate assets usually occurs after the decision has been all but made to go forward with the acquisition.  If a problem with a real estate asset is found at this point, a significant amount of negotiating leverage can be lost.  

Obviously, good judgment needs to be exercised when deciding the appropriate time to conduct a physical inspection of a seller’s property and its records.  But failure to identify and resolve due diligence issues early enough in the process and well before the expiration of the buyer’s contingency period in a purchase & sale contract can result in a number of negative consequences. Some of these include:

a.) Increased acquisition costs

When a buyer fails to identify and resolve a defect or other problem before a sale is closed it can be saddled with unforeseen costs. These unforeseen costs increase the total cost of the acquisition.  The costs can be for repairs or replacements that need to be completed immediately or much sooner than anticipated.  Even if a warranty covering the problem has not expired, it may not be assignable to the buyer or honored by the issuer.  

Defective or worn out components of the building and other improvements like the floors, roof, HVAC and electrical systems, plumbing, parking lots and roadways can be very costly to repair or replace.  Furthermore, these problems may not show themselves to someone not familiar with buildings and their components for a year or two after the closing. The added costs can have a substantial impact on the operating results of the business, especially if they are unplanned.

For example, the seller may be unaware and may even represent that to the best of his knowledge, there are no significant problems with the roof, except a few leaks.  Then a year or two after closing more leaks appear and the buyer finds that the roof was installed incorrectly or with poor craftsmanship. Sometimes the problems are so extensive that the roof has to be replaced.  The roof manufacturer’s warranty may have expired or the manufacturer may attribute it to the installer. Unfortunately, the roof installer’s warranty will probably be expired. These warranties usually cover no more than one or two years.  The cost to replace a roof can range from roughly $3.00 to $5.50 per square foot. This means that the total cost to replace the roof on a 100,000 square foot building can be in the range of $300,000 to $550,000.  A similar problem can occur with any of the major components of a building.

When problems are identified early enough in the acquisition process a remedy can often be negotiated with the seller. For example, the buyer and seller may agree that the deficiencies be corrected by the seller, the purchase price reduced, monies placed in escrow, or additional warranties provided by the seller. 

There are, of course, buyers who take undue advantage of this leverage. They tie up the property at a price agreeable to the seller, never intending to pay it.  These type of buyers view the due diligence process as simply another opportunity to get a better deal or look for a tenant.  Short of selling only perfect properties, one of the few ways that sellers might avoid this type of buyer is to investigate any serious prospect upfront.  The seller should do its best to investigate the buyer’s reputation and their history on previous deals before wasting too much time with them.   If the buyer does begin to renegotiate the purchase price and other key terms of the purchase & sale agreement because of defects, the seller will need to decide whether it is better to allow the agreement to be terminated and look for another buyer, or accept a lower sale price and less desirable terms. 

b.)  Allocation of additional liabilities to the buyer

A buyer may also accept liabilities without its knowledge when it fails to identify and address certain issues with a property. This can occur when the property is purchased on an “AS IS” basis and no warranties are provided by the seller, builder, or equipment manufacturer that covers the specific problem.  For example, after the buyer takes occupancy of a building its employees may begin complaining of respiratory problems. Upon further investigation the buyer may find that the HVAC system in the office area is contaminated with bacteria. The HVAC system may be cleaned at a manageable cost, but employees may still file worker’s compensation claims or lawsuits against the buyer.  

c.)  A reduction of the financial return on the project

An industrial user will normally complete a business case to determine whether it should go forward with the acquisition of a business or the expansion of its existing business. Part of the business case will calculate whether the venture will meet the firm’s minimum financial return requirements. The business case is then used internally for approval to allocate capital for the acquisition.    

The financial returns for a venture can be impacted significantly when large unplanned costs for its real estate occur in its early years. To recoup the shortfall, the minimum return threshold for the business venture must be raised throughout its later years.  The result is that the business occupying the property must produce more widgets than planned or the same number of widgets at a higher profit margin each year.  This increased output or profit margin may not occur or even be feasible.  

d.)  A delayed start up of the buyer’s business

Today,  speed is critical for business.  It can mean rolling out a new product faster than a competitor.  It can also mean adding more capacity to supply a key customer when promised or properly timing the new capacity with an economic expansion.  Therefore, quickly identifying problems with a facility or site that will house this new capacity can be critical.   It typically takes several months to negotiate a purchase and sale agreement, complete a contingency period and close a transaction.  When a due diligence issue that can not be resolved arises late in the process, precious time is lost. The site search begins anew and the clock is reset.  The business start-up is delayed. 
III.  Develop a Due Diligence Checklist

Preflight checklists have proven to be indispensable to pilots.  Developing and using a checklist is also one of the best methods to minimize oversights when purchasing commercial / industrial real estate. The best time to begin customizing an initial due diligence checklist for the purchase of commercial / industrial real estate is prior to commencing a site search for a property. It should really begin when a buyer / user determines its space requirements and develops a site selection checklist to begin its search.  This is because a number of the items on the site selection checklist will also be due diligence items.  For instance:

· Presence and capacity of required utilities;

· Minimum floor thicknesses; 

· Confirmation of interior clear heights;

· Enough usable acreage for outside storage of truck trailer pools;

· Potential issues of  site privacy with neighbors; and

· Adequate line of site for safe ingress to and egress from the site 

Many of the items on the due diligence checklist should be investigated by a professional.


A number of professionals can be involved to ensure that a thorough examination of the property is conducted. These professionals may include a(n):

                       -     Civil/Structural engineer;

                       -     Environmental engineer / scientist;

·  Lawyer;

·  Surveyor;

·  Title company;

·  Building contractor;

·  Electrician;

·  Mechanical contractor;

·  Plumber;

·  Roofing contractor.

However, buyers do not typically hire professionals to inspect each of the existing buildings or land sites considered during the site selection process.  But, considerable time and money can be saved by having an employee or a professional who is familiar with facilities participate in the site selection process and property tours. This is especially true for at least the short list of buildings. It permits preliminary due diligence to begin even before the start of negotiations.

Curable problems with a property are often found after the business terms have been negotiated. At this point, the seller sometimes knows, or at least believes, that the buyer has made its decision to go forward with the transaction.  The buyer then loses its leverage to negotiate a seller fix or concession, because the sense of competition is lost.  The result is that the buyer may need to pay for the cure, live with it, or walk from a property that otherwise meets its needs. 

It is not economically feasible to modify some physical aspects of a property to meet a buyer’s minimum requirements.  Therefore, noticing critical details during the first few visits can focus the selection of properties more quickly. For example, the seller may have marketed the building as featuring a twenty two feet clear height. A closer examination during the first few visits may reveal that the building height was measured on it exterior or for only part of its area.  The buyer’s equipment or warehouse requirements may require a twenty two feet minimum interior clear height beneath the superstructure and sprinkler system throughout the entire building.  In this case, no further time or money should be wasted on this property. 

Another example is column spacing.  Many industrial users require certain minimum column spacing for their equipment layouts and warehouse racking.  Measuring the spacing in the field or confirming that it was taken from “as built” drawings can save embarrassment later.  When such issues are found late in the process, management time is lost negotiating business terms, money is wasted for counsel to negotiate a purchase and sales agreement, and the project is delayed. 

IV. Factors to Consider Beyond the Physical Boundaries of the Property 

A thorough due diligence process should look beyond the physical boundaries of the property. The buildings and land are just one part of a real estate or business acquisition for a buyer who plans to use the building to house a business. The building and grounds may be the right size and in good condition, but there may be issues outside the boundaries of the property that will affect the Buyer’s use of it.  However, they can be overlooked if the Buyer is not familiar with how to complete a thorough due diligence investigation.  Depending on a real estate broker may also not be enough. Many brokers are not familiar with industrial businesses and do not have an in depth knowledge of the factors critical to them.  

Extending due diligence beyond the physical boundaries of a property does not mean restarting the site search process and exploring the 1000 plus items that it can entail.  It is simply to make sure that factors in the surrounding area that could affect the buyer’s operation or the start-up of its business are identified and addressed.  A brief discussion to explain some of the potential issues will probably be helpful.

a.) Potential affect of the buyer’s operation on neighbors

The property may have a zoning classification that permits the buyer’s particular use of it. The buyer should judge though, whether it is it foreseeable that complaints by nearby businesses, residential neighbors, or the community in general will pose problems.  For instance, if the buyer’s business involves heavy truck traffic, vibration from machinery, process odors, or noise, neighbors or others in the community may complain.  Citizen complaints can also occur when there is a perception that the business is polluting the environment, whether true or not.   

b.) Potential affects of surrounding uses on buyer’s operation

Sometimes, surrounding uses can have a negative impact on the buyer’s business. Therefore, the buyer should always look at surrounding uses and decide whether any of them are likely to have a negative impact on its business. For instance, continuously heavy traffic at rush hour can impede ingress to and egress from the property and noxious odors from nearby landfills, sewage treatment facilities, or other industries may also pose problems.

c.)  Local and state political climate

A buyer would be wise to gain intelligence on the local and state political climate at the earliest practical stage. The level of real cooperation from each state and community can vary tremendously. Some states, communities, or key politicians may impede the project.  In spite of their rhetoric, key players may not truly favor business expansion.  Furthermore, heavy bureaucracy can extend the time line for the project significantly in some states and communities.  

Before a purchase and sale contract is executed it is sometimes helpful to investigate key politicians, decision makers, and the level of bureaucratic hurdles beyond any such efforts made during the original site selection process. The extra effort can save a lot of time and many headaches. The purchase and sale agreement may have a sunset provision on final approvals for government incentives. Moreover, obtaining a rezoning, environmental permits, building permits, and infrastructure improvements can be very time consuming in certain jurisdictions.  So, the cooperation and efficiency of the state and local governments is critical.

    V.   Conclusion

Proper execution and timing of the due diligence process when acquiring industrial real estate saves a buyer considerable time, money, and headaches.  It can help the buyer avoid unplanned costs, additional liability, a reduction in projected financial returns, and delays. 

Finally, a thorough buyer should develop a due diligence checklist early in the process and identify issues as soon as practical. The buyer should also look beyond the physical boundaries of the property to identify potential problems that could negatively impact future business operations at the specific site.     

    VI.   Sample Due Diligence Checklist (Not intended to be a complete list)

a.)  Documentation and Records

It is not uncommon that a seller will have only a few documents and records relating to its real estate.  This is often the case with for older industrial properties. However, to the extent they are available, the following documents should be obtained from the seller, local building department, builder, engineering firm or other appropriate parties: 

Property survey

Geotechnical reports

Previous property inspection reports 

Drawings of the building and improvements 

Recent utility bills and assessments

Recent property tax bills and assessments

Name of the builder

Name of architect / engineer

Warranties 

· Roof

· Mechanical and electrical components and systems, dock equipment etc.

· Builder warranty, if remaining

Easements and licenses

Leases and subleases

Government and legal notices

   b.)  Permits / Regulatory Compliance

Zoning compliance

Environmental compliance:

· Ground water contamination

· Soil contamination

· Asbestos

· Lead based paint

· Mold

· Toxic residues inside or outside facility

· Air permits

-    Water permits 

Occupancy permit

ADA Compliance

   c.)  Site Utilities

Volumes, pressures, quality, and reliability of:

Water

Sewer 

Natural Gas 

Electric

Fiber Optics / Communications

   d.)  Site

Adequate and safe ingress to and egress from the property

Soil conditions

Site erosion and drainage compliance (i.e. no silt runoff to nearby streams)

Adequacy of site drainage

Wetlands

Adequacy of ground cover

Asphalt and concrete pavement

Adequacy of truck aprons for maneuvering

Encroachments onto subject property 

Encroachments onto neighboring properties 

   e.)  Building Structures                                                    

Area (sq.ft.)

Foundations

Floors

Walls 

Fire walls

Windows

Roofs

Flashing

Internal / external gutters / down spouts and splash blocks 

Insulation 

   f.)  Building Systems

HVAC systems

Electrical Systems

Interior and exterior lighting 

Emergency Lighting 

Plumbing: 

                   -   Toilets

                   -   Sinks

                   -   Showers

                   -   Drains

                   -   Water fountains

                   -   Water pressure 

                   -   Clogged pipes

                   -   Leaking pipes

                   -   Water heaters / boilers

                   -    Sewer / septic

Sprinkler Systems;

                    -   Adequate pressure and coverage for new use

                    -   Proper functions

Truck dock equipment 

                    -   Dock levelers

                    -   Dock cushion or shelters

                    -   Safety locks and lights

                    -   Trailer lights

                    -   Doors

                    -   Truck well drainage 

Building Cranes

   g.)  Offices

Area (sq. ft.)

Condition of finishes

Water damage 

Toxic Mold

Adequate air changes 

   h.) Miscellaneous

Termite and pest / rodent infestation

