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States -- Handbooks, manuals, etc. Excerpt: . . . 1. 2. E. Issue 3: Assumptions about Debt Service and Rental
Income The propertys income must increase over time to pay for debt service and ever-increasing operating
expenses. Many troubled projects have excessive debt service in relation to the attainable net operating income
( NOI'). The operating pro forma should reflect the attainable rents and realistic vacancy and collection loss
assumptions, based on the PJs evaluation of the market ( discussed in Issue 2, above ). If project income is over-
estimated initially, or if income increases more slowly and or expenses increase more quickly than projected,
there will be disastrous consequences over time. From the sustainable underwriting perspective, vacancy and
collection loss should not be set low because of initial occupancy expectations, as this will not be sustainable in
the long run. When NOI is insufficient to pay expenses and debt service, either debt accumulates and puts the
property at-risk of foreclosure; or the owner pays debt service but cuts other costs by deferring maintenance to
the property, or draws from replacement reserves. These short-term fixes to the cash crisis can quickly drive a
project downhill. As the physical asset deteriorates, finding new tenants can become more difficult and cash
flow is further curtailed. Recommendations 1. Underwrite projects realistically but conservatively, and err on
the side of underestimating rental income and overestimating expenses. Where ranges of reasonable estimates
exist, take the more conservative end of the range. 2. Underwrite projects based on the needs of...
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