
VALUATION THEORY AND PRACTICE

Paper 1

Answer THREE questions –one from each section

(Maximum marks 300)
Section A: Answer ONE question from this section
1.
Analyse the comparables and value the freehold interest in a warehouse unit that is currently let at £150,000 per annum (net). The unit is held on lease for 20-years, subject to 5-yearly upward-only rent reviews. The first rent review is due in 2 years. The unit comprises 2500m2 of storage space with 250m2 of ancillary offices. The tenant has an option to purchase the freehold for £2.25 million at the end of year 10 of the lease.

Comparable A

A similar unit, with 3000m2 of storage and 100m2 of ancillary offices, has recently let at £180,000 per annum (net). The letting was for 15 years, subject to rent reviews every 5 years.

As a condition of the lease the tenant is obliged to carry out improvements, at an estimated cost of £100,000, by the end of year 4 of the lease. After improvement, the property will be in a similar condition to the subject unit.

There is a six-month rent-free period at the beginning of the lease. The normal rent-free period is 3 months.

Comparable B

Another similar unit, with 2000m2 of storage and 300m2 of ancillary offices, has recently sold with vacant possession, for £1.90 million.

The expected total return is 11% per annum, with rental values expected to increase at 3.5% per annum.
2.
Commercial premises are let with 7 years of a 15-year term remaining. There is a rent review due in 2 years. The passing rent is £100,000 per annum (net). The current full rental value is £130,000 per annum if subject to 5-year rent reviews, £124,000 per annum if subject to 2-year reviews.

Rental values are expected to increase at 3.5% per annum and the expected total return is 11% per annum.

(a)
Value the freehold interest using both a traditional and a growth-explicit valuation approach.






(50 marks)
(b)
Explain your choice of yields at each stage of both valuations.
(30 marks)
(c)
Calculate the equivalent yield.





(20 marks)

Section B: Answer ONE question from this section
3.
Two mutually exclusive property developments are being considered. Your client has prepared the following cash flow estimates and calculated the payback and return on capital employed (ROCE) for each project 

	Project A
	
	Project B

	Year
	Cash Flow
	
	Year
	Cash Flow

	0
	-£150,000
	
	0
	-£190,000

	1
	£50,000
	
	1
	£50,000

	2
	£145,000
	
	2
	£60,000

	
	
	
	3
	£75,000

	
	
	
	4
	£80,000

	
	£45,000
	
	
	£75,000

	ROCE
	30.0%
	
	ROCE
	39.5%

	Payback
	2 years
	
	Payback
	4 Years


It is not clear from this analysis which is the more attractive project. Your advice has been sought.

(a)
In what respects are Payback and ROCE deficient as investment decision tools?








(20 marks)
(b) The appropriate market return for both investments is 10%. By reference to net present value (NPV), which is the better investment?

(20 marks)
(c) Demonstrate that project ranking by reference to internal rate of return (IRR) is in conflict with the NPV ranking.




(20 marks)
(d) How would you resolve this conflict? 




(10 marks)
(e) Cash flow projections for Projects C and D are set out below. The projects are not mutually exclusive. Whilst each project could stand alone, the cash flow for Project D will depend upon whether Project C is also undertaken.

If Project C is undertaken, Project D is expected to yield cash flow D1. If Project C is not undertaken, Project D is expected to yield cash flow D2. The market rate of return for Project C is 12% per annum and for Project D, 8% per annum. What advice would you give in respect of these investment opportunities?







(30 marks)
	
	Project C
	Project D

	Year
	Cash Flow
	Cash Flow D1
	Cash Flow D2

	0
	- £100,000
	-£200,000
	-£200,000

	1
	£25,000
	£90,000
	£90,000

	2
	£30,000
	£100,000
	£95,000

	3
	£35,000
	£60,000
	£55,000

	4
	£35,000
	£30,000
	£25,000


4.
(a)
Derive from first principles the formula for the Amount of £1 per annum, invested at the end of each year.




(40 marks)
(b)
By reference to tax adjusted Dual Rate Valuation Tables (YP at 8% and 3%, tax at 30%) an investor pays £2,373 for an income of £1,000 per annum, payable annually in arrears for 4 years. Demonstrate that the required returns are achieved.







(40 marks)
(c)
£12,500 has been paid for a perpetual income of £1,000 per annum. If the income is received quarterly in advance (ie, £250 per Quarter), what is the true or effective annual rate of return?




(20 marks)
Section C: Answer ONE question from this section
5.
Explain the following in relation to compensation for compulsory purchase:

(a)
The duty to mitigate losses.





(20 marks)
(b)
The effect of accommodation works on compensation for disturbance.










(20 marks)
(c)
The extent to which the special suitability or adaptability of land for a particular purpose can be taken into account.


(20 marks)
(d)
The principle established in the case of Stokes v Cambridge Corporation 1961.









(20 marks)
(e)
Equivalent reinstatement and the circumstances in which it will be adopted.









(20 marks)

6.
(a)
On renewal of a business tenancy, what is the effect of improvements carried out by the tenant? Illustrate your answer with a simple valuation example. 










(30 marks)

(b)
If a landlord successfully resists an application for a new tenancy of business premises and obtains possession, what compensation will be payable to the tenant?








(30 marks)

(c)
How would you assess the impact of a tenant’s liability for dilapidations in respect of business premises that are nearing the end of their useful economic life? Illustrate your answer with a simple valuation example.

(20 marks)

(d)
What is the impact on the value of the freeholder’s interest of an absolute restriction on the assignment or sub-letting of a business tenancy?
(20 marks)


VALUATION THEORY AND PRACTICE

Paper 2
Section A: Answer ONE question from this section
1.
Answer both parts of this question using a growth explicit valuation technique(s). Assume that rental values will increase at 3.5% per annum and that the required total return is 11% per annum. 

(a)
Commercial premises have recently let for 15 years, subject to rent review (upward or downward) after 5 and 10 years. The net rent payable for the initial term is £5,000 per annum. On review the rent payable is 80% of the then prevailing full rental value. A premium of £20,000 has been paid by the tenant. 

Calculate the current full rental value from the viewpoint of the freeholder.










(50 marks)
(b)
Identical premises are available to let at an initial rent of £11,000 per annum (net). The rent is subject to upward-only review after 5 and 10 years. The freeholder is prepared to offer a reverse premium to induce a tenant to take the premises.

Calculate what the premium should be from the viewpoint of the freeholder.









(50 marks)
2.
Your client is considering the purchase of a 1960’s mixed use commercial building for either refurbishment or redevelopment. The asking price is £1.75 million.

The building comprises 180m2 of ground floor retail space together with 200m2 of office space on each of three upper floors. The retail space is currently let at £300/m2 per annum, the full rental value. The office space is vacant and in poor condition.

Refurbishment of the office space would cost £360,000 (excluding fees) and would take 1 year to complete. After refurbishment the offices could let for £200/m2. During refurbishment the shop tenants would continue to trade, but at a reduced rent of £240/m2.

Alternatively, the site could be redeveloped. This would not change the amount of retail space but would permit an additional 200m2 of office accommodation. Rebuilding (including demolition expenses) would cost £800,000 (excluding fees) and would take 18 months. The vendor has made arrangements to compensate the existing retail tenants if redevelopment is proposed. New offices would let at £250/m2, new retail accommodation would let at £330/m2.

Land to the rear of the subject property has development potential. The best means of providing pedestrian access to the rear land is via the subject site. The value of the rear land with the benefit of such access is £400,000 higher than its value otherwise.

If access to the rear land is to be provided, only the redevelopment option is feasible. Development costs would not be affected. However, the available retail space would be reduced to 120m2. The rental value of the reduced retail space would increase to £360/m2.

Making such further assumptions as are necessary, prepare annotated valuations to advise your client whether the asking price is reasonable.
Section B: Answer ONE question from this section
3.
(a)
Analyse the following investment opportunities using a target rate of return of 2% per Quarter.







(60 marks)
Investment A

Cost £200,000. Income £16,000 pa for 2 years, payable annually in arrears. There is a 40% probablity that the income will increase to £20,000 pa in year 3. If the income increases in year 3, the investment can be sold for £290,000 at the end of year 3. If the income is not increased in year 3, the expected disposal price is £275,000.

Investment B

Cost £200,000. Income £21,000 pa for 3 years, payable half-yearly in advance. 

Sale at the end of Year 3 for £260,000.

Investment C

Cost £200,000. Income £20,000 pa for 3 years, payable half-yearly in arrears. 

Sale at the end of Year 3. A range of potential sale prices has been provided:

	Price
	Probability

	£230,000
	10%

	£240,000
	10%

	£250,000
	20%

	£260,000
	50%

	£270,000
	10%


(b)
Demonstrate by means of examples that both risk and potential return increase as gearing increases.





(40 marks)
4.
(a)
Demonstrate that capitalisation of an income by reference to YP Single Rate Tables (PV £1 pa) allows for both replacement of the original capital investment and a return on the outstanding capital balance.


(40 marks)

(b)
A loan of £100,000 is repayable by equal annual instalments over 25 years, with interest at 8% per annum (compound).

(i)
What is the outstanding loan after 20 years?


(20 marks)
(ii)
If the interest rate is reduced to 5% for the remaining 5 years, what is the revised annual payment?





(20 marks)
(iii)
Demonstrate by means of a schedule that the revised annual payment is sufficient to repay the loan, together with interest on the reducing principal, year on year.





(20 marks)

Section C: Answer ONE question from this section

5.
In the context of property valuation for inclusion in a Financial Statement:

(a)
Define and explain the term ‘Market Value’.



(50 marks)

(b)
Distinguish ‘Existing Use Value’ (EUV) from Market Value and explain when EUV would be adopted as the appropriate basis of valuation.

(50 marks)
6.
Describe the types of risk that are associated with an investment in real property.
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Examiner’s Comments

Question 1

Not attempted by the candidates.

Question 2

Generally, well answered.

One candidate failed to demonstrate a proper understanding of growth-implicit and growth-explicit yields.

Question 3

Generally, not well answered.

Not all candidates were familiar with payback and return on capital employed.

The analysis of the dependent projects at (e) caused some confusion.

Question 4

Attempted by one candidate, who demonstrated little understanding of what was required.

Question 5

Not attempted by the candidates.

Question 6

Generally very well answered.

Paper 2

Question 1

Attempted by one candidate.  A poor answer.  Confused analysis and misuse of growth-explicit techniques.

Question 2

Well answered.

Question 3

Mixed answers.  One very good, others poor.

The adoption of non-standard flows and probabilities caused confusion.

Question 4

Not attempted by the candidates.

Question 5

Competently answered.

Question 6

Attempted by one candidate.  A poor answer that failed to address real property risks.
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