Applied Appraisal Techniques 1 – Lecturer: Eric Allen                                              November 1, 2005


Recommended Text: Income Approach to Property Valuation Baum, et al
Website: www.geocities.com/eallenjm/
Unit 7: Virtual or Sitting Rent

This is the equivalent annual cost of the property to the occupier in cases where capital has been paid out in lieu, or in addition to rent.

1. Capital expended on the purchase of the interest, or premium.

2. The cost of alterations, improvements and other capital works to the property.
Deferred (accrued) maintenance and repair works are not capital costs.

When de-capitalising use the percentage rate (yield) normally adopted for such an interest in the particular property, for the period of the remaining term.

Example

A lessee has taken recently a lease of a shop for 50 years at a rent of $50,000 p.a. On entry he paid a premium of $60,000. What is his virtual rent?

	Rent
	
	p.a.
	
	
	
	$50,000.00 

	Premium
	
	
	
	$60,000.00 
	
	

	
	
	
	
	
	
	

	YP 50 yrs @ 8 & 3% adj tax 40%
	
	10.5512
	
	$5,686.55 

	Virtual Rent
	
	$55,686.55 

	
	
	
	
	
	
	

	
	
	OR
	
	
	
	

	
	
	
	
	
	
	

	Rent 
	
	p.a.
	
	
	
	

	Premium
	
	
	
	$60,000.00
	
	$50,000.00

	ASF 50 yrs @ 3%
	0.0089
	
	
	
	

	Tax adj 40% (TG)
	1.6667
	0.015
	
	
	

	Interest @ 8%
	
	0.08
	0.095
	 
	$5,700.00

	Virtual Rent
	
	
	
	
	$55,700.00


In the above example, it is reasonable to assume that the lessee would be prepared to pay either the full rental value of the property or a lower rent plus a partial sum representing that reduction in rent – so that in these circumstances, from the lessee’s point of view, virtual rent equals rental value.

But what is the lessor’s position?

	Freehold in Possession
	
	
	
	

	
	
	
	
	
	
	

	Rental Value
	p.a.
	
	$55,700.00 
	
	

	YP in perp @ 7%
	
	
	14.2857
	
	

	
	
	
	
	$795,714.29 
	
	

	
	
	
	
	
	
	

	Freehold with Premium Payment
	
	
	
	

	Rent Resev'd
	p.a.
	
	$50,000.00
	
	

	YP yrs @ 12%
	
	
	8.3045
	
	$415,224.92

	
	
	
	
	
	
	

	Reversion to
	
	
	$55,700.00
	
	

	YP in perp @ 7% 
	
	14.2857
	
	
	

	PV 50 yrs @ 7%
	
	0.0339
	0.4850
	
	$27,012.72

	
	
	
	
	
	
	$442,237.64

	Plus Premium
	
	
	
	
	$60,000.00

	
	
	
	Value
	
	$502,237.64


This situation would clearly have been disadvantageous to the freeholder and demonstrates the danger in relying upon the de-capitalisation of a premium to determine rent.

Example: A furniture chain is desirous of setting up location along Constant Spring Road. They intend to lease premises at net rental of $350,000 per annum, however in order to compete with Courts which is located nearby, they will have to do extensive fitting out to create an attractive display area. The expected costs of these works is in the order or $600,000. 

The owner of the furniture chain is facing high start up costs and would like the prospective landlord to undertake the costs of the work. He is proposing that the cost of fitting out be added to the rent. Advise the prospective lessor on the amount of rent he should expect to receive per annum on a lease for a term of three years, should he accept the lessee’s proposal. Freehold yields can be taken to be 8%. 

	Rent p.a.
	 
	$350,000
	 

	Premium
	J$600,000.00
	 
	 

	Fitting out costs
	 
	 
	 

	YP for 3 years @ 8%
	2.5771
	J$232,820.11
	 

	 
	Capital Value
	 
	$582,820.11


Determine the virtual rent if in the circumstances above, the lessee had paid a premium of $600,000.00 and there were no fitting out costs.

	Rent p.a.
	 
	$350,000
	 

	Premium
	J$600,000.00
	 
	 

	 
	 
	 
	 

	YP for 3 years @ 8% & 3% adj. Tax @ 30%
	1.8444
	J$325,311.74
	 

	 
	Capital Value
	 
	$675,311.74
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