

Alternative Investments - II

June 2024 Examination

Q1. To conduct a comprehensive valuation of an apartment building leveraging a capitalization rate of 15% via the Net Operating Income (NOI) methodology, delve into the following intricate details:
The property boasts a total of 70 units, with 50 units currently leased at a monthly rate of $1,200 per unit. In addition, each rented unit generates supplementary annual income of $800. Operating expenses, constituting 30% of the effective gross income, and a property management fee of 15% of the effective gross income are key considerations. The property also incurs a substantial interest expense of $500,000. Moreover, a significant income tax rate of 40% applies to the property's financials. Utilize these details to compute the property's value utilizing the NOI approach with the given capitalization rate.          (10 Marks)

Ans 1.

Introduction

In the realm of real estate investments, accurately valuing a property is paramount to making informed financial decisions. One widely utilized method for determining the value of income-producing properties, such as apartment buildings, is the Net Operating Income (NOI) approach. This methodology provides a clear picture of a property's potential profitability by focusing on the income it generates after accounting for operating expenses and management fees. Central to this approach is the capitalization rate, which serves as a critical metric in converting NOI into an estimate of the property's value.
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Q2. Using the cost approach, determine the value of Rajshree Towers, a 200,000-square-foot high- rise apartment building with an annual net lease value of €200 per square foot. Despite its effective age of 10 years, the building's structural issues and the need for a new roof costing €1,000,000, projected to increase the building's value by €1,300,000, present challenges. Additionally, suboptimal apartment designs result in rents €400,000 lower annually compared to competitors. Environmental changes, such as the conversion of a nearby park into a sewage treatment plant five years ago, further impact rents negatively by €600,000 annually. Furthermore, heightened vacancy rates due to recent competition construction result in an estimated loss of value amounting to €1,200,000.  Considering  a replacement  cost  of  €400  per  square foot  plus  builder profit  of €5,000,000, alongside a market land value of €20,000,000, and an 8% cap rate, assess the value of Rajshree Towers.

The results can be used to find the relative performance of the REIT fund in the market and make an investment decision.       (10 Marks)

Ans 2.
Introduction
Determining the value of real estate assets is crucial for investment decisions, especially for Real Estate Investment Trusts (REITs). Among various valuation methods, the cost approach is a fundamental technique that estimates the value of a property by considering the cost of constructing a similar building minus depreciation. This method is particularly relevant for unique properties like Rajshree Towers, a 200,000-square-foot high-rise apartment building. Rajshree Towers presents a complex case 
Q3. The cost and carry approach helps us to find a forward rate of commodity and commodity derivatives. 
a)  Explain the implication of Cost and Carry for forward commodity pricing.    (5 marks)

Ans 3a.

Introduction:
The cost and carry approach is a fundamental concept in the pricing of forward contracts for commodities and their derivatives. It involves analyzing the cost of storing the physical commodity and the cost of financing the purchase of the commodity until the delivery date of the forward contract. This approach helps in determining the fair forward price of the commodity based on these costs and interest 






