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experience across the UK and Ireland.
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Institution of Chartered Surveyors.

RICS Governing Council geographical seat holder for the UK and
Ireland.
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" APC Chairman / Assessor for SCSI and RICS.

RICS Inspire Ambassador.
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Introduction
* When an investor undertakes a DCF appraisal they set a target (hurdle) rate of return that they require from the investment.
* This hurdle rate of return reflects levels of risk that the investor is prepared to accept.

* It is common to build-up a hurdle or target rate of return that is based upon 'specific' risks associated with the property being
appraised and ‘systematic’ risks from the wider markets.

* A frequent criticism of this approach is that these allocations for risk are often arbitrary or subjective, and at the very best,
based on experience and past performance, rather than this being an objective, criteria-based approach.

* Hurdle rate = risk free rate + risk premium.

‘An investigation of Hurdle Rates in the Real Estate Investment Process’.
e This report focused on the hurdle rate variable in the Discounted Cashflow method of valuation.
* The hurdle rate — The minimum, required or target rate of return.

* A hurdle rate is applied in the DCF model to reflect the investor’s weighted average cost of capital (WACC).
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‘An investigation of Hurdle Rates in the Real Estate Investment Process”.

Key Findings:

e It is common practice among commercial real estate investors in the UK to use non-
cashflow decision-making tools (eg payback, profit-on-cost) in the investment
process,

6 There is significant evidence of discretionary behaviour being exhibited by real estate
investors in the measurement process which has resulted in inconsistencies in the use
of key metrics in the decision-making process, and;

e There is also a reluctance to adopt more sophisticated quantitative modelling
applications.
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Example: Hurdle Rate for Q1 2024 West End Office appraisal

Based on historic data 1980-2023: all institutional-grade property

Delivered return; source MSCI 8.9%
Less Average 10 Year Gilt Yield 5.2%
Delivered Risk Premium 3.7%
Current 10 Year Gilt Rate 4.1%
Implied Real Return 7.8%

What'’s in the risk premium?

* Volatility relative to Government gilt yields

* Liquidity relative to Government gilt yields

* Risks: depreciation, obsolescence, locational risk

e Structural change: working patterns and demand shifts

Should you adjust required return for individual property characteristics?
* Prime versus secondary — critical in current market

* Tenant covenant strength

« WAULT?

* Building characteristics and quality (including ESG factors)

* Micro -locational factors

* Lease terms
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Example: Hurdle Rate for Q1 2024 West End Office appraisal

Thinking about yields
Over that 1980-2023 period:

ERV growth averaged 3.33%
Less Inflation averaged 4.08% p.a.
Implies real rental growth of -0.75%
Current anticipated inflation 3.15%
Implies expected growth of 2.4% p.a.

Implies “rational” yield of 7.8% - 2.4% = 5.4%

MSCI average equivalent yield end 2023: 5.2%

But agents reporting prime yields 4.0% to 4.5%7?
How much transaction activity is there?

Thinking about structural change

Has market changed structurally 1980-2023?

Does pandemic imply new working practices and reduced long-run demand, higher costs?
If so, real rental growth likely to be lower (unless supply adjustment)?

Do new ESG pressures make assets vulnerable (stranded assets, retrofit costs)?

How do you value potential change of use?
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Upcoming Property Webinars:

o Benefits of Upskilling Employees with MS Excel
Modelling Skills, as a Recruitment Expert

14th May 2024 | 13:00pm BST Get more out of our Free Webinars with our
Hub of Property Webinars Subscription

o An Introduction to ESG in Real Estate — Concepts, * 24/7 access to the property webinar recordings
Drivers and Trends Download the webinars slides

Access to webinars summaries
Further relevant reports
Previous years webinars’ insights

9 info@bayfieldtraining.com @
www.bayfieldtraining.com/webinars
9080

5t June 2024 | 11:00am BST
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