1) Trent is considering investing in a commercial office building in east Wichita.  The building has 120,000 square feet of gross leasable area.  Of this, 35,000 square feet rent for $17.50 per square foot (psf), 65,000 square feet rent for $16.00 psf, while the remaining 20,000 square feet rent for $15.25 psf.  All leases in this building are gross leases.  Currently, the average vacancy rate for similar office space in east Wichita is 12%.  The asking price for this property is $10 million.  

Based on the prior owner’s past tax returns, Trent has forecasted the following expenses for the property:


Depreciation allowances
205,000

Utilities
$195,170


Maintenance
185,000


Management expenses
10% of EGI


Mortgage interest
220,000

Property insurance
135,000


Property taxes
260,000


a) What is its expected net operating income?  

Potential gross income

35,000 @ 17.50
$612,500

65,000 @ 16.00
1,040,000

20,000 @ 15.25
305,000
1,957,500
Less: Vacancy & collection

(-234,900)
Effective gross income

1,722,600
Operating expenses

Utilities
195,170

Maintenance
185,000

Management expenses
172,260

Property insurance
135,000

Property taxes
260,000
(947,430)
Net operating income

775,170


b) At what cap rate is the seller offering this property?  

R = NOI / V = 775,170 / 10,000,000 = 0.0775 = 7.75 percent.  

c) If Trent were to buy this property at an 8.50 percent cap rate, what price would he pay?  

To obtain an 8.50 percent cap rate, you would need to purchase the property at V = NOI / r = 775,170 / 0.085 = $9,119,647, or just over $9.1 million.  
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