VALUATION
AND ADVISORY
OFFICE DEVELOPMENT
PART 2

TECHNICAL MARKET
COMMENT
As part of our ongoing series of market
updates and technical papers, this paper
comprises “Part 2” within the Office
Development Series.
Our Part 1 paper covered issues
relevant to the management of matters
surrounding the end realisation, income
support and transaction costs relating
to development valuations. This Part 2
paper covers general feasibility matters
and return benchmarking.
Part 3 of this series (soon to be released)
will cover some actual market dynamics for
development sites in several select markets.
This is of particular importance in the
Sydney CBD given the interest surrounding
the Draft Central Sydney Planning Strategy
and the indentified tower cluster sites.
The valuation “process risk” with
regard to office development
valuations is considered high
and it is critical to set the correct
benchmarks and allowances
early in the process to prevent
unwanted surprises and adverse
profit/return impacts.
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of assistance or provide a reference
point for further discussion. Cushman
& Wakefield Valuation & Advisory is
available to discuss in more detail.

cost exposure and risk component of the
feasibility. Will a tenant pay a lesser than
market incentive today based merely
upon a “forecast” that incentives will be

WHAT ESCALATION SHOULD BE
APPLIED TO RENTALS?

lower at completion?. We would contend
that is a high risk proposition which
could lead to profit volatility.

In-house market growth forecasts
are only considered a guide
as to what escalation to apply.
Why only a “guide” and why
don’t we always adopt rental
growth until completion in line
with our house forecasts?
Full growth over the development
horizon cannot always be applied when
negotiating precommitments. If for
instance house forecasts suggest say
6.0% pa growth for the next 3 years
(example only), a tenant (particularly
those supported by representatives)
may be unlikely to agree to “above
trend” or “blue sky” escalation until
completion and are more inclined to
agree escalations in line with typical
fixed increases of 3.75%-4.0%.

Through the process of undertaking
many CBD and metropolitan office
development valuations, many of the
considerations within this and our
earlier paper reflect matters discussed
and covered off with many
development and finance clients.

Furthermore, it is questionable whether
leases negotiated within say 12-18
months of completion of a major project
reflect any degree of escalation between
the date of agreement and completion.
As such we typically take a longer term
“average” view of escalation.

Whilst it is imperative in the competitive
development market to maintain
confidentiality between projects,
it is important to have a good
coverage of project experience to
inform these views.

This understanding is prudent in that
it will reduce the potential to overstate
on-completion rentals and the need to
play catch-up during the latter part of
the development where there may be a
greater need for any un-leased space to
be competitively priced.

These papers are not intended to explain
these matters in detail, merely outline
summary comments which may be
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The same rationale is generally applied
to incentives which form a major variable

As with other “valuers” allowances
such as income support, these
form a critical component of
the feasibility which if not
benchmarked and communicated
to clients with proper
reasoning up-front, will lead to
potential risks compounding
over the development horizon.
This results in unnecessary
valuation process risk and
unwarranted volatility in the “as
is” assessment or forecast profit.
OTHER DEVELOPMENT
ALLOWANCES THAT SHOULD
BE CONSIDERED?
Typically other allowances should be
considered which may alternatively
be viewed as “specific contingencies”.
These relate to items such as subdivision
allowances (if floors need to be leased
to multiple tenants), tenancy area
upgrade allowances (eg. Interfloor stairs
and tenant specific items outside the
construction contract). The advantage
of including these at the early stages of
the feasibility analysis is to set a solid
cost base to avoid unwanted surprises.
As deals are done which may not
require these contingencies, they can be
removed and incremental profit unlocked.
These and other allowances should
also be considered against the
benchmark return. The more specific
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the allowances, the more explicit the
calculations and the greater degree
of risk adjustment reflected in the
benchmark return. No allowance or
variable operates in isolation.

benchmark return reflecting the risks
of the development (a more traditional
development situation that has become
increasingly rare).

LEASE TAILS

The former is the more common
situation in todays institutional
development market, with most
traditional developers either being priced
out of the market or lacking control of
sites. The suburban markets do however
have a greater concentration of more
traditional developers.

Typically exposure to lease tails is
not reflected unless they have been
agreed. Unless agreed, any contingency
for lease tails can be reflected in the
considerations under income support
(see Part 1 of this series). However,
lease tails can sometimes represent a
significant cost. The control of these
lease tails (ie. ability to manage the
leasing or reach an agreement with
another owner) is considered important.
BENCHMARK HURDLE
RATES OF RETURN
There is no prescriptive formula
as to what a developer or investor
is prepared to accept as a stated
return for a development. However,
experience in other projects provides
a solid foundation to determine
appropriate returns, particularly
across the life of the project as
milsestones are achieved.

A summary of the comparative returns
between a fund/REIT and more
traditional developer is noted in Table 1.
The general benchmarks can vary
depending upon whether the developer
is looking to develop and hold (the
most common situation as per many
local funds and REITs) and therefore
look at a return/yield on costs at
completion, or whether the developer
is looking to trade out at a reasonable

Funds/REITS

Traditional
Developers

Apart from typical project specific
factors that should be considered
when benchmarking an appropriate
return, one of the major drivers for an
institutional developer is return on cost.
As developments progress, a margin
above a typical capitalisation rate (say
margin of between 0.5%-0.75%) would
be warranted closer to completion and
assuming major contingencies are derisked. This allows profit to be realised
as the asset is rolled into a fund at an
accretive yield.
…..but what are the accepted
benchmarks at different stages
of a development?......
Various projects that we have had
involvement with over the years
(including Barangaroo, 60 Martin Place,
100 Mount Street, 151 Clarence Street,
333 George Street, 161 Castlereagh
Street, 420 George Street, 5 Martin
Place, 8 Chifley Square, 1 Bligh Street)
have indicated development margins at
early inception stage of between
12.5%-15%. As milestones are achieved,
these returns can re-rate closer to
7.5%-10%, with the lower end generally
evidenced when the project is closer to
completion and delivery risk becomes

minimal.
Importantly, if proper allowances (as
previously noted) are explicitly included
as specific contingencies for potential
risk exposures (ie. icome, support, etc)
the return should then largely be “clean”
and can be benchmarked around the
following key milestones.
• The scale of the project.
• DA and construction contract status
• The status of construction and
construction variation risk.
• The length of the development
horizon.
• Inherent (and not specific) forecasting
period and market risk associated
with escalations/forecasts (ie. “thru
the cycle” risk). Specific forecasting
risk is already reflected in the adopted
escalations.
• Level of precommitment (but
balancing this against the downtime/
income support adjustments already
made and any end cap rate impact).
• Any de-risking via fund through sale
(part or full share).
We often find wide debate over the
interpretation of the releasing of
profit/adjustment of return hurdles
as milestones occur. However, this
profit release should be managed
against a solid rationale based upon
experience with other projects.

Importantly, the adjustment of the
hurdle development margin should
also have regard to the contribution
to additional profit release that may
also occur with any positive change to
the end realisation, or reduction to the

No DA or
Contract

DA and
contract

Major
precommit &
early construction

Construction 25%
advanced with
precommitment

Majority precommitment,
+50% construction and
variation risk reduced

Nearer
completion

+/-15%

12.5%-15%

11.5%-12.5%

+/-11.5%

+/-10%

7.5%

20%-25%

+/-20%

+/-17.5%

15-17.5%

+/-15%

Return on
remaining
costs

# It should be noted that these margins are measured consistently by us on the assumption of 100% debt funding. The level of debt funding between projects will obviously vary and inevitably skew returns, however, it is not possible for us to reflect different debt funding positions between projects. Likewise, whilst 100% debt funding
would not seem realistic in practice, the assumption should be viewed as a debt/equity cost overall, with any committed equity portion attracting an opportunity cost.
## The calculation and IRR does not account for any impact of a potential joint venture (JV) partner and any associated coupons payments which may be agreed on any
part share fund through JV transaction. These pre-completion transactions not only de-risk part of the on-completion exposure but also enhance the returns over the
development period. They vary and are project specific.** The IRR will vary materially depending upon the development horizon.
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allowances discussed within a major
precommitment will likely result in a
reduction in income support (a notional
cost only) and potential other factors
(incentives).
AT WHAT POINT DO YOU GO STATIC?
Do we run a residual feasibility
cashflow, including interest, only
6-9 months out from completion?

Not likely as the market would not view
the asset in this manner, particularly for
larger, longer term projects that may
extend over +/- 3 years.
The better approach is to have regard
to the asset on completion, with no
escalation or misinformed gross ups for
stamp duty (see Part 1 of this series), and
then deduct the costs and allowance to
complete, including a reasonable margin
on those costs alone, not necessarily a
margin on the entire development.

This is on the basis that the project is
near completion, is likely to be largely
de-risked from a construction and
tenancy perspective, whilst any
forecasting risk is removed.
The jump from a cashflow
feasibility to a static approach
needs to be anticipated and
managed with regard to the
inadvertent profit it can realise
merely due to a change of
methodology alone.

Barangaroo

60 Martin Pl, Sydney

QQT, 50 Bridge St, Sydney

Tech Hub, Central Station

151 Clarence St, Sydney

210 George St , Sydney

420 George St, Sydney

333 George St, Sydney

WHAT ABOUT COMPARISON
WITH SITE SALES?
We are often asked – without running
a feasibility, what do you think the
prevailing rate/m2 of GFA is?
Have you got any sales?

CUSHMAN & WAKEFIELD | VALUATIONS

The nature of the ownership of many
sites generally means that few core
institutional sites are traded or acquired
for redevelopment. Often they are
already held or consolidated over
time, although the metro acquisitions
have allowed some floorspace rates
to be analysed.

100 Mount St,
Nth Sydney

161 Castlereagh St, Sydney

In the absence of direct sales and a
feasibility approach, one of the ways
to review rates for core institutional
sites is to review more recent historical
site valuations we have undertaken and
then look at growth/changes in key
drivers since these valuations.
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For example, if we assessed a site at say
$100mill LV in 2016 based upon say GR
of $500mill (example only), we can then
review the change in on-completion
value as at today (2020) and then imply
that same growth to the rate/m2 of GFA.
This is not exact but in the absence of
comparable sales, it can provide a fair
benchmark. Actual examples are below,
although project names have been
removed to protect confidentiality.

SUMMARY
Many of these considerations within
reflect matters discussed and covered
off with many development clients over
the years. As can be seen, many of the
factors noted can be material not only
to the static “as is” value (whether that
be a site or partly completed asset),
but with regard to the unlocking and
realisation of profit which needs to be
managed over the development horizon.

The same principles apply cross
borders in each development market
nationally and experience in managing
this process and setting expectations/
variables early in the process is
essential in order to mitigate or
eliminate what can sometimes be a
high degree of process risk.

Should you have any queries with relation to these or other development matters, please do not hesitate to contact the
undersigned or wider team. We look forward to providing some analysis of select markets in Part 3 of our Development Series.
Regards
David Castles

Location/
Asset

Approved
GFAM2

Assessed Site
Value at
Inception (rate/
m2 GFA) - using
assessed site
value

Inception
Date

% Site
Value at
Inception
Date
Relative to
Realisation

Comments

Growth/
change Since
Assessment
at Inception

Implied
adjusted
Land Value
2019

Core
Precinct

45,039

$6,994

Jun-17

30.9%

Clear site value post demolition.
No precommitment. Financial Hill
location with one of the highest rental
bases

22.5%

$8,568

Core
Precinct

17,240

$5,104

Dec-14

35.2%

Rate at inception and post
demolition. No precommitments.
Smaller boutique project with
rental base approx 25-30% below
financial hill.

37.5%

$7,019

2,3111

$4,154

Nov-15

27.8%

Adjusted for likely demolition costs
and excluding small component of
holding income. Precommit in place
over 28% at inception. Rental base
approx 25-30% lower than financial hill

42.0%

$5,898

Western
Corridor

** Growth adjustment is based upon assessed change in rentals, capitalisation rate and end realisation between inception date and today

In addition to this development update, Cushman & Wakefield Valuation and Advisory look forward
to providing updates from our wider team as we expand nationally over 2020.
All Papers published by Cushman & Wakefield Valuation and Advisory
can be viewed at https://www.cushmanwakefield.com/en/australia/valuations-hub
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