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ABSTRACT

When goes with this study, the Real Estate for Office use was focused. An office is an
architectural and design phenomenon; whether it is a small office such as a bench in the
corner of a small business of extremely small size, through entire floors of buildings, up
to and including massive buildings dedicated entirely to one company.

Commercial real estate markets, however, are characterized by spatial constraints,
extensive product differentiation and information asymmetries that give rise to
economically fragmented markets. A number of previous studies have demonstrated that
such distinct submarkets do exist within urban office markets. The highly localized
patterns of occupancy and rental rate determination found in these studies are indicative
of market fragmentation.

This thesis analyzes determinants of variations in office rents in the city of Kandy. The
theoretical background of this study is related to the hedonic methodology, which is
extensively applied for explaining price or rental price variations of the office units.
Given this theoretical framework, hedonic regression model is utilized for the estimation
of hedonic price indices by using the cross sectional data of the office market in Kandy as
for the year of 2013.

The study uses data, obtained from rating cards maintained by the Government Valuation
Department for office properties and through a field survey. Out of 23 wards from Kandy
Municipal Council area 06 wards has been selected considering the high concentration of
population, labor force, and office activities. Out of 405 total number of office units, 198
units are selected as the sample of this study under systematic sampling and purposive
sampling method.

The actual rental values have been applied as dependant variable along with 27
independent variables as predictors to run multiple regression analysis. The OLS
estimation has been applied using SPSS for the analysis. The result generated from the
analysis indicated that the floor area or size of the building, age of the building,
availability of parking facilities and availability of lift facilities were among the
significant predictors of office rent.

Finding of this study evidenced that Hedonic regression model is a quantifiable and
Justifiable method for office rent predictions, hence it is recommended to apply this
technique for rating rent valuation of office properties by considering further improved
rent models appropriate for different geographical areas. Consequently, delays on
implementation of rent revisions could be minimized.

This study which identifies and quantifies the rent determinants on office properties
recognizes the importance of study on local office markets and also it would be useful for
the values to make aware of influence of significant attributes associated with office
property on its rental value. Moreover, the results suggest that the capability of
application of Hedonic Price Model for property valuation practices in the country as a
rent prediction tool which would definitely accelerate the process involved with valuation
and secure its consistency than it is done manually by professionals.
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ABBREVIATIONS

AAGR - Average Annual Growth Rate
CBD - Central Business District

CPI - Consumer Price Index

E/L - Electricity

KMC - Kandy Municipal Council
HPM - Hedonic Price Model

OLS - Ordinary Least SQuares

UDA - Urban Development Authority
VIF - Variation Inflation Facator
W/S - Water Service

Tp - Telephone
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Determinants of Office Rent with Special reference to the City of Kandy - Chapter one

CHAPTER ONE

Introduction

1.1. Background of the study

Infinite wants of human beings originate with the limited needs. According this is
very common for Real Estates which can be defined as "Property consisting of land and
the buildings on it, along with its natural resources such as crops, minerals, or water:
immovable property of this nature ( Eda Ustaouglu, 2003). Real properties are
overvalued when it goes beyond the limits of the bond of natural and manmade
creature. The legal interest gives it another position called “Real Property” creating a

new value than previously.

Dunse et al ( 2003) stated that , Depending on the nature of the property, an owner of
property has the right to consume, alter, share, redefine, rent, mortgage, pawn, sell, exchange,
transfer, give away or destroy it, or to exclude others from doing these things, as well as
perhaps to abandon it; whereas regardless of the nature of the property, the owner thereof has
the right to properly use it (as a durable, mean or factor, or whatever), or at the very least
exclusively keep it. . Accordingly the usages of these Real Properties, they can be
distinguished basically from Residential, Commercial, and Office as well as Factories,
Agriculture and many more. These can be existed with Freehold or Leasehold interests. Each
of these has its own value. In the real property market, the problem of determining value
is more complex. The reason is related to the heterogeneity of the market. Each
property possesses specific characteristics or attributes such as location and physical
characteristics of the property. The value of each property varies widely and

systematically with these characteristics.

When goes with this study, the Real Estate for Office use has to be focused. An office
is an architectural and design phenomenon; whether it is a small office such as a
bench in the corner of a small business of extremely small size (see small office/home
office), through entire floors of buildings, up to and including massive buildings
dedicated entirely to one company. In modern terms an office usually refers to the
location where white-collar workers are employed (Delik Pekdemir, 2009). While the
interest for real property is either freehold or leasehold most of the Office uses are

leasehold due to the inheritance of this usage. Considering the leasehold property,
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both landlords and tenants are interested in the ‘rental price’ and the ‘rental value’ of
the property. Ring, (1972, 161) has expressed the Rent has been defined as a “definite
periodic return, in terms of money or other provisions, for the use of property”. Based
on this definition, it can be stated that rental price of the property is important as it
indicates the amount of rental payment that must be paid by tenants and the amount of
rental income that will be received by landlords. Rental price is primarily determined
in the market due to the supply and demand relationship. Expectations about future
interest rates are major fundamentals underlying the pricing of bonds with various
contract terms, resulting in a clearly observable term structure of interest rates. A
similar phenomenon is likely to exist in the rental market, where expectations about
the future development of spot rents would result in different rent levels for lease
contracts with different lengths of tenure. If observable, the term structure of leases
should reveal the expectations in the rental market, thus supplying a true market
fundamental for the wvaluation of portfolios of leases, i.e. property values.
Furthermore, the rental term structure is likely to indicate rental market turning points,

and thus become a lead for turns of the property cycle.

The determining factors of office rental values are researched and documented by
empirical studies in different countries. (Greer and Farrell, 1993) stated that a
property’s rental value is related to “its capacity to satisfy the needs of prospective
tenants and its locational advantages relative to those of competing rental properties”.
In other words, the ability of a property to satisfy a tenant need is generally reflected
by the level of rental income that the property is capable of generating. This ability is
referred to as property’s ‘functional utility’ and is related to the measure of its
productivity. In Greer and Farrell’s explanation, “both natural and manmade features
contribute to productivity, as does location” (Greer and Farrell, 1993: 89). Hence,
property’s ability to command rents is basically related to its Physical or general and

Special characteristics.

Commercial property has an important role in real estate markets. Ring (1972) stated
that commercial property as a property-related issue affects everyone in the sense that
it shapes the built environment. Furthermore, the importance can be related to three
different factors: First, as a factor of production, commercial property provides the

space to house the activities of business and industry. Second, as a financial asset,



