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B Options are widely used in both the leasing and sale of commercial property in
Australia. Options create both an asset and a liability and should be understood

by landlords, tenants, real estate agents and valuers.

B There are generally two types of options used — a “put” and a “call” — which

confer rights and obligations upon the parties involved.

B In the leasing market, a landlord may grant an option over commercial floorspace

enabling the tenant to expand, contract or renew the space leased.

B In the sales market, an owner may grant an option over commercial or residential

premises granting a prospective purchaser the opportunity to buy the property.

B A complicated mathematical formula known as the Black and Scholes model can

be modified to accurately price a property option.

B All participants in the property industry can benefit from a better understanding of
options pricing. This paper is designed to demonstrate there is a more formal
mechanism for assessing the asset and liability which is created when an option

is created.
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Introduction

Options are widely used in both the leasing and sale of commercial property in Australia. The use
of options has implications for landlords, tenants, real estate agents and valuers because the use
of options creates both an asset and a liability at the same time. A better understanding of options
may one day lead to the creation of a "market" in property options which could be used by property
owners and tenants alike. For example, a landlord could offer to the market in general an option
over floors where a lease expiry will create a vacancy and this, in turn, would give potential tenants
flexibility in planning for their future expansionary requirements - a value-added, win-win situation.
This occasional paper is intended to be a starting point in the discussion of the use and valuation of

options in the commercial property market in Australia.

What is an option?

An option is a contract between two parties which confers certain rights and obligations upon the
two parties regarding the transfer of ownership of an asset. One party is the owner or buyer of the
option and they have certain rights whilst the other party is the seller of the option and they have
certain obligations. Generally, an option is not a deposit and the price paid for the option is non-

refundable.

“Put” and “Call” options

Options are most commonly traded in financial markets where there are generally two types of
option - a Put option and a Call option. A Put option gives the buyer the right to sell or "put" the
asset to the other party whereas a Call option gives the buyer the right to buy or "call" the asset
from the other party. A Put option gives the seller the obligation to buy or "be put" the asset from
the other party whereas a Call option gives the seller the obligation to sell the asset to or "be
called by" the other party. Options are widely used in financial markets to hedge portfolios by
effectively increasing or decreasing exposure to the underlying asset or to the financial market in

general whether it be the stock market, bond market, currencies or commodities.
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