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Figure 4.1 The Valuation Process
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ldentification  ldentification " Use Definition  Date of  Description Oither
af of property of of value ol scope of  limiling
real estate rights lo approisal value estimate  oppraisal  conditions
be volue
Preliminary Analysis and Daota Selection and Collection
General Specific Competitive Supply and Demand
{Region, city and  [Subject ond comparables) {The subject market)
neighbarhaad) :
Social Sile and improvements . nventory of competitive
Economic Cosl and depreciation properlies
Governmental Incomelexpenie and .« Saoles and listings
Enviranmental caopitalization rate Wacancies and offerings
History of ownership Ahsorphion rales
and use of property Demand studies
Highest and Best Use Analysis
Land as thovgh vacant
Froperty os improved
Specified in terms of
use, fime, and morket participants
[ Land Value Estimate
"Application of the Three Approaches _
Cost Sales comparison lncome capitalization
l Reconciliation of Value Indications and Final Value Estimate _~|

r Report of Defined Value

various areas and be sure char the legal description is reasonable. Systems of land
descripion include the mietes and bounds system, the rectanpular ar government

survey system, and the lot and block system {or plat map system). [These systems
are described in Chapter 9.)

ldentification of the Property Rights to Be Valued

The valuation of real propercy includes bach the physical real estate and the righes
that one or more individuals or legal entities may hold or contemplate holding in
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SALES COMPARISON APPROACH ILLUSTRATION

Assume the subject property is & brick ranch with 2,200 square feet of living area [t has 4 bedrooms and 2
baths, and is on & 23,000 square-foot fot 1t 15 15 vears old, and has received average maimenance. 1t has central air
conditionmg and a |-car garage, Three comparable sales have been selected on the basis of similar location, living area
and lot size, age, and condition  All were conventionally financed.  Assume previous analysis has produced the
following adjustments for certain property attributes.

Square feet of living area;
Bedrooms:
Bathrooms:

F30 per sguare foot
£3,200 per bedroom
$1.,400 per full bath, $600 per half bath

Exterior (compared to brick); Wood-frame ($4,500)
Aluminum siding (54,0009

Arr conditioning: 2,500

Garapge{per car): #2,000

Diesign (compared to ranch): Bi-level (1,500

Time since sale: 5% per vear

Ape of house {E400) per vear

The following grid preseats data on the three comparable sales,

Warjable {Comparable | Comparahle 2 Comparable 3

Sale price £105,000 51135000 F122 000

Financing Conventional Conventional Comventinnal

Dare of Sale 6 maonths ago % months spe i0 days apo

Conditon Simdhar Similar Sumilar

Locanon Simular Similar Strmilar

Age 22 vears 12 yvears 8 vears

Desipm Ranch Ranch Ei-level

Living area 2,100 59, f1, 2,350 sg. i 2,400 sg. fi

Bedrooms 4 4 F]

Baths 2 2.5 2.5

Construction Enck Wood-frame Erick

Aar conditioning TN Yes Yes

Garage I-car J-car 2-car

Lot size Similar Sinilar Sumnilar
Cemplete the following sales adiustment gmd.

Warable Suhject Comparable Comparable 2 Comparable 3

Sale price - 105,000 5115000 $122,000

Tirme Current 2,625 +4.313 -

Ape 15 +2. 800 -1,200 2,800

Diesign Fanch - - +1,500

Living area 2,200 +3,000 4,500 =5,000

Bedrooms 4 - - -

Bathrooms 2

Construction  Brick

Air cond. Yes

Garage | car

Total adjustments
Adjusted price



SALES COMPARISON APPROACH ADJUSTMENT GRID

Variablc Subject Comparable 1 Comparabic 2 Compacabic 3
~ Sale prce - $105,000 $115,000 $122.000

Time Current +2.625 +4,313 -

Age 15 . +2,800 -1,200 -2, 800

Design Ranch i W 4 +1,500

Living area 2,200 +3,D'DD- -4 500 -6,000

Bedrooms 4 " . - -
Bathrooms 2
Censtructien Brick
Adr comd. Yes
Garage | car
Total adjustments

Absalue

%

MNet
e

Adjusted price
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COST APPROACH

Value = Reproduction (or replacement) cost new - Accrued

depreciation + Land

REPRODUCTION OR REPLACEMENT COST
. Cost of the improvements as of the date of the
appraisal, including direct costs, indirect costs, and

developer profit.

2 Types of Cost Estimates
. Reproduction Cost (an exact duplicate or replica)

. Replacement Cost (utility equivalent)

Cost Estimation
e  The Comparative Unit Method
. Unit-in-Place (Segregated) Method
. The Quantity-Survey Method

Sources of Cost Data
. Cost estimation manuals

. Local contractors, developers



COST APPROACH

The 300,000 square foot warehouse building is located on 2 3.5 acre site, Industrial land is
valued at $60,000 per acre. The depreciated value of the site improvement (parking lot,
driveway, landscaping, exterior lighting) is estimated 1o be $19.000, New warehouses in the area
have been constructed for $35 per square foot. This amount has been confirmed with published
cost manuals. The warehouse has a problem, the ceiling height of 16 feet is too low. The market
typically demands ceiling heights of at least 18 feet, It is not economically possible to add
“height™ to the building; however, you estimate the loss in value of $700,000. The building is 12
years old. There is significant deterioration to the property. It is economically feasible to fix
$600,000 of the “wear and tear.” Approximately $1,200.000 is considered structural

depreciation and it is not economically feasibie 1o cure.

I Calculate the replacement cost of the building.

2 Calculate total depreciation and identify each type of depreciation.

Taa

Calculate the value of the land.

4. Put is all together and come up with a vaiue indication by the Cost Approach.



ESTIMATING ACCRUED DEPRECIATION

1. The Breakdown Method of Estimating Accrued Deprec.
(Described above)

2. Estimating Depreciation in a Lump Sum: Age/Life

Methods
. The Effective Age/Economic Life
Effective Age
Accrued Deprec. = Economic Life x Cost new

EFFECTIVE AGE/ECONOMIC LIFE TECHNIQUE

Reproduction cost new $245,000
Total economic life 55 years
Effective age 20 years

Y accrued depreciation 20/55 =36.4%

Accrued depreciation .364 x $245,000= -§ 89,180

Depreciated value of improvements 155,820

Plus land value + 39,000
Estimated market value $194,820
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MONEY & MORE

Building a house by the numbers -

Builders detail

the costs of
construction,
from ground up

By Susan Harte
STAFF WRTER,

Last vear, more than 7,0
new honses wenl up in Gwin-
nett County, and Rick Porter
built 135 of them, adding to
hundreds of otiers the Tucker-
born husinessman bas con-
structed in & family wocaticn
that spans three generations,

Thal makes him something
of an exper! when il comes to
fipuring oul and expleining the
prices builders charpe for new
bouses.

Take, for example, the house
in the accompanying chatt,
lncated in the Orchard Grove
subdivision in Gwinnetl Coun-
ty. 1 Porter's company gets 115
asking price of 116,426, then
its profit will be 56,709,

Little room to bargain

Ts there room to hagple in
this situation? The simple
znswer, Porter says, is no.

“With a unigue, hig-ticke:
item like a house, the price is
cast-based, And, becase
Atlania s such a competitive
markel and a small-builder
towT, there is very little room
for markup.”

Where does the money go?
Porler explained his consirie-
tion expenses, nd the chart
shows the high paints.

Condenzing thousands of
individual costs, frem sinks and
swirchplates to driveway labor
and builder's insurance, the
bottom-line profit on the house,
which is tvpical of what Porter
builds, 1= about & percent.

That & percent average prof-
it, by the way, is standard for
many industries, inchuding cap-
ital poods, speclalized chemi-
citls and health care,

Eoftwate and diversified
chemicals have & higher profi
HArgin, averaging @ pereent,
Laower are consumer durables,
where profit margins average 3
percent.

Althougrh the tangle of

. T L R ATy el Lty 1T Ry

In the metre Atlamta market, lard is the mass costly component of 2 home, Following that come framing;
plumbing, heating, ventifation and air conditioning systems; and siding, windows and doors. Some of the
less visible costs include paperwork, the builder's loans and commissions for real estate agents.

$15148 B

WL

LTHER DOBT SEND S0 TS

s "

Comamissiong §5.821
Cwerhead $5.473
Finaring $48I5
Trm:
Materials 52,300
Labor ‘ 8836
Permits 1,164
Floor covering $2.068
Gradirg, land preparacon §1,015
Construction supervision © §2,000
Marketing § $1,200
Corrraanicy rhaintenanc 1,160
Plans, surveys 5720
Insuraree - 8515
Utilicies, taxes $350
Total 5109717
Builder profit 56,709
Total cost $116426
* lrachicdes labor ksla z

confound the average buyer, it
is second nature o Porter,

“Tdy earliest memories are of
being around as houses were
bl recallzs the 43-year-old
Georgie Tech graduste, whose
faznily helped him start his own
....... el ber A01TE

Since then, Porter has led an
industry effort to inform con-

sumers ghout the financial real

ities of building howses, Chicf
armanp those faclors are:
® Land cost delernnines houwse

price, In metro Atlanta, Jand
man ancriial far 16/ sarcant o W

percent of the total, As the land
price ingreases, the tpe and
quality nf amenilies in the
house tvpically po up as well.
Also, ina highly desirable loca-
tion, Porter savs, builders can
put less bouse on & mone cxpen-
sive lot. L
mCommetiins armone heilders

“With a untgue, big—ticket
item like a house, the price
iv costi—based. And, because
Atlanta is such a competi-
five marke! and o small-
builder tovs, there & very
Hedle room for markup,”

RICK PORTER
Guwannett Cewunry builder

for land can drive up prices.
Conversely, & shorlage of biy-
ers can compe] builders to
ower their asking prices.

® Each of the dozens of subcon-
fTactors working oi & house
makes a profit I the demand
for carpentTy subconiraclons 1
hiph, for example, then con-
tractors may have to pay more
1o et them o the joh.

Should a subcontractar, the
weather or some olher circwm-
stance cause 4 delay, it could
take lopger than the ussl 120
days to build the average
three-hedreom house,

Plenty of paperwork

What happens during the
conglraction process, says Kay
Cantrell, president of the
Greater Atlanta Home Builders
Association, is as misunder-
stood by the public as it is
agpraveting to builders,

Onece & coniract erdering a
house is signed, builders spend
three to four weeks enmeshed
in procedures — procuring
plans, approvals and fnancing.

: Banks will loan builders
;’bmn 75 percent of appraised
value of the house and lot,
besed on comparabie proper-
ties nearby, In new subdivi-
sions, where there are few com-
parables, hanks often lend less
mimey.

Once the builder gets all the
pr—aheads, be spends his own
mnzey to prepaee the Lot and
foundation,

The bigpest agpravation, for
buryer as well as builder, is not
the waiting, Porter says. It s
aceommodating building codas
that are minutely detailed and
ever chanring,



INCOME PROPERTY
- VALUATION TECHNIQUES

rplied
Grms Rent Multiplier /64..# L ﬁ‘-’ﬂ//."

Uses sales and rent data for comparable
| properties to estimate wvalue of the

property.

Direct Capitalizatiom
™ Uses the property’s financial data to
determine a single cash flow [NOI] and
develops a rate to estimate wvalue of the
property.

/g'{eld Capltallzatln:/mww CH" &W

Uses the property’s Einancial data to
determine a cash flow [NOI] statement for
the future and develops a rate to
estimate value of the property.
{Discounted Cash Flow Analysis is the
valuatiom tool.]



T75 Projected Annual Operating Statemen?
(Also called a Pro Forma Statement)

d Gross Annual income
Vacancy Allowance and Collection Ssgs
Effective Gross income
Operating Expenses
roperty taxes
Hazard and liability insurance
Froperty management b ]
anitorial services
Gardener

\/ Utilities
Trash pickup

Repairs and maintenance
Other
Heserves for replacement
Furniture & furnishings
Stoves & refrigerators
ﬁ‘ Furnace &/or air-conditioning
Plumbing & electrical ‘
Roof
Exterior painting
Total Operating Expenses
Net Operating Income

F_

oo

4,200
» $79,800

9,600 \

1,240
5040 \
1,500
1,200 :
3,940
600
5,000

1,330 Ry
=

1,200
600
700
800
750
900

$34.400
$45,400

Operating Expense Ratio: $34,400 + $79,800 = 43.1%

REAL ESTATE PRINCIPLES
Seventh Edition
by Jacobus™arwond

& 1996 by Frentice-Hall, Inc.
& Simon & Schuster Company
Upper Saddle Hiver, NJ 07455
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INCOME APPROACH EXAMPLE: MARKET EXTRACTION

A. Subject Property: Income Statement

The subject property (the properly we are appraising) is a 300,000 square foot warchouse
building. The property 15 leased for $2.75 per square foot, net net. Occupancy rates in the area
are strong at 98%, The operating expense ratio {OER) for the subject property is 10%.

Build an operating income statement for this property for appraisal purposes.

B. Capitalization Rates: Market Extraction

ks A warehouse located less than three miles from the subject property sold for $11,000,000
one year ago. The net operating income al the date of sale was §1,000,000. What is the
capitalization rate?

2. A warehouse located two miles from the subject property sold. three months ago, for
$925,000 with a net operating income of $91,250. What is the capitalization rate?

A warehouse next to the subject property sold six months ago for $11,000,000.

You could not get the net operating income from the owner but you know that this
400,000 square foot building is being lease for $3.00 per square foot, triple net. At the
time of this sale, market occupancy rates were at 96%. You also estimate that the OER
for this property is 10%. Calculate the capitalization rate {rom this sale.

[

C. Subject Property: Capitalization of Income
Capitalize the net operating developed in part A by a capitalization rate the you think is
appropriate for the subject property. '
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Chapter 10 Real Esiate Appraisal

what is the value of the site? What iz the value of the structure? What
is the highest and best use of this nroperty?

List the steps involved in each of the three approaches to value.
Why is reconciliation a necessary step in the appraisal process?
List the six elements of comparison in the sales comparison approach,

Consider a vacant lakefront lot measunng 90 by 120 feetin a residential
suhdivision. Three similar vacant Jots have sold recently. Comparahle
number one measures 85 by 120 feet and is aiso located on the lake, Tt
sold for $35,000 one weelk ago. Comparable number twa iz also on the
lake, and it measures 85 by 120 It sold one vear ago for $30,000. Com-
parable number three sold six months ago for $31,000, It is a hillside
lot that offers an exceptional view. The lot measures B by 120 feat. Com-
plete the market data grid provided below to estimate the value of the
subject property. ! d

Sales Comparison Market Data Grid

Comparables
Subject #] 42 43

Sales price - $35.000 Fa0,000 $51.000
Size in square fest {800 10,200 10,200 89,600
Price per square foat -
Date of sale Current - I week —1lyear -6 months
Adiustment for changing —

market conditions
Adjusted price per square

foot —
Locatien Lake Lake Lake Hillzside
Adjustment for location —
Adjusted price per square —

~ foot
Indicated value of subject
prnperty:

Define the following terms: acerued depreciation, phvsical deteriora-
tion, functional vbsolescence, economic ohsolescence.

Consider the exa mple discussed in Table 10,2, Ifthe actual market value
of the land was $180,000 and the cost to reproduce the structures was
#610,000, what market value would be indicated by the cost approach?

Define the following concepts: gross income multiplier and capitaliza-
Lion rate,

231
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