FIN 340: Chapter 10

CHAPTER TEN

Definition of market value

Uniform Standards of Property Appraisal Practice (USPAP)

1.
Define the Problem

· Specific property

· Rights to be valued

· Type of value (market, insurance, taxable)

· Date of valuation

2.
Selection and collection of data

· Property market data

· Property specific data

3.
 Highest and best use

· Highest and best use as though vacant: Considers any possible use

· Highest and best use as improved: Must consider any cost of demolition

4.
Estimate value by three methods

· Sales comparison approach

· Income approach

· Cost approach

5.
Reconcile resulting values

6.
Prepare appraisal report

1- Sales Comparison Approach

Basic Idea: 

· Value of a property can be determined by analyzing the sale prices of similar properties.

Why? 

· Because in a competitive market close substitutes will sell for similar prices.

Sales Comparison Appraisal Approach

1- Identify Elements of Comparability

2- Selecting Comparables 

· Must be properties that prospective buyers would consider substitutes

· Must be true sales

· Must be arms-length transactions 

· fairly negotiated transactions, best interest of each party dominates the deals

· Select to minimize adjustments

2- Selecting Comparables

· Data sources: 

· Public records (county property tax assessor)

· Multiple listing service (must have sale price)

· Private vendors (title companies, others)

3- Adjustment of Comparables

· Goal:

· To convert each comparable to an approximation of the subject.

· Sequence of adjustments

· Transactional Adjustments

· Conditions of sale (arm’s length or not?)

· Financing terms

· Market conditions

3- Adjustment of Comparables

· Property Adjustments

· Location

· Physical characteristics

· Legal characteristics

· Use

· Non-realty items (personal property)

Object of Adjustments

Example of Sales Comparison Approach

· You are appraising a property located adjacent to a high speed freeway.

· Improvements consist of a one-story frame dwelling with 8 rooms and 2 baths in a total area of 2,000 sq. ft.

· Of average quality construction, home was in good condition at time of inspection

· Floor plan and items of equipment are typical for this class of property

· Investigation disclosed the following transactions involving comparable properties in the neighborhood of the subject and in a similar value range as the subject

Info on 4 Comparables


(1) One year ago a 2,400 sq. ft. property not adjacent to freeway sold for $160,000.  Improvements were nearly identical to subject dwelling in all but size.
(2) This year a 2,400 sq. ft. property not adjacent to  freeway sold for $150,500. This dwelling was highly similar to subject in all respects except for size.

Info on 4 Comparables


(3)
A 2,000 sq. ft. property not adjacent to the freeway sold 1 year ago for $150,000.  These improvements are highly similar to subject.
(4)
A 2,400 sq. ft. property sold this year for $140,300.  Located adjacent to the freeway, it was very similar to subject except for size.

· Problem:


Based on the information given, develop an indication of the value of the subject, showing the source of each adjustment.

 
Adjustment factors:



The indicated adjustments are for: time, location relative to freeway, and size. They are derived as follows:

Adjustment Factors

· Time:

Sale 1 (1 year ago)


$  160,000

Sale 2 (current)


    150,500

Difference



$    -9,500

· Location:

Sale 2 (not adjacent to freeway)
$  150,500

Sale 4 (adjacent to freeway)
    140,300

Difference



$  -10,200

· Size:

Sale 1 (2,400 sq. ft.)

$  160,000

Sale 3 (2,000 sq. ft.)

    150,000

Difference



$  -10,000 

Sequence of Adjustments

    Sale Price


+/- Financing Terms

= Normal Sale Price


+/- Market conditions

= Market-Adjusted Normal Sale Price

    +/- Location

    +/- Physical Characteristics

    +/-Non-realty items

= Final Adjusted Sale Price

2- Income Approach

· Focuses on the cash flows (income) generated by the property

· Three techniques are used:

· Gross Income Multiplier

· Direct capitalization method

· Discounted present value method

· Note- the first two methods rely on current market transactions

Gross Income Multiplier

· Potential Gross Income*

· or

· Effective Gross Income

A- Gross Income Multiplier

· Potential Gross Income*

· - Less Vacancy

· = Effective Gross Income

· Less OE

· = Net Operating Income

· Sale price = GIM × gross income

· GIM= sales price/ gross income *

· To calculate GIM;

· An estimate of Gross Income is needed based on market data

· Annual income at the time property is sold

· Sale price information is needed for comparable properties

Operating Expenses

B- Capitalization Rate

· When there are differences in OEs, use CR method.

· Steps:

· find the comparable properties.

· find the NOI of comparable properties 

· find the value of comparable properties

· Find the R for comparable properties.

· Use this R to find the value of subject property

Net Operating Income

· Potential Gross Income

· Less Vacancy

· = Effective Gross Income

· Less OE

· = Net Operating Income

Capitalization Rate

Capitalization rate (“cap rate or R”)



R = NOI/ value

· Ratio of first year income to value

· Rearranging equation, we get: 

· Value = NOI / R

Cap Rates and Market Conditions

· Lower cap rates (higher property values)

· Higher cap rates (lower property values)

· Unanticipated increases in demand relative to supply

· Unanticipated increases in supply relative to demand

· Unanticipated increases in interest rates

3- Cost Approach

· Procedure

Estimated reproduction cost of improvements

− Estimated depreciation

= Depreciated cost of building improvements

+ Estimated value of site

= Indicated value by the cost approach

Types of Depreciation

1. Physical deterioration: 

2. Functional obsolescence: 

3. External obsolescence: 

Please note that these are the extra information but do not ignore to read the Textbook for details.
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