The Residual Approach to Valuation

Whilst this method of valuation is identified in UK based valuation practice as a method of valuation, it strictly is a derivative of the comparison, income approach and contractors methods.

It is most often employed in the preliminary stages of a development and it is thus useful to look at some of the factors affecting the development itself. These relate to:

· Supply constraints 

· Economic/property cycles 

Fundamentally, the residual approach is based on a 'current value – current cost' basis. The reason for this being that it allows a level of certainty that forward projection does not provide. 

Five Types of Residual Valuations

There are five basic types of residual. They are based on: 

· 'Maximum' available for site after all other allowances

· Profit retained if site value is certain 

· Amount left for development costs if profit and site value are 

Certain (This method is a little dubious.)

· Amount available for ground rent or alternatively a premium when there is a partnership or no freehold. 
· Personal Figures. Using hypothetical changes in variables to see which one has a major impact upon the development appraisal-- -especially minor changes. Yields are a major variable. 

Main Variables in Development Appraisal (Example of  Office Development) 

1. ERV 

2. YIELD 













  CV 

3. DEMOLITION  (for sites to be redeveloped).

4. BUILDING COSTS (CONSTRUCTION)

5. ANCILLARY COSTS 

6. PROFESSIONAL FEES (Inclusive of GCT)

7. CONTINGENCIES 

8. (PERIODS- pre-build, construction, letting delay, inducements?

 9. SHORT TERM FINANCE 

10.SALE & LETTING FEES (Marketing) 

RETURN FOR RISK PROFIT 

















Site Value on Completion

PV $1

Less ACQ.COSTS 








Site Value Today

Rent: How does one find ERV? By research, comparison, knowledge of sector trends, take-up-competition from other developments. 

Net lettable Area: Take off entrance halls, lifts, stairs, bathrooms, kitchens, plant rooms (proportion of net to gross is very important). 

Yields: Market forces for your specific development will probably not be the average. Research needed to make comparison. 

Demolition: You will either have it or not. Difficult to cost. Use expert. Remember it will take place first so the total cost should be factored for the whole period until completion. Note that this is not always as expensive as it may first appear, since structures can often be salvaged or used as material. 

Building Costs: Valuers are not Quantity Surveyors, however one should be able to understand 'average costs' for different types of building uses. 

One should also be cognisant of regional variations in costs.

Tender Prices - where do we go to find out this info if we do not have access to a Quantity Surveyor…there are recent trends to have contracts made available for public access and the office of the Contractor General may be of some assistance.

Ancillary Costs: e.g. car parking, landscaping, groundwork infrastructure. These costs are small in proportion to construction costs but can be significant if left out. There is an issue of contamination in brownfield sites, however information is often impossibly hard to ascertain in these areas. 

Professional Fees: 

Architect - 6%,

Q.S. - 3%,

Structural Engineers - 2%. 

Professional fees will generally equate to 10% to 15% of building costs. In general 60% will be paid in the design period, 40% over the construction period. 

Contingencies: Generally an allowance of between 2-5% of total construction costs sometimes much higher. Conversely instead contingencies one can make a larger allowance for risk and profit. Why?

· Uncertainty such as groundwork etc, unknowns especially refurbishment.

· Change in costs such as inflation.

· Delays such as weather and product availability. 

Periods: The duration of the scheme needs to be ascertained, important considerations are: 

· Pre-build – Inclusive of time required to arrange planning permission and development finance.

· Building Period

· There may be letting delays – Unless the property is pre-let or pre-sold, there may be letting delays or a period during which the property cannot be sold.

Without knowledge of the building period one cannot arrange short-term finance. 

There may be inducements such as rent-free periods, reverse premiums and capital contributions. 

Short Term Finance: 

Term – That is to say, how long.

Rate (fixed or variable). On what? 

Proportion – This relates to how much the bank is willing to on lend.

TERM: One should try to arrange short-term finance for as long as possible in order to spread risk. A reasonable time span would be about five years. 

RATE: This will vary on quality and size of both development and scheme. Base Lending Rate + 1%-7% compounded quarterly. This can be fixed or variable, though there is a market preference in Jamaica for fixed rate loans. There is a common practice of using an overdraft facility to fund development, this will be costly and here the funds will be subject to variations in the interest rate. Important considerations are current trends. 

ON WHAT?: 

(1) Site from day it is purchased till sold. 

(2) Building costs (short cut) -all costs over half the building period 

(3) Letting delays -all costs so far for full period. 

(4) What proportion of site cost can be borrowed? What proportion of development cost can be borrowed? If only 60% where to get the rest. 

Letting fees- 10% -15% of first year's income. 

Sale fees – 15 - 20% (Sales fee 5% of sale price, 1-3% legal fees, 7 ½ % transfer tax, 2 ¾ % stamp duty, ½ % registration fee) Marketing? 

Return for Risk and Profit: This is usually based on what is currently acceptable in the market. Important considerations are whether one is willing to work for this or if it covers the risk. Typically a figure in the region of 20% of the Gross Development Cost is considered reasonable. 

One also has to judge if one is being reasonable. 

Acquisition Costs: (1-3% legal – $15,000 for standard contract), Stamp Duty 2.75%, 0.5% registration fees, surveyors fees, valuation fees).

Site value Today:

(1) Is it variable? 

(2) What effect would a change in site value have? 

(3) The site value as a proportion to C.V. on completion, what effect does this have? Alternatively changes to affect other variables may be considered. 

The use of modern computers and financial tools can determine the impact of each variable with relative ease. This is called a sensitivity analysis.

The Detailed Residual and Sensitivity 

It is very important to have proper measurements because the capitalization rate can have a varying effect on differing areas. Also important are time periods and this may prove very significant when dealing with interest charges. On the note of interest charges, the volatility of this must be noted, construction costs may vary and have been going down for the past three years and are in fact the most predictable. It therefore cannot be stressed to forcefully that errors are costly and will erode profitability. 

The art of development appraisal is putting in the right variables. It is noted that the costs are current as are the values and that the likelihood of these remaining constant are remote. 

Profits are calculated in two principal ways: firstly as a percentage of cost and secondly of value. 
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	Total Cost = 80% GDV
	
	Return for Risk and Profit = 25% Total Costs

	
	
	

	Therefore Return for Risk and Profit = 20% GDV
	
	Therefore GDV = Total Costs at 125

	
	
	


Therefore 20% CV = 25% total costs 

and 17% CV (approx) = 20% of Total costs etc., etc. 

Example 

If I earn $100 in one year and then $150 in the next, this is a 50% increase, 

but if I earn $150 in one year and then drop to $100 the next this is a 33 ⅓% fall. 

site value cost: relationship between percentage of return on CV and cost. If 100% CV, 20% is RR & P that means 80% is cost of completing development. 

Further Observations and Comments 

One must always remember that the appraisal is not for personal reasons; it is usually with a client in mind. 

Financial or mathematical software used to determine feasibilities are usually a variation of Discounted Cash Flows. 

Sensitivity Analysis . 

This is the game of "what if?" i.e. redoing the appraisal and altering the variables to see what effect marginal changes will have. The idea is to show which variables are the most volatile. 

Problems with Sensitivity Analysis 

Sensitivity Analyses are only comparable to variables. They do not indicate what is likely to happen in the future. All the variables are interlinked and it is unlikely that say two will move in isolation of the rest. 

To overcome some of these problems one should consider pessimistic, realistic and optimistic scenarios, decide the most probable one and then perform the analyses from thereon. This "probability analysis" will be dealt with in more advanced valuation classes.








































