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The Contractor’s Method of Valuation

Background

The Contractor’s or Depreciated Cost Replacement (DRC) Method of valuation is often referred to as the ‘Method of Last Resort’, as it should only be used where market evidence is not available.

So that whilst transactional evidence may be at the heart of the concept of market value, there will unfortunately be such times when such evidence simply does not exist.

Many properties are simply not traded on the open market and many do not produce an income, which could be used to otherwise derive a value (see literature on the income approach and the profits method). Such properties are likely to include government buildings such as schools, libraries, police stations and hospitals, religious institutions such as churches; industrial facilities such as petro-chemical refineries, bauxite and alumina processing plants and so on.

Methodology

Essentially the methodology separates the value of the land and buildings, and seeks to arrive at an existing use value (EUV) for the land using a comparative basis, to which is then added the cost of rebuilding a substantially similar structure. It is to be noted that the cost of rebuilding this structure is then depreciated to reflect physical, economic and functional obsolescence. The ‘Red Book’ publication of the Royal Institution of Chartered Surveyors’ (RICS) offers the following definition:

The aggregate amount of the value of the land for the existing use or a notional replacement site in the same locality, and the gross replacement cost of the buildings and other site works, from which appropriate deductions may then be made to allow for the age, condition, economic or functional obsolescence, environmental and other relevant factors; all of which might result in the existing property being worth less to the undertaking in occupation than would a new replacement.

Thus the Contractor’s Method is comprised of the following:

· The value of the land in its existing use

· The gross replacement cost of the building

· The appropriate deductions from gross replacement costs for all types of obsolescence.

Existing Use Value

Central to the contractor’s method is the concept of existing use value though there is some controversy as regards its relationship to market value. That they are not the same is not in question.

Valuing the Site

Under the DRC method, the value of the site should be ascertained with reference to market comparables but ignoring any development potential. Various estimates exist however the ratio of site value to overall value is normally taken to be in the region of 25%, though the range may vary between 15% to 40%. As such this component of the valuation tends not to impact on the final value as much as the cost elements do. Notwithstanding there are problems involving older buildings, which for reasons of design and materials originally used may prove impractical to replace – it may for example be cheaper to erect a new building elsewhere. Additionally, there is not always a guarantee that planning permission may be granted for the existing use in the case of redevelopment.

Additionally it would always be possible for the would-be users of such buildings to acquire alternative sites and to construct new buildings, rather than purchase an existing property at a greater overall cost. Competition between rival potential users would be unlikely and it is therefore reasonable to assume that cost and value are related with such specialist buildings.

Depreciation

However, consideration must be taken of the fact that the structure being valued is not a new building, and therefore, adjustments must be made for wear and tear resulting from its previous use and there might also be a degree of obsolescence, which has arisen since original construction. In using the contractor’s method, the valuer must therefore make a deduction to allow for economic functional or physical obsolescence
. 

Physical Obsolescence

Physical obsolescence occurs when the building has physically deteriorated. This usually occurs as a result of deferred maintenance and or neglect but will be exacerbated by age, as time will take its toll on elements such as the foundation or reinforcing elements.

Functional Obsolescence
Functional obsolescence is a form of depreciation or loss in value due to defects in design, advances in technology, materials (see article attached).

Economic Obsolescence
Economic or external obsolescence is defined as the loss in value or usefulness of a property caused by factors external to the property, such as increased cost of raw materials, labour, or utilities (without offsetting increase in product price).  Reduced demand for the product, increased competition, environmental or other regulations, and inflation or high interest rates are other factors that can lead to economic obsolescence.
The liberalisation of the Jamaican economy in the 1990s for example opened the economy to much competition and the subsequent widespread closure and or relocation of industrial facilities. Marcus Garvey Drive is a good example.

How to prove economic obsolescence 

1. Chart the historic decline in gross profit margins.
2. Show the decline in the number of operating plants in an industry over the last five years.
3. Show that the amount of production is declining as a percentage of capacity.
4. Compare assessed values of manufacturing plants in the same industry to their sale or liquidation price.
Model

	The Cost Approach

	
	Basic Cost of Building

	+
	Professional Fees inclusive of GCT

	+
	Finance Charges

	=
	Cost of Building New

	
	

	-
	Allowance for Depreciation and Obsolescence

	=
	‘Value’ of Existing building

	
	

	+
	Site (land) value of existing property using comparative approach

	
	

	=
	Capital Value


Separation of Land and Buildings

The absence of a well-trained valuation profession together with a lack of transactional evidence typical of nascent economies such as Jamaica has conspired to create the notion that the market value of a property is simply that of the cost of the building added to the value of the land. Such a notion comes under intense scrutiny when one attempts to sell or otherwise dispose of the building leaving the land alone! As many building are (short of demolition) simply immovable. 

Example: The Jamalco bauxite company wishes to transfer ownership of a community centre built five years ago to the to the Apple Valley Community. The Stamp Office requires a ‘market value’ for the transfer of the property and you have been asked to determine such. The building is a two-storey structure occupying a total gross floor area of 500 sq. metres and built on 1 Hectare. Construction costs are in the region of 25,000 per sq. metre. Finance can be taken to be @18% per annum and Developer’s Profit 25% of basic cost. Whilst the land market in this area appears dormant, a 0.5 hectare property could fetch in the region of $500,000. Assume the construction period to be one year.
	Building Area
	 
	 
	 
	500
	 
	 
	 
	 

	Building Cost per sq. metres
	 
	$25,000.00
	 
	$12,500,000.00
	 
	 

	Ancillary Costs assume
	 
	 
	 
	 
	$500,000.00
	 
	 

	Basic Cost
	 
	 
	 
	 
	 
	$13,000,000.00
	 
	 

	Professional Fees on Basic Cost above@
	11%
	 
	$1,430,000.00
	 
	 

	GCT on Professional Fees Above
	16.50%
	 
	J$235,950.00
	 
	 

	 
	 
	 
	 
	 
	 
	$14,665,950.00
	 
	 

	Contingencies 
	@
	3%
	 
	 
	 
	$439,978.50
	 
	 

	 
	 
	 
	 
	 
	 
	$15,105,928.50
	 
	 

	Finance Charges @ 
	18%
	for 6 months
	 
	$1,303,310.04
	 
	 

	 
	 
	 
	 
	 
	 
	$16,409,238.54
	 
	 

	Profit @ say 
	25%
	@
	Basic Cost
	 
	$3,250,000.00
	 
	 

	Total Costs
	 
	 
	 
	 
	 
	$19,659,238.54
	 
	 

	Less Depreciation @
	5%
	 
	 
	 
	J$982,961.93
	 
	$18,676,276.61

	 
	 
	 
	 
	 
	 
	 
	 
	 

	Add land value
	 
	 
	 
	 
	 
	 
	 
	J$1,000,000.00

	Value in 1 Year's time
	 
	 
	 
	 
	 
	 
	$19,676,276.61

	PV 1 year @ say 10%
	 
	 
	 
	 
	 
	 
	0.9091

	Value today
	 
	 
	 
	 
	 
	 
	 
	$17,887,524.19


Understanding Functional Obsolescence Can Reduce Your Property Taxes
By Michael B. Shapiro, as published in Corporate Real Estate Executive, October 2000
In almost every state, real property must be valued for property tax purposes based on its market value (i.e. value in exchange) as opposed to the value in use to the owner or occupant.  However, this significant distinction often is obliterated by assessors and appraisers when valuing owner-occupied property.  This frequently occurs through misuse of the coast approach - more specifically, the failure to understand and properly account for functional obsolescence.
The purpose of this article is to show owners how the proper application of functional obsolescence can contribute to property tax savings.  Many owner-occupied properties are constructed for owner use in connection with a business and not with a view to sell or lease the property to another party.  In short, an owner-occupant typically constructs property because it believes its use of the property, or the image created for its business by the property, justifies the cost of construction.  Typically, this construction takes place with no consideration whatsoever of what price or rent the property would generate if offered in the market.
An assessor or appraiser may begin a cost approach with the cost to duplicate an existing building.  This is "reproduction cost."  A properly prepared cost approach requires calculation of the cost that would be incurred by a typical purchaser to replace the utility of the existing building.  This the "replacement cost."  The difference between reproduction and replacement cost is one form of functional obsolescence, commonly and appropriately referred to as "functional obsolescence due to excess construction cost."
To value an owner-occupied building using the cost approach, the assessor or appraiser must determine replacement cost.  This cost may be significantly different than the owner's actual cost or reproduction cost.  this is because replacement cost represents the cost to replace utility of the property (e.g. usable square footage in an office building or usable volume in a warehouse) with what a typical purchaser would construct (using modern materials, layout and design).
Once replacement cost is estimated, an assessor or appraiser must consider forms of depreciation other than that due to excess construction cost.  In this context, depreciation means loss in value that must be deducted from replacement cost.  These other losses in value include not only physical depreciation and external obsolescence, but also other forms of functional obsolescence.
In many cases a typical buyer of an owner-occupant property would make changes to the property constructed by the owner-occupant for its business use.  These desired changes can be economically curable or incurable.  When they are curable, the cost to cure must be deducted from replacement cost to properly estimate the market value of the property.  Similarly, when these deficiencies are not economically curable, the present value of the excess operating expenses or lost rent (compared to the property represented by replacement cost) must be deducted from replacement cost.  In either situation, this loss in value is attributable to functional obsolescence.
A simple illustration demonstrates the proper application of the cost approach and functional obsolescence.  Assume a building is built for an owner's specific business needs at a cost of $9 million.  This is the building's reproduction cost.  Further assume the building could be replaced with the utility that a typical buyer in the market would desire (without need for modification) for $7 million, which is the building's replacement cost.  Also assume the cost to modify the building for a typical buyer is $2 million.  The question is (assuming no other depreciation) what is the market value (value-in exchange) of the building?  The answer is clearly $5 million ($7 million based on the replacement cost of the building, without any modification required, less $2 million of functional obsolescence to modify the building to what would be desired in the marketplace).  It is the building, without its required modification, that is being valued - not the theoretical replacement facility that has no functional obsolescence and, therefore, needs no modification.  Clearly, the reproduction cost of the building would pay no more than replacement cost.
Michael B. Shapiro is a partner in the Detroit law firm of Honigman Miller Schwartz and Cohn which is the Michigan member of American Property Tax Counsel, the National Affiliation of Property Tax Attorneys.







































� Whilst the useful life of an adequately maintained building is usually given as 65-70 years, care must always be taken to treat each circumstance on its own merit. Similarly the convention of using a depreciation of roughly 2% per annum for each year the building has been erected must stand scrutiny against the actual condition of the structure.
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