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The Profits Method of Valuation – Valuing Specialised Property.

Also known as the Accounts method, the Profits method is one of the five (5)
 recognised methods of valuation: It is used for:

Valuing trading properties (other than normal shops) where evidence from rents is uncommon as they tend not to be held as investments. The accounts method determines an appropriate ‘rent’, which is then used in the investment method. It is suited to ‘specialised’ property.

It is useful to recall that a fundamental valuation model should reflect the thought process of determining the worth of an asset to the potential owner. However, in a market where there are frequent transactions it is possible to observe the level of prices without the need to interpret the underlying fundamentals. Price is determined by comparison!  However, given that price should reflect the thought process of a potential purchaser, it is not unreasonable that where there is no established trading market, then cost of replacement or an analysis of the property as an asset to the business, will become the principal forms of pricing. This is the basis of the valuation models used for the valuation of specialised property.

Here then is a key point of difference between the Income Approach method and the Profits Method. The Income Method is used primarily to value non-specialised property whereas Profits Method would be used to value specialised property.

However, the income method has moved away from modelling the thought processes of the players in the market, and instead assesses the market value of a subject property by reference to observed recent transactions of similar properties in the same area.
 If there are insufficient sales to determine a comparable value and if there is no rent produced because the property is in owner-occupation, then the valuer must determine the value by returning to a detailed market analysis and it is the valuer’s role to assess the economic rent for the property from first principles. This is calculated by assessing the potential revenue to be expected each year from the asset, and deducting all other costs of a prudent entrepreneur in realising that cash flow. The residue will be an estimation of the economic rent for the property. The capital value can then be derived by multiplying the annual rent by an appropriate multiplier.

This process reverts to a fundamental analysis of the worth of the property to the business. The economic rent is a derivative of the supply and demand for the final product. The same principle will apply to any type of property where the market value of the property is intrinsically linked to the business carried out within that property.

Specialised Property

The type of property that would be referred to as specialised are those properties where there is insufficient market data to value them by some form of comparison.

Specialised properties are properties that are more heterogeneous than homogeneous. That is, the nature of the property is such that the type of property concerned does not transact sufficiently to be able to determine value by comparison to previous sales. In such circumstances the valuer needs to resort to a valuation model that addresses the underlying fundamentals of that property so that its value can be determined by reference to the wealth producing qualities of the asset.

For most non-specialised, the value of the property is based upon its income producing potential as an investment. For most specialised property, the value is based on the owner-occupier’s view of the worth of the property, i.e. the contribution it will make to business profit, as well as subjective issues such as status and feelings of security. Valuers, with hardly any transactional evidence, can only attempt to replicate these calculations of worth in arriving at an estimate of exchange price by reliance upon an accepted valuation model. 

The assumption with all valuations of specialised buildings is that they are to be valued on the assumption that the existing use of the building will continue. On this basis, there are a number a number of assets that could be described as specialised. These may be:

Agricultural Land
Although in its purest form, agricultural land can be valued by comparison, often the market is distorted by governmental policy and the value of the land may relate to the payments that are made in the form of grants and set-asides or quota allocations. As such, the value may be determined by an Accounts or Profits method.

Telecommunications
This may incorporate a whole host of facilities. Aerial masts are no so common that comparative valuations are now the norm. Whilst, cabling, overhead wiring and relay or booster sites may, in the absence of comparison, be valued by reference to their contribution to the business. As such, their value is determined on an Accounts or Profits method.

Mineral Extraction
This is a classic case of land as a factor of production. The land is the core element of the business and as such the value of the land is based on the likely profits arising from the extraction of the mineral(s) in the ground relative to the costs of extraction. As such, the land value is determined on an Accounts or Profits method. Alternatively, it is possible that a Residual approach could be adopted, which is a simple variation on the Accounts basis.

Land Fill
As this is the reverse of the above, Mineral Extraction, then it follows that the same thought process will apply. Except in this case, profits are generated by what you can put into the ground and not what you can take out. Once again, the land is core to the business and the appropriate method will be the Accounts or Profits method.

Bars and Restaurants
In many countries, the sale of bars and restaurants has become commonplace and as such, there can be sufficient comparable information available for it to be valued by either the Comparable or Investment methods. However, in areas where there is a paucity of comparables, then the valuer needs to resort to an analysis of the likely profits arising from the use of the building as a leisure business from the sale of food and drink…where this is the case, the property value is determined on an Accounts or Profits method.

Casino and Clubs
Although both these concerns rely heavily on the sales of food and drink as above, they also have other ways in which to generate income. In the case of clubs, there will be an entry fee in addition to the services provided in the club. In the case of casino, the income is generated through gambling receipts. This is just a variation on a theme and the correct valuation method will be the Accounts or Profits method.

Cinemas and Theatres
A variation on the above. The facility charges an entry fee but in addition derives a substantial amount of its revenue from the concession stands through the sale of snack, sweets and drinks. Again, the correct valuation method will be the Accounts or Profits method.

Hotels
Another leisure property where the building is integral to the business. The room charge is only one component to the revenue producing potential of a hotel. Generally, the larger the hotel, the more variation in the ways in which they generate income. They can offer, food, drink and entertainment. Not many of them also offer conference facilities, health clubs and swimming pools. All of which generate additional, and often substantial income, income. Once again the appropriate method will be the Accounts or Profits method.

Leisure Properties
An all encompassing heading to cover health clubs, tennis courts, swimming pools, football pitches, golf clubs, athletic clubs and the like. Some of these are now sold sufficiently often to generate comparables allowing them to be valued by either the Comparable or Investment methods. But as with hotels, it is more normal to view the property associated  with the business as an asset to generate income by changing a market price (which may be high to reflect exclusivity) for its use and as such the most common valuation method will be the Accounts or Profits method.

Leisure Properties
Most local or municipal authorities have a brief to provide leisure facilities to the general public and generally at a subsidised price. As such, they are non-profit making organisations and thus the use of an Accounts or Profits method would be inappropriate. In these cases, the only way in which value can be assessed is by reference to the replacement cost of the building. And thus the Contractor’s or Cost method should be used.

Care/Nursing Homes
As with leisure properties there is a distinct split in the market between private and public nursing homes. The former are valued as income generating properties by the Accounts or Profits method. The latter, the public nursing/care homes, are non-profit organisations and will be valued by the Contractor’s or Cost method.

Development Property
Development property is on the cusp between specialised and non-specialised property. Obviously, the end use of the completed development may be either a specialised or non-specialised use and as such the calculation of the completed development value might, in the case of specialised property, rely upon a Profits or Contractor’s method. However, the overall method adopted to determine the land/property value in its existing state will be the Residual method.

Petrol Stations
Petrol stations are income-generating business and as such they are valued by the Accounts or Profits method.

	 (a)
	Gross Profit
	 
	 
	 

	 
	 
	 
	 
	 

	 
	Estimated Gross Earnings
	 
	 
	J$5,000,000.00

	 
	Less purchase of goods
	 
	 
	J$1,500,000.00

	 
	 
	 
	 
	J$3,500,000.00

	 
	 
	 
	 
	 

	(b)
	Less
	 
	 
	 

	 
	 
	 
	 
	 

	 
	Working expenses
	 
	 
	 

	 
	(Excluding Rent)
	J$1,000,000.00
	 
	 

	 
	Divisible Balance 
	 
	J$2,500,000.00
	 

	 
	 
	 
	 
	 

	(c)
	Less
	 
	 
	 

	 
	 
	 
	 
	 

	 
	Tenant’s Share:
	 
	 
	 

	 
	Interest on Capital 
	J$200,000.00
	 
	 

	 
	Remuneration
	J$500,000.00
	$700,000.00
	J$2,500,000.00

	 
	 
	 
	 
	 

	(d)
	Surplus available as rent
	=
	 
	J$1,000,000.00

	 
	(payable to landlord
	 
	 
	 


We can see that the underlying factor in determining the method of valuation when valuing specialised property is whether that property produces an income for profit.  In order to determine market value, the valuer must work with the recognised techniques and this must be for the valuer to identify the value of the property to the business.

The Profits Method of Valuation – Does it Value the Property or the Business?

Robert May, MA FRICS

There are several classes of trading properties, known as Specialised Trading Properties (“STPs”), where direct comparability is difficult to assess except by reference to earnings potential. The RICS Trade Related Valuation Group has reviewed its guidance to RICS members in the Red Book regarding this area of valuation. The reason for the review is partially due to the lack of clarity amongst non-valuers about how valuers use Profit & Loss accounts (“P&L”) to assess open market values and open market rents.

RICS has also issued a revised version of Valuation Information Paper No. 2 on “The Capital and Rental Valuation of Restaurants, Bars, Public Houses and Nightclubs”.
In addition to property valuers there is another community of “Business Valuers”; typically accountants, practising brokerage of going concern businesses and advising on remedial action in response to businesses with trading difficulties, failures of management control, or insolvency. To consider the commonalities and differences between property valuers and business valuers a multi-disciplinary seminar took place in April 2005.

Following the seminar, RICS is setting up a working-group of members and non-members to look at standards and methodology for business valuations. The group will meet for the first time in early 2006.

There is no disagreement that the best measure of value is derived from earnings potential. It enables the property valuer to apply the greatest sensitivity to reflect the different types of property, ownership, lease terms, terms of trading, competition, communications and customer behaviours for the property and for each comparable. Indeed, there is some movement for property valuers and property investors to use the “profits method” more widely, in the case of the supermarket sector and department stores for instance. The business valuer adopts a similar approach but much greater weight is given to the actual accounts.

It has been a very long-standing practice for property valuers to assess their valuations in the same way a bidder for such businesses would – by constructing a Profit & Loss account for the maintainable business at the premises. Such accounts must be constructed in accordance with a recognized accounting approach, and the valuer practicing such valuations must therefore have some accounting skills as well.

The April conference revealed that there are three key distinctions to be made between Property Valuation and Business Valuation:

· The entirety of the business including current assets & liabilities

· The property valuation hypotheses – the forward view

· Availability of specific comparables, and consideration of alternative uses

The Entirety of the Business

The business valuer values the entirety of the existing business. This is based on the past year’s accounts of the current operator of the business, taking into account factors that are specific to the way they choose to run the business, including their financing, tax treatment, current assets and current liabilities. A purchaser of the business may inherit these if the vehicle for the sale and purchase is a share deal relating to the business entity. So, a business valuer does not use a hypothetical P&L. He or she would always have access to the actual accounts and would assume that the present business can be sold “lock, stock & barrel” on the basis of those actual accounts.

To reflect market opinion the multiplier of net profit, or Internal Rate of Return applied to a DCF model, would be adjusted to reflect the risk that the current profits would not be sustainable, or on the other hand the prospect that more than one bidder would recognise growth potential in a currently poor-performing business.

The property valuation hypotheses

RICS Guidance uses the concept of the hypothetical Reasonably Efficient Operator operating the property as it stands, usually assuming it is fully fitted, properly repaired and decorated, ready to trade and with the benefit of adequate working capital. The actual trading accounts may not be available to the valuer, and even if they are available they would only be a guide to constructing a different P&L for the hypothetical operator. The property valuation is essentially forward looking; having little regard to the accounts of the vendor and greater regard to the views of the prospective purchaser.

The potential for future profits is known as Goodwill which the reader will find fully discussed in the RICS Guidance Note in the Red Book. In essence the property valuer seeks to ensure that only Inherent Goodwill is reflected in the Property Valuation. The RICS Red Book Guidance Note 1 defines this as:

“A market-based concept whereby a potential purchaser and thus the valuer, estimates the maintainable level of trade and future profitability that can be achieved by a competent operator of a business conducted on the premises, acting in an efficient manner. The concept involves the trading potential rather than the actual level of trade under the existing ownership so it excludes personal goodwill ”

The Business Valuer would include the Personal Goodwill of the proprietor when assessing the value of the going concern. Whenever a Property Valuer is instructed to assess the value of the property on the basis of the potential value to a Special Purchaser the valuer should express this in terms of Special Assumptions. It is not a market value.

The distinction between inherent goodwill and personal goodwill is not immutable. Where there are a number of active bidders in the market who can achieve a special advantage over other bidders (for example where they can achieve aggregated purchasing power by adding a property to an existing estate or where they can fund an acquisition using special borrowing powers such as securitisation), then there is no one special purchaser, and the property value would rightly be the level arising from competition between those bidders. The property valuer needs to know who is active in the market and how they analyse their bids.

The Property Valuer should always consider the potential for alternative use of the property which might lead to a higher value. This is outside the scope of the Business Valuer

The Availability and Use of Comparables

The bidders for larger assets and business entities generally use some form of

Discounted Cash Flow model, but smaller businesses more commonly use a year’s purchase multiplier. Both approaches therefore have their place. Both should produce similar valuations that reflect the current marketplace for such businesses and business assets.

Property valuers find that it is notoriously difficult to reconstruct a bidder’s DCF from the actual transaction value of a comparable deal, but it is not difficult to derive a single year’s purchase from the transaction value versus the maintainable net profit. On the principle of “value on the same basis you devalue” it is common practice for the Property Valuer then to value by applying a single year’s purchase multiplier to the net profit in perpetuity, or over the length of the remaining term of a lease.

Business valuers do not use comparables in quite the same way. They are less likely to have evidence of relevant comparable transactions to analyse, but would tend to use the DCF model and Internal Rates of Return based on the current cost of money, adjusted for perceived risks and opportunities attaching to that class of business and the actual Profit & Loss accounts for the subject business.

Experienced practitioners would recognise that both methods are a means to an end – to reach a valuation that would be at, and not above, the best achievable price in the open market at the time. This always requires judgement, gained from experience. The valuer should be concerned equally about the quality of judgment involved in adjusting P&L accounts to the hypothetical basis, as about the Internal Rate of Return used in a DCF model to capitalize the net income, covering all risks and adjustments, without reference to specific comparable transactions.

Is a transaction a Property Sale or a Business Sale?

In some cases it can be difficult to identify a difference in value between the property and the business. Where current assets and liabilities are a small part of the total value, the value of a single-site business sold as a complete going concern, when it has been run competently and where there is no unusual potential, is much the same as its property asset value with vacant possession, assessed by way of the profits method. The sale of the property can be the vehicle for the transfer of the going concern business.

A key distinction will be whether, in accounting terms, the purchaser has inherited from the vendor the current assets and liabilities. The sale and purchase of business property assets enables the new proprietor to start their new accounts with a clean sheet, having valued fixtures, furnishings, equipment and stock separately on the day of acquisition, and injected their own capital and borrowing arrangements.

Do RICS Valuers undertake Business Valuations?

The private practices that specialize in valuations by the profits method often also carry out business brokerage; buying and selling businesses where the vehicle for the business transfer is the sale or purchase of a freehold or leasehold property interest. That transactional evidence may be used as a comparable database for asset valuations, off-market transactions and rent reviews. More rarely they may also sell businesses that include no property interest.

It is dangerous to try to separate a “block and steel” value from goodwill for any class of property that is valued by the profits method, because the methodology inherently has regard to trading profits for the hypothetical operator. Banks are familiar with the use of DCF models for Business Valuations, and the RICS Guidance for Secured Lending Valuations has improved understanding of the valuation assumptions made in all types of property valuations. It is now less likely that secured lenders will ask for such apportionments.

Conclusion

In conclusion, this article continues to support the use of the profits method to value Specialised Trading Properties. It emphasizes the need to distinguish the valuation of the property by way of its trading potential, from the personal goodwill of the proprietor trading from it for the time being.

There is much common ground in terms of methodology and thought between a

business valuation and the profits method of valuation of STPs. The property valuer may find that he or she could become involved in business brokerage and business valuations and the evidence so obtained may be very useful to provide comparable evidence in support of property valuations. If so, the valuer must always keep in mind the defined differences between the asset and the business discussed in this article, and which are now included in the revised RICS guidance. A property valuer must always take the step to consider the Reasonably Efficient Operator hypothesis and consider whether the resulting property value should be distinguished from that of the actual going concern, by reason of Special Goodwill or value in alternative use.

The “profits method” of valuation is highly adaptable to circumstances where property markets are immature, where there is a new class of business property emerging, or where there is imperfect access to comparable information – all circumstances that apply to worldwide emerging markets. It particularly applies to retail and service offerings that are location-specific such as leisure activities, as compared with goods and services that the internet can deliver virtually from any location. These differences will continue to be explored by RICS Valuation Faculty, through the specialist working group, with the hope of producing further guidance where necessary on the valuation of specialised trading properties.
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� UK Valuation Practice recognises five (5) methods of valuation including the Residual Approach and the Profits Method; these are generally considered to be sub-sets of the Investment Method in the US and Germany where three (3) methods are recognised.
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