Applied Appraisal Techniques 1 – Lecturer: Eric V. Allen,                   August 30, 2005.


Answer the following questions

1. What are the four (4) key characteristics in the definition of market value?

2. What are the factors affecting the supply of real property?

3. What are the factors affecting the demand for real property?

4. What is the “All Risk Yield”?

5. List seven (7) of the purposes for doing valuations.

6. Describe in one hundred and fifty (150) words, the role of the valuer.

7. List six (6) of the features of real property as an investment.

8. List six (6) submarkets of the real property market.

9. Describe the contractor’s method of valuation.

10. Showing all workings, determine the following;

(i) How much would you advise Mr. Anderson to pay for the right to receive 


$2000 p.a. for the next ten (10) years. He expects a return of  8%.

(ii) Your client, Mr. Henry, has invested the sum of $10,000 in a special fund for the next sic (6) years. The rate of return being offered to him is 16% p.a. What will his earnings be at the end of the period?

(iii) A.L.E.V.S. would like to set up a Scholarship Fund. They intend to invest money in an Investment Company prepared to give them a guaranteed return p.a. of 10% for three (3) years. They hope to earn an income of $5,000 p.a. for this period. How much must the initial Scholarship Fund be?

(iv) Mrs. Johnson desires to make improvements on her house in two (2) years time. Cost of this improvement is estimated at $14,000. How much must she set aside to achieve this sum if she can save at a rate of 9% for the next two (2) years?

(v) How much would you advise Mr. Green to pay now to receive $6,000 in four (4) year’s time? Apply a rate of return of 7% p.a.

(vi) What annual income can be expected from an investment of $20,000 for the next three (3) years at a rate of return of 6% p.a.

(vii) The sum of $2,000 is being saved annually in the Building Society. At present, a rate of 7% p.a. is being paid on such savings. How much can the saver hope to have amassed at the end of ten (10) years, all other considerations being held constant?

Market Value

The estimated amount for which an asset should exchange on the date of valuation between a willing buyer and a willing seller in an arm's length transaction after proper marketing wherein the parties had each acted knowledgeably, prudently and without compulsion. 

Open Market Value
An opinion of the best price at which the sale of an interest in property would have been a reasonable period (having regard to the nature of the property would have been completed unconditionally for cash consideration on the date of valuation, assuming: 


(a)
a willing seller; 

(b)
that, prior to the date of valuation there had been a reasonable period (having regard to the nature of the property and the state of the market); 

(c) that the state of the market, level of values ands other circumstances were, on any earlier assumed date of exchange of contracts, the same as on the date of valuation; 

(d) that no account is taken of any additional bid by a prospective purchaser with a special interest; and 

(e) that both parties to the transaction had acted knowledgeably, prudently and without compulsion.

PRICE, WORTH AND MARKET VALUE

For any valuation model to have validity it must produce an accurate estimate of the market price. The model should therefore reflect the market culture and conditions at the time of valuation. It should be remembered that the model should be a representation of the underlying fundamentals of the market and that the resulting figure of the value is “value”

However, much confusion arises from the fact that, in common parlance, the word “value” is often used to describe three distinct, albeit related, concepts. To clarify matters, the following convention is adopted:

Price is the actual observable amount of consideration in the open market (it is historic comparable information)

Value or Market Value is an estimation of the price that would be achieved if the property were to be sold in the open market, and

Worth is a specific individual or entity’s perception of the capital sum that she/he/it would be prepared to pay (or accept) for the stream of benefits that she/he expects to be produced by the property.

Extracted from the “Valuation of Specialised Property: A Review of Valuation Methods”, Working Paper – Not for quotation.

Valuation Accuracy

The extensive nature of the shield affording protection to the valuer is succinctly described by Baum and Crosby (1988): “Appraisals can rarely be proved inaccurate for many reasons. All valuations are hedged by a series of assumptions. Special purchasers are excluded from consideration; a full exposure to the market, which is not defined, is assumed; no price movements over the marketing period are contemplated, even though full exposure may require a lengthy marketing period in an era of changing prices; and so on. Predictions of the most likely selling price will only be shown to be wrong when prices achieved are revealed, and this is rarely the case.” The significance of inaccurate valuations is, however, potentially considerable and may

include: 

· adversely influencing the relevance of the role of the valuer - if a valuation may only have a limited likelihood of accuracy, the client may question why a valuation is necessary at all (Waldy (1997));
· adversely influencing the credibility of the valuer - inaccuracy in valuations could mean that “professional advice would be meaningless” (Brown (1991) page 66)) as “ ... the whole basis of professional property advice rests on the assumption that the valuations are a good proxy for prices.”

· damaging for confidence in the property market - “It is essential for parties who rely on valuations to be confident that the figure produced closely shadows the realistic sale price of an asset ...” Harvard (1995) (page 113); In the UK, Herd and Lizieri (1994) note that “public and professional interest in valuation accuracy has been fuelled by well publicised cases where different firms of surveyors have arrived at substantially different valuations on the same property or portfolio (as in the Queens Moat and Scotts Restaurant cases) and by criticism of valuations made in the period immediately preceding the property crash” (page 129).
Millington (1985) further notes that the conditions of full information of prices,

homogeneity of product, ease of mobility of participant and product and competition between numerous active participants should exist for a perfectly competitive market but are absent for the property market. Such imperfection is argued to be compounded by other factors which also influence supply/demand for investment property, including the cost and availability of credit, tax changes and changes in consumer preferences which create an investment framework within which the author contends “great” and “regular accuracy” are “impossible”.

Numerous defences of valuation inaccuracy have developed over the century, to the extent that some have been accepted in litigation within the higher Courts, led by the traditional contention that valuation is as much (if not more of) an art rather than a science (see, for example, Millington (1985) and Baum and Mackmin (1979)).

Such acceptability of inaccuracy has also evolved out of the “gut feel” or “intuition” defence (see, for example, McIntosh and Sykes (1985) and Mainly For Students (1985)) and is supported by the veil of mystique surrounding the property valuation process and the special skills allegedly needed to profess the discipline.

The various opportunities for rounding of numbers during the valuation process also diminish the prospects of valuation accuracy, with Millington (1979) noting:

“Where a series of figures are all “rounded off” there is always the possibility of cumulative errors being unacceptably large.” (page 107) Perhaps, however, the most entrenched support for valuation inaccuracy comes from the reliance in the valuation process upon comparable evidence which is generally in limited supply. Baum and Crosby (1988) trace the evolution of valuation techniques during the twentieth century and the gradual drift away from methodologies based explicitly on underlying risk free interest rates and towards implicit, capitalisation rate based methodologies with a dependence upon comparable evidence and much more extensive information processing by the valuer.

An interesting UK aspect to the valuation accuracy debate concerns the roles of

practitioners, with Baum and Crosby (1988) noting that properties may often be valued for sale by those practitioners who will be actively involved in their marketing as agents, which “results in the confluence of the valuation process and the market price mechanism” (page 5). Accordingly, the authors contend, “it is no justification of valuation accuracy that prices paid are close to valuation when negotiations are carried out by valuers” (page5).

Herd and Lizieri (1994) take this UK phenomenon a stage further by claiming that “ ... valuers are in a quasi-monopolistic position as advisers to both buyers and sellers, using methodologies enshrined in professional practice and court and tribunal decisions ...” (page 129) to “ ... set a price framework within which negotiations take place ... “ (page 141). Also, Harvard (1995) observes that “ ... price is quite often determined by the interaction of surveyors opinions of value rather than by competing purchasers in the open market” (page 113), further supporting the proposition of Baum and Crosby (1988), above.

Extracted from

Parker, D. (1998), “Valuation Accuracy – An Australian Perspective, Pacific Rim Real Estate Society Conference.
http://business2.unisa.edu.au/prres/Proceedings/Proceedings1998/Papers/Park8Bi.PDF
Adapted from Susanne Lyon – Lecturer (1987-2005).
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