Applied Appraisal Techniques 1 – Lecturer: Eric                                                           March 2, 2006


Recommended Text: Income Approach to Property Valuation Baum, et al
Website: www.geocities.com/eallenjm/
Unit (6) The Hardcore Method of Valuation

Unlike the term and reversion method of valuation, the hardcore method capitalises the term income in perpetuity as well as the additional rent obtainable upon reversion (also in perpetuity). The underlying argument being that the additional rent represents a different risk profile to the term rent and therefore should be valued separately. We will examine the validity of this proposition by means of comparison with the traditional term and reversion method.

Example:
Value the freehold interest in a property let for an unexpired term of two years at a rent of $15,000 per annum. The current full rental value of the property is $20,000. The freehold yield is 6%.

Using the Hardcore Method

	
	
	
	
	

	Core rent received p.a.
	
	$15,000.00
	

	YP in perp @ 6%
	
	16.6667
	$250,000.00

	
	
	
	
	

	
	
	
	
	

	Topslice/Marginal  Income
	
	
	

	Rent received p.a.
	
	$5,000.00
	

	YP in perp @ 6%
	
	16.6667
	

	PV 2 years @ 6%
	
	0.8900
	$74,166.37

	Capital Value
	
	
	
	$324,166.37

	
	
	
	
	


Note that we have not adjusted the yield as is traditionally done. This is in order to test the ‘mathematical’ validity of the method.

The graph below is a graphic representation of the valuation.

	
	

	
	
	

	
	





Comparing with the traditional ‘term and reversion method’ and using the same facts as before:

	Traditional Method (Term and Reversion)
	 
	 

	 
	 
	 
	 
	 
	 

	Rent received p.a.
	 
	$15,000.00
	 
	 

	YP 2 years @ 6%
	 
	1.8334
	 
	$27,500.89

	 
	 
	 
	 
	 
	 

	Reversion to p.a.
	 
	$20,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	 

	PV 2 years @ 6%
	 
	0.8900
	 
	$296,665.48

	Capital Value      
	 
	 
	 
	 
	$324,166.37


We can see that the answer is exactly the same.

The graph below is a graphic representation of the valuation.
	
	

	
	
	$20,000 in perpetuity deferred 2 years

	
	Capital Value of $15,000 for 2 years
	



However, we have not manipulated the yields in either valuation and whilst we can attest to the mathematical soundness of the valuation, we must now examine its ‘robustness’ as a valuation technique. We shall see if both methods return the same result. 

For illustrative purposes later on, we can determine the maximum possible value of the investment (assuming that the term rent is also let at FRV).

Rent p.a.
(frv)

$20,000

YP in perp @ 6%

16.6667
Capital Value




$333,334

Hardcore Method

	
	 
	 
	 
	 
	 

	Core rent received p.a.
	 
	$15,000.00
	 
	 

	YP in perp @ 5%
	 
	20.0000
	 
	$300,000.00

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Topslice/Marginal Income
	 
	 
	 
	 

	Rent received p.a.
	 
	$5,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	 

	PV 2 years @ 6%
	 
	0.8900
	 
	$74,166.37

	 Capital Value
	 
	 
	 
	 
	$374,166.37


Notice that it is the hardcore rent, which is adjusted, as it is the freehold yield which is applicable to the reversion. None the less the valuation of $374,000 is considerably higher than the maximum value we calculated before. Clearly something is wrong with our approach!

Perhaps it is the yield on the topslice, which should be adjusted!

	Hardcore
	 
	 
	 
	 
	 

	Core rent received p.a.
	 
	$15,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	$250,000.00

	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 

	Topslice/Marginal Income 
	 
	 
	 
	 

	Rent received p.a.
	 
	$5,000.00
	 
	 

	YP in perp @ 7%
	 
	14.2857
	 
	 

	PV 2 years @ 7%
	 
	0.8734
	 
	$62,388.48

	 Capital Value
	 
	 
	 
	 
	$312,388.48

	
	
	
	
	
	


How then does this compare to the term and reversion method with the yield adjusted.

	Traditional Method (Term and Reversion)
	 
	 

	 
	 
	 
	 
	 
	 

	Rent received p.a.
	 
	$15,000.00
	 
	 

	YP 2 years @ 5%

	 
	1.8594
	 
	$27,891.16

	 
	 
	 
	 
	 
	 

	Reversion to p.a.
	 
	$20,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	 

	PV 2 years @ 6%
	 
	0.8900
	 
	$296,665.48

	Capital Value                                 
	 
	 
	                          
	 
	$324,556.64

	
	
	
	
	
	


We can see that the two methods produce different values; theoretically it is possible to derive the same value from the Hardcore method as the topslice by calculating the discount rate necessary to apply to the topslice. This however proves nothing, as it would only validate the term and reversion traditional method. None the less: 

To calculate the appropriate rate of interest applicable to the marginal income:

i) Capitalise the increased (total) income at the appropriate (FRV) yield

ii) Capitalise the present (core) income in perpetuity at the appropriate rate (reflecting increased/decreased risk of the security, through an adjustment of the yield).

iii) Subtract (ii) from (i) to give the marginal capital value and deduct the present income from the increased income to give the marginal income.

The marginal yield is the marginal income divided by the marginal capital value.

	(i)  Increased Income p.a.
	J$20,000.00
	 
	 
	 

	     YP in perp @ 6%
	 
	16.6667
	 
	J$333,333.33
	 

	 
	 
	 
	 
	 
	 
	 

	(ii) Present Income p.a.
	 
	J$15,000.00
	 
	 
	 

	     YP in perp @ 5%
	 
	20.0000
	 
	J$300,000.00
	 

	 
	 
	 
	 
	 
	 
	 

	     Capital Value of Marginal Income
	($333,333.33 - 300,000) =
	J$33,333.33
	 

	     Marginal Income  ($20,000 - $15,000) =
	 
	$5,000.00
	 

	 
	 
	 
	 
	 
	 
	 

	     Return to adopt for top-slice
	 
	$5,000.00
	=
	15.00%

	 
	 
	 
	 
	J$33,333.33
	
	

	 
	 
	 
	 
	 
	 
	 

	Redoing the Valuation
	 
	 
	 
	 
	 
	 

	Hardcore Method
	 
	 
	 
	 
	 
	 

	Core Rent received p.a.
	 
	$15,000.00
	 
	 
	 

	YP in perp @ 5%
	 
	20.0000
	 
	$300,000.00
	 

	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 

	Topslice/Marginal Income
	 
	 
	 
	 
	 
	 

	Rent received p.a.
	 
	$5,000.00
	 
	 
	 

	YP in perp @ 15%
	 
	6.6667
	 
	 
	 

	PV 2 years @ 15%
	 
	0.7561
	 
	$25,204.79
	 

	 Capital Value
	 
	 
	 
	 
	$325,204.79
	 


We recall that using the term and reversion method and adjusting the term rent to reflect a relative security of income the value obtained was $324,556.64. The resulting value of $325,204.79 above is considered to be  close enough. However as indicated earlier all this method does is validate the term and reversion method, suggesting some amount of irrelevance on its part.

Yet another response to the weakness of these techniques is the split reversion method. This method known as the split reversion, splits the reversionary income in two adjusting the yield for the two separate tranches.

	Rent received p.a.
	 
	$15,000.00
	 
	 

	YP 2 years @ 5%
	 
	1.8594
	 
	$27,891.16

	 
	 
	 
	 
	 
	 

	Reversion to 
	 
	 
	 
	 

	Core rent received p.a.
	$15,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	 

	PV 2 years @ 6%
	 
	0.8900
	 
	$222,499.11

	 
	 
	 
	 
	 
	 

	Reversion to 
	 
	 
	 
	 

	Topslice/Marginal rent received p.a.
	$5,000.00
	 
	 

	YP in perp @ 6%
	 
	16.6667
	 
	 

	PV 2 years @ 6%
	 
	0.8900
	 
	$74,166.37

	 Capital Value
	 
	 
	 
	 
	$324,556.64


Giving the same answer as the term and reversion!

The real issue seems to be the quantum of the yield adjustment. The important point in all of this is to recognise that the yield manipulations to reflect risk, in both the term and reversion method as well as the hardcore method can lead to serious over or under valuations if misused. Only competent valuers with a defensible basis for measuring and applying risk should therefore undertake these methods, particularly the Hardcore method. This is especially so with regard to properties which have long reversions where the rent upon reversion is likely to be a lot different from the passing rent, due, among other things, to inflationary pressures as well as physical and economic obsolescence.
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� Yield adjusted to reflect security of income in the term.
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