



Approaches to Value1

    1. Cost Approach

The cost method of valuation follows the general formula, MV = LV + (RCN – D). Where MV is Market Value), LV is Land Value, RCN is replacement cost new, and D is depreciation. Cost tries to replicate market value by adding an estimate of land value to the difference between the cost of the improvements and total depreciation. The cost approach is most applicable to industrial and special use properties for which market and/or income data is scarce or nonexistent.

The value of the improvements can be developed through the use of cost manuals from such firms as Boeck or Marshall and Swift and then indexed for local economic conditions. Local construction firms and contractors are also a source for cost information and verification for the indexing of data from manuals.

Depreciation is the loss, from all causes, in value of the replacement cost new. The simplest form is that caused by aging. Newer homes will sell at a higher price than similar homes built at an earlier date. This is because normal wear and tear, neglect and physical decay begin to affect the structure and therefore its marketability.

The method used for normal depreciation will be the economic age-life method whereby a lump sum is deducted from the RCN. This sum is a function of actual age and effective age (effective age is the age indicated by condition and utility and may be less or greater than chronological age) and perceptions by the market. The figure is developed into a percentage adjustment. The RCN is multiplied by this adjustment. Functional and economic depreciation are then deducted if applicable.

Two other forms of depreciation exist. They are functional and economic obsolescence. 

Functional obsolescence is the inability of the structure to adequately fulfill its purpose given current market demand and the state of construction technology. A rather common example of this is being over built. An owner of a home with 3000 square feet of living area in a neighborhood of 1000 square foot homes will not be able to realize the same per square foot sale price as the smaller homes. The owner of the 3000 square foot home has a superadequacy. Buyers will perceive a loss of utility for the extra space and therefore only offer the owner a marginal return on the extra space. The measurement of curable functional obsolescence is done by calculating the cost to cure the inadequacy. If a superadequacy exist, the simplest way is the subtraction of the reproduction cost by the replacement cost. If sales are available the sales comparison method is the most preferable.

Economic obsolescence is incurable. The total loss must be allocated to improvements. The appraiser must compare sales sharing the same negative influence to those that are not. The estimated loss is then applied. If the property is income producing then the loss in net operating income can be capitalized if appropriate rates for building and land are available. Economic obsolescence is caused by factors external to the property and totally out of control of the owner. Examples of this might be heavy traffic through a residential neighborhood.

The method must also account for other indirect cost such as entrepreneurial profit accounting, legal fees, administration etc., all of which must be verified by market data.. 

(1) Source: County of Cumberland, Revaluation Schedules, Standards, and Rules.


2. Market Approach1

The market approach (also called the sales comparison approach) uses analysis of recent comparable sales to value subject properties. The Market Approach is used to estimate property at its "fair market value". Ergo, the best technique for the valuation of property is abstracting data from actual sales and applying the results to unsold properties. The general formula for the market is:





MV= S +/- A.

Where MV is market value, S is the sales of comparable property, and A is the amount of adjustments.

The sales comparison approach models the behavior of the market by comparing the properties being appraised (subjects) with similar properties that have recently sold (comparable properties). Comparable properties are selected for similarity to the subject property. The sales are then adjusted for their differences from the subject. Finally, a market value for the subject is estimated from the adjusted sales prices of the comparable properties.


Typically adjustments originate from one of the following.




(
Paired data set analysis




(
Statistical analysis




(
Graphic analysis




(
Cost-related analysis




(
Secondary data analysis
Comparable properties are selected and adjusted to the subject property. Typically three to five sales that have recently sold, are used in this process. The sales comparison approach requires adjustments for differences, such as time, attribute differences, competitiveness in the same market, and other factors. 

In the sales comparison approach, appraisers estimate a price per unit. The unit of comparison may be the property as a whole or some smaller measure of the size of the property. Converting the sale price to a unit of measure makes it easier to compare and adjust properties that compete in the same market. The price per unit of comparison is the dependent variable – what is being estimated- in the valuation model. The value of the dependent variable is predicted by the values of the other variables, such as property attributes. The unit of comparison should never be the grounds for selecting comparables. Property attributes should be used instead. 

Once the attributes have been selected and the adjustments determined, the appraiser can apply the sales comparison model. The appraiser first describes subject and comparables in a comparative attribute display, then selects an adjustment method and adjusts each comparable to the subject. After adjustments have been made an estimate of value can be determined about the subject property.


Source: The International Association of Assessing Officers, Joseph K.


 Eckert editor, Property Appraisal and Assessment Administration.1990,

 
Chicago, International Association of Assessing Officers, p.153


3. Income Approach

The income approach restates market value by converting the future benefits of property ownership into an expression of present worth.


The general model is MV= I/R. 

Where MV = market value, I = net income, and R = capitalization rate. The underlying assumption of this approach is that the value of the property as perceived by the buyer lies in its ability to generate income. The consumer is anticipating a future benefit (the income stream and or future sale of the property). It is the anticipated future benefits that the Assessor is appraising and discounting to their present worth.

The process begins with an estimation of gross potential income (GPI). This is the maximum possible receipt that the owner may realize in an annual period. Example: An apartment complex has 10 units for which the market rent is $350 per month. The GPI is the 12 months X 350 X 10 units = $4,200. It is important to note that the rent is market rent. This is often different from contract rent. Market rent is the prevailing current rate that would maximize the owners return on his investment. Contract rent is that which is denoted in the lease or rental agreement between lessor and lessee. The importance of this difference will be explained below.

Next is the calculation of vacancy and collections losses. Since most properties are rarely 100% occupied, the owner suffers a loss from his potential gross. The Assessor’s Office and references to secondary sources establish this in market surveys. After subtracting these potential losses miscellaneous income is added to the difference.
Miscellaneous income may come from various sources: common area charges, overage agreements, utility charges, unclaimed deposits, laundry room charges, etc. After this addition, the sum is the effective gross income.
From the EGI, (effective gross income) allowable expenses are deducted. These include maintenance, administration, utilities, insurance and replacement for reserves. This leaves net operating income.

Net operating income is then divided by the capitalization rate to equal market value. Two important concepts to understand are the use of market versus contract rent and allowable expenses. Market rent is that which would currently maximize the investors return for a given type of property given current (January 1, 2015) conditions. This means that in some cases the market rent used for the appraisal is in excess of the actual contract rent. The reason for this is that an injudicious lessor may not be maximizing his return. This lowers his net income and therefore lowers the final estimate of value. His neighbor who is charging market on an exact same type of property will have a higher net and therefore be assessed at a higher level. Deducting more than allowable expenses have the same effect since it lowers the net operating income. Sources such as the Institute for Real Estate Management (IREM), The Urban Land Institute (ULI), Pannel, Kerr and Forster, and Lodging Outlook provide secondary sources of expense ratios and are frequently consulted to gauge the properties claimed expenses against industry standards.

To prevent any inequities arising from either non-market rents or claims of excessive expenses, economic rents and standard industry expense ratios will be applied. 

The courts have recognized this potential problem and addressed it. In Re Greensboro Office Partnership, 72 NC APP. 635, 325 S.E. 2D 24, Cert Denied, 313 NC 602, 330 S.E.2D 610 (1985) the North Carolina Appellate Court stated: “Section 105-317(A) in fixing the guide which assessors must use in valuing property for taxes, includes as a factor the past income, and its probable future income. But the income referred to is not necessarily actual income. The language is sufficient to include the income which could be obtained by the proper and efficient use of the property. To hold otherwise would penalize the competent and diligent and to reward the incompetent or indolent.” This provides the rationale for using market rents and a certain level of allowable expenses.

The last step is the choice of a capitalization rate. Direct capitalization rates may be used from data collected from the market. Care must be used so that if the rate is market extracted it is applied to similar properties. A list of overall rates derived from valid sales will if not directly applied be used as benchmarks to check the reasonableness of rates developed through other techniques.  Yield capitalization and discounted cash flow (DCF) are based on expectations of changes in the income stream, appreciation depreciation of the property, and expenses. Income capitalization rates will not be limited to any particular method since with proper application they will yield similar results. All elements of build-up methods (e.g. band-of-investment) must be supported by market data. Proper documentation of income and expenses should include three years of income tax returns for the subject or audited statements by a CPA using the Generally Accepted Accounting Principles (GAAP). Other forms such as income statements, leases, etc. are acceptable if enough supporting documentation is presented as a supplement to a single years return. 
   
 MANUALS AND PUBLICATIONS

To develop, support, and supplement the valuation of real property, nationally recognized cost manuals and publications have been used in the development of the Schedule of Values and are an integral part of this manual.  Three of the most recognizable cost manuals that were referred to are Marshall Valuation Service, Marshall and Swift Residential Cost Handbook, and Boechk. 

Publications that are considered industry standards, such as Dollars and Cents, Korpacz Real Estate Investor Survey, and the Institute of Real Estate Management’s Income/Expense Analysis have been used to develop and support the Income approach to value and are also a part of the Schedule of Values.

All of these resources referred to above were used in the development of this Schedule of Values and are an integral part of this manual.  As stated above, many are nationally recognized manuals or publications and are considered industry standards. Appraisers use these resources, both locally and nationally, for accurate and reliable information.  

Data collection manuals, commercial and residential, were developed prior to beginning the field review or data collection phase.  These manuals promote uniformity in the manner the data is collected and help insure equity.
GOVERNMENTAL RESOURCES

The Use-Value Advisory Board (UVAB) submits a Use Value Procedures Manual annually to the Department of Revenue.  The creation of the UVAB, as well as guidelines for the development of the manual, are authorized and set forth in the General Statutes of North Carolina.  The contents of the manual reflect the combined judgment and effort of many professionals in the North Carolina Cooperative Extension Service and cooperating Federal and State agencies.  This manual is provided to each County for inclusion in their statutorily required octennial revaluation.  Although considered a part of the Schedule of Values, the Present Use Value Manual will be submitted for approval under a separate cover.

Personnel at the Property Tax Division, Department of Revenue, and Institute of Government were consulted on several occasions concerning a variety of questions.  Their involvement was solicited based on their knowledge and expertise in the revaluation process.
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