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CHAPTER 1

INTRODUCTION’
L1 Backgromd -

Valuation is ébroad"t'opic which embraces many aspecis of property, such as :
- Geography, Law , Economics and Sodo?Economics. For the purpose of this report it
wés decided not to focus on valuation as a profession dealing with all these subjects, but
rather to concemte' 5ﬁﬁcany on the valuation methods and their MM -

Property is an eoonomlc product which makes it vulnerable to the markets economic -
forces. This s a concept that property investors of old have battled to come to terms with
as they have been used to certainty, the certaunty of ever-increasing values.
The discovery of decreasing values and totai illiquidity was almost boyond thelr
comprehension and certainly beyond their willingness to accept. '
‘They still believed that real estate was safe, secure (withoi:t regard to the relativity of
those terms) and they reacted adversely when valuers proved as incapable as the market in
~ finding any stabihty (ROTHWELL, G- F»bruary 1994)

~ Inproperty valuation the valuer aims for' accura'cy although it is well aocepted. that
valuation is based on mterpretat:on and oplmon, therefore the view of one mmpetent
valuer is not necessarily the same as that of another equally competent va[uer
(SCARRETT,D:- 1991, pg 84).

Judge Megarry found in a court case that he had to deal wrth the matter generallv rather
than with exact mathematics and had to bear in mind that valuation was an art rather than -
a science’ (MEGARRY:- Violet Iferke Lid v, Property Holding and Investment Trust
Ltd.). -



. In recent years critical attention has been given to valuat:on methods both ﬁom wnthm the

valuatmn proﬁessmn as well as ﬁ'om other quarters due tn the la:ge amounts of money
mvested lnto the property market. - : o

| Itisthereforeﬂxeinienﬁunofihisreaearehrepoﬁ'h_dmwﬁ_oﬁlthe nackets theoretical
o and practical resources, and transform this knowledge i mto 8 gulde f‘or makmg property
| valuatlons

- L 2 Termmology

In arder to understand the ﬁ.lll meanmg of the word ngga_n, it is mlportant to.
mclude a seetlon that deals wﬁhthe Subject in jts ent:rety R

121Deﬁniﬂons
" Property Y. Propertyin its s:mplest formmeans,landand allnnprovements
) _. attached toit. o ST
- Valuatio .Theestlmatmn0fthevalueofanassetonacertamdate g;venﬁhe
o purposeofthevaluatmn. |
Yalue  Valueisa characteristic of an economic product Since mosttypesef .

 property are productlve and are scarce in relation to demand, buyers are
prepared to give morey or somie other economm product, to own them._

- Obviously value is not an attvibute of property, but is ascribed to it by
individual p‘etsonei In other words, value may be described as the
outcome of human cogpitive processes (MARITZ,N.G:~ 1989,pg 47).

value = The estimated smount for which an asset should exchange on the
B date of valuation between a willing buyer and a wﬂlmg seller inan
arms leng:.h transaction after proper marketing wherein the parties
had each acted knowledgeably, prudently and without compulsion.
(MARTEN,R.S:- February 1993,pg 7.)



Itis nnportant to know that the fol.lomng four faetors of valueie. ut:hty,
: searc:ty desire and purchamng power ar¢ the underlymg forces that

3

Because market vaie is the outcorne dfhuman_ economic behaviour

* among buyers and sellers in the macket situation, it s logical to stato that

the valuer is in fact an jnt interpreter of human economic behaviour.

' Est:mates ofmarket value must be made in terms ofa market and
‘market condmons as they are actuaily expe;:ted to exist on the date of E

valuation , irrespective of whether there isan actual sale or not. The .

- estimation of market value takes place under conditions of chmge and
 uncertainty, estimates are therefore only valid for a relatwely short

enod ufume MSRITZ N G- 1989,pg 53)

o - determine supply and demand,

B Value is quantified by a price and the echavism through wlueh his price

| i denved, is the relatlonshlp between pnce and the pnnclples of supply _

- and-derpand,

Supply and demand are in fact equated at any parl:leula.r time by some

- level of price.

At any given time, other things being equal an increase in demand or -

- decrease in supply will cause prices to rise ; conversely, any decrease i in '

demand or increase in supply will cause prices to fall . I‘herefore,_

 whatever the given demand and supply, in a freely operating maket,
 price will ration the supply and match it to the demand (BRITTON,
* DAVIES,JOHNSON:-1989,pg 16)

In summary there are typically , four interdependent economic factors which create value:
Utility, Scarcity, Desire and Effective purchasing power. All four fuctors must be present '
for a property to have value (MILGRIM,M. R:-9th edmon,pg 22). _

These four economm factors are the undeﬂymg forces that create supply and demand
Whlch aturn determmes value
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. To ﬂhmtrate the pomt lets look at the ﬁ:llowing example

’ WhentleouthAﬁxcanmgbyteammade:tmtothekugbyWoﬂdCupQS'ﬁml, o

| __-thegl_egl_m_ofthoseSouthAmcanswhahadthegmmMmthencket
nmrketand pmh&eﬁckﬁfor&egmqmoﬁatoﬂmﬂmmﬁm
rarianne hid - hnddnvenupﬂledemmdfnrhckets

Also due to the ggm;gmg_of the number of ﬁckets mmlable, supply bemg hm:ted to

B 5000 tlckets on the black market\ﬁ-ee market), peaple mthe market were fd:rced to' '_ '

- bid up the price of the ticket, o the pomt where ocly five thousand people were
o preparedto paythepnoe hemgbnd Attluspomt pncemthemaﬁmt ree.ches
equﬂlbnumandﬂgplxgguakm@_ : o _

Qro_fgsyo@ Property professmnal for the sake of tlns research report meana
Imestorsonbehalf of financial institutions

*+ Lenders of ﬁnance | o

e Propertydwalqpers_' L -

ana.te mvestorsfspeculators o " o

"+ Property mzmagm .

‘Retum,  Infinencial management the tern rik indicates that there existsan
- expectation that the actual outcoms of a project faay dlﬂ‘er from the
| expected outcome, The magmiude of the posmble difference reflects the |
o magmtude of the nsk Fromthemewpumt of an investor, there emsts L
 investment opportumties whloh can be broadly classified into two o
categories. Flrstly, investment Opporm:xm« with oertam outoomes,
_ nsk-ﬁ'ee, e.g. Tnvestment i in RSA stocks. _ _
Secondly investment oppormxmles with unﬂertmn outci;mes, eg. 'I'he -
| purchase of shares on the Iahaunesburg Stock Exchange(JSE) of the
: purchase ofﬁx:ed properly v.uth a view to denvmg capltal gams L



- The ques‘tmn arises, Why do some mvestors prefer 8 nsky mvestment
o mtherthanonewluchlsnsk-ﬁ'ee?’l‘heanswermuathemthefactthatthe
| nsky mveshnent oﬁ‘ers a hlgher expected return, However, this does not
o t‘ullymwe:the queshonastowhysomemvestorsprefemsky L
L .__,,;nwestmmts while others svoid sigk. The prefereme for nsk whxch some
o investors e:dnbnt is genera]ly accepted tobea ﬁmcuon ofthe utnhty whmh
. '-_anmdmdualdenvesfromm!ungthemwsmient e
" Because individuals differ bott:in their needs and in their ‘personality
. . traits, it Tollows that there will always exist & spectrum of investors, some
| -_~ofwhom are mote pronc to loolc. T for hlgh nsk, hlgh expected. remm
o . investments, Whlle others will maximise their unlrty through aceepnng
o B lowerexpectedretumwﬁhconcomtantlowernsk(com c o
L FLIMVD, ULMNA,E Wommm_-my,pg 64). oo

Tha reiatmnshxp of nsk and retum s;anbe ﬂlustrated as follows
e Qassiend ad cur

= m “
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1.2.2 Diﬁerent purposes for vamatfon .
Gwen the different purposes for which valuations may be required, different types of -
value are appropna:te Estm:mas of valus are requn%d for the follomng demmons
+ compensation payable on expropnatlon '
. sazeofmortgagcloans -
-+ levying of municipal rates and taxes
- transfer duty on the saleofaproperty |
© = esiate duty payable .

N . des:rab:hty ofa proposed townshrp or bulldmg development

-+ taking out i msuranoe |

. detemnmng rantals
. buymg, sellmg, exchange transa.ctlons and dmsmns of assets

1.2.3 Different wes 'of' valne; _'

_________1_11@_ Use value is the value 2 speclﬁc property has for a speclﬁc use. B
| “Real pmperty may have a use value and a market value. An older factory
 that is still used by the ongmal ﬁrm may have considerable use value to
that ﬁnn, but only a nominal market valye for anothar use
(MILGRIM,M.R:- 9th edltmn,pg 20).
value = = Investment value is the value of an ihvéstmmit toa parﬁcuiﬁr investor
o | basedonhxsorhermvesunentmqutrements In contrast to market value,
investment va]ue is value to an mdmdua!, not value in the market
_ plac_e (MGRM,MR +-9th edltlon,pg 21). o
Insurable | | |
valye = Insurable valueis based on the replaoement and/or reproductxon cost of -
| physu:al items that are subject to loss from hazaxds, Insurable valueis
that portion of the valu_e of'an asset or asset group that is acl__;nowledged
 or recogaised under the provisions of an applicable loss insurance
policy. This value is seldom if ever equal to market value
 (MILGRIMM.R:-Sth edition,pg 22).



‘Assessed o . -
value, . = Assessed value appli_es. to ad valorem taxation and refers to the value of a
L property according to the tax rolls. The assessed valué may not confdrm |
to market value, but it usually is calculated in relation to & market value .
- base (IIIILGRMM R.-lel edition,pg 22) '

" 1.3 RESEARCH GBJECTIVES.

Each person who wishes to-buy .or sell a pi'operh, ot what ever level, knowingly or

. unknowingly is faced with either making or obtaining a property valuation.

~ Avaluation tay be as informal as # prospective home owner asking the going rate for a
three bedraom house in the area, or as formal as asking a professnonal valuer for a wntten |
| valuatlon report |

The‘ fbmia.lity of the valuation is not important, it is the fact that property ﬁﬁliu?;tion'plays '_
_ an important part in ones life, albeit often not knowingly, and it is for this reason'that the
author of this report believes that the property valuation methods and their apphcatxon
 need better understandmg by the commumty at large. '

- The common feelmg in the property mdustry and the public at ]m'ge is that only property
professionals are capable of accurately valuing properties. | :
The author feels this may be the case with regards to specialised propernes (e g fa:m
- land) and properties that have unfamiliar circumstances sttached (e.g. usufiucts,
servitude's, shareblocks etc), but not so with your average property val_uatioﬁ.

. Therefcw the objectlve of this research mport is to make the process of property

valuation undepstandable g ccegsible to the average pevson by explaining, |
_' higl:lightmg and mviewing the nnpntant aspects of the vauous valuation methods,
~ and in so doing make the pmfessmnals in the industry tnore accountable and ln

turn the market more efficient,
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g Thequmnonnalre makmg up tho praoucal component ofthls report is a.lmed at ﬁnding
 out the pro's and con's.of the vanous methods, the populanty of the methods in generﬂl,
_'thedlﬂ’oremmethods apphcabiofor dlﬁerenttypes ofproperues, as well ag howtheythe o

'proporly profossnonals deal wnth the subjeot:ve components of voluatloo methodoiogy '

~ The followmg are mpjgg ofwho w:ll beneﬁt ﬁ-omthls report

e _Prope'rty brokers vwshmg to offer clienits a more scientific valuauon report than j just
estimating the properties worth ' _ _ . |

¢ 'An employee ofa propeity company with bttlc of no practlcal experience can qmckly

~ identify the way in which the market approaches valuations for a speolﬁc type of

- property. e.g. the direct capltahsatlon method for an office block.

¢ A buyer wantmg to purchase a properiy wnthout mcumng professional valuation fees.

e AR investor wartting to purchase a propesty yxeldmg a specific return. -

+ A property owner wantmg to sell hisfher home orbusinessetc, . o

: A property developor would benefit in preparing a feasibility. for & development based_'_ | |
on the markets most popular methods of valuation, i '

< A client who is dissatisfied with the accuracy of a valuauon report presmtod by a .
professxonal valuer. ' '

' 1.4 RESEARCH METHODOLOGY

The approach takep with thls Rcse'aroh Report was to try and provide each reader with -
~ the theoretical and practical framework necessary to taoklo most property vaiuations. '

 In order for the reader of this report to have any depth of understanding the valuation
methods and their application, it was necessary to build a basic economical and financial
. ba'okg_r_ound. Many book&oﬂ Economics &'F‘mancial Management were consulted in an
effort to convey the theory in its simplest form (see bibliography).
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- In Chapter 3, two graphs were drawn-up using data ﬁ'om the following soumes :
The Central Statistical Services, The South Aftican Reserve Bank, Neville Berkowitz &
* Associates (property mﬁomis_ts) and Dr Shlomo Peer (politician & -eéonom_ist_). :
The graphs were used to show the effect that inﬁation, interest rates and poliﬁcal gvents
have had on property prices over a 15 year period (1 9804.995), aud hepefullv give ‘:he
_reader an insight into the way tlze South Aﬁ‘lcm property mmket teacts to moverrents in _
these economic driving forces. |

To give tlus teport its vitally nnpartam elenient of practxcai" apphcat:on, 3 survey was
conducted by means ofa que estmnnau*e and interviews. .
 An extensive questmnnmre was compiled and dxsmbuted 10 100 practlsmg property
| profesmonals (For details of the qualification ctiteria for making up the list see Chapter 9
: and a full hstmg of the property professnonals mvolved in Chapter 9, questmn 1).

: The quesuoma:re was aimed at ﬁndmg out : ;he pro's and con s of the vmous methods, _'
the populanty of the methods in general, the different methods spplicable for different
types of properties, as well as how they th(i property professnonals dealt Wlth sub_;ectwe

: components of valuatxon methudology '

mmma questionnaires totalled 21, r'epresenting'"-a 7% response rate,
These questionnaires were ifien quantlﬁed usmg a statistical model as well as basic
mathematical calculations, and documented in Chapter 9, fonnmg the backbone of the
research into the practical applications and the advantages and disadvantages ofthe
 property valustion methods. |
The interviews were conducted at a senior level with pe_bple from leading property - .
organisations such as : Angio American Property Servidés, Investec Property Group and
‘The Broll Property Group. The interviews were not mtended to form part -of-_the_ statistical
ﬁndmga in Chapter 9, but raiher to provide an overview to the practical side of property - E
" valuation, and thus help the author in learly defining the cbjectives and conclusions of
this report. The report i littered with quctes & ideas that were obtained from consulting
with many §50ple in the property industry as well as studying : Books, journals, related.
- articles from the world wide web, magazines and newspapers (see biblibgraphy). |
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CHAPTER 2
‘VALUATION
'I.‘OOLS

In order to understand the pmperty and investment market , i i3 vital to come to grips
with the tools that have built the industry. Whﬁf this chapter will endeavour to do, is -
clatify certain subjects where confusion relgns amongst people mvo!ved with property -
- and the publlc at large.

_'2;1 INCOME.

Thare are dnﬂ:‘erent levels of income which wdl be dxscussed in@.1 3) but before that is
discussed income can be spht into two categories |
- Contraqtual income or Non-contractual income.

2.1.1 Contractual income.

In this category the income stream earned from a property is known and certain as it is

governed by the law of contract under wihich leases fall -

 The fact that a rental is certain does not mean that it is in-line with market related rentals.
* Alease can be of a short 6r long term nature. The longer the lease the more important it

is to have regular rent reviews {o keep rentals in line with the market,

Market or Unmarket related rentals have an effect on a proparties risk pruﬁle and can

therefore have a significanit impact on the value of a property.

It is therefore important for the valuer to judge the lease on its metits.

The pro's and con's of an unmarket related income can be explamed by means of the

following two examples : " | |



o Apmpertymtha'.BlueChlp tenentandalengleaseeiZOyearsmthSyeerreml
-'rev:ews currently under market relatedrentals may be viewed mafavourable hght
- astheeeunemyeoﬂdbeheadmgmtoadepresmn. .,_‘\;- S
. The likeliiood of inding replacement tsnants at market relate rentals would be
'_ dlfﬁcultandcostly,mdtherefcretheeﬁusﬁngleaeewouldbewewedasam

LEE& o : _ . ;
i 0 Apropertymthalongtermleaseatbelowmarketrentalthhrentrewewsonly o
| evexy10yearsmaybewewed_ggﬂxwherextmexpectedthatthepropmy
- market is headmg for aﬂ'Boom‘ , and the location ofthe property is in lngh demaud.._ |

CIti is unportant for the valuer when judgmg a lease not te fook at the local market '_ |
: surroundmg the prOperty in 1solat10n, but rather to leok at the property in relatmn to the_ ;
o whole ecenomy R - '

o _"V&l‘latlﬂﬂs have beenmade to certain Vahsahon smethods to make allowances whereleasei o

o .rentals are abeve or below smarket ievels %0 that the methods reﬂect a truer ma:rket value
ofthe pl‘operty ( see opportumty cash flow & top sllee method in Chapter 6) o

o 2 1 2. Non-coni‘mctual Income.

. Where there is no lease in place and a valueris ca]!ed upon to calculate the market value .
of a property , 1tisna1ural that amarket related rentalwouldbe used to denvethe L
| propertlesValue R : : : o
The only t:me 2 valuer would make an ad,]ustment to the market re!atecl rent would he '
when the valuer predlcts that an imminent change in market condiucms is expected inthe
very near ﬁzture and the market has not yet allowed for it. Tlns is not standard practxee,
asﬂlemarketumallyhas:tsreasonsfornotmeorpomungu SR
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| 2 1. 3 The various levels of incame are broken down mto A
" 1.GROSSINCOME
 2.NETINCOME o
 3,BEFORE-TAXINCOME
4 AFTER-TAXINCOME
L8, RETAINED INC ME

L Qm&mm S -
Th:s is rentable a.rea nmttlphed by Rand per mZ less any vacancles or bad debts,

ZN i oy

This is Bross mcome less outgomgs(opemnons‘ mpenses) whlch comes out of the _
landlord's acummt(gross lease) unless the tenant has agreed ic be responsnble (net 1eaue).
o This is a hst of nonnally mcurred operatlonal expemtes

- _'- Assessment fates’

- Inﬁmnce premlums
Management and rem: collecnons
- antemnc* '
- Wuter and e!ectﬂclty _ _
- Spemal services & g hﬁs escalators heatmg and alr-condmomng
- Security |
« Employaes saianes and general expendxtum for day to day mmntenance

3, Before-tax income
This is derived from net incotne after makmg provision for the payment of interest, and -
for capital repayments on borrowed or loaned capntal, ofwlucia theré are 5 basic sources ;.
* mortgages ' o
© * debentures
. * preference shares
* ghareholder loans
% shott-term loans

to mmm,na-wss UNISA Business Economlcs only study gutde for |
BEC306-3 (Market Valuatuon) pg 100
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Thxsm clenved from deductmgthemmmetaxpayable from before—tax mcome o
This is after-tax income that is not dxsm‘buted ﬁs mxwdends and retamed in the cotpany

tcach:evefurthergrowth o

' ' N mcom: S'I‘J\‘I‘EMENT
' for the year ended 28 February 1995

 cope 0 .22,000,000.06[ |
Renmlandmcovenes o 2100000000 . g

- Inberestrecsived - . '100000000 o

- '_._E_xgeng!lture L .é-,duo,i_’nﬂ.ool .
Adﬁnmstrationexpenses | '67,000.0'0 .
. Auditors remuneratton : o 127,00000
_"Conecuonfees . 1,00000000
Pmpeﬂyexpenses O 400000
Levies o 4000
 Nethneome . 1600000000
Tnterest on mortgagebonds S 1,000,000.00
Net Income bei‘nre taxatum s 15,000,000.00
. Temfon@35% . . 525000000
| NetIncomesftertaxation " 575000000
‘Retained inoome at beginning. o -
of theyear o R o mﬂ_@a‘lﬁ'
S - - 10,250,000.00
_Dmdﬁnds - R . 90000000
Retmnedmcomeattlue o - ) L B
endoftheyear 935000000
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2.2 INFLATION.
. Econolmc matablhty poses & grave threat to every perscm over wh:ch it governs.
One of the mamfestahons of ¢ econonuc instability is mﬁatlon of" wl:uch everyona in the

ecA0% ¢ i eﬁ‘ected albelt not all knowmgly The mason bemg that mﬂatmn erodes the
purchasmg power ofyour Rands ' '

To understand this mc.s,ﬁy lets take R1 00,000. whxch has the pumhasmg power to buy
a2 bedroom house i particular nelghbourhood and invest that tnoney in the

bank (assumptlon 1)y '

'I'hlsRIOO 000, wﬂl grow at 10 % perannum overthenext 5 years mthe
bank—(assumptxon 2, ).

After 5 years the RIOO 000, would be worth Rlel, 051

The questlon ﬁhe lnvestor has to now ask is, assmmng that all things eﬂ:‘ectmg tha demand -
) for this pm-tlcdfar property remain as they were 5 years ago," can R161,051, buy methe
 same 2 bedropm house 77"

Ifthe answer to. the questlon is xgg, then the mvestor has mgd__xgm_

(purchmlg power). |

On the other hand if the answer is no, then the investor has not"]k.ept up with mﬂatmu

and is experiencing negative real growth,

The term mﬂanan has the pomntml to impact on mees lives beit directly or

indirectly, and the only way we as investors can beat it, is if we understand what it is aud |
what causes it. '

It would be wrong to define mﬂat:on as nmmmmgugm or _a_n

58 28 productivity growih, as these relatetothe causes oflnﬂauon. R

| The best way to deﬁne inflation is as follows : '

* Anincrminrheggm '

_ relatively brief period of time.
" Within this definition there are two kinds of inflation ; Demand -pull and Cost-l:rush
mﬂatlon
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234, Cos_t-Pugh-lnﬂétibn |

- This is where mﬂat.lon is caused by wages and other costs gomg up faster than the

increase in labour's product:vxty

It is easy to See that if the farmer has to pay h:gherwages and hxgherpnoesibrfemhser
-then the grocexy stores ate going to- pay more and in the end the consutber will bear the
brunt of having to pay the mgher pnces for the end product.
: 'I'lns kind of inflation in developed econommies is nearly always gradual and never reaches
the extremes that the other kind of inflation sometimes attains. Thls may be true for more
developed countnes but South Africa's inflation is under extreme pressure from labour |
unions who ms:st on wage moreases that in no-way reﬂect the producﬁmty of the labour '
 force, Lo . . . . :

2.2.2. Demand-Pull inflation

The other kmd of inflation is what econoimists call demnnd-pl.illﬂinﬂaﬁdnl often described o

as Y00 many dollars chasing to fow goods ' - too much money to spend and no 1ncrease ,
or very little increase , in the quantity of goods or services to spend it on, -

Or sometlmes asin the nase of the Arab embargo on oil - a decrease in the quamlty of
goods avaﬂable and no dumnutlon in the demand

' _Ir_l part, of ooiuse, detnand-pull inflation stems from wage increases. - wage earnes have
more money o spéx:ld.ancl_ they spend it. It is a spiral and, in economics, all spirals are

vicious, whetber up or down. But that part of the pressure behind a demand-pull inflation
is rehlly just cost-push inflation looked at from another angle. |

In general this kind of demand-pull inflation does not pose a major ﬁ_mblem, that isif
 there s a steady increase in production efficiency in farms, mines and factories,
attributable to capital investment and innovation, features that are charactenstzc o
sophisticated 1st World economies, The same, however, cannot be said for South A.ﬁ'lca
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 Rtis whm the demand-pull mﬂaﬁon is the result of govemment spendmg, and deﬁoit o
E 'lmdgets financed with pmmng~press money and borro\mngs, that xtcan come with such
w;tremerapmnythanttotaﬂydxsmptsamunseconomy |

- :..But one kmd of mﬂat:onbegets a.nother Hughar pnces causedbygovemment deﬁcat |
| "_-'ﬁnancmgmeanthatlabournamwﬂydemandsbxgherwagestomeetthensemthecostof_ D

- _'hvmg,whmhthmgwesadoseo cost—pushnﬂatmn.l-ﬁgherwagesupsetthegcvemmt.' -
hudget andaoon,mthem:mmspxralthatwearemﬂ‘enngﬁ-omtoday(EDER 1979).jf.__--'7

o Iu tkeﬁnal anabms, batk in origin and camn)l, mﬁanm: isa polmcal pmblem. "___;:: - -

R . ‘Money is crucial to undawtamﬁng the mechamsm, i'mt pahtics is jmr as crucial fo

) :'ankuown)u

g o

mgﬂw nmtivaﬁau (GR!FFHHS,B Ilgﬂanan Thepme afpmsterity, dafe . '. L
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2.3 INTEREST RATES.

When money is borrowed, payment is made for the use of the money. The borrower is
prepared to payfor;cholombecau.setha use ofthemoneyhdsa value greaterthanihé. '
cost of borrowing, The mmple market roles of supply end demand therefore establish the
price to be paid for the use of the money, which is known s the interest rate. |
In general, the i mtemst rate which represents the return reqmred by the lender compnses
three main variables : |
2.3.1, Thetlmemue gfmo;le_x,, '
The reoeapt ofmoney is preferred sooner rathor than later asit can be
used to earn more money. Han mdmdual is prepared to forfelt tha use of -
_ money for a speclﬁed ume, some compensatlon is requlred

R Ifthere is some uncertainty that the amount loaned mll be repatd a :
" premiunm will be required. Perfeot certainty in this sense would refer, for
_ example, to a Joan to government authorities such as treasmy bills or
-' RSA stoc.ks referred to as 'gilt! mvestments based on the fundamental
principle of 'risk and retum' '
233, _uﬂﬂm& .
In times ofnsmg prices It is evident that the spendmg power of money
decreases over time. Any lender would expect to be compensatod for the -
~ decline in spendmg power. If the mterest rates did not oompensate for
- mﬂatlon the lender would be poomr when the capltal is repald than at the
time of the loan. |
The rate of interest does noy, remain constant but deponds on expected changes i the
variables of which it is & function,
The term structure of interest rates asitis lmown, reﬂeots the rates of interest charged at
any given time for borrowing over different lengths of time, from short-term to long-term.
1t seems rational to expect that longer-term loans carry more risk than short-term foans so
that an upward slopiog curve would be expected. This upvéard sioping curve would also -
be & reflection of the éxpectation' that inflation rates are likely to émalate in the future,
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E.‘i_mre 2.

YIELD
2’4(-!
Rr
A R
' fo_ 15 20

YEARS TO MATURITY B

8B
-t

A munber of theories have been developed which seek 10 mtplmn the term structure of
. interest rates* ’I‘he two most commonly quoted theones are the M and
the Mmﬂﬁxmmmm

* T_ﬁe exggcta;inng theory.

-Assmmng an mstor m faced wﬁh the chmoe of i mVestlng a sum ofmoney ata ﬁxed

: mterest rate for one year or for five years ina gdt mvestmenf whlch altemative wﬂl be
chosen ? e ' :
Kit is expected that mterest rates will dechne durmg the next ﬁve years, it wﬂl be better
~ toinvest for five years, as a higher interest rate will be yielded on the investment thnu ifa
series of five one-year investments had been made, _
I this expectauon of declining interest rates was held 1 byall mveators, then the five-year
mvestment would be in demand if offered at the same rate as the one-year investment,
This demand would force the rate of the five-year investment down to a lower rate, where
botht alternatives will be equally attractive, |
This leads to the quection of which factors are likely to contnbute to expectations relatmg
to the i mcrease or decrease in interest rates on gilt investments, There is llttle debate about
the fact that the expected inflation rate is the most significant factor, o

An investor would clearly hope at the end of a year to be st least as Wealthy as the result
of an investment as at the beginning of the year. The interest received should therefore at
least compensate for the loss of purchasing power as a result of inflation, |



I fact, as most mtea'est rece:ved is w:able, the mvestor would expect the afber

o interest to at least compensate for inflation. a L

In essence the expoctations theory holds that the slope ofthe term strueture ofmterest .
depends onthe expectedﬁature spotrates of interest. If:txsexpectedthat ﬁxturerates of

| interest wxll for example be hlgha-, the 31\,‘!1 curve wﬂl be upward sIopmg as it was m
' Juna 1938

A second theory whlch attempts to explam the term structure ofmtetest rates m:roduces

anelement ofnsk, When dealmg wn:h gdt mmstments, the risk is not related to default on

the capital invested; but vather to the risk of i mter&st vate ﬁuctuations. For exmnple, -
- assume you Hiold both & Zo-yea.f RSAanda one-year RSA, each with 2 eoupon rate of .
- 12%, when the market rate of i mterest m also 12%. Ifexpected inflation increased the
N market interest rate, the negative eﬁ‘ect on the value ofthe 20-year RSA would be far o
. 'greater than on the one-year RSA. Tius mterest rate nsk is greater when the penod o
'ma:mmy of an investment is !onger | - B
'I‘hxs is lllustrated n _ﬂl_____

. _' Figu _re 3, Valuc of 12,% ﬁé gocg on Ja_ngm‘_l_g

stock

- value(R) _

1200 4 S
o _RSA 1990
800 o

- _ — RSA 2009
600 T |

8% 1%
market interest rate -

_ The reasons for the greater vanamhty ofthe RSA 2000 stems ﬁ'om the ﬁ;ct that mvestors'
 holding the RSA 2009 are locked into recewmg a12% retum onR 1000 for 19 years '
.longer than holders of RSA 1989 (CORREM C FLI’MN D. ULMNA, )
WOMLD M:- 1989,pg 27-3%). -
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24 ﬁELDs

. The Yield ofan mvestment isa measure of its eatning capaoli:y both present and future,
| Therefore in the case ofa property mvestn*wnt the propemes yield is determined by its
current rental and the pm;ected growth ini this rental throughout the propemos life, as
~ well as all the risk factors associated with the property e.g. bad locatron strug@ng
. | tenants, bu:ldmg condition ete. I :

Another name for yield = caprtalisatron rate(cap rate)

| Theforxrgaﬂefodetenninea"mw.}# NETINCOME Per At

o o CAPI‘I‘ALVALUE (nvestment)
- 'When domg property valuatlons the ob_;eot*ve is usually to calculate the propemes capltal h

.. ' va]ue, 80 the above formulae is re-a.rranged m a way tha.t ﬂae yneld i8 used to pro;ect the
_'valueofthepropertyxe o

. .CAPITAL_VALU_E = ‘NET INC ' PIA |

: However, the most common problem valuers encounrer when trymg to work out the

value of an mvestment is detenmmng its yleld as the caprtel value is unlmown

The yield can be found in one ofthree ways

1. By ﬁudmg the yields achieved recently on the sale of gimi ilay propertles, and then :
adjusting it either upwards or downwards where drﬁ‘erencee are found, to suite the

- property being valued, or :
2. By building one up from a risk free yield, and rnakmg the necessacy edjustments

- for the properties expected growth and associated risks, '
3, Theyield may also be decided by the investors reqmred yreld gtven the risk proﬁle o
of the property (I-Iurdle Rate) '

© ‘The yield of a property is adjusred downwards wien the subject property is judged to
~ bave greater growth potential and/or 1éss risk than the comparable property and upwards
when the subject property has less growth potentml aud/or more r:sk tha:n the comparable

property.



: '..Examme 1 Capltal Valye = moo,ooo(mcome) / 13%(cap me) |
| '_ Capltal Value— R769,230. -

. -Examplez Capltal Value R100, Dm(mcome) I 10%(cap rate)

" Capnal Value = Rl 000, 000...

As you can see ad_lustmg the yleld by 3% ona RIOO 000 annual mcome, has aR230 770

feﬂ'ect.' o

| 'One can deduce from tlns the slgmﬁcant impact, staall chnnges to the ylald can have on.
the overall value ofa property Therefcre the role of adjustmg the yield xs subjectwe and N

the art to makmg good valuatmns .

- Before startmg the valuatlon pmceSs it 1s lmportant to detemnne the purpuse of the
) | valuanon, as the type of yleld used is oﬁen dependant on the purpose of the valuamn

The 3 most common types ofyle.ld are a.s fol{ows

= emren-Yigld':- -

CapltaIValue pald for the mvestment -

Tlus yleld is usually only used to measure the perfonnance of an o |
axlstmg mvesment '

2. MarketVied=  mark o mig;ﬂ_ petincome
mnrke‘t related property valee

This is the yleld used most oftes in pmperty \ [ namn nnd s
iienved fmm a recent sale ot‘a slmilar pa'operty -

3, Reqmreinald 3 'r—-s' mﬁcet_a@_Mm

Capital amouts that will glve the mvestor hislher
requmad yleld S o

This is the yield i mvestors reqmre given tha mvestors assessment of the nsk Pmﬁle o

of the mvestment



CHAPTER 3
PROPER’I‘Y

ECONOMIQS

Property Econonucs is the s‘udy of the economic driving forces that affect property
prices/values.

This chapter will focus on economic driving forces, demonstrating how they should affect
property prices in theory, and how they have affected prices in practice. |
Chapter 3, hopes to achleve greater clatity on this subject which will enjble readers to -
predict movements in property prices with a greater degree of accuracy.

~ The economic dnvmg forces which we will concentrate on for the purposes of this report '
. are : inflation, interest rates and political events.

‘3.1 Inflation

An increase in inflation has an eroding effect on the purchasing power of & currency.
Therefore the traditional approach during periods of increased irflation nas been to switch
one's liquidity preferelicé from mone," which is a devaluing usset to & more intrinsic type
- of asset such as : property, gold, art, etc. |

The reason why these types of assets have proven to be greater storers ofwealth than
money during periods of high inflation is because their supply is relatively fixed.

“As money loses its value, demand increases for better storers of wealth such as property,
" gold, art, etc, and due to the fact that supply is relatively fixed their prices increase.
However, an increase in inflation can also lead to a decrease in demand for property,
which will in turn lead to lower property prices, The reason for this is where wage
increases do not keep up with infistion ons's standard of hvmg decreases, !eavmg |
households with less disposable i mcoma '

_ This is the way things should +ork i in theory, however in practice there are other factors
 that effect property prices as economw forces never work in igolation.



B |
In graphs 1 & 2 we take a look at the i 1mpact mﬂanon, mterest rates & pohtlcal events
have on South Afiican property pnces '

3.2 Interest Rates |
‘The effect of an increase in mterest rates is an increase in the cost of borrowing.
| This increase forces potentlal property buyem to recalculate their budgets to see if' they
can afford the increase in finance costs, The hike in interest rates often turns pro_;ected
positive cash flows into negative cash flows thus making investments less attractive,
which in tarn leads to a decrease in demand for propesty translating to lower property
The same bould be said in reverse if the interest rates had to &egrease'.. |
It is therefrwe important when valuing a property currently subject o interest rate changes
to assess if the changes are deemed to have a significant impact on property prices.

3.3 Political Events - -

Possihly the subject that has the greatest direct unpact on prroperty pnces especially
residential property prices is, political mstabnhty A oountry that doesn't enjoy political
stability is at a distinct disadvantage over its cqmpetltors, as investors are unlikely to
invest their money in a place where uncertairty reigns, let alone put their money in
property which is an illiquid investment . B _ _

Political and Econortic stabilify are.  Miymous, you cannot have one without the other.
Government cannot afford to underest. ate the jmportance of & healthy link between |
themselves and the business/investment commumty '

In Graph 2, the political event arrows represent the following events :

1983 = PW. Botha referendum over white minority ule.

1985 = Implementatlon of the State of Emergency prior to the 1987 General Elechons
1989 = The handing over of power from P.W, Botha to F.W, De Klerk. |
1990 = The February 11 refease of Nelson Mandela, _

1993-4 = Political unrest as the country commenced the transition to democracy

1994 = A general mood of optimism over the h_l_ghly successfiul April 27 elections.



| 34 COMMENTARY ON GRAPES 183 -
In 1983 the country had a refe1‘endum regardmg wlute minority rule, 'I‘lnalead to apenod /
| ofpohtlcal instability whlch resulted in a 'state of emergency‘ being declared in 1985 : /f
The political uneasmess m 1983 overrode the positive ﬁmdamemals such as low intetest/
o “rates as well aslow mﬂatlon, as from 1983 - 1986 average real oﬁce& mdustnal rentals ;_
i dropped w:th average real house pnces droppmg the most '

" From 1986 - 1988 the economic mdicators (lower inﬂetion & Iowe‘r interest rates) proved
'."'_.favourableforthebumnesscommumtyandsawanmcreasemaveragerealoﬁieeand D
~ industrial ree{LIs up until 1990, average real house pnces remamed fiat dunng thm penod B

dueto anuncertmnpohttcal ﬁJture " |

o ~ From 1993 1994 all types ofproperty prices remained reasonably ﬂat due to themass:ve ' o
- pohtlcal unwest prior te the first democratic general elecugns_ T |
K :Thls pohtlcal sentiment outwelghed the posnt:ve economic mdxcators (lower mﬂatmn &
“lower interest rates) o - o - SRR
o From 1994 through 1995-4ll property pnces mcreased substanhaﬂy due to the SuCCess of
k the ﬁrst democratlc electlcms, and the favourable economlc chmate ' -

- In eonc‘lusnon, it can be said from these graphs that South Afma'a polrhcal stablltty plays a |

- greater. role in determ:mng the movement of property pnees, than the ecenomlc md:cators o N
such as inflation and interest rates. A o
One can make the further comment that resxdennal prices are more prone t0 the eﬁ‘ects of
pohncal mstablhty than nmce & mdustnal properues -



YALUATION

MTHODOLOGY

'- Intraductmn -

o Valuers tbmughout the Westem world accept that the 5 most conventxonal property
_valuatmnmeﬂlodsm - :
The qomparable sales method (eomparatwe)
“The investment method.
. The replacement cost method (contractor‘s)
' The residual method.
" 5. The profits method :
L (S(‘ARRESTD l’mperty Vaﬁuamn ’I‘he i‘ive methnds R 1991)

AooN o

The Profits Method i based on the as&umpuon that tha vaiue of some propemes wnll be ” |
related to the profits which can be rade from their use, and is generally only used whete
 there is some degree of monopoly attached to a property {eg. the restaurant on top of

Table Mmmtmn] ' J
Note, o
No further analysis will be made into the profits method, as this inethed is only used in
special circumstances by expenanced valuers and does not mect with the genaral -
ob_;ectwes of this report. ' -
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4.1 THE COMPARABLE SALES METHOD

This procedure is widely adopted in practise » but reQuire's acoess to atdsguate records of

transactions (RICHMOND, D:-1994). .

This is the simplest and most direct method of valuation. The method is based on
comparing the property to be valued with similar properties and the prices achieved for
those properties, allomng for differences between the property 10 be valued and similar
properties, and in so doing, determlnmg the price likely to be achieved for the property in
questlon (BRHTGMDA VIES'.JOEHVSGN -198?)

“The logic of this a;sproach is based on the grinciple of s ibstitution. What this imeans is, a
buyer will tiot be prepared to pay more for the subject property than it w::uld cost him %o
buy a compamble property with almogt the same producnwty
" For these pnnmples to apply there must be : : .

* 2 ﬁmctlomng market in which properhes are sold on a continuous basns

* a prospective buyer who will be able to make_ a selection between 8 number of

alternative but comparable properties, '

+ prospective buyers that will be able to compete, i.e, more than one yotential seller

being in the market (W,N G:-1989,pg 81), o
Where the above principles are in place, the market produces a pattern of prices Whlbh is
informative to observers of the market and persuasive to would-be participants ir that

" market, The fact that there are shades of opinion is what constitutes a market,

No property is identical, if only because each building occupies a different site,

Even where two buildings were designed and cor.structed-in identical faghion, bne tay
have been improved or abused in a way in which the other has not, It may face ina
different direction, enjoy a better outlock or be focated on the opposlte side of the road
(SG'!RREIT D'-l’roperty Valuation , The 5 Methods , 1991)
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Transactions take place in the market regnlarly. The market is not static so that the price
- obtained fora property at one time will not necessarily be achieved if the same property is
sold again, “Thus the reliability of evidence of prices diminishes as time elapses since the
transaction took place. In the volatile minrket which bas developed in recent years, only 2
short time will pass before the evidence becomes unrehable
(BRHTON DA VTES',JOHNSOM-I%?)

Uaually only 3 types of'property lend themseives readily to the us of this method and in
each case. only when the freehold interest free from any leasehold estate is being
valued{except ﬂats) They are:
I, Residenti) propen;y
2. Agneuhural property ~ valuers mwst allow for dxﬂ’erences such as the quahty of
the soil, type of farming possible, extent and condition of buildings, location, and
quality of the farmbouse and other acoommodauon : B
3 Dwelopment land - Residential blnldmg land. may be valuecl usmg tha du'ect
" comparison method,
A companson method iy also be used for assessing the rental value of reta:l, oﬁce and
. mdusmal propertles - - :

it has been establishqd by the ooufts as *he most accurate way of quantifying market
value, And other methods should be used only when this method cannot be used.
In reforring to the Marks case (supra), King J tield that a method other than the
comparable sales mathod wouild be more appropriate under certain circumstances,
This iy encouraging a3 it indicates that the hard-and-fist basis of using other methods only
 when the comparable sales method cannot be used is being (or may be ) relaxed,
The courts have held ' that where a person claims that comparable properties used to
reach the price paid for & property is not a reflection of ‘true market value', the onus of
proof rests upon the person who is disclaiming the compatlblhty of the chosen compamble
properties, '
A good test as a valuer to determine compatlbthty is a8 follows
'The property sold is a comparable salk if the buyer would have considered the pmpm:w
to be valued as an alternative.’
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| "The valuing profession fiels it would be better.'praeﬁse to spend more tlme and makea |
‘more thorough ana}ysls of fewer comparable pmperhes than to superﬁcwlly look over
many. '

When gomg about your valuatmn it may be useﬁxl to grade comparab!e sales
~ Two rules are suggested: -
1. Thiose transactions for whlch it has been dif”. alt to confirm the facts or
 ciroumstances of the sale should be treated o Joss reliable.
-2 'I’he fewer and / or smaller the adjustmenm to the eomparable property the mare
_ rekance should be plaﬁed on it (Author wmlled to remain anonymous). .

. 4. L1 CRH’ERIA FOR THE SELECTI ON OF COMPAMLE SOLD
PROPER.'IYES.

“The most important criteria tobe taken i mto account in the selectlon of comparabie sold- |
properhes may be aummansed as fOIIOWs : S

| (.i) Prod..actmty - generating attributes of the subject property
physmal nature of the land and unprovements -
-+ location network. ' _ .
+ legal and planmng aspects as well as future prospects govermng the uss of the
property ' |

@ The Nature of the Sale must be Bona Fide .. the deal must have been
‘concluded at arms length - no partlcular concessions must have been made by one party in
favour of the other e.g. & father selling & property to his son '

(i)  Date of Sale , it is vital that market conditions should not have changed since the
occurrence of the comparable transaction,

(iv)  Nature of the Sales Transaction,
The sale must have been concluded in more or less similar ﬁnancnal csrcumstanees
(MARITZ,N.G:-1989,pg 33 - 85).
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4.1.2 COMPARABLE SALE MODELS | |
Asa valuer you must always be able fo substantmte your valuatlon toa chent or & court
of'law and show how you arrived at a value, ifso questioned.
Thee are many variation models of the comparable sales method which the valuer can
make use of, the author of this report will only mention the most popular ones for the
| purpases of this report, | |
- They are : -
¢+ unadjusted selling price model
¢ adjusted sellmg price model

Conslderable d:ﬁ’erence of opinion exists as to which of these approaches is the more
exact, Those who advocate the use of utadjusted selhng prices argue that it i is impossible
to deternnne which dxﬁ‘erences observed between properties are responsible for the _
variations in sellmg prices, and that the contribution of any particular difference cannot be
quantified theaningfully., Supporters of this more general approach take a Jook at
comparable properties recently sold 25 2 whole and then appro:umate an overall value i it
“line with the sales. :[ance of the most comparable property. '

' Those _ohthe other l_u_md who support the use of adjusted selling prices proceed from the
assumption that the differences responsible for the variation between comparable seles can
be identified and quantified, The comparzble selling price is then adjusted in such a way -
‘that the adjusted selling price constttutes what would be the aellmg pﬂce of the property it
the latter were identical to the subject property.

In other words, the subject property serves as the norm, and all adjustments to the selling
- price of the comparable property are based thereon. This means that the attributes of the
compérable propersy areausted to make it identical to the subject property,

* The nature of the model that the valuer postulates will naturally d:ﬁbr from one valuatlon
to another , Consequently, an infinite number of approaches and methods exist for
deciding where the most probable sellmg price will fall aad between which levels of
accurecy it will lie.
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_(a)‘ 'The Logic of the Adjusted Selling Price App'rdncli is as follows: |
+ The valuer must first identify differences between the subject property and
comparable sales. The six broad classes in which such differences are tobe
observed, may, for the sake of convenience, be classified in the following way:

gﬁnlége' network
- ~exposure network |
3. Institutional attributes
-most probable legal economi use
6. ife of the | ction
+ The valuer must now decide which of the observed differences can possibly explain
the difference in sefling prices, The differences that are not importaat for the
purposes of explalmng differences between observed sellmg prices ,are ignored.

" & For each of the important differences identified by the valuer, a monetm'y
adjustment must now be made in respect of each of the comparable selling prices.

subject gmpm Adjustments are made
upWards when the comparable property is inferior to the subject property and
downwards when it is superior to the subject property. Adjustments may be made
either in terms of absolute monetary amounts or percentages. |
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&_RII;‘U’I‘__IQ_S _|sALE1, TsarE2 [sALE .
Sellingprice -~ | 195,000] 190,000 250,000f 330,000] 200,000
' Phym]mbum — —— e
condition 150000 | y .. ' : 20,000
|garage | | .20000] -go000 5,000
foathrooms | | 15000 - 500[ 6,000
|numherofbﬁdrooms 1 | 5000 -40,000] -10,000|
lkitchen . . | | -s000] -13,000] 4,500
* Location . . 15,000F .} -7000} 4500
b Dateofsale [ 1 5000 | 3500 35000
't Nawreoftransaction | | -25,000] -10,000| -10,000]
 [Total adjustment 30,000f  20,000f -45,000 -74,0001 55,000
|Adjusted Selling Price | 225,000 210,000 205,000] 256,000 255,000 -

T all selling prices are adjusted in this way, any further variations observed (provided that
4l comparable sales are equally compuarable with the subject property) can ‘be attributed to

 the fact that the valuer is not working in a perfect market. |
Strictly speaking, the ad;usted selling price should be distributed randomly round the
market value. A statistical average ofadju_sted selling prices would then result in an
acceptable estimate of market value. Ti his estimate, the valuer may decide that the
differences should not neoessanly be regarded as random, but that the greatest welglrt
should be attached to one or more sales

In teﬁns of Figure 4. the valuer woiild in all probability argue that comparable sales 4 and |

5 should in reality not be regarded as comparable with the sub_;ect property owing to the

large number of adjustments that had been neceSsary TL 3 valuer would then establish that

the most: probable selling price is RZI0,0G0.0D which fies between the lnmts R205,000.00

to R225,000.00, | | .

This approach is by 00 means accepted by all valuers, and strong arguments are raased

against its use. These arguments may be summarised as follows :

+ 'The method gives rise to an artificial and misleading impression of exactitude which
does not exist in valuation and cannot be justified.
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. It oﬁen happens that a valuer meludes only a table of adjustments in hxs report and
o does not explain his actual reasoning, - :

* '+ The valuer professes that his knowiedge s precise, and that he can identify those
* productivity-generating pom_ts; in terms of which differenices in selling prices can be
Nt only does the valuer state that he is able to identify individual differences, but also
: that he can: quanhijr the contribution made by each one. Inreuhty, there is very little, if

any, statistical justification for the adjustments made by the valuer, except perhaps ina
* small mumber of special cases.
s meg to the shorteommgs mentioned above, it is often dxﬁcult to wsﬁi} tlus
- approa_ch in a court of Iaw (_JlﬁRHZ,M G',-I 989,pg 86 - 9_1)_. '

: _As ment'oned before, & eomparlson method may be vsed for assessmg the rental value of
a partncular property; the unit of cempanson in commercial and industrial property may be

 the Rand per square metre of net rentable ﬂeor areq, and in agncultural land the measure = -

may be the Rand per heatare.
- When it comes to comparing retml reritals the pmcess becomes shghtly more dlﬁcult
A 'zoning' method has evolved for the obtaining of rental values for retail shops.

This method is called the L.A, gm_q (I Terips of ZQne A)

()  LTZA. Method.([n Terms of Zone A)

Shops having the same floor area and condit:on and being in the same locahty may not

have the same reatal value, This may be due to varying lengths of frontage, The zoning

* method takes account of this by assuming that the fmnt area of a shop has greater value _
thau the rear port:on

The method splits the depth of the shop mto zones, and assumes that the value per metre
square halves back from the front zone. The depth of the zones must be established at the |
outset (RIC}'HWOND,D 1994) '



33

FIGURE 5,

SHOP 1. m2 HOP1,
ZONEA 6x6=- 36 | ACTUAL AREA
ZONEB 6x6x12= 18 | 108
ZONEC 6x6xifd= 9 }

| | 63
SHOP2. o o ~ sHOPZ,
ZONEA 6x6= = = 36 ' ' ~ ACTUAL AREA
ZONEB 6x6x1f2= 18 : 144
ZONEC 6x12x14= 18 - |

7

o SHOP 2.
SHOP 1.

ainder
o 12

(o
-
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4.2 _INPESTMEM METHOD.

The purpose of an investment vahlatlon i3 to0 prowde an opinion as to the capital value of

~ the right to receive annual streams of income. _ "

It may be prepared : on behalf of the owner in the form of advice, preparatory to

marketing, for a prospeetwe purchaser or fer a tlurd party contemplatmg the grantmg e’ a
loan secured on the propeiiy, etc.

The majority of valuatmns are prepared on the basns ofma:ket value, but *thevaluer
should ascertain the purpose of any va]ua'aon 43 it may have an effect on the result or

- more particulasly on the way in which it is reported.

The consideration ofcap:tal value fnvolves the collection of many details and the

~ formation of a view 8s to the quality of the investment asa prelude to the. necessary

' mathematical calmlatlons to produce a valuation, o

' The former part of the process relies on the skill and Judgement of the valuer whilst the
Iatter is a relatively stmghtfomard processmg of figures based o financial formulae,

" Most aspects are open to judgement and will inevitably attract varying levels of
_interprei_;a_tion and .signiﬁcanee_ﬁ'()m ene 'valuer to another. | '

In this regard npmmns as to the yleld will vary, -

Growth is a function both of the longer term future of the buﬂdmg 1tse1f and the state of _
the economy, a eomplex consideration where any opinion is likely to rely heavily on the
evidence of past performance for want of better information, |

'The yield which is a function. of the quality ef the mvestment will depend to a large extent |
on the valuers Sl.lb_] ective mterpretatlon

In all forms of the Investment Method, NET INCOMB is the starting pemt

Net Incomne is derived from renial income _egg outgoings(operating eests)

These ﬁgures are quantiﬂable, but still leave room for oplmon

Therefore investigations and enquiries to obtain the information re’qixired should be -
exhaustive, since the soundness ofthe valuation w;!l be detennmed by the thoroughness
ofthe collection aud terpretation of the data,
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- Market value cannot be determmed without a. gcmd ueal ofmv&st:gahon regardmg the -

* facts surroundmg the parucular bmldmg and the clrcumstances in whwh similar propemes
- were sold

 There appear to be 3 different variations commonly employed in South Afica for the
 valuation of income producing 'pfapérties This was confirmed by a survey done ona
- large number of profess:onals, actively mvolved in anu]ysmg property values i 111 South _
Africa, by the Company Keet & Assoclates (d&sngners of the cOmputer soﬁ:wa.re MS&A '
Property Valuer) S ' B
The 5 variations to the Investment Method are ; _
L.apttahsatmn of Firsi Year's Income ~ Actual
Capltallsatlon of First Year's Income - Market
General Dlscounted Cash Flow (DCF) Method
" Opportunity Cash Flow (OCF) Method
“Top Stice Method -

ok wen ,'."‘

Al of these s#a_:?iaﬁnns il be discussed 'in'gma'ter dletail later in this chapter,

421 Direcr qultu!isatmm Method.

~ This method involves the canvermon ofa pmperhes future mcome-ﬂow inito & present |
value capital amount. | ' '
The Direct Capitalisation Method has two variations : - |
| 1. The Capitalisation of actual (contractual) income, Inherent in this assumptlon is
that this income will be generated into perpetuity. .
2 The Capltallsatxon of market income. This method i lgnores actul (.or contractual)
income and capltallses the net income as if fully let at open market rentals.

Once the annual net income has been calculated the valuer can dmda the net mc.ome by
an appropnate capltalisatlon rate (yield), in order to get a cupxtal value -
This yield becomes known as the all-risk yield aceeptabla to the investor, meamng that it
. takesi mto consideration all nsks that the valuer/investor attaches to & parhcular property
throughout its lifetime as well as including its income g_en_ergtt_r_lg abilities.
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(  The Element of Risk. _
*Yield factors are determined by investors takmg into account elements of risk mvolved in
" the investment, Aspects of risk to be taken into account are : ' '
1. OQuality of tenants.
In peneral, and under normal condltlons, the existence ofa blue chlp tenant' linked
to long term security would mply a lower req:.med rate of return. '
2. Quality of premi §§§, _ _ _ _
A 'blue chip' tenant it poor premises may not be as s secure as the satne tenant in
good modern premises. The risk is greater that the tenant will vacate at the earliest
opportunity and the quality of a riew tenant may not be as good. The probability is
that a new modern building will command lower returns than an older one.

3. Length of tonancies. _
o Lon, ‘tenancies with implied security of lcmg term income suggest betterand
| the'efare lower returns than short term benancles with the possibility of future
voids ami renegotiatmn risks, - |

4, Rental level |
Rentals at lower than market rates tend to be more secure than rentals above
 market rates. Good growth can be anticipated oﬁ renewal of tenancies at below
market rental, but the risk of losing tenants and/or being forced into a position of
negotiating lower rentals in the latter case is-'an added risk.

X rent reviews - A fixed lease with o rent review for twenty years would tend to
be a poor investment indicating hngher required returns, A lease allowing for rent
reviews every three or five years suggests a sound investment allowing for
professional risk management,

* escalatior, - Escalation's allow investors to protect themselves to some degrea

- from the ravages of inflation in the interim period between rent reviews, Malket
related escalation's with review of escalai~ rates at rent reviews to market levels
provide a sound investment.
* other lease ferma - Lenses as concluced between landlord and tenant are in many



- mstances standard dawments but in many other instances are spemally draﬁed ._

- documents relative to the particular circumstances of tenure Avaluer cannot |
 assumie that a lease is standard and moust therefore acquaint hlmse!f'w:th all lease

- "terms and conditions of occupa:tr. »» within propertles being valued. Speclﬂc lease _

| clauses can result in onerous or buneficial circumstances to landlord ot tenant -
" witha rommensurate effect upoa the i mvestment and reqmred rate of return. o

6 MMMW | -
* Prime properties remain pﬁme for 50 long as thelr Iccatmn aud physical attﬁbutes
. remain prime. CBD'shave shifted and buildings deteriorate over time,
- Market trends result in prevmusly faslnunable areas becommg less fhslnonable
Town planmng decisions can create competmg development nodes (e £ Sandton)
 Inthe changmg South Affican context some towns or centres may become more |
o or less attractive to investors due to soclo-pohtlcal events . '
o '(Elleuberger The VaInm'MmL-I?DZ,pg 9-13) o

. (ii) Appl:catlon. _ : “

. The valuer fivst works out the net mcome for the pam;:ular property and then divides i 1t by

-~ the appropnate 'otp rate!, What is acmally happenmg behind the mathematics ofthis
formulae is quite simgle, o - o

. The pmperty derives its capitel value .ﬁom the nght to recetvve an moomn flow for its
lifetime, The techhical word used is * info perpetuity ‘. o

When using this method one can be faced with two options ; elther to capntahse into -

.parpemlty the actual net income as per the Jease agreement, of to' capatahse the net

' mcome it acoordance thh market related rentals
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Apropertyxscunentlybemg rented out at R 10 600, perannum. |
The market related rent for this type of property is R 12 000, per annum,
- The ' cap rate ' _for this"pan_;icular property investment is 10%

This exatnple can be valued as follows in accordance with the above two applmataons :

Jet Tnce 10000
caprate %
L =Cap1tal value '- . =R 100000
2 QMMme o
opme 10%-
. =Capitalvalue '-—szouoo

o most this seems like an over-simﬁliﬁcation afa highly édphisticated method and
NUMErous questions have arisen. A few commonly asked questions will be mentmned‘
T is safe to say that i income streams vary mainly due to inflation , so how can thss method
thatonlylooksatoneyem‘smcomebecorrect? _ SR S
'Also rt appears that fio provision is made for the properties potentxal ﬁlturc grawth ?
The answer to these questions in fact lies within the ' cap rate’ jtself o
The investment discount rate (IRR) which will be ﬂﬂly explained in 4. 2 1, is saad to be
crudely made up from the cap rate + escalation rate (growth)

| Therefore if the discount rate = cap rate + growth,

| thcn the  eaprate = discount rate* growth

All thxs is sa‘ymg is, the 'cap rate' has bmlt ina provmmn that allows for growth in mcome
‘This provision for growth, in turn allows for f.he way mﬂathn i3 expected to aﬁ'ect futare
cash flows. -

Another questmn regarding the above example is when oapxtaltmg an actual lease thatis
: above or below market related rentals, asitisnota true reﬂecnon to say that the rental as -
per the fease i is what will be receivad i in perpetulty ' -
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In other words the lease may be below or ahove market rental now, but it may be in line
with market rentals 1,2 or 10 yeary from now.

"I‘herefore, to avoid any distortions in market value, certain methods have adopted
variations to allow for these dl&'erences, namely the opporugmty cash ﬂow msthod and the
.top-shcamethod(see422 i , 1v) '

42 2 D:,s‘coumted Cash Flaw.

"This method can be used as an mvest:mnt tool for two dlﬂ"erent purposes _

Fn'stly, the: dlscounted cash ﬂow method can be used as a tool to derive capltal value
when dtscountmg projected cash flows, and is called the Ganeral Discounted Cash Fiow
Method (DCF).(s¢¢ example 2) B '

‘Where the discounted cash flow method is being used to determine the capital value two
ﬁxrther methods have been adapted to Oope with the thﬁ'erenoes between actual and
 matket related rentals, These two methods are the Opportunity Cash Flow Method, and -
the Top Shce Method (see 4, 2 20, i, i, iv respectlveiy)

Secondly, thein discouhted cﬁsl’iﬂow canbe ﬁsed when trymg to comphre dissimilar

 investments, by Jooking at the overall rate o return in comparison with other investment
returns (see example 3). o

In this case the discounted cash flow method is used to determine the Internal Rate of

Return (IRR) or the Net Present Value (NPV) - (see 4,22 : 1, ii respectively).

" The General Discounted Cash Flow Method caloulates market value by adding the present
- values of the anticipated net cash flows /hut the property is capable of generating to the
. present value of the property's expected worth at the end of the period under
consideration.
~ The properties expected worth is normally calmllated one month after the lease has
expired, when the property viill theoretically be let at prava:hng market rentals,

The net cash flows are made up of inflows (e.g.. rental income) less dmﬂWs {e.g..
operating expenses). Depending on the degree of detail required you can have cashflows
that work out the return on the investment before or afier tax, before _liond repayments or
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B _' aﬁﬁ‘a youcanevenhavecashﬁows matmakeprowswnforcemmtaxallowamesand :

. tebates where they would have a direct impact on the cashﬂow

B Theproponantsofthedlscountedcashﬂowmethodbehevethattﬁwmthodmmore o o

accirate than the dlrectcapltahsation method as the valuer is foroed to quant:fy future :
cash ﬁow projectnons mstaad ofjust 'twealnng' the cap rate of one yeam income, - ﬁ

" "Theso saime proponen':'s feel'that cash flows are mbj’ect to changes duﬁng* a--properties' o
tifospan, bei 1t from inflation or the ﬂuctuatlons it rental prices due to supply amd demand

S Therefore they believe Valuers wnth 4 thmbughknowledge ofthe economy ancl the | I

o property market should ba able to quantnfy thns mfo:'mauon into reasonably aocuh;ate cash -

- ﬂow proléctions and henoe denve & truer market value o .

o The quest:on that is mmost ﬁ'equently asked w:th regards this mnthod 1s, o

n . “what is the appropnate discount rate ™

: Tlus isa cuntentwus lssue wrth 1o ﬁxed mle, however the dtscount rate adopted is umﬂy' S

“one of the following :

" s 'The rate required to borrow mongy fora an investment (cost of capxtal) y |
+ 'The investor may look at the markets Opportumty cost, wluch means the rate of -

intereat you could earn i the market risk-fres, i.e.. your bcnch mark rate &.g. thelong

botd yield on a govemment bond (RSA 150), plus a risk pre:mum for:the parncular e
- property will swe youthe discount rate. ; g : S
¢ Amofher crud way of working out the discount rate.is to add the cap rate and the
o ,._;._,mn‘cal eaualatlon rate(pro;eoted growth rate) together _ "
~+ Amore umertzﬁc method of worlang out the d:scount rate, would be to use the IRR
n method '
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Application

When using the discounted cagh flow method you are ot expected to quantify the cash _
flows into perpetuity. The number ofpro]ected cash flows anialysed is usually determined
by the length of the lease, howeverthe DCF method is also used when an investor would -

like to praject the outcome of an investment without a lease over a time penod of his/her
choice. _
If at the end of the cash flows the property stlll has income generating ablhtles, then the
net incorne either at projected market rentals dxscounted aocordmgly or the present value
of the last cash flow is capitalised into perpetuity, and added to the sum of alt the |

- discounted cush flows,

 As you can see the DCF method requires more effort and relies on more assumptwns than
the Direct Capltausatlon method, Therefore in the interests of accuracy 1t may be usefhl

wihere apphcable 10 use both methods 43 8 means of a check !

Iti is 1mportant to exerms:, caution w:th the capntahsatlon rate used at the. end of‘the oash

~ flow anaJys:s, as rt may no longer be appropnate to the property 1,2,5,10 years down
the line. - :

()  NETPRESENT VALUE ._

 "The Net Pregent Value Methdd discounts an mvestments projected cash flows back to tlie :
present du;, u‘»!.aliy referred to as year 0. The discount rate used represents the mvestor's
mininim required rate of return for a project of that risk." "

The NPV method Can be used in two ways to provide cruci’al investment advice :
1. To wark out the amount one should pay for an investment given the mqun'ed total
- return and the projected cash flows. (see example 2; motlel A)
2. 'To find out if an investment will be profitable at a certain rate of retutn given the
projested cash flows, and the amount laid out for the investment, (see exemple 2 ;
model ) o



| leased rent -

' _. reversmn e
* Opportuity Cash Flow

- '-(iv) TapSllceMethoi )

j 3Thea Top Slice Method, tao, ig a'vanatmnofthe GeneralDaseounted CashF!ow Method
| The only difference between this method and the Opportunity Cash Flow is that it applxeb

o ahlslmrdlscounttothatpomonofnet actual (or contractual) income that is above

' pmvmhngmatketrenta]s TlmrentalisrefelredtoastheTopShoeInmme Therental o
_ thatlslessthanomqualtomarketremﬂmrefbrredtoasHardCorelmome -
(KE‘ETS,D.- Keets & Assocmtes notes presented at Wlls workshop May 1994).

Figwe?] Top Slice Method

IHCQMB. "-"' S end-ofle.ase_ :

- lease rent

top slice

marketrent |




43 REPLACEMENT COST

- As a valuer or 8 property owner 'yo'u may-oﬁen be reqmred to value a property for | _
* insurance purposes, The reason this method is used for insurance is beceuse tho insuring
~ company will not allow & person to make & capital gain proﬁt out ofan insurance olaxm, =

asma:ketvalueandoostareseldomequal o T - -

R would only be prepared to pay the insured the amount noeded to rebulld the property in
: the samo condition as at theume ofthe valuat:on. '

" The replacement cost method can also be used to value thetype ofproporueswhloh

seldom change hands and for which there are f'ew comparables. It must be stressad oncg
agin that cost axd value are rarely the same, but this method ofvaluatlon is based Iooaely B
| on the assumptlon that thoy are related. - ' ' o

The types ofproperty for whxch it oould be appropnate are hospltals, town halls,
'_sohools, hbranea, pol:oe statlons, ohurches, chemlcal plants sewerage dxsposal
. mstallatlons, &morts and public property m general will fall under this category
. (JIﬂLLINGTONAF -1994) o -
Lﬂce most other teohmques ‘the method of comparable cost is based on the pnno:ple of
substitution. ¥t i is argued that 4 prospective buyer w"l not be prepared to pay more for the
~ subject property than what it would cost !um to aoqmre oomparable vacant land and oreot _
| comparable improvements onit. o - '
In other words, tha buyer creates a hypothomal altematwe(l\MlITZ N.G: -1989pg 105)
This method is moat frequently used for rating purposes whete rates are levied onthe
valus of buildings und sites together and it is also some..... 3 used in valuations for
" compensation when u property of a specialist nuture has been compulsorily acquired.

The basic valuation approach then becomes as follows:
. Cost of Site / Land value,

- plis Coﬁstmctlon Costs of Improvements.

» less Deprocmtion. '

~+ == Value of Existing Property. |
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_Put into words this means that the valuer endeavours to est:mate the market value of the
subjeet property on the basis of the current cost of repiacing it w:th one that will have

~ elmost the same produeuwty MLWGMN,A.F—ISM)

4.3 1 (,onstructlon Costs |
' “The ﬁrst questxon that anses when estnnatlng the cu&rent cost ofnew structural

mpmvements which must hypothettcally be added to the land, is whether there should be i -

©a rephea of the exlstmg improvements, or
* 8 eqmpa:able_ s_trf:_cture of eemparable utshty o

- Lem_gm_@s_ts A rephca using current matenals and eonstmetion methods [ g. B

_.  The Union Bulldmgs L : S : .
Mia@mem_m =Theeum1tcost, new, ofastmcture@fmodemdemgnand N
. material, which largelyyxeldsthesameutihtyasthatwhlchﬂle
engmal mprwementswould bave ynelded | |

: There are vasious methods of cost caleulat:on, varying in degrees of aecumcy dependmg .
on whether you want to incur the cost of it bemg calculated by a quantlty surveyor or by a
 valuer who is reasongbly in tune with cost estimates, | | |
Valuers nowadays are beeermng better cost est:mators, thanks to regular pubhcatnone by
certain quantity surveying practices.(e.g. uAPOA publlshes a smmnary of costs ertacle, '
by the CP De Leeuw Group.) _ ' :
" For the sake of simplicity and mbl_ e accuracy most valuers will uge the square-metre

" method, and leave the more eomphcated methods such as the Appmmmate Quanttt:es o
Method and Elemental Methou to the quantny surveyors and archltects |

Sguare-Metre Method

In this method costs are acquired by multiplymg the total area of the bmldmg in square
meatres by a monetary amount (MHRHE’,N :-1989pg 105), S
For example, au office buildings total aroa is say 10500 m2 and the expeetet* cost is
_ R600/m2 The cost of tl‘le buddmg can then be esti! ated at 10300 % 600 =R, 300 000,



It is important that the valuer be aware of the names of at least four dnﬁ'arent costs per -
square metre ' employed in practme Quoted ﬁ'om De Lesuw (1975)

1.. Basic bmldmg rate '- excludmg speclal items and site works and general
2 Bmldmg rateie. :- basicrate plus special iteins such as specialist work,
" mechanical work etc., bt excluding site works and
o general _
3, Projectrate . :- overall rate including site works and general.
© 4, Use factor rate ;- rate perusable or 1etab1e area.

When a valuer has to estlmate costs, he must lmow which i iterns must be mcluded |

In general, cost must be estimated in such a way that those costs normally debited to the

owners account are mcluded, but also indirect costs such as : '

 + expenditure for registration of title deeds and legal foes. |

. expenditure prior to the construction program ie comxﬂtaﬁons, surveys, demohtlons,
permrts, etc.

« professional fees i.e. archltects, quantity surveyors, town planners, engmeers

. property tax durmg construction period, - '

| + insurance during construction penod

» administrative expenditure incurred by the owner.

~+ the building contractors profit if not included under direct costs (MARITZ,N- G:-1989

: pg 108).

4.3.2 Depreclatlon

Alot ofconﬁxslon and a jot of subjectmty surrounds tlus .area of discussion,

In the valuation process depreclatlon to propatty can be described as the deterioration of
any of the atiributes bestowed upon it by nature, its physical condition, its utiity or
purpoéefhl use and that of any of its bbmporlents contributing thereto, irrespective of the
causes thereof., |

* A possible explanation for the conﬁmon, is that depreciation is not only importmt for real
estate valuation, but is also found in accountancy practice and in the calculation of income
tax.. -



47

In each of these spheres of apphcauon, deprematmn hag u different mea.mng and is
- employed to achleve difforent objectives. . o
Another way of lookmg af it is, depreciation i is 8 market discount on construction costs in
order to reduce these to actual market value. |
In R.eal Estate Valuatmn itis a:gued tlm there are 3 main reasons for deprecmtlon

hy: :
3 Wear and tear, maintqmce.neglem, poor constmction,' in,-compe_te_lit- installation,
misuse and the natural elements are usuaily the causes of physibal depreciation of
an intprovement on land: The depreciation s either cutable (the amount of
depreciation is equal to the cost of curing the physlcal deterjoration) or incurable.
The condition presents itself when the deterioration of an improvement has gone '
so far that to restore it utility would niot warrant the cost to cure its deficiencies |
_ orit canno longef be cutéd A building having reached this stage can stil serve
some useful purpose In thxs case, its deprecmnon is rewewed under 'ﬁmctlonal
- obsolescence." - - o -

Functmnai obsolescence ofan Improvement is that which causes its value to
decline because of its inadequacy to satisfy the useful purpose which was assigned
toit. A building improirément may be structurally sound and maintained in gooﬂ- _
condmon, but because of its design or lack of modern amenities aud facilities or its
inability to attract occupants, its useful purpose can diminish,

Industrial buildings tailored to serve specific purposes do not always meet the
needs which other industries require. | |

As in the case of physical depreciation, finctional deterioration can generallybe
established by ﬁsual mgans or by making inquiries among knowledgeable persons
who are acquainted with the building. Most valuers who operste in “1@ *bcahty
usually need no coaching in this regard. '

Curable Functional Obsolescence

It is also curable, if a building suffeting ﬁ'om ﬁmct:onal deterioration is to he
valued, the estimated cost of modenumng or adapting it and thereby restoring its _-
lost functionality should logically represent the degree of obsolescence which has

" oceurred from that source before restoration, provided that the cost to cure the
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-deficiency is sconomiaally justified. The curing of finctional obsolescence,
becau&_a it inva:iably involves Structural a_d_lu_stl_nents-, bﬂc_omes, to.a degree,
associated with physical cure and vice versa, '_I‘he' cuting of the one can _
. conséquenﬂy contribute towards the curing of the other, Allowance shbuld' -
' theerefore be made for this poss;bﬂlty In order to avoxd a measure of duphcatlon |
' Incurable Functional Obsolesceiice .
) 'When an immovable improvement which has wved its purpose cannot be aﬂopted
| to serve another use, or when the cost to do so would be un-eononic, it becomes
_ obsolete and has no value other than scrap, or in the case of 2 bulldmg, what the-
i maienals would reahse

3, | Eg_o_nonuc Obsolescenc e |

 Thisfs an aspect of depreclatlon which cannot be related to an Jmprovemant
'alone It i is caused mamly by extraneous mrcumstances usnally ascribed to the

' changmg character ofa locallty, rezoning, population drifts and one or other

__economic law whnch nmposes condmons of change or prevents maximum ut:hty
'_anhlevement Econonuc deterioration brought about in this way applies to a

| property unit as a whole. Tt is indivisible and cannot be appomted in part to the
improvements and a part to the land. It represents a degree of obsolescence which

s sometlmes curable dependmg upon pmvalhng €Conomic and emnronmental
“conditions, :

Depreciation is a éonti‘nuing process, A valuer must fix a poiﬁ of time which is 10 be the
effective date of valuation. Various theories and methods have been advanced by which
accrued depreciation can be estimated, other than the cost-to-ctire method discussed
above. We_ shall now take a look at theSemethods.- | |

' 4.3.3 The Effecnve Age ofa Bulldmg
The actual age of & building need not be the same as the effective age of a bu1ldmg which
is measured by comparing the physical condition of the br*'ding at the time of the
 valuation with its condition when uewly constructed. A weil maintained building's
effective nge can be less than its actual age, as well as vice versa,



| 4 3 4 The Stranght-Lme Age Method _ SR
Thisis a dlrectmethod ofeshmatmg accrued ueprec:atmn by whlcha Pﬁt raﬂuﬁ

o calculatGaacoordmgtomewofmmmvmtmﬁmontaﬂsm spa-naf' _

i “seﬁ’l life. WOﬂﬂIlS ona percentage basis, the first step is ;o dmde 100% by ‘the

oo estlmated full penod ofuseﬁ,ﬂness of the i ’mpmvemem o o
I, for example, this i etimated to bo 45 years then 100% civided by 45 equalsaﬂat o
_mmual deprematmn 0f2,22%. The tiext step isto apply the rate of depreciation per

monum to the effective age of the | imptovement so that its ratio to the full span of ugefal

 life ¢an be measured. Ifﬂlee&'ectlvquemconmderedtobe,saymyears itlsmultnpiied B .'
o _bvzzz% 'I'heanswerns 88 8%,wh|chrepresentsthe mueddeprematmm - '

Assummg the replaoemem cost is est:mated to be R 40, 000.00, then the deprec;atlon

amwnts to 88 8% of R 40, 000 00 which lsI{SS 520,00, 1t would app#r however that .

in this fethod too much rehanoe is placed on having to estimate and subwaqumtly _
. ._ substantmte mﬂn? aspects which in l'eﬂllty are unpredictable, except for replacement cost
 estimates. The cost-1o-cure miethod, however has the advantage that a valuer canbe
_El-llded, where necessaly, by proﬁmonals, techmclm anrl cnntracms who can. base their
: Pfedlct:onsonﬂnmrexpenenoe S S .

__,.'\
LR

435 The Abstractaon Methoﬂ S A
A method wluch is. ﬁequently employed hyvaluers for the valuat:on ofpt‘bpemes fcr
reting or other fiscal purposes or where it is.required that a division of the market value '
 between land and improvements must be detailed, is called the absirgction method. "
‘We shall not discugs this method any further asxt s not;elevant to this report
- Mm NG -—1989,pg 109). o a
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| 44 .RES DUAL LAND VALUEE

This is a methed most commenly used by property developers and is based ong

eembmatxen of methods already discussed. '

It can be used on bare land which is still to be developed or on land with emstmg _

- buildings that need a refurbishment or altecation ; or possibly even needs to be demolished
and redeveloped with entirely new buildings. ' L

- The methad works on the premise that the pnce m‘i{:h a purchaser can pay for a property -
. is: the surplus after he has met out of the proceeds from the sale of the finished
development ; the costs of construction ; the cosis of purchase and gale ; the costs of
ﬁnanee ; and an ailewanee fer_preﬁts required to carry e_ut the project. |

This can be expressed as foliows _ S :
- VALUE [the antmpated price which w:ll be obtained on sale]
Ie&:s' COSTS OF DEVELOPMENT and PROFITS

) This is an extremely useful method for uay developer a3 it gives him the opportufﬁty to
' quantify in monstary terms the value of a piece of land earmarked for .;_levelepment or
renovation, and thuy gives t_he developer & tarpet durihg negotiations fer purcheee.

The eoncept is!-i5ic, but as a method dependant on many vanables the margin fm.- error
" becomes preatly .acreased. ' '
+ ‘The first step required by the developer is to ascertain the properties Ji &gft_tm
best wbahle use
~+ Having done so, the developer needs to work out what tie m_mlne of the
property will be



T

. ’I‘hm can be done by ass;gmng what the devebper deems the most nppropnate
- method for capital pro_;ectlon, in aecordande w:th the highest and best use he has b |

- decided on.(see4 1 4, 2 4 3,4.4 onvaluedenmgmethods)

2. Cost, : . _ _ -
The next thm" the developer muat do is calculate the cest ofdevelopment and the o
- E developei‘s pmﬁt Depending on the accuraey reqmred the developerwﬂl decide o
. whether to use the semoes of a quant:ty surveyor and/or prq]ect manager for

. -eostmg esnmates

Buth ofthese above elements reqmre ﬁ:ture projections over wh:ch thene is a lot of .
mb_;evtmty mvo’ved Developers using this method sheuld themfore make sure thata
o therou_gh enalys:s _has__ been camed ou_t before blddlqg ori'a piece of property. -

B _An mportant Judgement on tlns method 1sm R

on;page 249A the,]udge goes onto say _ _ _ _ _ o
_ "The validity of a residual land value projection vitally depends upon three. basle factors | .;, _

o _nmnely (a) the development cost ofthe pro_jected bmldmg (b) the antlmpated net income

'ﬁ'om the froject ; and (c) the net yneld required by the progpective purehaser A
Error in caloulations ofeither of these factors will obwously matena.'lly eﬁ‘ect the result
'Cnpps says at pages 899 901, 906 and 907 of his book.

"The remdual value method will not bt: sdopted where comparable saIes can be found "
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CHAPTER 5

Im‘roductlon. |
A questmnuan'e analysing the different appmaches adopted in property valuatmn methods

was sent to 100 different practising South Afiican property professionals with a response .

rate of 27 %, The criteria for selection was based on the property professionals playing an
active commervial role in the 5.A market as well as being responsible for
porfolio's/ivaluations/develcpments in excess of R25 milfion,

'The valuers were chosen from a list of accredited valuers ﬁ'Om "The South African Valuei" -

South Africe's only official valuation publication. (For a fll listing of the property
professionals mvolved see chapter 5, question 1)

'I‘he main objective of the questionnaire is to give the reader of this report a practica!_. |
statistical breakdown of how the professionals in the South Aftican property market go
about th.eir property valuations and in so doing serve as a guide for the general public. -
‘The analysis of the questionnaire is done by looking at each question individually.

N.B. Please note that the numbering of the questionnaire in thie chapter in no way reflects
the numbenng of the original questionnaite (see Appendix A). _ |

~ The calculatnons ofme results found in this quest:onnmre can b, found in ‘Appendxx B'

Question 1. |
This question lists the people who completed the questlonnmre together with thelr
company names, the positions held within their companies and thelr areas ofexperhse.
- Most of the respundents listed that they fall into more \han one tategory of property
professional, thus giving this questionnaire an added dimension of diversity.

Question 1, serves to gives you abackground of the property professionals makmg up
this questionnaire, a



The areas of speciality of the 27 respondents have been divided into five divisions namely:

IR i S

- Commercial - 93%
Industrial - 74%
Retpil» - %

© Residential- 37%

 Specialised - 11%

} Thi‘s-_ breakdown is imaportant, as it indicates the concentration of the different types of
 property the property professionals making-up this questionnatre batch specialise in.
* One can deduce from these results that the overwhelrnmg ma_;onty ofrespondents

'specm!lse in business related pmpertles _ _
_ Note Percentages do not sum to 100% in each cnlumn smoe companies may specialise in
more than one method.

80+
. 70+
60+
50.-
40-
30 -
204

100+
90+

10+ e
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Questmn 3 :

This questlon gtves the reader an mdxcatmn of what the South African market, based on -

: .t;he sample ofproperty professmnals questloned percenres to be the most popula.r
property valuation methods ‘ . . _
This questlon makes use of a table which mcludes the average tank for each of the ﬁve

- methods. Note that. for each method, the average rank ls welghted by the relattve

) ﬂ‘equencles ineachcell, |

o standard deﬁaﬁm foreach of these methods has o been icluded. The stzndsrd
deviation gives a measure of the spread of the rankings - a small standard deviation
" _ unphes the compames were falrly consistent in their rankmg of that method. One. can
therefore be: more confident in the results for methods with smaller standard deviations,
The distribution of the data for each method in the table shows clearly that the direct
capitahsatlon method has the lnghest raxﬂung (i.e. closest to 1) and has the smallest
spread, The comparable sales method has the next lughest rankmg, and the second
smallest spread. Note, however, that 3 hxgh ran!nng does not neoessanly imply a smail
spread - it Just happens to be g0 i this case

Figlll‘é_l
Rank |  Direst | “DCF "Coﬁiparabié " Land Replacement
_ | Capitalisation | . | Sales | Residual ; Cost
1 16 5 4 2 1
2 7 4 9 2 4
3 2 7 4 7 2
4 4 4 2 6
5 o . - .
Sum 25 | 20 | a | 18 | 2
lAverage 1.44 25 | 238 3,13 3.82
Standard |  0.64 - 07 | 1 | 12 1.27
| deviation : _ S : _ | .
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~ Apairwise Smdent's T-test (ﬁg 10) has also been done an the dlreet caprl:ahsanonmethod -
Vs each of the it~ methods.” | h
~ The conclusion of the tost is that 1t has been statlstlcally proven that the dn‘ect _
- capitalisation method i is used mors frequently on the whole (ie not only in the sample e
| _ -' chosen)thananyofthe other methods - ' |
Fioure 0 _ ' : : :
’To test whether the Du‘ect Capitahsatmn method has 2 s1gmﬁcantly hlgher rank then )
methed X - '

X | DCF _Comparable- . Land™ - | Replaeement
o b Sales | Residuat | Cost
|Semple size:x - . 20 { 21 | W ...} 22
. [Pooled sample variance | 0735 | 0668 0.883 0.935
- [Pooled samplestd deviat | 0857 | 0817 - 0940 | = 0967
~ |t statistic - _ o -4.121-. - =3.890 ---5*602' . ~8.412
egreesofﬁ'eedom o B - I 44 |39 | 45

Each of the above t statistics are s1gmﬁcant at the 0. 05% level Hence, the D:rect B
| Capltahsat:on method has a slgmﬁcantly higher rank than each of the other methods, and

- - -can be seert as the most ﬁ'equently used method on the whole

In consiusmn the abova statistic~ 3 deptcted in Figure 10 below show that the direct

| capxtahsatnon method is by far the most popular valuation method, followedby the -
comparable sales, discounted cash ﬂow, land residual and the replacement cost method .

* In order to maintein accuracy in valuatlons it is advisable to use more than 1 method as a '
means of checking your valuatmn ' '

 DC €S DCF LR RC




guestmn 4. |
- This questmn deals w:th vanatnons to the 5 standard valuanon methods already o
' mentmned. Of the 27 respondents, 14 use vanatmns ofthe stmdard valuatmn methods, |
that:sapercentage of 52%. a
- Some of the most common vanataons are as follows
1A dsscounted cash flow that prov:des fora smkmg fund,
_ 2 '-The opponumty cast and hard com/top-shce cash ﬂnw :
3. Adjustments are made for specifics, e.g. a building with:a high peroentage o
B vacancies, These vacancies ate valued at an assumed rental wluch may be +- 20% _
':'lowmthmtheaveragerenmlsoftheletspace. : . ; o
A *Remdentwl values are determined by EMOTION what the wife wants is what she o
ety nomatterwhatthepnce ' : '
5. Replacement cost methods that make an allowance for scarcxty
6, :-:Estunatad Deprecmted New Replacement Cost = . .
K esnmated new replacement ccm x eshmated replacemant hfe / estunatad
B 3 -operational life, o

. This questmn unplxes that more than halfthe respnndents questloned have daveluped w1th
* their experience slqme sort of variation to the standard methods used, and that one nedds
“todoa few valaatmns before reachmg the stage ofﬁne tumng a veluntmn m mest spemﬁc e

o critena. :
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This question deals with what property pmfmomls Jeel are the most appmpmfe
methods of valuation which apply to a particular type of property, and is poss:bly the
most usqful information for someone new to pmperty valuation.

' " Offices | Shopping | Industrial | Residentiai | Historical
_ o Centres | Buildings
Direct capitallsation 20 19 19 1 1
% 74% 70% 70% 4% 4%
DCF - 14 1 12 0 1
| % | 1% 41% “% | 0% 4%
Comparable sales -7 § T 15 2
9% 26% 19% 26% 56% 7%
Iand residual 0 0 1 2 0
% | 0% 0% 4% 7% 0%
Replacement cost K 1 3 N 12
% 4% A% 11% 11% “% |

Note; Percéntéged do not sum to 100% In each column since property profess...ials may use

more than one method.

Graph 5.

=

* [Valuation Methods as per Property Type |
80 — & Diroct capttafisation '
=3 DCF
60 R Comparable sakes
E73 Land residus!
ERl Repiscoment cost
® 40 : v
20
0 . : - o nkd ; . -H SR - ]
Officas Shops  Industrial Residential Historical
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. Responses to tl:ns quesnon cleaﬂy shows that when valumg an income produﬂms PfC‘Pﬁft}' "

ie oﬁices, shopsfshoppmg centres and mdustnal type properhes, the direct -

o -_ cap:tallsahon method is the M&dﬂgﬂmd followed by the d:scounted cash ﬂow and o |

- comparab]e sales methods . _ .
. _Whenvalumg reside tisl. the eomparahlesales metl:od is themgsj;_usﬂ, and '
| ﬁnanythem_mmmtovaluea_ '_
: mﬁﬂmd L B

ical _'dn_‘ isthereplacementmst

o The above stafistics serve as the most mgpm‘am guide, for people wanting to perform a
- valuation with limfted or no mfumg eugpmence, s the stm‘mics show mctiy wldck | -
- ; nmhads the markefis most camfomble wzrh far " pamculm- x;vpe of pmpmy W
Itwalmys mghltam»mtkanammethadmammq‘checkmg o
. Theback u;p mthad used to ciwck should be the one ranked second or thml mo.st e



59

Questlon 6,

6.1 Il‘your approach requlres a CAP Rate, from where do yor: get this f’gure ?
The answer to this question-tias heen broken down mto 5 possmle categones mely

1. From market mformatmn . - 85%

2. FromthekodeReport o 33% '_

3. Fromworlnng expenence ) 30%
4. Frommvestomreqmredreuu'ns 1%
5. Noresponse . 11% .

Note: Pereentages do not sum to 100% n each oolumn slnoe property pmfessionals may use -
more than one method, : :

 Graph6

- market©  Rode  experience reqreturns norespons - |

Market mformation -is sourced from compnrable sales information ﬁ'om brokers ,
financial mstltuumm word ofmouth stc. \_ |

Question 6.1 cannot be read ort its own without 6 2 as each property is unique, and |
attaches differsnt risk premiums and growth prospects to the dxﬁ‘erent cntma surroundmg
the property, Therefore taving found the source ot‘ the cap rate in general tenns, it is stifl
necessary to fine tune this cap rate with the criteria that makes each pmperly muque '
'(see 6.2).
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6.2 Ifyou compile your ewn CAF Rnte, what criterla do you look for and use to

derive this figure ?
 The results from the questionnaire tell the following story :

1. Location - | 4%
2. Type ofproperty&lts quahty 4%
3. Lease-covenant o " 30%
4, 'Growthpros'pects based on supply & demand 30%

5, Interest rates & inflation - 26% |
~ 6. Currentrentals _ - 15%

7. Purpose of valuation o _ 4%

8. No mép{mse 33%

Nate: Percentages do not surn to 100% in each colurnn since property pretssionals may use
mave than one method, :
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Questmn 7. | | | |
7.1 If your appmach requires a ])iscount ’Rate, from where do yon get this figure ?
In answer to this question, ML.M refers to discount rates obtmned from. !
~ brokers, comparaule sales, pubhcanons (i.e. Rode), etc, whlch are then adjuated to fit the

specifics of a parnmﬂar property.
Selfcompiled refers to the valuer denvmg a discount rate entlrely from the criteria in '7 2. |

- The findings of this question are ! o
L. Marketinformation 26%.
2. Self-compiled 8%
3. No response. D | 26%
o : Graph 8.

 ketint

self-compiled |

{10 TesponJe

7.2 1f you cnmpnie your own Dascount Rate, wl:at criteria de you lonk for and use to

denve this gure? : _ _
1. Internal Rate of Retamn (IRR) 19%
2 Riskfreerstoofren 1%
3. CostofCapital o O 15%
"4 RequiredReturm ™%
5. nflation prospects : - 4%
6, Noresponse o 52%



| | Note‘ Parcemagas do not sum fo 100% in each oolumn slnoe property profewslmals may usa
‘more than orie method o T LR
Inall these cntena arisk prelmum suttable for the specxﬁcs ofa pamwlar property naeds
to be bmlt Ltlto the disnount rate, _
| Inthe IRR (1) andtherequuedreﬁnn(4) thenskprenmnms alreadybuﬂtmtothe )
| _.calculat:on, whereas in the othercasesthenskpremmmmustsﬁll beaddedtothe nsk
ﬁ'ee rate (2) the cost of ﬁapltal ® and mﬂatlon pmspects (5)

Graphs,

1 soq
409
__30.-"_ .

1o20] o

fiflation  sio response . N

cpst—of«-c&pit_ requii‘ed-fgt'
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8.1 Ifycbu belleve in incorpormng economlc pmdletions mto yonr valuation

o methods, how far mto the future do ym: predict ?

'.Theanmversrecewedte]lusthefaﬂowmg o
Loty 3%
2. 3years EI %
3. Syeas o 3% ._ B
& lOyearsorlonger e 1%
s, ‘Noresponse IR ..-?.2%'.

. Note Percentages do not sum to 100% in aaah m'umn s-inse pmperly profﬂsslonals may use
| more than one method. : '

G,

| -_.ly}r o '_'_.3yr: o Sy¢ >i0yms. -n‘o_lﬁépos"_:_é

 Thie majority ofvaluers ﬁ'om our sam;:le, base theu' econotmc predwtmns over B rough
pauod of -5 years, with only 5 19% predmtmg 10 years or longer ' -

S

. ﬁ’

- ‘l:\._.i;
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8.2 X you believe in incorporatmg econgmic predlctions mto your valuation
miethods, what are the main criteria that you look for ? |

1. Inflation & Interest rates S 26%
2. Economic growth | 2%
| 3. Cument market trends 22%
4, Political trends - - 1%
5, No respon'se | 48%

Nota' Pemaniages do not sumto 100% in eaclr column since properly pmfessionals may use
more thap one miethod. :

- inflat&int.rate econ.growth - trends = politics  no response

From the above statistics one can deduce that inflation & interest rates play the most
important role alongside economic growth when it oomes to economic predictions, mth
politics playing the least important role.

Interestmgly, these statistics seem to ignore the fact that politics has been the most
influential factor eﬁ‘ectmg property prices over the last decade or sv.

The reason for this seemmg contradiction, is based on the fact that one can establish wﬂh
a httle more certamty what is likely to happen with mﬂatton, interest rates and economic
growth, Whereas the future political climate is so unpredictable that less emphasis is
placed on inoorporatin'g it into valuations, "

Current market trends look at economics ont a micro-level for example ; Midrand is
enjpying high growth on a local level.
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Questlon 2 |
" Do you believe that the properly professlonals in the pmperty industry teday are
~ any closer to malnng more accurate valuations than they were 10 years ago ?

L Yes . 56% |
2 No' : S 3%

3 Nores'ponse . o %

The mam reason given was the g,reater access to mfonnatmn and the speed and accuraoy
of performmg mathemaﬁca] oon.putauons via computers

Graph12.

noresponse - §

‘Question 10.

Do you believe that computer sided valuatmn pmgrams are pu!xing the Valuation
Profession at rigk ?

The answer to this question was a resounding NO! (89%) .
The reason for this answer ig, no property i identical and fhem'fore_ no magter how
sophisticated the programine, somebody wnll have to input certain assumptions
sutrounding the property.



Questwn 11, |
'111Conapamblesmes. T
: . i )Pomnauy me most &m | o
3 )Infonnanonwavaﬂableforresldenhal property in the Deeds
T office. -
) Aowptsinons.

_ Disadvantages; _I)Natwupropernesmmemne S W
o xl S '-__.2)Toosubjectwemmalungallowanoesfordsﬁ’erences R
| '3)Deedsoﬂioedoesnotmakemfonnatmnavaﬂableoncom;mmes .

L andclosecorpomhons : I .
'_'-4)Not shitable ﬁ:r specm: ésed Perertles o o
_-S)Manydeals ¢o iot takeplace at 'am:s length eg. afathermay I

seilapropertytalnsson R : o

112 Discoured Cas Flow,

| Advantages - - Y l)Ittakesthaumevulueofmoneymtoaccouut o )
e 2)Usuallyworhngwﬂhfaotualmcomestreams maleases
. B)Itlsﬂa:u‘bl& N ) s
o 4)Thepmﬁtsandlifeofanmvestmentcanbeworkedout

mmmm. o I)Future&ash ﬁows canbe eﬁ‘ected by ec.onon:uc&pohtlcal
. factors, . B
- .2)Aa.§.umpuonsmadeonrentals, e:qﬂlnses dxscount rates maybe B
insccurate, ' - ”
| ©3.) The subjective chioice nf the discount rate.
N '_4)'I‘h1smethodcanbecumbersome o N
__._.__.s)mdustqrhubeenslowtomept duetmtslackof o
| - understanding, . A '
. G)Smallnustahes resu!tmbxg dxﬁ‘erencm : :
o 7)Rentalsmaybeaboveorbelown1arketmmls

-
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L _11.3 B:recr Capltalwaﬂau

© Advantages:, 1) Accepted and used by Inst:tutmns ﬂaroughout ns A
s -Z)It‘sthemarketbench-markmeﬂwd for mcomepmducmg
- properties. o
3. )Itlsquickandeasytouse

E 4 ) The necessary mfommuon is usxmlly avallab!e.

. Mﬁg@h  1)Mostusersdonﬁtunderstandthetheorencalbasaand
. thereforomakeinaccurate ssmptipus.
-2)smauvanatlonsmCapRatescauseverylargeGhﬂﬂBes o
. invalue, P -
__ 3.) There is a lot ofsubjectmtym chuosmgthe. Ca.pRate
_'4)Itdoesnotalwaystakemarket-relatedrentalsmto -
: -S)It does not always takemtoaccuunt the physscal and
| otherdlﬁ‘erencesmaproperty

114 Land Residual .~ o

AM& o 1 ) The best method for undeveloped!vacant land, - _
o 'Z)Useﬁxlfordetemmmgthemmmumthatcanbepmd R
| for land st a desired retun if developed. - |
Vg, ) 'The only method avallable to value land when there ae
1o comparable sales, - .
4y -Excellent for pew developments and redevelopﬁaents.

R m'ghe's{@id éest use 6fpropeny is voed. |

Disadvantages | _ 'I)Tonmanyvanables thusmalungpmjecﬂonsdlﬂictdt ;  -

o 2) Veqr subjective assummlons _ _
-3 )Notreaddyaccepted by themourts



.(""';: -
i

MEEQL __l)MDsﬂyusedformsurancepurpm Lo

: '_"-'2)Iusgoodtouseasacheckonothermethods _
: 3):r taeshmatescanbeobtwnedlfanwmeneneed
| quanﬁtymrveyot(QS)mused I
--:'1)Notrelatedwmarketvaluo -

. Z)Only appropnate foraspemﬁc purposa.
.'_B)Detemnmngdeprecmnomsverysubjecuve L

o 4)It 1g110rem mcmme generamg abllxty
s S)ItuanonlybepmparedaccuratelybyaQS

Ciye L .
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' CHAPTER 6
. CONCLUSION |

Aﬂer readmg through thls researc.h report, there xs one thmg the reader can say wnth
_ eertmnty “Thereis nothmg exact about property valuation !" _ K

- The a.uthor believes the objectwes of this report have been sueeessﬁ:lly aehxeved for tha

. following resson :

¢ LItis beheved a Iay person with Little or no valuatmn expemnee can #fter studymg
© this report, comfortably understand the theoretlcal hackground and the practlcal
apphcatmn of the valuation prowss

After being introduced to the ternlinology and tools that make up the valuﬁﬁim industry
 the reader s given an insight into the economic factors that affect property values.
This is followed by a comprehensive fook into the application of the valuation methods,
and eoneluded with the advantages and disadvantages of each method. '

‘With the mformatmn obtamed from the questionnaire, the reader is able to mcorporate the
knowledge of expenenced property professionals into his/her valuation, and thus tap mto
the markets prachcal approaeh to property valuations, '

Based on the data analysis ;sf the questionnaire in Chapter 5 the reader is shown anongst
other things, whleh are the most used methods of valuation for different types of pmpw.
This gives the inexperienced valuer a launcliing pad from where to start hisher valuation.
The finding's from the questionnaire show the reader bow exparienced properly
professionsls deal with the subjective elements making up the valuation process e. g the
deriving of tlie capltahsatmn rate, factors thet affeet the risk of a property, etc. (see
ChapterS)



| _Followmg tlw sat procedure lasd out in ﬂns report the valuer‘s chances of acluewng an \\ O
~ accurate va!rganon are greatly enhanced, but the accuracy of the vatuatmn cantiot be s
: guaranteed due to the S].lbjectlve natu:e ofthe ass::mphons requuﬁ ina Valuatlon

The mfomat:on obtamed from the questxonnalre will no doubt afford the valuer, w:th |

' whatever level of experietice, the opporaunity to make reasonably accuratg valuaﬂorks

- E[ow.fe.ﬂtrer1:113acc:uracyofi:hevalul.sifxml1,,.,;1}11derpendlargelymth‘wa[uer'sE!nuabt g
.-.ﬂlemarketonbothammdmmmd _ leadm

| -Therefore in conclusmn, tlus research report has .
L -elements whlch people wnth varying degrees of expenenoe and mterest in properfy
e vaiuat:on, can use to make acwrate valuatlons ' '

e
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Appende-A

_g_t.ss_ﬁngmsﬁ

1 Under what category of praperty profess:onal do you fall 7

|nvestors on behalf of Financial Instmmons
'. {Lenders of property finance

-~ [Property developers

: ..Valuers

anate mves*ors/sp eculatc)rs

': : Property mmagers

2. Cculd you piease state your namé. and the name Df the company ynu work for and the

- pas1tmn you hold vqf}ﬂn that company ?

3. Doyou speciél_iz_é in any particular type of property or property iype'_t_r'ansgctinn v

4.1, Would you please rank the E
valuation methods youuse -~/ — 7 -
most frequently 7

|Comparable sales
|Discounted cash ©rw

|Direct capitalisation

. Land residual method

" |Replacement value

page,-i_'__ =
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4 2 I ynu use a vanatmn of one of these methods or you use your own method please

spemﬁv and nge detaﬂs

5 Which valuatlon methods do you use when valumg the L iowing 'proy_éfti_éé . ngmg
' reasons for your answers, .~ o A

52 |shops/shopping
. centres
53 |industrial
54 - |residential
. 55 historical
- |puildings

Please gwe reasons for choosmg a method, and where you use a vadation of thc methods
listed in questlon 4.1, please give details .

5.1}

opage2
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5.3)
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Je

'- 6 1. 1f your approach requu-es a CAP Rate ﬁ'om where ﬂo you get this ﬁgure 7

6.2, If you complle your own CAP Rate what criteria do you lcolc for and use to derive this |
figure? - _ _ .

- LI youi' a’ppi‘oach requiré_'s_ﬁzlﬁi.scnu:r_zi Ruté’; from s#here_. d_o. you get this_. figure?

7.2. If you compnle your own Dlscount Rate what criteria do you lcolc for and use to denve
'thxs figure 7. ' . . . .

; page5 - -
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[7.3. I-Iow many cash flows do you use mth the Dlscounted Cash Flow method or do you hrmt N
it to the length of your lease 2. . _ . .

|8, What do you thmk the advénta.ges"aé,ﬁd- disadvant;age_'s of 'the.follauﬁng. methods are : |

8.1,

paged
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9. If you belleve in mcorporatmg economlc pre;hcnons into your valuatlon methods ,what are
~the main cntena thar you look for and how far into me ﬁxture do you predwt s ]

10 Do you believe that the property prof‘esswnais in the ptoperty mdustry today are any
closer to making more accurate valuatwns than they were 10 years agu 7

11, Do you believe that contputer alded valuatmn programs are pumng the Valuatwn
Professxon at risk 7,

pagé.s :
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|12 Would yt__;u'lik_e a copy of the x;__i;m_pletéd Reséarch Report mailed to yc_}u_? S

13 Would you I:ke your answers to the questlormmre to remam
cunﬂdentxal ? :

e
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[Question 2

Appendix-8

Number

AREAS QoF SPEC!AL!TY

Commercial

Industnal |- Residential

Specialtsed

womh s | e |y |t
B |

S S '

Q_mr'tn Pt (ol ind |
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1

“TOTAL

_'.3

25

10

. L

%‘_-__:_

93%

%

3%

10%---_' :

Note Percentagas 4o not surn to

100% In each colggm smce eompames may be

speciaﬁse in n';nrethan anecat pry.
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- Direst_

winlafpalal -

Standard

. '_'d_e_\ﬂu_uun ;

"Flgum 11,

|§' udmta T-test

Imlmlon mnhud haca

‘iSayiple sizer X

Chl‘l‘lEmhll Salus

— e
'rommnsu_mtmmm:cag %lgnmc-nugmr-"i;mmmdm —
1X .DCF__ o - |

21.

\Pooled sam.ls ulhhéa -
Pooled sample std dair

o
tn

l"s

T p.g8d]
0.817
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{Gegrens offraapidia

,Eacn Bl 11 above 1 siatiehcs are
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Thava %y Offices Shops/Shopping __Industrial Residential Historical - _|
. Centres e i o _Buildings
Direct capitalisation .20 - R - TR D T
: % ; 74% 70% ' L 10% 4% . 4%
DCF _ 11 oM 12, 0 (i
N _ % 41% . 41% . 44% 0% - 4%
Comparable sales. 7 5 . A 7 15 e 2
- 5. — 26% CL19% b o 26% (56% . 1%
|L.and residual 0 _ -0 ' e s 2 o .
. %, 0% 0% 4% - 7% - 0% ;)
{Replacement cost 1. 1 3 3 - 12 [
1 % 4% 4% 11% 11%__ 44%
Mote: Pescentages do not sumito 100% in each columnisince professionals m’ayiuss more than one metHod. . o
e e e i e
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QUESTION 7.5~ - - N SRS B

QuEsTIoN Ty~ T TTY

L ISeitcompiled Market info fo sesporise : T | Riskfee JRR_ .| Infiation Costol | Requ No
' 13 - 7 — T} i 1 sate I prospects | capital | gelun | response
48% 26%] 26%] Irotat 1 5 | """ 174 1 4 2 I

.[_.; : ENSI I —_— 1 I 8% | 35 4% | 15%. 7% | 5% |

) Mole:?melilag' asdum_lgi_' 1o 100% since p ionals m' usé'murethan-onaaﬂ%‘ X

I

13

E
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QUESTION 8.¢
_1year 3 years 5years _ _>10years __ |No response
Total g -3 9 5 8
% 33% 11% 33% 19% 2%
Note: Percentagss do notsum to 100% since professipnals may use a nuimber of approaches,
\quisrionap " LT e
Economic__ | Inflation & Political Current T
growth | Interestrates climate trends response
Total 6 7 4 6 i3
% 22% 25% 15% 22%. 48%
Note: Percentages do not sum to 100% since prefessipnals may use morg than onie criterion. _




Question 9 " )
[~ Yes No Mo response -
[Total 5 10 2

1% 56% 37% — 1%
Guastion 10 : : .

{ Yes No No response
 [Total 1 L2420

% 4% 89% 1%
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