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CHAPTER 2. PRI NCI PLES OF DVWELLI NG VALUATI ON
SECTION 1. CHARACTER OF VALUE

DEFI NI TI ON OF MARKET VALUE. Market value is the nost probable price
whi ch a property should bring in a conpetitive and open mar ket under
all conditions requisite to a fair sale, the buyer and seller, each

acting prudently, know edgeably and assumi ng the price is not

af fected by undue sti mul us.

SOURCE OF VALUE. The future useful ness of a property is the source
of any value it may have. The obvious fact that residential rea
estate is useful because it provides shelter is significant only when
the motives of prospective owners are used as the basis for further
exam nation of the character of the useful ness.

Know edgeabl e buyers and sellers in the market exani ne and vi ew
avail abl e properties in terns of the probable future benefits to be
derived fromownership. Their expectations or their forecasts with
respect to the extent, quality and duration of the future benefits
are translated into present prices. Buying and selling with these
considerations in nmnd create real estate price |evels.

DEFI NI TION OF TERMS. The terns used in this section are:

A. Price refers to the total price paid for a property, exclusive of
cl osi ng costs.

B. Typical buyers refers to buyers who have the needs, and desires
and financial capacity most characteristic of the persons who
wi Il purchase properties sinilar to the one under consideration.

C. Appraisal: The act or process of estimating value. 1In the
context of this Handbook, an appraisal shall be taken to nmean a
witten statenent independently and inpartially prepared by a
qual i fied appraiser setting forth an opinion of defined val ue of
adequat el y described property as of a specific date, supported by
the presentation and anal ysis of relevant market information

D. Well informed presunes buyers who have adequate know edge of the
cost of renting and the relative nerits of available properties,
residential construction costs and |ot prices, the prices at
whi ch equi val ent properties are being sold or can be acquired,
and an awareness of the econom c factors which cause changes in
price |evels.
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Acting intelligently presupposes that know edge of the observed
conditions will be used by typical buyers so that determ nations
as to the wi sdom of purchasing, or as to the price to be paid,
represent the nost advantageous deci sion

Vol untarily and wi thout necessity assumes freedom for the choice
of actions. That is, that a decision to purchase is made solely
fromrecognition of advantages in so doing rather than from
necessity due to lack of alternatives. Also, that prospective
buyers are in a position to postpone purchasing.

Long-termuse or investnent views the benefits fromthe

useful ness or productivity of the property to an owner occupant
or landlord, fromthe date of appraisal to the end of the

remai ning useful life of the property, rather than benefits from
a resale.

MARKET VALUE AND MARKET PRICE. A distinction is made between market
val ue as defined above and narket price. Market price refers to the
anounts that buyers actually pay. Market value refers to the
probabl e prices properties will bring in a conpetitive open market.

A

Long Term Aspects. Since valuation for nortgage insurance

deals with the I ong termuseful ness of a property, the discovery
of only the price that may be obtained in the market for the
property at the time the valuation is nade woul d be i nadequate as
the sol e conclusion on which to base the "worth" of anticipated
benefits. The definition of market value contenplates that HUD s
i nsurance of the |oan secured by the property will be in place
for up to 30 years. The appraiser's conclusion as to value will
be, not what the property can be "sold for," or "bought for," but
the price that should be paid for it in viewof its long-term
producti veness.

Market Prices. The level of market prices does not always
represent the point of view of buyers who are typical, well
informed, acting intelligently, voluntarily, wthout necessity,
interested solely in the future productivity of properties, and
acting under conditions of a fairly well balanced rel ationship
bet ween factors of supply and denand.

Di stinction Between Market Price and Value. Market price |levels
and value levels may be identical only when there is a fairly
wel | bal anced rel ati onship between the supply of and demand for
residential properties. The appraiser nust ascertain whether or
not there is a difference between market price |evels and val ue
levels at the time a valuation is made. This determination
cannot be based on unsupported assunptions but nust be based on
substanti al dat a.
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DI STI NCTI ON BETWEEN COST AND MARKET VALUE. A distinction is also
nade between cost and narket value. Value depends on the extent of
utility in the future, while cost depends upon outlays for |and,

| abor, and materials which depend upon conditions that do not
necessarily deal with factors which create value. Costs are related
to value only in that they establish an upper linmt of value, since a
typical buyer acting intelligently would not be warranted in paying
nore for a property than the cost of producing an equi val ent

property. The value of a property may be equal to its cost only in
the case of a building which is new and represents the highest and
best use for the site when there is a bal anced rel ati onship between
supply and demand. Since val ue and repl acenent cost can be equal
estimates of replacenment cost in new construction are used as upper
limts for estimates of value, thereby acting as controls on the
judgrment of the appraiser. However, if there is not nore than a
three percent differential, the higher estimate of the two nmay be
used. "Wen market val ue exceeds replacenent cost, the value nust be
supported by substantial narket data. This requires submtting nore
than three conparable sales typically used on an appraisal report.”

DEPRECI ATI ON. Depreciation is defined as loss in value from any
cause whatever. Frequently the termis used in the narrow sense of

| oss in value caused by physical deterioration, and sonetines it is
used to signify deterioration itself. It is essential to understand
the nature of the causes of depreciation, not because of any
necessity to neasure the anount of depreciation which has occurred
since the conpletion of a building, but because of the need to
estimate how these forces will probably affect utility or
desirability in the future.

OBSOLESCENCE. (hsol escence refers to those changes in useful ness of
structures in certain nei ghborhoods which cause themto becone |ess

desirable or less useful. It operates to termnate the econonic life
of a building. Cbsolescence does not affect physical life as it does
not cause deterioration. It has greater significance in valuation
than does deterioration. It is caused by:

A, FUNCTI ONAL
1) New inventions and discoveries;

2) Changes in the preferences and tastes of the public, with regard
to styles of architecture, geographical |ocations as places of
resi dence, sizes of roons, heights of ceilings, the extent of
mechani cal equi pnent, such as plunbi ng and heating, etc.

B. ECONOM C
1) The infiltration of inharnonious |and uses, as when conmmerci al

and industrial uses are introduced into residential
nei ghbor hoods,
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(2-7) 2) The failure of substantial nunbers of property owners in the
nei ghborhood to maintain their properties in good condition; and

3) Changes in | and val ues which result fromchanges in the highest
and best uses for which land is suited.

2-8. DETERIORATION. Deterioration is the decay and disintegration which

takes place in structures with the passage of tinme. Deterioration is
caused by natural forces, by the elenents, and by use. Deterioration
operates to termnate the physical life of a building. Both
deteriorati on and obsol escence cause a |l essening of utility and
thereby result in depreciation, that is, loss in value. The forces
whi ch cause deteriorati on and obsol escence operate continuously.
Even though they may or may not operate in the future in the sane
manner as in the past, greater accuracy in estinmating how they may
operate in the future is attained by studying the manner in which
they have operated in the past.
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SECTION 2 - BASI C PRI NCI PLES OF VALUATI ON

2-9. VALUATION PRINCI PLES. There are certain principles used in the
apprai sal of residential properties. These include:

A.  Principle of Supply and Demand. The demand for a comuodity is
created by scarcity. The greater the supply of a commodity
avail able, the lower will be its val ue

B. Principle of Change. Nothing remains static. Value of a
property is derived fromits future, not its past. The appraiser
nust be aware of change, and any of the indications of change.
The apprai ser nmust be aware of the stage a particul ar
nei ghborhood is in, and be able to define its position in its
life cycle.

C. Principle of Conpetition. 1In an active real estate area, high
profits to one or nore builders attract conpetition

D. Principle of Conformity. To obtain its maxi num value, the
property nust conformin general terns to its existing
surroundings in size, age, condition and style, and should
attract an occupant of siml|ar econonic status.



Principle of Increasing and Decreasing Returns. The value of the
property is governed by the contribution nade by the tour agents
of production: |abor or wages, managenent (coordination),

capital investnent in building and equipnent, and the land. This
principle affirns that |arger anounts of the agents of production
wi Il produce greater net inconme up to a certain point. At this
poi nt, the maxi numvalue will have been devel oped. Any

addi tional expenditures will not produce a return comensurate
with the additional investments.

Principle of Contribution. The principle of contribution is
actually the principle of increasing and decreasing returns
applied to a portion or portions of a real property. According
to the principle of contribution, the value of an item of
production is nmeasured by its contribution to the net return of
the enterprise. Enterprise in this sense neans the conbi nation
of all items of production such as |and, buildings, and all other
i mprovenents.

Principle of Substitution. A buyer, in any case, is not
warranted in paying any nore than substitute properties would
currently cost to acquire.
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A substitute property is one which affords advantages equal to
the one under exami nation and is al so subject to equa

di sadvant ages. The substitute nmay be an existing property or it
may be a duplicate which may be had by acquiring a site and
constructing upon it new buil ding inprovements.

Principle of Highest and Best Use. The highest and best use of a
real estate site is that use or succession of uses which rmakes
the |l and nost productive. |In determ ning highest and best use,
the test is to discover which programof future use is capabl e of
devel opi ng the highest return on the |land over a substantia
period of tine. Hi ghest and best use does not refer to a

buil ding of the greatest size that soneone could be induced to
erect. The concept of highest and best use is w thout meaning
unl ess buil ding inprovenents having different functional designs
are included in the conparison of avail abl e uses.

BASI C VALUATI ON PROCESS. The purpose of valuation, definition of
val ue, valuation principles, and the practical lintations of
apprai sal data dictate the basic valuation process. The process
enbr aces:

A A study of the future use of the property and of the notives
of possi bl e prospective owners;
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B. A forecast representing the nost probable series of expected
future returns to be derived from continuous ownership of the
property; and

C. An anal ysi s which converts the expected returns into a
present price, that is, an estimte of val ue.

DETERM NATI ON OF RI GHTS | NCLUDED | N PROPERTY. The word property
refers to rights which are possessed through acquisition of title,
that is of ownership. The concept of ownership enbraces the rights
of possession, control, enjoynent, and disposition. It is these
rights in relation to a specific property that nmust be valued. The
rights nust be known before they can be valued. The extent of the
rights depends upon the nature of the title that will be held by the
party whose rights are being val ued

A. Fee Sinple Title. Fee sinple absolute may be defined as "the

| argest possible estate in real property."” There are other forns
of holding title to real property, such as fee deterninable and
conditional. There are also various ways of holding title such

as life estates and renni nders, joint tenancy, and tenancy by the
entirety. Regardless of the nature of title, the rights of an
owner even though exclusive, are never absolute for they are

al ways subject to the rights of the sovereign authority, such as
the right to tax, to regulate and control as by zoning ordi nances
or other legislative enactnents, and the right of em nent donain.
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(2-11) B. Easenents and Other Restrictions to Rights. If atitleis

encunbered the rights are correspondingly restricted and nmay be
| ess val uabl e, dependi ng upon the nature of the encunbrances.
Exanpl es are encunbrances in the nature of easenents,
reservations, restrictions, and rights-of-way.

C. Lessee, Lessor Rights. The term"property" may refer only to
the rights established by a lease. A lease is an agreenent
under which the tenant (Lessee) acquires certain rights in a
real property for a designated period of time fromthe Landl ord
(Lessor). The Lessor is usually, but not always, the owner of a
property. The ternms and conditions of a | ease nust be
ascertai ned before the | essee's or lessor's "property" can be
val ued.

D. Delineation of Rights as a Prerequisite to the Value Estimate.
Property rights generally include the right to use and occupy,
the right to lease to others, and the right to encunber or sell
The exercise of these various rights results in the realization
of benefits. The extent and nature of the rights determ ne the
extent and nature of the benefits which, when conpared to other
properties that contain the sane rights and benefits, indicate
the value to be ascribed to the property or rights to the
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property. The benefits cannot be val ued except in consideration
of certain assuned characteristics and notives for ownership,
such as the right to occupy, or to | ease, or to nortgage or sel
that vests in any owner holding title in fee sinple
unencunbered. An owner might occupy the property and value it
because of its desirability as a place of residence for his/her
famly, or an owner mght value the property because of the net
rental he/she can realize fromit. After delineating the
property, or rights to be appraised, appraisers are required to
val ue them fromthe point of view of typical buyers to whomthe
property exerts its strongest appeal

ESTI MATI ON OF RETURNS FROM PROPERTY. Returns from property rel ate
to either future direct services or the amenities which will be

enj oyed by an owner-occupant, or to dollar inconmes which are the
source of value to an investor. The forecast nust enbrace the
entire future. It is inconplete if it includes only a forecast of
services or returns which are expected to accrue during the next
year, a typical early year, or "on the average" in early years.
Future services of properties are best conceived if they are
visualized as being in the formof a flow of returns. The returns
wi Il be periodic services which include shelter, enjoynent and pride
of ownership, or net dollar income. Al forms of returns should be
considered as a flow of benefits, whether they take the form of
direct satisfactions or dollars.

A. Trend and Flow of Returns. |[In urban residential real estate,
the flow of returns is present only when the site is occupied by
useful buildings or other prograns of use. Undevel oped vacant
land is presumed to becone productive shortly after the
conpl eti on of
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construction. Typically, the flow of returns will rise rapidly
to a mximumrate in the early life of the inprovenents and
gradually decline during mdlife and late life until the

i nprovenents have finally | ost profitable useful ness and the flow
of returns is only |arge enough to justify purchase of the
property as vacant |and. (However, see Gentrification, page 4-6.)

B. Net Return. The difference between the value of total services
or total revenues of a property, and the expenses and taxes, is
the net return. As the value of a property arises fromits
capacity to produce net returns, the characteristics of the
future net income stream nust be forecast in valuation

1) The future net incone stream has three characteristics:

a. Quantity, or the size of the inconme streamat the tine
of appraisal and thereafter
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b. Quality, or the possible fluctuation in size of the
i ncome stream and

C. Duration, or the period of time during which the income
streamin any size will endure.

2) Physi cal deterioration and obsol escence will decrease the
average anount of net returns in the future, thereby
decreasi ng the margi n between amounts of net returns and the
peri odi c anounts which represent a fair return on the val ue
of the land. The services of buildings are linited to
duration owing to the fact that buildings will eventually
becone usel ess due to the action of forces which cause
deterioration, disintegration, and obsol escence. Therefore,
the portion of the net incone attributable to the building,
whet her neasured in services or dollars, is not only of
limted duration but subject to decline during the period of
its continuance. Gadually, the value of inproved property
may decline until eventually only | and value remains. At
that tinme, the building has reached the end of its econonic
life.

OVERI MPROVEMENT AND UNDERI MPROVEMENT.  An overinprovenent is an

i mprovenent so costly or so large as to produce |land returns | ower
than those which could have been produced on the same site by a

smal ler or less costly inprovenent. An underinprovenent is an

i mprovenent which, because of its size or cost, produces a |and
return | ess than coul d have been produced on the sanme site by sone

| arger or nore costly inprovenent. Both overinprovenment and

underi nmprovenent fail to develop fully the potential capacity of the
site. The estimated market price of the site is not nodified or
changed in instances of over or underinprovenent, but the total value
of a property may be adversely affected. (Principle of Highest and
Best Use.)
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DWELLI NGS ON H GHER- USE SI TES. There are cases in which a property
to be appraised consists of a single-famly dwelling upon a | ot
suitable at the tine for commercial or nmultifam |y residential use.

A If a site used for a residence is found to be zoned for business
use or if it fronts upon a street, portions of which are being
devoted to comercial purposes, the estinmated nmarket price
assigned to the lot should not be equal to the estinated market
price of another nearby site which actually is being profitably
used for commercial purposes even though at the tinme the highest
and best use of the subject lot is for comrercial use. The |ot
val ue assigned shall be for residential use, not commercial use.

MECHANI CAL EQUI PMENT AND ACCESSORI ES. Equi pnent which is part of the
real estate is included in value if the equipnment is appropriate for



the dwelling. |f, however, the equipnent is too elaborate in
relation to the property, or if the typical buyer cannot afford the
cost of operating the equipnent, it will not enhance the val ue of the
property to the full extent of its cost. Exanples m ght be such
things as sw nming pools, saunas, etc. The appraiser nust determ ne
to what extent, if at all, the value of the property is enhanced by
the equipnment. In cases involving rental properties, special
mechani cal equi pment enhances value only to the extent that it
increases net inconme. This applies to existing equipnment as well as
to new equi prent proposed to be added.
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SECTI ON 3 - ACCURACY | N VALUATI ON

2-16. ACCURACY I N VALUATION. Accuracy in valuation is dependent on the
qual ity and adequacy of the supporting data and the degree of
proficiency with which the data itens are anal yzed. |ncorrectness or
i naccuracy of valuations result fromvarious causes, such as:

A M sconcepti on of the objective and purpose for which the
val uation estimate is made.

B. Lack of judgment and experience.

C. Hast e and carel essness.

D. I nadequat e data or data of poor quality.
E. Incorrect interpretation of data

F. I ncorrect nethod of valuation

G Faul ty application of correct nethod.
H. I nfl uence on apprai ser

The val uati on process requires gathering, analyzing and
interpreting a great volune and variety of data. One nust avoid
nmerely corroborating a predeterm ned unsupported concl usi on

Al so, because the necessary data are gathered pieceneal, one is

i n danger of assigning greater inportance to sone of the data
than they are rightly entitled to receive, thus reaching a

concl usi on which is premature and unsound. Qpinions with respect
to val ues should take formduring the process of the appraisal by
direct and simultaneous conprehension of all factors as nuch as
by the detailed nmethod itself.

2-17. PLAUSIBILITY. Accuracy is derived only when the integral and fina
estimates are characterized by plausibility. Estimates should al ways
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be set at the nobst reasonable, nost fair, and nost |ikely anobunts, as
opposed to placing them at possible extrenes.

BRACKETING In establishing criteria to determine plausibility and
probability, they are tested in terns of possible upper and possible
lower limts of itenms, thereby "bracketing" the zone within which the
final estimate should lie. Next, the linmts are narrowed as nuch as
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(2-18) possible, and a figure between the narrowed limts is selected as
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the estimate. It may not always be precisely midway between the
limts, but in general the bracketing process does conclude with a
strong presunption of correctness attaching to sonme one | evel of
esti mate.

For exanple, the comparable sales selected should be within the

val ue range of the neighborhood. This is the first step in
"bracketing." Next, each conparabl e nust be adjusted to the subject
whi ch further narrows down the differences between the conparabl es
and provi des anot her bracket within which the market value falls.

FI NAL CONCLUSI ON. The estimate of value is the price which a

wel | -informed typi cal buyer would pay for the property appraised
rat her than the maxi mum price which could be obtained if the
property were offered for sale. Consideration will be given the
prices at which other equally desirable properties of like
characteristics can be obtained fromwell informed sellers who,
when selling, would be acting intelligently, voluntarily, and

wi t hout necessity. The advantages of renting will be contrasted
with the advantages of buying, as indicated by conparison of

the cost of renting and cost of buying, and many other itens wll
be considered to which attention is drawn in this handbook. The
buyer will not be especially interested in or greatly influenced by
what the property has cost soneone else in tines past, although the
buyer will desire such information. The buyer will be vitally
interested in the ability of the property to produce a stream of
future benefits for himher if, being a typical prospective owner
he/ she were to purchase it. The characteristics of this stream of
benefits - its present size, the extent of any probable dimnution
inits size in the future, the certainty of the continuation of
the flowing stream and the length of the period during which the
flow may be expected to continue - will deternmine the price which
the buyer is warranted in paying and, hence, the value of the

property.

A.  Underval uation and Overvaluation. Unduly liberal or
conservative attitudes should not be allowed to influence the
quality of an estinmate used in valuation. Undervaluation and
overval uati on nust be avoided. There is no virtue in



underval uation of properties, and great risk of loss to al
concerned is introduced by overval uation

Specul ative El enents. Specul ative el enents cannot be consi dered
as enhancing the security of residential |oans. These el enents
not only contribute to wide fluctuations in narket prices, but
increase the risk of loss to nortgagees who permt themto creep
into the valuations of properties upon which they make | oans.
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