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Appraising the Appraisers:

Valuation and its Challenges in Today’s Economy
By Nicole Valentine

he world economy is still recovering from the financial meltdown of

Auth . . .
uthor 2008-2009. This recession came about through a variety of local and
global conditions, including overstated balance sheets, losses in the sub-
Nicole Valentine holds a prime mortgage market, and risky lending practices. The resulting bank
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Institute of Real Estate at housing sector have made this recession the greatest economic challenge in

&lagééé, sticR Iirlfalrket declines, unemployment, and increased default in the

New York University. She many decades and one America is still struggling to overcome.
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degree in Economics from  Because property values saw a tremendous decline in the wake of this downturn,
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the central question of the appraisal industry—How much is this worfhhas
aad® It SydAiy s daconeynps Ragtdent than ever. This question applies to everyone in the real
professional background estate industry, whether owners, buyers, lenders, portfolio managers, or
includes research, market
analysis, operations and sales
with both regional and
national firms. Her areas of same characteristics? Why do real estate values vary so greatly in today’s
expertise are asset valuation, 1 arket?

market analysis, sales, and

business development.

investors. Related to this question of value are a few confusing issues, such as,
Why will one property sell for a different price than another property with the

_ _ In this article, I will explore the valuation process: the factors that impact
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as an analyst with the real
estate division of BASF. She isaffecting real estate valuation. There are many outside conditions affecting the

pricing, the challenges inherent in this process, and global circumstances

licensed with Friedberg long-term performance of a property; members of the real estate community
Properties, an affiliate of

/| KNAadGASQa

Ly PRI qu aware, (})f I‘_[the %c%ogst The industry must understand the nature, and
Estate, in both New York and the limitations,of the valuation industry. If real estate professionals can better

New Jersey. understand the practice of appraisal, they may achieve greater accuracy in their
own work and become less susceptible to the “blame the appraisers” mentality

so prevalent in today’s real estate market—especially in times of unfavorable
market activity.

Appraisal Principles

In America, property valuation first came into use in the 17" century as a
method to measure tax liabilities. It wasn’t until the 19"™ century that the three
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central criteria of modern-day valuation came into use. Economist Alfred

Marshall proposed these three considerations: replacement cost, market comparison,

and income capitalizatioDver time, the valuation industry refined the practices
and models with which property values are assessed, but Marshall’s three

.. . . 1 .
central criteria remain at the core of modern property valuation.™ Appraisals are
used for a variety of reasons:

1 Tax purposes

1 Specific use: assesses the property in terms of its function, valuing the asset
according to its income, utility or amenity

1 Investment value: measures suitability for long-term investment

1 Insurable value: assesses the replacement or reproduction cost of physical
items subject to loss

1 Liquidation value: determines a property’s value in a quick sale with
minimal market exposure

1 Market value: the most common appraisal approach, this valuation is
intended to gauge the price a property will command in an open market.

The challenge of property valuation can be seen in the drastic fluctuation of sale
prices. Consider economist Robert J. Shiller’s record of American home values
and their fluctuation over the past 100 years. Without question, the most

pronounced changes (both increase and decrease) occur within the past decade.?

For a look at market and value fluctuation as they relate to commercial real
estate, consider Marcus & Millichap’s 2012 Commercial Real Estate Investor
Sentiment Report. The Investor Sentiment Index in the first quarter of 2012 was
166, an improvement over the previous quarter’s 152. This overall rise in
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“Appraisers don’t set
the market, they

reflect what’s

happening in the

market.”

-Sara W. Stephens, the
Appraisal Institute

sentiment is likely a product of the recent strong performance of industrial and

(to an even greater extent) apartment propelrties.3
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Source: Marcus & Millichap, 2012.

Is Anyone to Blame?

Many experts oppose the claim that appraisers are failing to value properties
accurately. In January, 2012, The Appraisal Institute published “Don’t Shoot
the Messenger.” The article addresses accusations that appraisers are responsible
for many of the distressed conditions in the post-recession real estate market, as
well as for producing valuations that have stalled the housing market’s recovery.
“Nonsense,” responds Sara W. Stephens in the article. “Appraisers don’t set the
market, they reflect what’s happening in the market.”

One difference between real estate performance during this recession and its
performance during the recession of the 80s and early 90s may be the increased
size of today’s industry. There are far more players in the game. There has been
a surge of interest in the real estate industry over the past ten years, with
heightened activity among investors, mortgage brokers, real estate agents,
institutional investors, and others. The current sluggishness of real estate’s
recovery can be traced, at least partly, to the high number of people that have
entered and continue to work in this industry. While the rapid growth of this
market contributed to its strong performance leading up to the recession, it may
also have contributed to real estate’s drastic decline and slow recovery after the
economic downturn.
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A Very Different Real Estate Cycle

Industry veterans like Damian McKinney of the McKinney Advisory Group
have seen economic downturns dampen the real estate market before. Each
downturn is followed by a period of stability, of market recovery and growth,
but experts like Mr. McKinney feel the current real estate recovery is hindered
by more than just market conditions. He explains,

The appraisal process is tried and tested over many, many years of good times and
bad times. The problem with it is when you get the human element...you have
parties that are providing the appraisals with inherent conflicts [of interest] which
are preventing them from marking the product to market value.

Mr. McKinney argues that this “human element” is creating an industry-wide
distortion of real estate values. This is a departure from previous real estate
cycles, he argues:

In prior economic recessions, we corrected immediately, marked the product down
and rebuilt from true valuation. Today, we have properties on the books that are
[listed] above market value, are not being marketed down and as a result, we don’t
have a rebuilding of true market value...it delays the process of rightsizing
valuation to market.

The inefficiencies and inaccuracies pointed out by the valuation industry’s
critics, Mr. McKinney suggests, are quite endemic. In his view, they are a
product of the valuation industry’s collective unwillingness to adapt to a new,
very different market.

OReal 6 Val ue

Another challenge for appraisers in today’s market is the dearth of comparables
for many markets. While major metropolitan areas have been afflicted by a
shortage of comps, it is the sub-markets and rural markets that have been worst
affected. Carl Streck, a principal at Mountain Seed Appraisal Management,
points out that some real estate markets are so depressed that it is extremely

© 2012 The Philadelphia Real Estate Council

“The appraisal
process is tried and
tested over many,
many years of good
times and bad times.
The problem with it
1s when you get the
human element...”

- Damian McKinney,
McKinney Advisory
Group



difficult to achieve a satisfying appraisal. The lack of comparable sales leaves
almost no point of reference for property appraisers, while disagreements
between buyers and sellers may complicate matters further. Mr. Streck points
out:

Between the buyers and sellers... there’s a big gap between what someone wants
to pay and what something is worth. Most healthy banks just want to know what
the real value is. They’re not trying to influence the appraiser to get to a certain
number, they just really want to know what it’s really worth.

Those outside the property valuation industry, it seems, fail to recognize the true
nature of this work: the appraiser is not merely assessing a product, but its
surrounding marketJoseph Pasquarella, Managing Director of Integra Realty

Resources, explains,

Real estate valuators are charged with the task of measuring the market and
measuring people’s expectations and decisions. If the market is imperfect and
there are only a few transactions in a given submarket, the appraiser does a good
job of estimating supply and demand for the product of the end user. But when it
comes down to pricing, the people are establishing the prices. Appraisers are not
charged with the task of determining if transactions are reasonable. They’re just
reporting what is being found in the market.

If the valuator has access to all the necessary facts, he or she is equipped to
appraise the property at a value that will be close to the seller’s price. However,
the shortage of comparable transactions in many markets, and the necessity of
estimation in so many cases, 1s creating the drastic value differences observed in

*See, for instance, Marcus and %
N 3 mang markets today.
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Apartment Report, which
demonstrates the contrast Time Is Money: the Challenge of Old Data
between apartment property

vacancy rates by region,

highlighting the shortage of Still, some feel that more due diligence should be done on the part of the
available comps in certain valuator. More thorough due diligence, they suggest, would streamline the task
regions. of pricing and help the valuation keep pace with today’s ever-changing market.

Adelaide Polsinelli of Eastern Consolidated makes the case that, since
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technology has quickened the speed of business, the appraisal process needs
more innovative techniques to keep up. As she explains,

The old way of doing appraisals is [valuators] would pull old comps, evaluate the
highest and best use of the property. Things have changed in the new economy.
Because transactions are happening on a faster basis, by the time something closes
and it becomes a comp, six months of time could elapse.

“Because transactions
A lot can change in six months. The industry requires real-time data in order to ~are happening on a
create accurate, market-relevant valuations. One potential solution, Ms. faster basis, by the

Polsinelli offers, is to look at deals “that are in contract or on the market with time something closes
and it becomes a
comp, six months of

time could elapse.”

While some have suggested the valuation industry should be regulated, the -Adelade Polsinelli,
Eastern Consolidated

bids on them.” These may indicate the property’s actual, eventual sale price.

professionals interviewed for this article contend that regulation is difficult and
would accomplish little. Appraisers have already gone through years of rigorous
training in order to enter their field. Continuing education may prove more
effective than regulation. In the end, neither education nor regulation will
guarantee the dedication or ethicality of a valuation professional. Unfortunately,
if a client has one bad experience with an appraiser, the resulting word-of-mouth
may tarnish the profession’s overall image.

New Strategies, More Specifics

Some experts feel traditional appraisal methods are inadequate. Steve Maestas

of NAI Maestas & Ward argues that the traditional, historic methodology

central to appraising real assets is fundamentally problematic, since it cannot

account for the dynamics of today’s market and confuses actual valusvith former
value. As an alternative, Mr. Maestas suggests determining both a non-

distressed and a distressed valuation for the same asset. “If the appraiser uses

distressed sales for its comps,” he says, “that’s not a realistic assessment or

translation of value to a non-distressed sale. Those are two different markets.”

When considering the value of land—one of the assets worst hit by the
recession—it is often difficult to arrive at a number. In such situations,
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appraisers are tasked with valuing an asset with no recent comps—or, in many
cases, no comps at all. David Parker of Parker Associates works around this
dilemma by comparing future values to historic values in order to determine
pricing:

We rely primarily upon future planned improvements to the property for more
definitive estimates of present value. The issue of future value is much more
persuasive than historic comparable property values, but it still relies upon
professional judgment to establish discount rates for estimating present value.

Another approach to valuation involves focusing on the overall rate of return, as
derived from available appraisal data. One proponent of this approach is
Brendan MacDonald, a partner at Clairvue Capital Partners, a firm specializing
in fund management, underwriting, and valuation. Like Mr. Parker, Mr.
MacDonald relies on estimates of future performance:

In our case, we are targeting value-add and opportunistic levels of returns... [We]
come up with our projections on what the asset’s cash flows are going to be over
time, based on the rent and occupancy and other factors, and then apply a
discount rate to those cash flows based upon what we think to be a fair return on
the risk we are taking and that will determine what price we are willing to pay.

In the case of such opportunistic investments, then, risk is an especially
important consideration when determining value.

Profiles of Distressed Properties

Over the past several years, many large properties have shown drastic year-to-
year fluctuations in price. Beyond their significance in the larger economic and
real estate contexts, such unstable real estate assets may pose a significant threat
to neighboring properties by dragging down local values. For example, 2040
Market Street, an office building in Center City Philadelphia, was purchased in
2005 by Turchi, Inc. for $11 million ($77/SF)—its peak value. The property was
foreclosed in 2010 and sold the following year for an estimated $8 million
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(around $56/ SF).4 More recently, PMC Property Group purchased the property
with plans to renovate and reposition the troubled building as a residential
building, allowing PMC to avoid the office-specific challenges this building
faced in the past.

A more recent example is the Pier Shops at Caesar’s, a high-end shopping mall
on the Atlantic City boardwalk. The foreclosed property failed to receive a
minimum bid at auction, reports Bloomberg Sarah Mulholland, “potentially
triggering the first-ever loss in a commercial-mortgage bond assigned top ratings
during the market’s peak.” The mortgage was part of a billion-dollar CMBS deal
arranged by Morgan Stanley in 2007. Originally, these bonds received a AAA
rating, with the property valued at $210 million. In January 2011, the Pier Shops
were valued at a mere $56.6 million. At auction, the property failed to draw any

bid higher than $25 million.”

¢KS tASN { K2LJ
Despite its Center City location, the Goldtex Building, a former textile factory in ~ Atlantic City
Philadelphia, remained vacant for many years following the decline of the city’s
manufacturing sector. Recently, the property was purchased for $5 million and

its new owners chose, as PMC did, to convert this property to residential

apartments.®

Economic Impact

. ) Former Goldtex Building,
Larger economic forces are extremely relevant when assessing real estate values. Philadelphia

In today’s unstable economic climate, it is important to be conscious of the
effect these outside factors have on both pricing and the transaction process.
One example of a larger economic influence is the nation’s overall consumer
confidence. Data from the Conference Board’s Consumer Confidenderesent
Situation,and Expectations of Consumeakiices have shown volatile sentiment
levels, which affect, among other things, real estate values.’ However, Asha
Bangalore, Vice President and Economist at Northern Trust, notes that
consumer confidence reports are not always consistent, varying according to the
conditions they monitor:
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The current level of the Consumer Confidence Index is back to the mark seen in
December [2011]. The Conference Board’s index is running counter to the
improvement of the University of Michigan Consumer Sentiment Index (79.3 vs.
76.3 in April). Labor market indicators play a big role in the Conference Board’s
Consumer Confidence Index compared with the University of Michigan

.. 8
consumer optimism gauge.

The decline in consumer confidence for this time period is consistent with
decreasing sentiment toward the job market*, which typically correlates with
Americans’ economic outlook.

Conference Board: Consumer Confidence
SA,1985=100

University of Michigan: Consumer Sentiment
NSA, Q1-66=100
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Source: the Conference Board, 2012.

Likewise, there is a strong correlation between home pricing and the job market

*From April to May of 2012, in today’s troubled economy. With U.S. employment and consumer confidence

the percentage of
NBaLR2yRSyila
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38.1% to 41%, while the inform the overall market in which properties are appraised. Even if working in
LISNODSy Gl 38 NB L¥hdIomyherciah Begtora property valuators must be aware of these three

FNBE  LJX Sy dATFdA ¢ coBdNi%ﬂs‘LE%I%un%elN‘%o\ﬁﬁdence, employment, and home prices—when
8.4% to 7.9%.

levels failing to improve in any significant degree, it is unlikely the housing
N‘Eéﬂémm‘ s%eaan nEréade dn activity or values. These conditions, of course,
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appraising any asset.
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+— 58 P/Case-Shiller Home Price Index: U.5. National
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CONCLUSION

There are no perfect solutions to the valuation industry’s many challenges.
While some experts believe traditional approaches will ultimately prove
sufficient to help the market correct itself, others believe more innovative
measures are needed to meet today’s economic complexities.

Steve Maestas’s idea of producing a distressed asset valuation to go with each
non-distressed valuation is one way appraisers can account for the
impermanence of market conditions. David Parker’s strategy of looking at
future improvements to the property may also provide a clearer picture of the
property’s performance and a more definitive estimate of its value. I don’t
believe there is one overall solution, but I do believe clear, concise data is
essential. From this, an end user must derive his or her own conclusions.
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The opinion should
give the end user an
informative view of
the current market—
and where the
property, in its current
condition, stands
within the context of
that market.

But there is an overall consensus that appraisers need to use experience and
good judgment when evaluating properties. Valuators must be knowledgeable
about the property type they are evaluating and show integrity and objectivity
when formulating their opinion. It is not uncommon for one appraiser’s
valuation of a property to differ wildly from another’s. By overstating or
overlooking a particular feature of a property, an appraiser risks overvaluing or
undervaluing that property.

The logic behind any valuation should be clear. All factors used in deriving
value should be conclusive. The opinion should give the end user an
informative view of the current market—and where the property, in its current
condition, stands within the context of that market. End users, in turn, would
be wise to seek more than one appraisal in their decision-making process. As
with doctors, there is little harm in seeking a second opinion.
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