
“Basics of Real Estate Appraisals”.

: Real Estate Appraisal And You

Topic Objective:

At the end of this topic student would be able to understand:

 Define and explain the Appraisal theory

 Define and explain the Informal Appraisals

 Define and explain the Formal Appraisals

 Define and explain the The Appraisal Report

 Define and explain the Uses of Appraisals

 Define and explain the Legal Transactions

 Define and explain the Appraisal Standards

 Define and explain the Standards of Appraisal Practice

 Define and explain the Developing Appraisal Skills

Definition/Overview:

Real estate appraisal: Real estate appraisal, property valuation or land valuation is the practice

of developing an opinion of the value of real property, usually its Market Value. The need for

appraisals arises from the heterogeneous nature of property as an investment class: no two

properties are identical, and all properties differ from each other in their location - which is the

most important determinant of their value. So there cannot exist a centralised Walrasian auction

setting for the trading of property assets, as there exists for trade in corporate stock. The absence

of a market-based pricing mechanism determines the need for an expert appraisal/valuation of

real estate/property.

A real estate appraisal is performed by a licensed or certified appraiser (in many countries known

as a property valuer or land valuer and in British English as a "valuation surveyor"). If the
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appraiser's opinion is based on Market Value, then it must also be based on the Highest and Best

Use of the real property. For mortgage valuations of improved residential property in the US, the

appraisal is most often reported on a standardized form, such as the Uniform Residential

Appraisal Report. Appraisals of more complex property (e.g. -- income producing, raw land) are

usually reported in a narrative appraisal report.

Key Points:

1. Appraisal theory

Appraisal theory is the idea that emotions are extracted from our evaluations (appraisals) of

events that cause specific reactions in different people. Essentially, our appraisal of a situation

causes an emotional, or affective, response that is going to be based on that appraisal. An

example of this is going on a first date. If the date is perceived as positive, one might feel

happiness, joy, giddiness, excitement, and/or anticipation, because they have appraised this event

as one that could have positive long term effects, i.e. starting a new relationship, engagement, or

even marriage. On the other hand, if the date is perceived negatively, then our emotions, as a

result, might include dejection, sadness, emptiness, or fear.

Arousal is defined as to rouse or stimulate to action or to physiological readiness for activity.

According to Schachter and Singer (1962) we can have arousal without emotion, but we cannot

have an emotion without arousal. Essentially, humans injected with epinephrine without

knowing the actual content of the injection, feel an increase in heart rate, sweating, and

nervousness, but that doesnt elicit an affective response. When the same physiological responses

are paired with a contextual pretext, winning the lottery, for example, the state of arousal is

appraised to mean extreme excitement, joy, and happiness. Without a context, we feel aroused,

but cannot label it as an emotional response to a stimulus. If a context is present, we can evaluate

our arousal in terms of that context, and thus an emotional response is present.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

2
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



2. Informal Appraisals

When we buy any consumer good, we make intuitive pricing decisions that can be called

informal appraisals. A similar intuitive knowledge can be applied to real estate. The market

analyses made by brokers and sales people can also be called informal appraisals.

3. Formal Appraisals

A formal appraisal is a means of reaching an opinion of value by the collection and analysis of

relevant data. Formal and informal appraisals share some common ground: both depend in part

on supporting data and judgment.

4. The Appraisal Report

The results of formal appraisals are communicated to the client by an appraisal report. Reports

may be either oral or written. Professional and legal standards govern the form and content of

appraisal reports.

5. Uses of Appraisals

 Market Transactions

 Purchase, sale and exchange

 Financing

 Leasing

 Management

 Insurance coverage

 Remodeling and development

 Feasibility and highest and best use studies

 Exercise of purchase and lease options.

6. Legal Transactions

 Eminent domain--condemnor and condemnee

 Property tax assessment, and tax appeals cases

 Estate, inheritance, and gift tax

 Income tax--casualty loss, depreciation basis, and capital gains reporting
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 Personal and corporate legal actions

 Environmental impact reports

 Fire or title insurance claims

 Marital and partnership dissolutions

 Landlord-tenant and property damage lawsuits

 Loan foreclosures

 Company liquidation or merger

 Bankruptcy

 Security for bail bonds

7. Standards Of Appraisal Practice

The Uniform Standards of Professional Appraisal Practice were adopted in 1987 by leading

appraisal groups. The brief overview of USPAP in this book is meant to be introductory in

nature.

Now endorsed by government and industry alike, USPAP standards must be adhered to by all

state licensed and certified appraisers. Practicing appraisers should maintain a current desk copy

of the document.

8. Appraisal Standards

USPAP includes the following general standards for real estate appraisers:

 Standard 1. In developing a real property appraisal, an appraiser must identify the problem to be

solved and the scope of work necessary to solve the problem, and correctly complete the research

and analysis necessary to produce a credible appraisal. USPAP, 2006.

 Standard 2. In reporting the results of a real property appraisal, an appraiser must communicate

each analysis, opinion, and conclusion in a manner that is not misleading. USPAP, 2006.

9. Developing Appraisal Skills

Reasons for studying appraisal and developing appraisal skills:

 Such skills are important to real estate agents, investors, and lenders.

 Studying appraisal may help you in other real estate courses.

 Such study can help you pass the real estate sales, brokers or appraisers examinations.
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 Studying appraisal will improve your understanding of the way appraisers work and talk.

Instructions

In Section 2 of this course you will cover these topics:
Legal Considerations In Appraisal

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Legal Considerations In Appraisal

Topic Objective:

At the end of this topic student would be able to understand:

 Define and explain the Physical and legal characteristics of real estate

 Define and explain the The components of real property

 Define and explain the A closer look at fixtures

 Define and explain the Real property rights

 Define and explain the Use restrictions

 Define and explain the Real estate contracts

 Define and explain the Statute of frauds

 Define and explain the Real property rights

 Define and explain the Types of legal descriptions
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Definition/Overview:

Legal Considerations In Appraisal: An estate is the net worth of a person at any point in time.

It is the sum of a person's assets - legal rights, interests and entitlements to property of any kind -

less all liabilities at that time. The issue is of special legal significance on a question of

bankruptcy and death of the person. (See inheritance.)

Depending on the context, the term is also used in reference to an estate in land or of a particular

kind of property (such as real estate or personal estate). The term is also used to refer to the sum

of a person's assets only.

Key Points:

1. Physical And Legal Characteristics Of Real Estate

 Property consists of rights that have value.

 The rights to physical objects are called tangible property.

 The rights to non-physical things are called intangible property.

 Real property refers to the land and everything attached.

 Personal property consists of property that is movable. Personal property is all property that is

not real property.

 In theory, real estate is the physical thing, and real property, the right to its use. In common

usage, the two terms mean the same.

2. The Components of Real Property

2.1 The Land

The land includes the surface, the soil and rocks beneath and the space above. The use of

airspace, liquids and gases below the surface has been limited by law.
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2.2 Permanently Affixed Objects

Permanently fastened objects are part of the real estate. Objects that are not clearly

attached to the land may be personal property. When certain legal conditions are met, an

object of personal property becomes a fixture, and part of the real estate.

2.3 Appurtenant Rights

An appurtenant right gives the owner of one property, (the dominant tenement), a specific

limited legal use of another property (the servient tenement). Water rights, easements,

and stocks in a mutual utility company are examples of appurtenant rights.

2.4 That Which Is Immovable By Law

Personal property that is legally bound to the land becomes real property.

3. A Closer Look at Fixtures

When certain personal property items become real property, they are referred to as fixtures.

3.1 The Law of Fixtures

Courts have set five tests to determine whether an item is personal or real property. The

tests are weighed collectively.

o The intention of the person incorporating the personal property.

o How permanently the property is attached to the land or building.

o The extent to which the property is adapted for use with the land.

o The existence of any agreement between the parties.

o The relationship between the parties.

3.2 Using the Fixture Law in Appraisals

o Real estate appraisals require the appraisers judgment as to whether an object is real or personal

property.

o Details of pending sales or leases can be helpful in determining intent.

o Difficult items to categorize include carpets, drapes and blinds; cabinets and kitchen equipment;

chandeliers, and garden decorations; or trade fixtures.
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4. Real Property Rights

These include the rights to occupy the property, sell it, exclude others, borrow against it, and

convey ownership by inheritance.

4.1 Fee Ownership

o The highest form of ownership is called the fee, fee simple, or fee simple absolute estate.

o Property that is owned subject to certain limitations (e.g., deed restrictions) is said to be held in

fee simple qualified.

4.2 Bundle of Rights

o The right to occupy the property.

o The right to sell it.

o The right to exclude others.

o The right to borrow against it.

o The right to convey ownership by gift or inheritance.

4.3 Partial Interests

o Partial interests are created when an owner keeps certain property rights while conveying other

rights to others. Shared interest projects also involve partial interests.

5. Use Restrictions

The benefits of ownership depend upon the uses that are available.

Public and private restrictions and market restrictions affect these uses, and therefore the value of

real estate.

5.1 Government Restrictions

Remember these by the acronym PETE, which has the first letter of each power:

o Police power

o Eminent domain

o Taxation

o Escheat

5.2 How Police Power Affects Real Estate

Examples of use restrictions based on the police power of government include:

o Air and water pollution controls
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o Building, housing, and electrical codes

o Coastal preservation zones

o Condominium conversion ordinances

o Endangered species act

o Environmental controls

o Flood zones

o Historical preservation acts

o Master plans

o Park dedications

o Rent control

o Seismic safety study areas

o Sign abatement ordinances

o Solid waste disposal laws

o Strip mining rehabilitation acts

o Subdivision requirements

o Underground utility requirements

o Wild river protection acts

o Zoning ordinances

5.3 Private Restrictions

o CC&Rs (Conditions, Covenants, and Restrictions)

o Private easements and contracts

5.4 Market Restrictions

o The market encourages only those uses of land that are economically feasible.

5.5 Potential Use and Value

o The combination of government, private, and market restrictions determine how land will be

used, and thus its value.

o
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6. Real Estate Contracts

Contracts are essential to nearly all aspects of real estate. Appraisers need to understand the

basics of contracts, and when to ask an attorney to interpret one.

A contract is an agreement, involving more than one party, creating an obligation to do a

particular act.

 The offer

 The acceptance

 The consideration

6.1 Importance of Contracts to Real Estate

Any purchase, listing, lease, loan, or option involves a contract. Similarly, all title,

ownership rights, or private restrictions on rights involve a contract.

6.2 Requirements for a Valid Contract

o Competent parties

o A subject an act to be performed

o Legal consideration

o Mutual agreement as to the elements

o Obligation for both parties to perform

7. Statute of Frauds

Certain contracts must be in writing or evidenced by a memo to be enforceable.

o Sale contracts for goods over a certain amount

o Sale contracts for real estate

o Contracts explicitly needing over a year to perform

o Contracts to guarantee the debt of another

8. Real Property Rights

 Fee ownership includes the following Bundle of Rights

 The Right to:
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o Occupy

o Sell

o Borrow Against

o Exclude Others

o Convey Ownership by Inheritance

 Partial Interests

o Leased fee estates

o Leasehold estates

o Life Estates

o Undivided interests in commonly held property

o Others

 Government Restrictions

 Police Power

o Building and Safety

o General Welfare

o Community Planning, etc.

 Eminent Domain

o Sovereign body taking back private property for public use and paying just compensation

 Taxation

o Sovereign body may imposes taxes as needed as long as they are fair

 Escheat

o The sovereign body will take back the title to the property if the owner dies or disappears and

leaves no relatives or heirs

9. Types Of Legal Descriptions

o Recorded Lot, Block & Tract

o Metes and Bounds

o Government Survey
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In Section 3 of this course you will cover these topics:
The Formal Appraisal Process

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: The Formal Appraisal Process

Topic Objective:

 Define and explain the Market value

 Define and explain the Classical approaches to value

 Define and explain the Steps in the sales comparison approach

 Define and explain the Conformity with USPAP requirements

 Define and explain the Types of value

 Define and explain the Four steps in appraisal process

 Define and explain the Criteria for market value

 Define and explain the Appraisal Process And USPAP

Definition/Overview:

The Appraisal Process: The appraisal process consists of four steps as follows:

 Identify the appraisal problem to be solved.

 Identify appropriate solutions

 Execute the appropriate scope of work

 Report the findings and conclusions reached.
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Key Points:

1. The Appraisal Process And Uspap

 The Appraisal Process

o Is Defined by USPAP

o USPAP must be followed by

▪ Appraisers completing Federally Insured Transactions

▪ Licensed or Certified Appraisers in Mandatory States

▪ Most Professional Organizations require compliance with USPAP

2. Conformity With Uspap Requirements

 Standard 1

o How an appraisal should be developed

 Standard 2

o How an appraisal should be reported

3. Four Steps In Appraisal Process

 Identify the Appraisal Problem

o The six (6) elements to be identified

▪ Identification of client

▪ Intended use of the appraisal

▪ Type and definition of value

▪ Effective date ofappraisal

▪ The subjects relevant characteristics

▪ Assignment conditions

 Identify Appropriate Solutions The Scope of Work

o Defining the Scope of Work

▪ Extent of identification

▪ Extent of property inspection

▪ Type and extent of data researched

 Execute the Appropriate Scope of Work
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o The Sales Comparison Approach to Value

o The Cost Approach to Value

o The Income Approach to Value

 Report Findings and Conclusions

o Four Types of Written Reports

▪ Self-Contained Appraisal Report

▪ The Summary Appraisal Report

▪ The Restricted Use Report

▪ With the Minimum required content

4. Types Of Value

 Assessed value

 Book Value

 apitalized value

 Cash value

 Depreciated value

 Economic value

 Exchange value

 Face value

 Fair value

 Going concern value

 Inheritance tax value

 Insurance value

5. Market Value

Market value is the price at which an asset would trade in a competitive Walrasian auction

setting. Market value is often used interchangeably with open market value, fair value or fair

market value, although these terms have distinct definitions in different standards, and may differ

in some circumstances.
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5.1 Marketing of Real Estates

The term is commonly used in real estate appraisal, since real estate markets are

generally considered both informationally and transactionally inefficient. Also, real estate

markets are subject to prolonged periods of disequilibrium, such as in contamination

situations or other market disruptions.

Appraisals are usually performed under some set of assumptions about transactional

markets, and those assumptions are captured in the definition of value used for the

appraisal. Commonly, the definition set forth for U.S. federally regulated lending

institutions is used, although other definitions may also be used under some

circumstances:

"The most probable price (in terms of money) which a property should bring in a

competitive and open market under all conditions requisite to a fair sale, the buyer and

seller each acting prudently and knowledgeably, and assuming the price is not affected by

undue stimulus. Implicit in this definition is the consummation of a sale as of a specified

date and the passing of title from seller to buyer under conditions whereby: the buyer and

seller are typically motivated; both parties are well informed or well advised, and acting

in what they consider their best interests; a reasonable time is allowed for exposure in the

open market; payment is made in terms of cash in United States dollars or in terms of

financial arrangements comparable thereto; and the price represents the normal

consideration for the property sold unaffected by special or creative financing or sales

concessions granted by anyone associated with the sale."

USA, Licensed or Certified Apppraisers may be required under state, federal, or local

laws to develop appraisals subject to USPAP Uniform Standards of Professional

Appraisal Practice. The Uniform Standards of Professional Appraisal Practice requires

that when market value is the applicable definition, the appraisal must also contain an

analysis of the highest and best use as well as an estimation of exposure time. Many

states do not require mandatory licensure of appraisers.

It is important to note that USPAP does not require that all real estate appraisals be

performed at market value. Indeed, there are frequent situations when appraisers are
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called upon to appraise other values. If a value other than market value is appropriate,

USPAP only requires that the appraiser provide both the definition of value being used

and the citation for that definition.

6. Criteria For Market Value

 Typical Motivation

 Informed Parties

 Market Exposure

 Terms of Sale

 No Sales Concessions

7. Classical Approaches To Value

 The Sales Comparison Approach to Value

 The Cost Approach to Value

 The Income Approach to Value

8. Steps In The Sales Comparison Approach

 Investigate Comparable Sales

 Compare Sales to Subject Property

 Adjust for Differences

 Arrive at Value for Subject
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In Section 4 of this course you will cover these topics:
Focus On Neighborhood, Community, And Market

Real Estate Economics And Value

Property Inspection And Analysis: The Site.

Property Inspection And Analysis: The Improvements.

The Sales Comparison Approach

Analyzing And Adjusting Comparable Sales

Valuing The Site

Introducing The Cost Approach

Estimating Loss In Value: Accrued Depreciation

The Income Approach

Income Capitalization: Rates And Techniques

Reconciling The Value Estimates

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Focus On Neighborhood, Community, And Market

Topic Objective:

 Neighborhood analysis

 Boundaries of the neighborhood

 Neighborhood profile

 One-unit housing trends

 For one-unit housing:

 Present land use in percent:

 Neighborhood planning process

 Sources of neighborhood data
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Definition/Overview:

Neighborhood: A neighborhood or neighborhood (see spelling differences) is a geographically

localized community within a larger city, town or suburb. Neighborhoods are often social

communities with considerable face-to-face interaction among members.

A neighborhood is a cluster of properties of similar land use and value. It is a group of

complementary land uses; a congruous grouping of inhabitants, buildings, or business

enterprises.

Key Points:

1. Neighborhood Analysis

In this section, we explain the concept of the neighborhood and show how to use neighborhood

information.

2. Boundaries of the Neighborhood

Neighborhood boundaries may be set by economic factors, physical features, or legal boundaries.

Boundaries may also be set by changes observed in the characteristics of the occupants,

buildings, or land uses.

3. Neighborhood Profile

Typical features described for a residential neighborhood include:

3.1 Neighborhood Characteristics:

o Classified as urban, suburban, or rural.

o The percentage of built up land: over 75%, 25-75%, or under 25%.

o Growth rate may be described as rapid, static, or slow.

4. One-Unit Housing Trends:

 Are property values increasing, stable, or declining?

 Is supply/demand a shortage, in balance, or an oversupply?

 Is marketing time under 3 months, 3-6 months, or over?
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5. For One-Unit Housing:

 What are low, high, and predominant (most common) prices and ages of homes in the

neighborhood?

6. Present Land Use in Percent:

 One-unit residential structures

 2-4 unit residential structures

 Multi-family structures (5+ units)

 Commercial

 Other

7. Neighborhood Planning process

After a valid and useful information source has been established, collecting information becomes

easier. Collecting information is the first step in neighborhood planning. Planners combine the

information they have gathered from residents with other information they have obtained from

personal observation and surveying the land. They use all of this information to create a large,

more informative picture of the neighborhood.

The second step in the neighborhood planning process is making sense of the information. This

entails pinpointing issues and establishing which issues are of major concern. Pinpointing issues

helps to define which issues will take precedence if they should conflict with one another.

Setting goals is the third step of neighborhood planning. This step should come easily after

certain issues and problems have been discovered. The goals that are set need to represent the

community and what would best suit their interests.

The fourth step in the neighborhood planning process is to come up with alternatives and select

among them. This involves the planning committee coming up with different alternatives for

each goal. After these alternatives are established the committee will discuss and decide which

alternatives are the best suited to reach the goals. Probably combining all alternatives in a way
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that benefits reaching all goals in the least loss-causing way would be the best alternative among

all.

The fifth step of neighborhood planning is to put the plan together. Now that goals and policies

have been established, strategies and specific courses of action need to be defined. This involves

putting all of the elements together to create a plan.

The sixth step is to figure out how to implement the plan the committee has created. This

requires the planning committee to decide what actions need to take place in order to effectively

implement the plan. The committee needs to decide what resources are available, and ways in

which to create more available resources. This step helps decide where funding and financial

stability will come from.

The seventh and final step of neighborhood planning is monitoring, evaluating, and updating

your plan. While this may be the final step of neighborhood planning, it does not mean that the

planning process is finished. The committee still needs to take a look at the decisions they have

made and decide which parts of the plan work and do not work. The plans that do not work

should be revisited and revised. Because the plan can always be updated and changed, the

process is never really finished. One thing is for sure, planning and sustaining a functional

neighborhood is a process that involves generations of work and decision making.

8. Sources of Neighborhood Data

 Local Building and Planning Agencies

 Chambers of Commerce

 Real estate sales and property management agencies

 Neighborhood demographic services available on the Internet

: Real Estate Economics And Value

Topic Objective:

At the end of this topic student would be able to:

 Define and explain the Overview
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 Define and explain the Demand for housing

 Define and explain the Supply of housing

 Define and explain the The adjustment mechanism

 Define and explain the Adjustment with depreciation

 Define and explain the Increase in demand

 Define and explain the Increase in costs

Definition/Overview:

Real estate economics: Real estate economics is the application of economic techniques to real

estate markets. It tries to describe, explain, and predict patterns of prices, supply, and demand.

The closely related fields of housing economics is narrower in scope, concentrating on

residential real estate markets as does the research of real estate trends focus on the business and

structural changes impacting the industry. Both draw on partial equilibrium analysis (supply and

demand), urban economics, spatial economics, extensive research, surveys and finance.

Key Points:

1. Overview

The main participants in real estate markets are:

 Owner/User - These people are both owners and tenants. They purchase houses or commercial

property as an investment and also to live in or utilize as a business.

 Owner - These people are pure investors. They do not consume the real estate that they purchase.

Typically they rent out or lease the property to someone else.

 Renter - These people are pure consumers.

 Developers - These people prepare raw land for building which results in new product for the

market.
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 Renovators - These people supply refurbished buildings to the market.

 Facilitators - This includes banks, real estate brokers, lawyers, and others that facilitate the

purchase and sale of real estate.

The owner/user, owner, and renter comprise the demand side of the market, while the developers

and renovators comprise the supply side. In order to apply simple supply and demand analysis to

real estate markets a number of modifications need to be made to standard microeconomic

assumptions and procedures. In particular, the unique characteristics of the real estate market

must be accommodated. These characteristics include:

 Durability - Real estate is durable. A building can last for decades or even centuries, and the land

underneath it is practically indestructible. Because of this, real estate markets are modeled as a

stock/flow market. About 98% of supply consists of the stock of existing houses, while about 2%

consists of the flow of new development. The stock of real estate supply in any period is

determined by the existing stock in the previous period, the rate of deterioration of the existing

stock, the rate of renovation of the existing stock, and the flow of new development in the

current period. The effect of real estate market adjustments tend to be mitigated by the relatively

large stock of existing buildings.

 Heterogeneous - Every piece of real estate is unique, in terms of its location, in terms of the

building, and in terms of its financing. This makes pricing difficult, increases search costs,

creates information asymmetry and greatly restricts substitutability. To get around this problem,

economists (beginning with Muth (1960)) define supply in terms of service units, that is, any

physical unit can be deconstructed into the services that it provides. Olsen (1969) describes these

units of housing services as an unobservable theoretical construct. Housing stock depreciates

making it qualitatively different from a new building. The market equilibrating process operates

across multiple quality levels. Further, the real estate market is typically divided into residential,

commercial, and industrial segments. It can also be further divided into subcategories like

recreational, income generating, area, historical/protected, etc.

 High Transaction costs - Buying and/or moving into a home costs much more than most types of

transactions. These costs include search costs, real estate fees, moving costs, legal fees, land

transfer taxes, and deed registration fees. Transaction costs for the seller typically range between

1.5 - 6% of the purchase price. In some countries in Continental Europe, transaction costs for

both buyer and seller can range between 15 - 20%.
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 Long time delays - The market adjustment process is subject to time delays due to the length of

time it takes to finance, design, and construct new supply, and also due to the relatively slow rate

of change of demand. Because of these lags there is a great potential for disequilibrium in the

short run. Adjustment mechanisms tend to be slow, relative to more fluid markets.

 Both an investment good and a consumption good - Real estate can be purchased with the

expectation of attaining a return (an investment good), or with the intention of using it (a

consumption good), or both. These functions can be separated (with market participants

concentrating on one or the other function) or can be combined (in the case of the person that

lives in a house that they own). This dual nature of the good means that it is not uncommon for

people to over-invest in real estate, that is, to invest more money in an asset than it is worth on

the open market.

 Immobility - Real estate is locationally immobile (save for mobile homes, but the land

underneath them is still immobile). Consumers come to the good rather than the good going to

the consumer. Because of this, there can be no physical market-place. This spatial fixity means

that market adjustment must occur by people moving to dwelling units, rather than the

movement of the goods. For example, if tastes change and more people demand suburban

houses, people must find housing in the suburbs, because it is impossible to bring their existing

house and lot to the suburb (even a mobile home owner, who could move the house, must still

find a new lot). Spatial fixity combined with the close proximity of housing units in urban areas

suggest the potential for externalities inherent in a given location.

2. Demand for housing

The main determinants of the demand for housing are demographic. However other factors like

income, price of housing, cost and availability of credit, consumer preferences, investor

preferences, price of substitutes and price of compliments all play a role.

The core demographic variables are population size and population growth: the more people in

the economy, the greater the demand for housing. But this is an oversimplification. It is

necessary to consider family size, the age composition of the family, the number of first and

second children, net migration (immigration minus emigration), non-family household
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formation, the number of double family households, death rates, divorce rates, and marriages. In

housing economics, the elemental unit of analysis is not the individual as it is in standard partial

equilibrium models. Rather, it is households that demand housing services: typically one

household per house. The size and demographic composition of households is variable and not

entirely exogenous. It is endogenous to the housing market in the sense that as the price of

housing services increase, household size will tend also to increase.

Income is also an important determinant. Empirical measures of the income elasticity of demand

in North America range from 0.5 to 0.9. If permanent income elasticity is measured, the results

are a little higher because transitory income varies from year-to-year and across individuals so

positive transitory income will tend to cancel out negative transitory income. Many housing

economists use permanent income rather than annual income because of the high cost of

purchasing real estate. For many people, real estate will be the most costly item they will ever

buy.

The price of housing is also an important factor. The price elasticity of the demand for housing

services in North America is estimated as negative 0.7 by Polinsky and Ellwood (1979), and as

negative 0.9 by Maisel, Burnham, and Austin (1971).

An individual households housing demand can be modeled with standard utility/choice theory. A

utility function, such as U=U(X1,X2,X3,X4,...Xn), can be constructed in which the households

utility is a function of various goods and services (Xs). This will be subject to a budget constraint

such as P1X1+P2X2+...PnXn=Y, where Y is the households available income and the Ps are the

prices for the various goods and services. The equality indicates that the money spent on all the

goods and services must be equal to the available income. Because this is unrealistic, the model

must be adjusted to allow for borrowing and/or saving. A measure of wealth, lifetime income, or

permanent income is required. The model must also be adjusted to account for the

heterogeneousness of real estate. This can be done by deconstructing the utility function. If
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housing services (X4) is separated into the components that comprise it (Z1,Z2,Z3,Z4,...Zn), then

the utility function can be rewritten as U=U(X1,X2,X3,(Z1,Z2,Z3,Z4,...Zn)...Xn) By varying the

price of housing services (X4) and solving for points of optimal utility, that household's demand

schedule for housing services can be constructed. Market demand is calculated by summing all

individual household demands.

3. Supply of housing

Housing supply is produced using land, labour, and various inputs such as electricity and

building materials. The quantity of new supply is determined by the cost of these inputs, the

price of the existing stock of houses, and the technology of production. For a typical single

family dwelling in suburban North America, approximate percentage costs can be broken down

as: acquisition costs 10%, site improvement costs 11%, labour costs 26%, materials costs 31%,

finance costs 3%, administrative costs 15%, and marketing costs 4%. Multi-unit residential

dwellings typically break down as: acquisition costs 7%, site improvement costs 8%, labour

costs 27%, materials costs 33%, finance costs 4%, administrative costs 17%, and marketing costs

5%. Public subdivision requirements can increase development cost by up to 3% depending on

the jurisdiction. Differences in building codes account for about a 2% variation in development

costs. However these subdivision and building code costs typically increase the market value of

the buildings by at least the amount of their cost outlays. A production function such as

Q=f(L,N,M) can be constructed in which Q is the quantity of houses produced, N is the amount

of labour employed, L is the amount of land used, and M is the amount of other materials. This

production function must, however, be adjusted to account for the refurbishing and augmentation

of existing buildings. To do this a second production function is constructed that includes the

stock of existing housing, and their ages, as determinants. The two functions are summed

yielding the total production function. Alternatively an hedonic pricing model can be regressed.

The long-run price elasticity of supply is quite high. George Fallis estimates it as 8.2, but in the

short run supply tends to be very price inelastic. Supply price elasticity depends on the elasticity

of substitution and supply restrictions. There is significant substitutability both between land and
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materials, and between labour and materials. In high-value locations, multi-story concrete

buildings are typically built to reduce the amount of expensive land used. As labour costs

increased since the 1950s, new materials and capital intensive techniques have been employed to

reduce the amount of relatively expensive labour used. However supply restrictions can

significantly affect substitutability. In particular the lack of supply of skilled labour (and labour

union requirements), can constrain the substitution from capital to labour. Land availability can

also constrain substitutability if the area of interest is delineated (that is, the larger the area, the

more suppliers of land, and the more substitution that is possible). Land use controls such as

zoning bylaws can also reduce land substitutability.

4. The adjustment mechanism

The basic adjustment mechanism is a stock/flow model to reflect the fact that about 98% the

market is comprised of existing stock and about 2% consists of the flow of new buildings.

In the diagram to the right, the stock of housing supply is presented in the left panel while the

new flow is in the right panel. There are four steps in the basic adjustment mechanism. First, the

initial equilibrium price (Ro) is determined by the intersection of the supply of existing housing

stock (SH) and the demand for housing (D). This rent is then translated into value (Vo) via

discounting cash flows. Value is calculated by dividing current period rents by the discount rate,

that is, as a perpetuity. Then value is compared to construction costs (CC) in order to determine

whether profitable opportunities exist for developers. The intersection of construction costs and

the value of housing services determine the maximum level of new housing starts (HSo). Finally

the amount of housing starts in the current period is added to the available stock of housing in the

next period. In the next period, supply curve SH will shift to the right by amount HSo.

5. Adjustment with depreciation

The diagram to the right shows the effects of depreciation. If the supply of existing housing

deteriorates due to wear, then the stock of housing supply depreciates. Because of this, the

supply of housing (SHo) will shift to the left (to SH1) resulting in a new equilibrium price of R1.

The increase of prices from Ro to R1 will shift the value function up (from Vo to V1). As a
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result, more houses can be produced profitably and housing starts will increase (from HSo to

HS1). Then the supply of housing will shift back to its initial position (SH1 to SHo).

6. Increase in demand

7.

The diagram on the right shows the effects of an increase in demand in the short run. If there is

an increase in the demand for housing, such as the shift from Do to D1 there will be either a

price or quantity adjustment, or both. For the price to stay the same, the supply of housing must

increase. That is, supply SHo must increase by HS.

8. Increase in costs

The diagram on the left shows the effects of an increase in costs in the short-run. If construction

costs increase (say from CCo to CC1), developers will find their business less profitable and will

be more selective in their ventures. In addition some developers may leave the industry. The

quantity of housing starts will decrease (HSo to HS1). This will eventually reduce the level of

supply (from SHo to SH1) as the existing stock of housing depreciates. Prices will tend to rise

(from Ro to R1).

: Property Inspection And Analysis: The Site.

Topic Objective:

At the end of this topic student would be able to:

 Define and explain the Home inspection types
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Definition/Overview:

Property Inspection: A home inspection is a non-invasive examination of the condition of a

home, often in connection with the sale of that home. This is carried out by a home inspector,

who usually has special equipment and training to carry out such inspections. A home inspection

report is then issued by the home inspector. Many home inspectors use home inspection

software.

Key Points:

1. Home inspection types

The pre-delivery inspection, which generally applies to newly-built homes, is a real estate term

that means the buyer has the option (or requirement, depending upon how the real estate contract

is written) to inspect the property prior to closing or settlement. These inspections generally

takes place up to a week before a closing, and they generally allow buyers the first opportunity to

inspect their new home. Additionally, the inspection is to ensure that all terms of the contract

have been met, that the home is substantially completed, and that major items are in working

order.

Along with a representative of the builder (generally the construction supervisor or foreman), the

buyers may be accompanied by a home inspector of their choice. Any noted defects are added to

a punch list for completion prior to closing. Often a second inspection is conducted to ensure that

the defects have been corrected.
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Many local governments within the United States and Canada require that new-home builders

provide a home warranty for a limited period, and this typically results in home builders

conducting a pre-delivery inspection with the buyer.

In a resale situation, this type of inspection is often termed the "final walk-through", and, based

on the contract's provisions, it allows the buyer the opportunity to inspect the home prior to

closing to ensure that agreed-upon repairs or improvements have been completed.

: Property Inspection And Analysis: The Improvements.

Topic Objective:

At the end of this topic student would be able to:

 Define and explain the Types of value

 Define and explain the Price versus value

Definition/Overview:

Overview: An inspector will check the roof, basement, heating system, water heater, air-

conditioning system, structure, plumbing, electrical, and many other aspects of buildings looking

for improper building practices, those items that require extensive repairs, items that are general

maintenance issues, as well as some fire and safety issues. Home owners or home buyers often

use a home inspection service before selling or buying their houses. A home inspector conducts a

thorough examination of a home to detect any potential systems or components requiring

attention. A home owner receives a detailed report of the condition of his/her home so that

he/she can plan for needed repairs and upgrades when it is time to make them.
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A home inspector is sometimes confused with a real estate appraiser. A home inspector

determines the condition of a structure, whereas an appraiser determines the value of a property.

A home cannot "fail" an inspection, as there is no score or passing grade given. A professional

home inspection is an examination of the current condition of a house. It is not an appraisal. It is

not a municipal inspection, which verifies local building code code compliance. A home

inspector, therefore, will not pass or fail a house, but rather describe its physical condition and

indicate what components and systems may need a major or minor repair or replacement.

Key Points:

1. Types of value

There are several types and definitions of value sought by a real estate appraisal. Some of the

most common are:

Market Value The price at which an asset would trade in a competitive Walrasian auction setting.

Market Value is usually interchangeable with Open Market Value or Fair Value. International

Valuation Standards (IVS) define Market Value as:

 Market Value is the estimated amount for which a property should exchange on the date of

valuation between a willing buyer and a willing seller in an arms-length transaction after proper

marketing wherein the parties had each acted knowledgably, prudently, and without compulsion.

 Value-in-use The net present value (NPV) of a cash flow that an asset generates for a specific

owner under a specific use. Value-in-use is the value to one particular user, and is usually below

the market value of a property.

 Investment value - is the value to one particular investor, and is usually higher than the market

value of a property.

 Insurable value - is the value of real property covered by an insurance policy. Generally it does

not include the site value.
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 Liquidation value -- may be analyzed as either a forced liquidation or an orderly liquidation and

is a commonly sought standard of value in bankruptcy proceedings. It assumes a seller who is

compelled to sell after an exposure period which is less than the market-normal timeframe.

2. Price versus value

It is important to distinguish between Market Value and Price. A price obtained for a specific

property under a specific transaction may or may not represent that property's market value:

special considerations may have been present, such as a special relationship between the buyer

and the seller, or else the transaction may have been part of a larger set of transactions in which

the parties had engaged. Another possibility is that a special buyer may have been willing to pay

a premium over and above the market value, if his subjective valuation of the property (its

investment value for him) was higher than the Market Value. An example of this would be the

owner of a neighbouring property who, by combining his own property with the subject property,

could thereby obtain economies-of-scale. Such situations often arise in corporate finance, as for

example when a merger or acquisition is concluded at a price which is higher than the value

represented by the price of the underlying stock. The usual rationale for these valuations would

be that the 'sum is greater than its parts', since full ownership of a company entails special

privileges for which a potential purchaser would be willing to pay. Such situations arise in real

estate/property markets as well. It is the task of the real estate appraiser/property valuer to judge

whether a specific price obtained under a specific transaction is indicative of Market Value.

: The Sales Comparison Approach

Topic Objective:

At the end of this topic student would be able to:

 Define and explain the Units of Comparison

 Define and explain the Economic Basis

 Define and explain the Examples of Methods
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Definition/Overview:

The sales comparison approach: The sales comparison approach (SCA) is one of the three

major groupings of valuation methods, called the three approaches to value, commonly used in

real estate appraisal. This approach compares a subject property's characteristics with those of

comparable properties which have recently sold in similar transactions. The process uses one of

several techniques to adjust the prices of the comparable transactions according to the presence,

absence, or degree of characteristics which influence value. As such, all sales comparison

approach methods are variations on hedonic-type measurements, which determine the value of

something as the sum of the value of the various components which contribute utility.

Key Points:

1. Units of Comparison

The SCA relies on the assumption that a matrix of attributes or significant features of a property

drive its value. For examples, in the case of a single family residence, such attributes might be

floor area, views, distance to amenities, number of bathrooms, lot size, age of the property and

condition of property.

2. Economic Basis

The sales comparison approach is based upon the principles of supply and demand, as well as

upon the principle of substitution. Supply and demand indicates value through typical market

behavior of both buyers and sellers. Substitution indicates that a purchaser would not purchase

an improved property for any value higher than it could be replaced for on a site with equivalent

utility, assuming no undue delays in construction.
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3. Examples of Methods

In practice, the most common SCA method used by estate agents and real estate appraisers is the

sales adjustment grid. It uses a small number of recently sold properties in the immediate vicinity

of the subject property to estimates the value of its attributes. Adjustments to the comparables

may be determined by trend analysis, matched-pairs analysis, or simple surveys of the market.

More advanced researchers and appraisers commonly employ statistical techniques based on

multiple regression methods which generally compare a larger number of more geographically

dispersed property transactions to determine the significance and magnitude of the impact of

different attributes on property value. Research has shown that the sales adjustment grid and the

multiple regression model are theoretically the same, with the former applying more heuristic

methods and the latter using statistical techniques.

Spatial auto regression plagues these statistical techniques, since high priced properties tend to

cluster together and therefore one property price is not independent of its neighbor. Given

property inflation and price cycles, both comparison techniques can become unreliable if the

time interval between transactions sampled is excessive. The other factor undermining a

simplistic use of the SCA is the evolving nature of city neighborhoods, though in reality urban

evolution occurs gradually enough to minimize its' impact on this approach to value.

In more complex situations, such as litigation or contaminated property appraisal, appraisers

develop SCA adjustments using widely accepted advanced techniques, such as repeat sales

models (to measure house price appreciation over time), survey research (e.g. contingent

valuation), case studies (to develop adjustments in complex situations) or other statistically-

based techniques.
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Your content is being updated and refreshed for enhanced academic experience; therefore,

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

33
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



you won’t be able to access your classroom temporarily. It will be activated in a short
while. We apologize for the inconvenience caused.

For any further queries, please speak to your counselor at 1-866-533-MUST (6878
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