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D etermining the true value of a commercial 
property is essential in many circumstances, 
such as for investment or strategic 

purposes as well as for economic feasibility 
studies. Commercial Property Valuation offers 
a comprehensive guide that helps determine 
the Market Value of a property using logical, 
clear and mutually agreeable methods based on 
credible and objective data.

Supported by a straightforward description of 
the economic characteristics of properties as well 
as of their risks, Commercial Property Valuation 
offers an approach to valuation that looks at 
each property as a company, whose value directly 
depends on the revenues deriving by the product 
offered to the marketplace – the use of space 
leased to tenants, and its related risk. Examples 
and case studies are also provided to support the 
theoretical base and to facilitate an immediate 
comprehension and application.

Based on the authors combined professional and 
academic experience, Commercial Property Valuation 
is a real-world guide for distinguishing theory 
from what is effective in practice and is addressed 
to both professionals who operate in the real 
estate sector and the inexperienced who, for 
personal or professional reasons, need to estimate 
the value of a real estate asset.

Visit the companion website at www.cpv-mb.com 
to learn more about the book.
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Commercial Property Valuation
“This book is focused on a thorough understanding of the inputs into both implicit and explicit valuation 
methods, and uses a set of highly practical examples for readers to follow.”

—Prof. Andrew Baum, Professor of Practice, 
Saïd Business School, University of Oxford

“Property valuation is both an art and a science and first principles are essential knowledge in a world where 
electronic ‘black boxes’ are asserting themselves. This body of work is an excellent place to start.”

—Tony Crabb, Director - Research, 
Cushman & Wakefield Australia

“The market desperately needs a succinct instructional book on Commercial Property Valuation and this text 
by Giacomo Morri and Paolo Benedetto fills the gap. It clearly instructs the appraiser to select appropriate 
methods given the information available and type of property under analysis. At the same time, it is more than 
an appraisal book. It covers fundamentals of user decisions, fundamental drivers of demand and supply and 
risk metrics which should impact required yields and value. The length is such that we can require and actually 
expect readers to utilize the entire book. We are going to switch to this book as soon as it is available.”

—Prof. Norman G. Miller, Ernest W. Hahn Chair of Real Estate Finance,  
University of San Diego

“Commercial Property Valuation: Methods and Case Studies is a valuable addition to existing books on property 
valuation. Focusing less on the maths, the book is very readable but rigorous at the same time. Blending the 
professional and academic experience of the two authors, the chapters are comprehensive and well-written. The 
accompanying cases provide realistic and clear illustration on the different valuation methods and scenarios. 
This book is highly recommended for students and practitioners in commercial property appraisal as well 
as those seeking to build a strong foundation in property development, investment and asset management 
because valuation is an integral part of every real estate decision.”

—Prof. Joseph Ooi, Professor of Real Estate,  
National University of Singapore

“This book will interest of course every real estate professional who wish to deepen their knowledge on real 
estate valuations. But beyond that, this book brings for sure a welcomed and worthwhile contribution to 
our industry and, more broadly, to the economy as it shows the way to raise the bar of valuation practices 
thanks to a sophisticated and rigorous but always pragmatic approach. This can just reinforce trust in the 
real estate business sector; a fundamental aspect in the always turbulent markets.”

—Vincent Vinit, Chief Risk Officer, 
Generali Real Estate S.p.A.



Trim Size: 170mm x 244mm Morri512127 ffirs.tex V1 - 05/27/2019 12:30pm Page i�

� �

�

Commercial
Property
Valuation



Trim Size: 170mm x 244mm Morri512127 ffirs.tex V1 - 05/27/2019 12:30pm Page ii�

� �

�

Founded in 1807, John Wiley & Sons is the oldest independent publishing company in the
United States. With offices in North America, Europe, Australia and Asia, Wiley is glob-
ally committed to developing and marketing print and electronic products and services for
our customers’ professional and personal knowledge and understanding.

The Wiley Finance series contains books written specifically for finance and invest-
ment professionals as well as sophisticated individual investors and their financial advi-
sors. Book topics range from portfolio management to e-commerce, risk management,
financial engineering, valuation and financial instrument analysis, as well as much more.
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Foreword

P roperty valuation is a field of professional practice that has been consistently challenged
by academics over the last fifty years. The UK, in particular, has seen a continuing battle

between proponents of simple income capitalization methods, which are perfectly appropriate
in simple cases, and critics of these methods, who have observed the mathematical and logi-
cal errors which creep in when the case becomes less simple. The complications which have
kept us busy include leasehold interests, over-rented property and reversionary (under-rented)
assets.

In 2019, there are a lot more complications to be dealt with. The simplest of simple cases
that gives comfort to the traditional valuer is a property let to a single tenant at a market triple
net rent on a long lease. The cash flow begins immediately: there are no deductions to be made,
there are no upward or downward shocks to be anticipated for a long time. The relationship
between the cap rate, the required return and a simple rent growth rate is complicated only by
the periodicity of rent reviews – and not complicated at all if they are annual. In such cases
the “implicit” cap rate approach – while relatively useless in providing information – does a
perfectly good job as a measure of value, and there is no need for a laborious explicit DCF
approach.

But such cases have become rarer. Leases have become shorter. Buildings have become
bigger and are more likely to be multi-let. There are more likely to be irrecoverable expenses.
There are likely to be fitting out contributions or free-rent periods to support supposed “mar-
ket” rent levels. Shorter leases increase the chances of a rent re-set within reasonable hold or
analysis period. Retail rents may be turnover-based. The co-working generation has pushed
the underlying revenue model for business space closer to the hotel revenue model, which is
much less predictable. “Space as a service” implies a more complex EBITDA model for real
estate, which starts to look more like a business than a bond.

The result is that explicit DCF-based valuations are now essential in the majority of cases.
Computer-based valuation packages remove much of the labour needed to build such models,
and we can observe a significant switch in the issues which underlie any debate or instruction
about valuation.

First, black boxes are inevitable but dangerous. As property occupation becomes more
short-term and more service based, the variations to a standard model become greater in num-
ber and risk, and it is essential that students and practitioners of valuation understand the theory
and practice of building a solid, explicit cash flow model without reverting to an off-the-shelf
package. Second, data is essential. If leases are shorter and space is a service, what is the
likelihood of re-letting the space? And at what cost? After what period of vacancy?

This book is a very welcome and timely contribution to this switch. It is focused on a
thorough understanding of the inputs into both implicit and explicit valuation methods and
uses a set of highly practical examples for readers to follow. An examination of hedonic pricing

xiii
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xiv FOREWORD

prepares us for a world of automated valuation models in the residential for sale market, and
it is great to see examples focused not on New York or London but in continental Europe.

Oxford, May 2019
Andrew Baum

Professor of Practice, Saïd Business School – University of Oxford
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Foreword

For any real estate market player, landlord, investor, or lender, knowing the probable value of
a real estate asset is fundamental. Why is it so crucial? It is of such importance as it enables

quick move for arbitrages, reduces decision-making bias, avoids mistakes, and better manages
and mitigates investment risks. In the end, understanding the true value of the assets we have
in our hands makes all the difference between a profitable and losing investment – this is also
the reason why I deeply believe valuation is an instrumental part of any real estate asset risk
assessment.

Thanks to a didactic approach, the authors, in the first part of the book, provide all the
keys related to the real estate valuation theory. Whilst they primarily focus on commercial real
estate, they also include some colour on residential properties. This book being well balanced
about delivering concepts and examples, its second part encompass rich and detailed case
studies (office building, high street retail, hotel and residential development) that are presented
as a concrete application of the theory.

After a reminder of the main standards of our industry, the economic characteristics of the
real estate assets, and the various risk factors inherent to real estate investments, the authors
focus on property valuation. They introduce a simple and well-structured framework for the
analysis and valuation of real estate assets – both in a rigorous academic approach and at the
same time in business logic, resulting from long experience with key stakeholders of the real
estate business sector.

This book also offers a new classification of the valuation methods. The authors provide
deep and meaningful insights on each of them, with reminders when necessary of the specifics
of the real estate market (and the uniqueness of each asset) vs. that of the securities mar-
ket. They ensure always to clarify the central notions, illustrating them with many concrete
examples of application that help to better apprehend the valuation concepts, the methods,
their characteristics and uses, their advantages and limitations.

Rather than providing the reader with lots of formulas, the book concentrates on giving
the reader the right inputs to choose the best valuation approach to be applied in each specific
case. While the authors make it clear “why the choice of a valuation method is fundamental
to making a correct estimate of the market value”, they also explain the reasons why applying
different models at the same time, for other purposes than those of control, may not be rele-
vant and “would only contribute to deviating from the correct value” in the case of significant
differences emerging in the estimated value. It is also worth noting that the authors place more
emphasis on the economic and financial valuation methods than on the other ones made less
efficient in view of the evolution of the markets – these latter being used rather as tools for
verifying the results of the former. Furthermore, the authors pay particular attention to key but
somewhat grey concepts, such as the discount and cap rates. They remind us that, amongst
the many variables to consider, the paramount importance of understanding and setting these
metrics properly when using them as small changes up or down on these assumptions can lead
to a great impact on the value.

xv
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xvi FOREWORD

In the end, this book will interest, of course, every real estate professional who wishes to
deepen their knowledge on real estate valuations. But beyond that, this book brings for sure a
welcome and worthwhile contribution to our industry and, more broadly, to the economy, as
it shows the way to raise the bar of valuation practices thanks to a sophisticated and rigorous
but always pragmatic approach. This can only reinforce trust in the real estate business sector;
a fundamental aspect in the ever turbulent markets.

Paris, May 2019
Vincent Vinit

Chief Risk Officer, Generali Real Estate S.p.A.
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Preface

Real estate accounts for a large portion of overall wealth, and it is a means of production and
consumption, as well as an investment asset. For the reasonable conduct of these activities,

it is essential to know their value, even when they are not the subject of a sale. While the most
frequent reason for obtaining a Property Valuation is an impending sale, during which usually
both the seller and the buyer make their valuation of the asset to get an idea of its “true” value,
there are many other situations where it is still necessary to make an estimate.

Banks, for example, systematically resort to an asset valuation that will act as collateral
for the loan granted and, on that basis, will be able to determine the amount of the loan. Again,
in the case of successions or spin-off, the value of properties must often be determined. The
International Financial Reporting Standards (IFRS) themselves require a regular valuation of
properties at their Market Value. Other cases in which valuation is necessary are to determine
the value of a property for insurance coverage purposes or as a basis for the calculation of
property taxes.

However, unlike securities, each property is unique, and there is no equivalent sold on
a regulated market for which the actual dealing price is known with certainty. The fact that
the valuation is based on a prediction of more or less uncertain future events shows why the
valuation process is so important and why it has to ensure generality (it has to ignore the char-
acteristics of the parties involved in the negotiation and their respective contractual strengths
and the valuer must avoid or use with care any data and parameters vitiated by anomalous or
unusual situations, which may boost or reduce the value of the property), rationality (it has to
determine the value using a logical, clear and mutually agreeable system) and demonstrability
(the data used must be credible and objective).

The value is therefore different from the price as the former is an estimated ex-ante
amount, based on future forecasts, and therefore by definition uncertain, while the latter is an
ascertainable ex-post and therefore specific amount. If the market accepts an estimated value,
it may become a potential exchange value, and therefore a sale price, assuming that market
players consider the value fair and complete the transaction.

It is also appropriate, however, to distinguish between value and cost, where cost means
either the price paid for a given asset or the total expenses necessary to develop such an asset.
While in the first case, in certain circumstances, price, cost, and value may coincide (e.g. a
transaction that is concluded between the parties at a price corresponding to the estimated
Market Value, and which therefore becomes the purchase cost of the asset for the buyer), in
the second case an alignment between them is unlikely. For example, consider the case of a
Development Project, where the production cost of the Building should theoretically be lower
than the selling price of the same, at least in the case of a transaction that guarantees a positive
margin for the developer; or the case of a property with specific characteristics not suitable
for alternative use whose Market Value will therefore presumably be lower than the cost of
constructing it.



Trim Size: 170mm x 244mm Morri512127 fpref.tex V1 - 06/11/2019 2:38pm Page xviii

www.cpv-mb.com

�

� �

�

PREFACE

Property Valuation is, therefore, a fundamental activity in the modern economy and, as
such, there is an extensive literature on the topic. However, as academics and professionals,
we have always found that many of them mostly focus on the technicalities providing complex
and lengthy formulas which, if on one side are irreproachable from a mathematical point of
view, on the other leave vast space to the discretionary choice of inputs.

At this point, the reader will be asking himself what he/she will be able to find innovative
in the book and what instead he/she will not find at all.

Provided that there is nothing new to be created in Property Valuation, even though valu-
ation techniques are on a continuous evolution, let’s think about the impact of artificial intelli-
gence or the use of big data among the others, why or where should this book be different from
many others? The book differentiates in providing a new perspective of Property Valuation.
It does not start from formulas where it might be hard to identify the right data to input, but
rather from reasonings which might guide the reader in identifying, with a higher degree of
awareness, the right methods and the best parameters to apply in different circumstances.

The aim of this book, therefore, is to provide the reader with an easy to understand and
clear introduction to Property Valuation, with a well-defined approach to the topic, a descrip-
tion of the different valuation methods and an application to some typical cases. Not having
the ambition to cover all the issues related to Property Valuation, the book focuses in particular
on:

1. The Market Value estimation, the objective perspective of an external appraiser and not
the subjective one of a specific investor (as in the estimate of the Investment Value).

2. The Commercial Properties, which represent the primary real estate investment category,
even though Residential is an essential part of the property market.

3. The Income Capitalisation Methods. The methods based on the Market Approach and
those based on the Cost Approach, even if briefly described, will not be analysed in-depth
because they are both very well explained in other textbooks and their application in the
valuation of Commercial Properties is limited. On the other side, the Book will analyse
rigorously the topic of real estate cap and discount rates, which often represent a grey
area not only in practice but also in some textbooks. What exactly do Property Return
Rates represent? What are the parameters to take into account in their construction? What
is the relationship between the cap rate and the discount rate? The book tries to provide
answers to these and other questions, even if there is the awareness that there is not a
unique solution and that the primary reference regarding actual or expected returns should
always be represented by market players.

In this perspective, the authors suggest that the reader should look at each property as a
company, whose value directly depends on the product offered to the market, the use of Space,
whose measurement and economic quantification of costs and benefits require technical, eco-
nomic and financial competences and tools.

Property Valuation does not represent at all an exact science, and often there is not even an
absolute agreement on the best approach in order to value a specific property; therefore, a con-
scious, reasoned and justified choice allows to minimise the margin of error and to strengthen
the Property Valuation.

The reader will also find a straightforward description of the economic characteristics of
properties and of their risks, in order to assess which are the fundamental parameters to take
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Preface

into account in valuation and how to estimate them, together with practical support on how to
prepare a valuation report.

The book is based on the professional and academic experience of the authors. In their
professional experience as advisors, risk managers and board members, the authors have been
involved in hundreds of real estate valuations, either directly as valuers or indirectly as users
of valuation reports written by other valuers. This experience has allowed the authors to
acquire expertise in the elements of strength and weakness. Their academic activity, based
on research and teaching in masters and executive programmes, recently led to the publication
of an Italian language textbook1 on real estate valuations, from which this book has partially
taken inspiration.

The experience of the authors will guide the reader in distinguishing what is suggested
by the theory from what is necessary or effectively possible to apply in practice, in an ideal
comparison between “classroom” and “real world”. In contrast to textbooks full of formulas
that forget to help the reader on how to find “data” on the market, this book instead puts much
effort on the underlying reasoning. Some evidence will also be provided on the most common
mistakes in Property Valuation, in order to allow those who are not professional valuers to
be able to read a valuation report critically. To this end, we highlight the importance of the
selection of data, in their interpretation and in their processing.

Conversely, the book does not aim to debate around methods, definitions and classifica-
tions, but proposes some simplifications of all these in order to help the reader in understanding
the principles and techniques to estimate the value of properties in a modern economic per-
spective, which finds its foundation in the market. The use of capital letters is not, therefore,
oriented to give more importance to particular terms, which might not be so “strict” from a
legal or economic point of view, but rather, as it is commonly used in contracts, to simplify the
reading and to specify univocally certain concepts that will always be used in the book with
the same meaning (and whose definitions will be found in the glossary at the end of the book).

Concerning the content,2 the first eight chapters are mostly dedicated to theory and the
different valuation “methods”, while the last four chapters are dedicated to practise, with some
case studies included. In order to balance theory and practice, but at the same time to keep the
book effective in every country, some contents have been kept general on purpose. An outline
of each chapter follows:

■ Chapter 1 provides an introduction to the subject of Property Valuation. A definition of the
valuation requirement (i.e. the valuation subject, purpose and date, and the value basis to
be estimated) is provided. Next, the chapter focuses on the different bases of value, in par-
ticular distinguishing between Market Value, Investment Value and other commonly used
definitions. Finally, a brief description is given of the leading associations operating in
the field of Property Valuation and which aim to raise operating standards and standardise
international valuation practices.

■ Chapter 2 provides an interpretation of the economic features of properties, illustrating
their characteristics and providing a preliminary classification for valuation purposes.
In order to estimate the value of an asset correctly, it is essential to start by assessing
the economic characteristics that determine the demand from potential users and buyers.
These economic characteristics are also fundamental for choosing the correct valuation
method, as they identify which market data is required to allow the value of the asset to be
estimated. On the other side, it is also essential to identify the main types of risk involved
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in the real estate sector so that the risk of property investment can in some way be ade-
quately considered. The chapter will, therefore, also provide the reader with a description
of the main elements of risk, although it is correct to refer to these as uncertainty, in order
to identify an overall risk that can be associated with a specific property being valued, for
which an expected return rate may need to be estimated.

■ Chapter 3 provides an overview of the economic and property market analysis which is
the foundation of any Property Valuation.

■ Chapter 4 describes the valuation methods that will be analysed in-depth in the follow-
ing chapters, proposing a new classification, not in order to introduce a new theory of
Property Valuation or in order to impose new criteria, but rather to guide the reader in
the estimate of properties value as a function of their economic characteristics. A brief
description of the Depreciated Cost Approach Methods is provided in order to highlight
their limits.

■ Chapter 5 presents the Sales Comparison Approach Methods, starting with the principles
on which they are based, subsequently describing in greater detail the main application
criteria – the Direct Comparison Approach and the Hedonic Pricing Model – showing
how each one is used, and discussing their main advantages and limitations.

■ Chapter 6 provides a detailed description of the Income Capitalisation Comparison
Approach Methods, of the two main application criteria – the Direct Capitalisation
Approach and the Discounted Cash Flow Approach – and of the Residual Value Methods,
which, based on the same models, allow for the estimation of the value of greenfields,
brownfields and, more in general, all properties at the end of their life cycle.

■ Chapter 7 is dedicated to Property Return Rates (cap rate and discount rate), whose esti-
mate is still one of the most critical aspects in the application of the Income Capitalisation
Methods and which is often a source of mistakes or appraisals not sufficiently supported
by empirical evidence.

■ Chapter 8 describes the main elements of what is known as a “valuation report”, i.e. the
document relating to the appraisal of a property.

The book is also enriched with examples and in-depth analysis, which are enclosed
in boxes named respectively “Example” and “A Closer Look” which can be easily
identified.

Needless to say, although the book aims at outlining factors common to any real estate
valuation, and – hence – sets out principles, rules, and techniques applicable internationally, as
a matter of convention, the examples are presented in euros. Of course, nothing would change
were the pound sterling, US dollar, Lao kip or any other currency to be used. The choice to
refer to the euro in the examples appeared the best way to express the international outreach of
this book, as it is a symbol of internationalisation, having brought together a range of countries
within a single currency.

As previously mentioned, the last four chapters are dedicated to several case studies rep-
resentative of the methods previously described, in order to allow the reader to verify how they
can be practically applied. These chapters focus in particular on the application of the Income
Capitalisation Methods with the valuation of an office building, a high street retail unit, a hotel,
and, through the application of the Multiple Periods Residual Value Approach, a mixed-use
condominium development.
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The case studies, even if all adapted from real valuation reports, are presented in an
exemplifying and didactic form, which allows for reflection more on the identification of the
economic characteristics of the properties, the choice of the valuation method, and on the
right inputs to use, rather than on the technical criticalities or the mathematical calculations to
apply. At the same time, the case studies presented do not complete the entire possible spec-
trum of potential properties to be valued, even though they represent a sample that, with the
right adaptations, might be applied to a pretty wide array of properties.

Moreover, it must be taken into account the fact that the practical application of different
methods by different valuers might lead to the choice of different solutions. As mentioned
before, Property Valuation is not an exact science and therefore, as in any estimate, there is a
certain degree of uncertainty. In this sense, the choice of writing different case studies jointly
with different authors allows also having some examples of contrasting approaches used in the
real estate industry.

In valuations aimed at determining the Market Value of properties, the logical and mathe-
matical formulas are reduced to few calculations and, differently from investment analysis, the
technicalities are pretty simple. It is, instead, crucial to underline everything that is behind the
final calculation and therefore the identification of the economic characteristics of the prop-
erties, the choice of the proper valuation method, the market analysis, and the choice of the
correct input data to use.

This is why all the case studies presented are simplified regarding property description,
omitting all that information – technical, cadastral, urban planning, etc. – which is usually an
essential part of valuation reports, while they focus on the choice of the valuation method, on
the market analysis and, finally, on the application of the right criteria.

The book is combined with a dedicated website (www.cpv-mb.com) with:

■ Microsoft Excel spreadsheet files with formulas of valuation examples, to assist the
reader’s understanding, and for instant pedagogical use.

■ Microsoft PowerPoint presentations in order to synthesise for the reader the topics of each
chapter and which represent a useful tool for teaching purposes.

■ Links to websites mentioned in the text and to others of interest on related topics.
■ An interactive bibliography with the ability to directly consult articles and documents

mentioned, with links to the sources.

Any comments, critiques, suggestions, or information from readers are very welcome.
Please feel free to contact the authors by email at info@propertyfinance.it.

Heartfelt thanks to all those who, at various times, have contributed in the realisation
of this book. To Fabio Cristanziani (Generali Real Estate), Arianna Mazzanti (Milanosesto
Development – Prelios Group), Ezio Poinelli and Pavlos Papadimitriou (HVS) who have
written the case studies based on their professional experience. To professor Mihnea
Constantinescu (University of Zurich and PrepayWay), Marco Denari (Partners Group),
Stefano Farsura (Colonnade Group), Aldo Mazzocco (Generali Real Estate), Michele
Monterosso (ING Bank), Fabrizio Trimarchi (Hotel Seeker), and Stefano Chierichetti for
their invaluable support. Thanks also to all the students who have raised doubts and asked
questions on issues related to the valuation topic, thus pushing the authors to never stop
studying and learning!

Naturally, responsibility for all errors lies solely with the authors.
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Finally, the authors strive always to sustain in the course of their work and research the
fundamental principles of independence, integrity, objectivity, the respect of others and the
profession, the assumption of responsibilities and the need to continually work to raise their
own professional standards and to encourage the same in others.

Milan, Italy, June 2019
Giacomo Morri, MRICS & Paolo Benedetto, MRICS

NOTES

1. Morri G., Benedetto P. (2017), Valutazione Immobiliare – Metodologie e casi, EGEA, Milan (Italy).
2. The Book is the product of joint work of the Authors; however, Chapters 2, 4, 5, 6 and 7 are

mostly attributable to Giacomo Morri, while Chapters 1, 3, 8 and 9 are mostly attributable to Paolo
Benedetto.
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CHAPTER 1
Introduction to Property Valuation

This chapter provides an introduction to the subject of Property Valuation.1 A definition of
the valuation requirement (i.e. the valuation subject, purpose and date, and the value to be

estimated) is provided. In the sections that follow, a focus is made on the several basis of value,
in particular distinguishing between Market Value, Investment Value and other commonly used
definitions. Finally, a brief description is given of the leading associations that operate in the
field of Property Valuation and aim to raise operating standards and standardise international
valuation practices.

DETERMINING THE VALUATION REQUIREMENT

The valuation process consists of a sequence of activities which can be defined as follows and
will be examined in detail in this book:

1. Preliminary phase:
a) Determining the valuation requirement, i.e. the nature of the property and the objec-

tives of the valuation
b) Gathering and analysing the documentation and information required.

2. Operational phase:
a) Inspection of the property (unless it is exclusively a desktop valuation)
b) Identification of the applicable method and criteria
c) Gathering of market parameters
d) Calculation of the value using the chosen method
e) Writing of the valuation report.

3. Conclusion: checking of results.

Before considering the valuation methods and operational procedures to be used in carry-
ing out the valuation, it is essential to identify all the elements that contribute to determine the
valuation requirement unequivocally. Mostly, the valuer has to answer the following questions:

1. What is the subject of the valuation?
2. What is the purpose of the valuation?
3. What is the value definition to be estimated?
4. What is the valuation date?

The Subject of the Valuat ion

Without going into too much detail regarding the legal framework, which is outside the scope
of this book, and even though the subject of the Property Valuation might also be security rights
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and limited use rights (iura in re aliena, such as surface rights or usufruct), throughout this
book we shall refer exclusively to the full and exclusive right of ownership over a property,
without going into the valuation of other cases, even though they are relatively frequent in
professional practice.

We would also refer the reader to Chapter 2 for a detailed consideration of the economic
characteristics and the classification of properties, as proposed by the authors.

Purpose of the Valuat ion

Concerning the purpose of the valuation, there are many circumstances that could result in a
need (for regulatory compliance) or interest (for the client’s reasons) in knowing the value of
a property. Typically, however, the reasons stem from decisions of a financial nature which,
being based on rational choices, require knowledge of the value of the asset itself. The most
common purposes include, for example:

■ Transfer purposes: M&A, inheritance transfers, court proceedings, sale and purchase of
companies, transfer of companies and business branches, IPOs, and expropriation proce-
dures.

■ Strategic purposes: financing transactions, valuations for insurance purposes, tax compli-
ance, statutory compliance, and compensation disputes.

■ Economic feasibility: feasibility analysis, purchase or leasing decisions, and investment
decisions.

In reality, as we shall see further on, where the Market Value is being determined, the pur-
pose of the valuation has no impact on the value itself, which has to be unequivocal regardless
of the client/Owner and his/her specific reasons.

Value to Be Est imated

The ‘value to be estimated’ is simply the ‘basis of value’ to be used for the valuation, details
of which are given in the Section ‘Definitions of Value’ below. As stated in the Preface, this
book focuses on valuations of the Market Value, but there are many ‘types’ of values to be
estimated, including Investment Value or insurable value.

Valuat ion Date

Regarding the ‘valuation date’, a distinction should be made between:

■ Report date: ‘the date on which the valuer signs the report’2

■ Valuation date (or ‘date of valuation’): ‘the date on which the opinion of value applies’3

■ Date on which the investigations were carried out or were completed.

The valuation date is of particular interest as it can be in the present (at the time the
valuation is requested) or in the past, but also in the future (in the hypothesis that, e.g. certain
conditions will be satisfied).

While on the one hand a retrospective (or ex-post) valuation, i.e. referring to a past date,
may seem easier, as there is typically a greater amount of information available to the valuer,
on the other it is important to point out that the valuation has to be carried out as if one were
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living in the past and, therefore, without being aware of events that may have subsequently
modified the value of the asset. A typical case in which a retrospective assessment may be
required is that of tax, administrative or judicial litigations.

Conversely, a prospective (or ex-ante) valuation, referring to a future date, requires the
valuer to base the estimate not just on current market expectations (as in the case of a valuation
referring to the present), but also by incorporating events that have not yet occurred into its
own forecasts. A typical case in which a prospective assessment may be required is that of a
Development Project, where the value of the asset once completed needs to be appraised with
reasonable accuracy, even though at present the development has not yet been completed.
In fact, as detailed later on, valuations carried out with the Income Capitalisation Methods,
for estimating the Present Value of a property, require an appraisal of the prospective value
of the same (the so-called ‘Terminal Value’), which is one of the main limitations of the
same criterion.

It is particularly important to identify the valuation date correctly because it allows the val-
uer and users of the valuation to support and justify adequately the result achieved. In a broader
sense, identifying the date can be viewed as an analysis of the conditions of the relevant market
for the property and therefore of all the factors that positively or negatively influence its value.
An accurate and comprehensive description of the contingent situation of the market in which
the asset is located is an essential condition for correctly determining the estimated value.

Only after having answered these questions fully will it be possible to identify the most
appropriate valuation method, apply the most appropriate approach for estimating the value,
and, finally, verify the results of the valuation.

DEF INIT IONS OF VALUE

The objective of the valuation activity is to estimate the value of an asset. In the broadest sense,
the term ‘valuation’ involves a judgement on the equivalence between a property (the one being
valued) and an amount of money (unit of measurement), given certain conditions and within
a specified period. Valuing a property, therefore, means expressing its value in an amount of
money, which is why choosing the right definition of value is of primary importance.

Market Value

There is currently no unequivocal definition of Market Value. There are as many definitions
as there are national and international associations, entities or bodies (see also Section
‘Valuation Associations, Codes, and Standards’) determining the standards for Property
Valuation. Among the most frequently used are the definitions adopted by the Appraisal
Institute, Royal Institution of Chartered Surveyors (RICS) and The European Group of
Valuers’ Assocations (TEGoVA).

■ Appraisal Institute (2002): ‘The most probable price, as of a specified date, in cash, or
in terms equivalent to cash, or in other precisely revealed terms, for which the specified
property rights should sell after reasonable exposure in a competitive market under all
conditions requisite to a fair sale, with the buyer and seller each acting prudently, knowl-
edgeably, and for self-interest, and assuming that neither is under undue duress’.

■ RICS (2017): ‘The estimated amount for which an asset or liability should exchange on the
valuation date between a willing buyer and a willing seller in an arm’s length transaction,
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after proper marketing and where the parties had each acted knowledgeably, prudently
and without compulsion’.

■ TEGoVA4: ‘The estimated amount for which the property should exchange on the date
of valuation between a willing buyer and a willing seller in an arm’s length transaction
after proper marketing wherein the parties had each acted knowledgeably, prudently and
without being under compulsion’.

Albeit with a few different nuances, all the definitions include the same basic concepts:

1. A certain amount of money has to be estimated by a competent person as being the con-
sideration payable for the sale of the property.

2. The date as of which this consideration must be estimated is the valuation date.
3. There must be two distinct and independent players: a seller willing to sell at the best

price achievable on the market and a buyer willing to buy, but without paying a higher
price than he/she could pay for a similar asset.

4. The transaction must only take place following adequate marketing, i.e. the property must
remain on sale for a sufficient time to ensure that it can be assessed by a sufficient number
of potential buyers.

5. Both the seller and the buyer must act with full knowledge of all the information con-
cerning the property, and both must be willing, and not obliged or forced, to complete the
transaction.

Furthermore, according to the authors, the Market Value implicitly considers in its def-
inition the Highest and Best Use (HBU), namely any use of the property that is physically
possible (i.e. technically achievable), financially sustainable, legally permitted (or allowed by
town planning regulations), economically convenient (which offers the best profitability) and
which therefore allows the value itself to be maximised. Therefore, according to the authors,
there is a single Market Value for each property, not a Market Value ‘as is’ and a Market Value
in the event of it being used in a way that maximises its value. This better use of the asset
should not be viewed in absolute terms. It has to be the best reasonable use attributed to the
property by a typical player on the market. There may be a particular use that only some play-
ers are able to identify and achieve, the value of which (in this case the Investment Value, as
defined in greater detail in the next section) is greater. In other words, one assumes that if there
is a better use than the current one, which all players can reasonably identify, the asset should
be valued with this prospect in mind.

To give an example, imagine a property located in the centre of a large city, the ground
floor of which is currently used as a car park but could be converted for retail use. Presumably,
in the event of a conversion, a higher rent5 could be achieved and, therefore, a higher sale price
for the property. If the capital gain achieved is higher than the conversion cost, the Market Value
of the property will not be the value of the property in its current state, but the value resulting
from the conversion of the ground floor, as it is reasonable to believe that the best offer will be
made by someone who intends to pursue such a strategy. In other words, in the second case,
in order to achieve a higher value, an investment has to be made. However, it is reasonable to
assume that, if this investment is profitable, most of potential buyers will value the asset with
this in mind. Conversely, if there was another particular use which only some players were
able to identify, and which created a higher value (e.g. the Owner of a property that stands
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beside a hotel which might be interested in acquiring this property to create a restaurant), this
use would not necessarily have to be considered in the valuation scenarios.

In summary, therefore, without wanting to give a new definition, one can reasonably say
that Market Value is understood to be ‘the estimated amount of money, or equivalent means,
for which a property should be sold or purchased, as of the valuation date, by a seller and
a buyer with no particular ties and both interested in the transaction, on a competitive basis,
following an appropriate marketing activity in which both have acted in an informed, conscious
and unrestricted way. This amount, subject to certain limits, must reflect the Highest and Best
Use of the asset which is physically possible, financially sustainable, legally permitted and
economically convenient for ordinary players.

Finally, it is worth mentioning that:

■ The concept of Market Value is similar, but does not necessarily coincide with that of
fair value, which is understood to be ‘The price that would be received to sell an asset,
or paid to transfer a liability, in an orderly transaction between market participants at the
measurement date (IFRS 13)’.

■ Equivalently to the definition of Market Value, there is also a definition of Market Rent.
For simplicity, only the following definition is provided: ‘The estimated amount for which
an interest in real property should be leased on the valuation date between a willing lessor
and willing lessee on appropriate lease terms in an arm’s length transaction, after proper
marketing and where the parties had each acted knowledgeably, prudently and without
compulsion’.6

Investment Value

A second very frequently used basis of value is the Investment Value. Again, we have provided
below the definitions adopted respectively by the Appraisal Institute, RICS and TEGoVA.

■ Appraisal Institute (2002): ‘The specific value of an investment to a particular investor or
class of investors based on individual investment requirements; distinguished from Market
Value, which is impersonal and detached’.

■ RICS (2017): ‘The value of an asset to the owner or a prospective owner for individual
investment or operational objectives (may also be known as worth)’.

■ TEGoVA (2016): ‘Value of a property to a particular identified party for investment,
owner-occupation or operational purposes’.

While the focus of this book on Market Value, given that the assessment investments
and their respective financial convenience, in addition to relying on different principles, also
requires the use of other criteria not detailed here, it is worth highlighting the main differences
between the two definitions previously given.

In seeking a Market Value, the valuer takes an objective approach: in other words, his task
is not to determine a value for a particular person or entity, but the value which the market is
prepared to attribute to the asset, given that the Market Value is the highest price one could rea-
sonably expect to achieve on the market, taking all the potential types of buyers into account.
Consequently, the data used to determine a Market Value must be the most probable data you
can get from the market, without referring to a specific person or entity. Conversely, when
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determining an Investment Value, one has to identify a specific person or entity and look at the
asset from the latter’s point of view, given that the Investment Value is the highest price a spe-
cific buyer may offer considering his investment requirements, his knowledge and his strategy.

VALUATION ASSOCIATIONS, CODES AND STANDARDS

As previously stated, there are numerous associations which, at international or national level,
have been created and have developed with the primary objective of providing the real estate
sector and, in particular, all those operating in the field of Property Valuation, with ethical
and professional standards (rules of professional conduct and skills) to increase market trans-
parency and objectivity in the valuation process to ensure, ultimately, greater protection of the
various players involved (from simple savers and citizens to professional investors and lending
institutions). The following passage is an example:

Consistency, objectivity and transparency are fundamental to building and sustaining
public confidence and trust in valuation. In turn their achievement depends crucially
on valuation providers possessing and deploying the appropriate skills, knowledge,
experience and ethical behaviour, both to form sound judgments and to report opin-
ions of value clearly and unambiguously to clients and other valuation users in accor-
dance with globally recognised norms.7

The most important international associations undoubtedly include the Appraisal Institute,
RICS and TEGoVA.

■ Appraisal Institute8: founded in 1932, this is a global organisation of property valuers
that includes more than 18,000 professionals in nearly 50 countries around the world. Its
mission is to advance professionalism and ethics, global standards, methods and practices
in the field of property.

■ Royal Institution of Chartered Surveyors9: established in 1868, this ‘is the global profes-
sional body promoting and enforcing the highest international standards in the valuation,
management and development of Land, real estate, construction and infrastructure’. Cur-
rently, there are 125,000 qualified and trainee property professionals around the world
accredited with RICS. Based in London, RICS has regional offices in Brussels, Dubai,
Hong Kong, Delhi, New York and Sydney and is currently present in 46 countries.

■ TEGoVA10: created in June 1997 from the previous EUROVAL, The European Group of
Valuers’ Associations is a non-profit association currently consisting of 72 associations of
property valuers in 37 countries, representing over 70,000 valuers in Europe. The primary
purpose of the association is to create and disseminate harmonised standards for valuation
practice, education and certification, as well as for corporate governance and ethics among
valuers. TEGoVA supports its members in introducing and implementing these standards,
particularly through the publication of the European Valuation Standards (EVS) since the
early 1980s.

Although they are not always necessarily implemented by the jurisdictions of the indi-
vidual countries, the professional assessment standards drawn up by these associations are
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indeed one of their most significant contributions, with which all members working both indi-
vidually and through valuation firms are required to conform. Of particular interest are the
RICS Professional Valuation Standards, better known as the ‘Red Book’, which comply fully
with the International Valuation Standards (IVS) published by the International Valuation Stan-
dards Council11 (IVSC) and the ‘Blue Book’ of the European Group of Valuers’ Associations
(TEGoVA), which instead contains the European Valuation Standards12 (EVS).

NOTES

1. In the book, the words ‘valuation’ and ‘valuer’ are sometimes substituted by the words ‘appraisal’
and ‘appraiser’. Similarly, many other specific terms may often be identified synonymously. The
theory relating to real estate valuation is indeed pretty wide and sometimes different words are used
to express the same concepts (simply think about different terms in British English and American
English).

2. RICS (2017).
3. RICS (2017).
4. EVS1 referring to Regulation 575/2013/EU, art. 4, paragraph 1, point 76.
5. The terms ‘rent’, ‘rental’ and ‘lease’ are often used as synonyms in common practice. However,

they refer to different things and they might assume different definitions in different countries due to
different legislative frameworks. Indeed ‘rental’ might refer to ‘an arrangement to rent something for
a period of time, or the act of renting something’ as well as to ‘the amount of money that you pay to
rent something for a period of time’ (online Cambridge Dictionary). Moreover, a ‘rental agreement’
is usually referred to a tenancy of a short period (less than 30 days), that is automatically renewed at
its end unless the tenant or the Owner (who has the right of changing the terms of the agreement with
proper written notice) ends it by giving written notice, while a ‘lease agreement’ is usually referred
to a set term (6 months, 1 year or even longer periods), where the tenant pays the ‘rent’, the amount of
which cannot be raised by the Owner (who cannot change the conditions), unless the tenant agrees.
For the sake of simplicity, in the book the term ‘rent’ has been used to indicate the amount of money
corresponded for the Use of Space, the term ‘rental’ has been used as an adjective (such as ‘rental
market’, ‘rental sector’, ‘rental level’, etc.) and, finally, the term ‘lease’ has been used to identify the
contractual relationship between the tenant and the Owner (‘lease agreement’).

6. Definition adopted by RICS (2017).
7. RICS (2017).
8. www.appraisalinstitute.org
9. www.rics.org

10. www.tegova.org
11. www.ivsc.org
12. www.tegova.org/en/p4912ae3909e49
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CHAPTER 2
Economic Characteristics and

Elements of Risks of Properties

This chapter provides an economic interpretation of properties, illustrating their characteris-
tics and providing a preliminary classification for valuation purposes. In order to estimate

the value of an asset correctly, it is essential to start by assessing the economic characteristics
that determine the demand from potential users and buyers. These economic characteristics
are also fundamental for choosing the correct valuation method, as they identify which market
data is required to allow the value of the asset to be estimated.

Property Valuations or investment analyses based on Income Capitalisation Methods rely
on the expected yield to be identified which, in a nutshell, depends on the risk associated with
the asset being analysed. For this reason, it is fundamental to give the reader some food for
thought on the subject of real estate risk. As we shall see, no definitive answer is given to
the problem of quantifying risk. Despite a large amount of financial literature on the subject,
measuring the risk involved in direct real estate investment presents specific implementation
difficulties.1 Furthermore, even though it would be more correct to distinguish between the
concepts of risk, where the likelihood of an event can be measured statistically, and uncertainty,
which cannot be measured,2 in this book the two terms will be used synonymously. Finally,
despite the fact that the term ‘risk’ is often interpreted with a negative connotation, and this
is how the factors that can impact on the value of a property will be presented in this chapter,
one must not forget that the ex-post return might actually be lesser or higher than expected.

Real estate investment decisions are often taken with a ‘fundamental uncertainty about the
future’.3 The problem, in fact, is that often there is not enough information and the available
data are not normally distributed,4 which means that statistical models and probability analysis
are not very useful, although they have been used in research for many years.5

Furthermore, the property market is characterised by relatively long cycles, with periods
of price contraction followed by periods of price rise. This cyclical behaviour can be explained
by the lengthy production process, which leads to periods of excess supply alternating with
periods of scarcity (availability of Space) and consequent variations in income (rent), and
by rate variations in the capital market and consequent variations in the expected cap rates.6

Periods of increasing values, which may last several years, can lead some Investors to under-
estimate the risk of property investment: in almost all real estate markets, in fact, there have
been prolonged periods of sustained growth in value, albeit followed by periods of negative
performance. Given this dynamic, many Investors, primarily private individuals, believe that
the current yield is the ‘basic’ return, which will be further increased by a ‘definite’ capital
gain return in the medium- to long-term.

Even though the myth of bricks and mortar being a safe investment may have waned
recently, it is worth describing the main types of risk involved in the real estate sector so that
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the risk of property investment can in some way be adequately considered. In this chapter an
attempt will be made to provide the reader with a description of the main elements of risk,
although it would be better to refer to these as uncertainty, in order to identify an overall risk
that can be associated with a particular subject property, for which an expected return rate may
need to be estimated.
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CHAPTER 3
Market Analysis

This chapter provides an overview of the economic and property market analysis, which is
the foundation of any Property Valuation. The more rigorous the market analysis, the more

robust the valuation will be. Furthermore, as will be illustrated in Chapter 4, all valuation
methods are based on a comparison, so the choice of comparative factors is a fundamental
aspect of the valuation process.

ECONOMIC ANALYSIS

Market analysis must begin with an economic overview. Firstly, this allows the existing and
prospective overall scenario to be defined, in order to gain a better understanding of the dynam-
ics of demand and supply of properties based on the economic trend. Secondly, especially when
the Discounted Cash Flow Approach is taken, it allows the choice of variables, including the
inflation rate, the rate of growth of market rates and the risk-free rate (in this respect, see
the case described in Chapter 9 for a detailed discussion of the choice of the main factors) to
be justified. Finally, it provides a better understanding of the dynamics of supply and demand
of properties based on economic trends.

The economic analysis must, therefore, highlight the dynamics of the main factors, such as
Gross Domestic Product, expected economic growth rate, inflation rate, unemployment level,
etc. By its nature, the data required for the economic analysis is usually drawn from reports
published by the main institutional, economic and political sources (including the World Bank
and International Monetary Fund globally, the European Central Bank (ECB) and the Euro-
pean Commission at European level). Considering the reliability of all these sources, the choice
between them is arbitrary, but it is essential, particularly with the Income Capitalisation Meth-
ods, to use consistent data (e.g. if the valuation concerns a portfolio of properties, the inflation
rate used must be identical for all the properties).

ANALYSIS OF THE PROPERTY MARKET

The next step in the analysis is on the property market, both globally/nationally and locally, a
process which has a few peculiarities.

Unlike securities markets, where stock exchange transactions are registered and all the
data are immediately available to the market participants, in the property market there is a
delay required for them to be processed, as well as some difficulties in collecting the data
themselves, including price trends and volumes of sales.



Trim Size: 170mm x 244mm Morri512127 c03.tex V1 - 06/10/2019 9:46pm Page 42

www.cpv-mb.com

�

� �

�

COMMERCIAL PROPERTY VALUATION

To begin with, the data became publicly available after a much greater delay than in the
securities markets, where prices and volumes are available in real time. In the property market,
data collection usually takes place over a relatively long period (depending on the data, the type
of property and the market transparency, it ranges from a month to a year) and this leads to
a delay in the availability of official information. The market reports produced by research
organisations and real estate brokers therefore always refer to a previous period, with delays
of a few weeks to a few months to allow the information collected to be processed.

Secondly, the complexity is increased by the specific nature of each property, which,
unlike securities, is unique.
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CHAPTER 4
A New Simple Classification

of Valuation Methods

Theory1 and practice usually agree on identifying three different approaches to Property
Valuation, which have been summarised as follows by RICS (2017):

1. A market approach, ‘based on comparing the subject asset with identical or similar assets
(or liabilities) for which price information is available, such as a comparison with market
transactions in the same, or closely similar, type of asset (or liability) within an appropriate
time horizon.’

2. A cost approach, ‘based on the economic principle that a purchaser will pay no more for
an asset than the cost to obtain one of equal utility2 whether by purchase or construction.’

3. An income approach, ‘based on capitalisation or conversion of present and predicted
income (cash flows), which may take a number of different forms, to produce a single cur-
rent capital value.3 Among the forms taken, capitalisation of a conventional market-based
income or discounting of a specific income projection can both be considered appropri-
ate depending on the type of asset and whether such an approach would be adopted by
market participants.’

Each approach has its methods with different application criteria:

1. Market Approach Methods4:
a) Direct Comparison Approach5

b) Hedonic Pricing Model
c) Multipliers and Rules of Thumb.6

2. (Depreciated) Cost Approach Methods:
a) Replacement Cost Approach7

b) Reproduction Cost Approach8

3. Income (Capitalisation) Approach Methods:
a) Direct Capitalisation Approach
b) Discounted Cash Flow Approach9 (DCFA).

The traditional repartition above, although widely used in practice and literature, has at
least two limitations:

1. The (Depreciated) Cost Approach Methods,10 which are not only severely limited in their
applicability but often also fail to provide a Market Value, resulting instead, in some cases,
in the maximum price obtainable from a potential sale of the property.



Trim Size: 170mm x 244mm Morri512127 c04.tex V1 - 06/10/2019 9:47pm Page 48

www.cpv-mb.com

�

� �

�

COMMERCIAL PROPERTY VALUATION

2. Both the Market Approach and the Income Approach Methods are based on market data,
so both should be defined as ‘comparative’, with the sole difference being the subject of
comparison.
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CHAPTER 5
Sales Comparison Approach Methods

This chapter presents the Sales Comparison Approach Methods, also referred to, for simplic-
ity, as the Sales Comparison Methods, starting with the principles on which they are based,

subsequently describing in greater detail the main application criteria – the Direct Compari-
son Approach and the Hedonic Pricing Model – showing how each one is used, and discussing
their main advantages and limitations.

APPROACH AND APPLICATION CRITERIA

In the Sales Comparison Methods, the value of an asset is obtained based on the identified
prices of comparable transactions. This method is based on the assumption that no rational
buyer is willing to pay a price higher than the cost of purchasing similar assets that present the
same degree of usefulness. This assumption stems from the two main principles of substitution
and equilibrium between demand and supply:

■ Substitution Principle: the value of an asset is related to the price that should be paid for
a perfectly identical asset.

■ Equilibrium Principle: the price of an asset depends directly on the market (demand and
supply) and is, therefore, the synthesis of the negotiation process.

For the Sales Comparison Methods to be applied, one needs a sample of transactions1

relating to identical assets. By definition, strictly speaking, there are no identical properties
because they are all unique, at least in terms of location. However, in practical terms, the
flexibility of an asset can be identified based on the main features that contribute to determining
its attractiveness. The price of an asset always depends on the relationship between demand
and supply and will tend to vary over time.

The Sales Comparison Methods can be divided into two main application criteria which
will be illustrated separately,2 both for greater clarity of explanation and because, while
all of them are based on the same principles, their calculation algorithms and application
methods differ:

1. Direct Comparison Approach
2. Hedonic Pricing Model.

With regard to the Direct Comparison Approach, there are many manuals that provide a
clear and in-depth description with numerous examples of how it is used. The Hedonic Pricing
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Model is rarely used because of the difficulty of obtaining a sufficient amount of information
about transactions, but it is important since in the future, thanks to AI and the increasing amount
of data available, could become of practical interest.3 Despite this, knowledge of the Hedonic
Pricing Model helps to gain a better understanding and ensure the more effective use of the
more widespread Direct Comparison Approach. While the former, as illustrated in the Section
‘Direct Comparison Approach’, is based on multiple regression models, where several vari-
ables contribute to assigning a value to the unit of measurement used to determine the value of
the property, the latter can be seen as a linear regression with a single variable, where the value
depends solely on the Net Sellable Area. Later, this value is modified by making some adjust-
ments based on the specific characteristics of the property being valued which differ from the
comparable transactions.
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CHAPTER 6
Income Capitalisation Comparison

Approach Methods

This chapter provides a detailed description of the Income Capitalisation Comparison
Approach Methods (also referred to, for simplicity, as the Income Capitalisation Methods)

and of its two main application criteria: the Direct Capitalisation Approach and the Discounted
Cash Flow Approach (DCFA). It also includes the Residual Value Methods, based on the
same criteria and which allows for the value Land and, in general, all properties at the end of
their life cycle.

APPROACH AND APPLICATION CRITERIA

The Income Capitalisation Methods are based not only on the principles of substitution and
equilibrium between supply and demand set out above, but also on the principle of anticipation,
according to which a rational buyer will not pay a price higher than the Present Value of the
economic benefits that the property will be able to generate during its lifetime, implicitly also
suggesting that it will not be possible for this price to exceed the purchase cost of similar
properties which present the same degree of usefulness.

They are often presented as economic and financial methods because they are based on
principles that are applicable and applied to all other types of investment assets and therefore
differ from the other methods introduced in the previous chapters, which are more common
in real estate. The Income Capitalisation Methods allow to express the value of a property
according to the same factors that determine the value of any other asset: the expected income
and the risk associated with its achievement.

As previously mentioned, it would be even more correct to use the ‘Income Capitalisa-
tion Comparison Approach Methods’ definition, which is still a market comparison, although
one that, unlike the Sales Comparison Methods (which analyse the Owners/Users market),
is based on an indirect comparison of two economic variables in two different markets: the
expected economic benefits (income or cash flow), derived from the Space Market, and a
required (immediate or total) rate of return, derived from the Investment Market.

The Income Capitalisation Methods, therefore, assume to identify an economic benefit and
a time adjusting factor (cap rate or discount rate) based on the risk of the previous economic
benefit.

The economic benefit of an Income-producing Property is, primarily, its rent net of oper-
ating costs. The economic principle also remains valid if the User is also the Owner of the
property: in this case, the economic benefit consists of the alternative cost of buying the Use
of the Space in the market or the opportunity cost of choosing to use the property himself (rental
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expenses). In order to estimate the economic benefit, it is essential to identify the amount of
income the Property can generate by analysing a sample of Comparables in the Space Market,
while also considering the actual rent from the lease agreement currently in place.

The time correction factor based on the risk associated with the economic benefit (cap
rate or discount rate) is instead a measure of the rate of return required by the potential buy-
ers/Investors to invest in an asset whose expected return presents a specific level of risk. In order
to identify this parameter, a valuer has therefore to analyse the Investment Market; in other
words, the market in which Owners trade the ownership of properties (i.e. the right to receive
their future economic benefits) based on their expected returns. This element is often hard to
quantify due to the complexity of measuring risks and returns. This subject will be addressed
in greater detail in Chapter 7.

Recently, the practice and theory of Property Valuation have quite rightly focused on the
Income Capitalisation Methods, which are well-suited to the valuation of properties that gen-
erate a regular income (e.g. Income-producing Properties, such as shopping centres, hotels,
offices). However, these methods, with the appropriate approaches described in the Section
‘Residual Value Methods’, are also applicable to the valuation of Land and Development
Projects, giving rise to the Residual Value Methods.

The Income Capitalisation Methods provide two application models1 based on different
measurements of expected economic benefits and return:

■ Direct Capitalisation Approach: This is used in order to convert the forecast of an expected
income of a single period in an indication of value through a direct passage, by dividing
the estimated income at an appropriate cap rate (one income and one rate).

■ Discounted Cash Flow Approach (DCFA): This is used in order to convert all the future
cash flows in a Present Value, by discounting all the expected economic benefits (several
cash flows) at an appropriate discount rate.
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CHAPTER 7
Property Return Rates

For the purpose of applying the Income Capitalisation Methods, different rates of return must
be used depending on the model adopted. In the Direct Capitalisation Approach, where

the reference amount is the income, the formula requires the use of a cap rate, which ideally
projects the current income into the future, determining the value of the asset. Differently, in
the Discounted Cash Flow Approach (DCFA), where the reference amount is the cash flow,
the formula requires the use of a discount rate, which ideally relates future income flows to
the present. In order to provide a clear illustration, the two rates will be discussed separately,
although they have several points in common.

Both rates are in fact an expression of the amount of return expected by Investors, as more
clearly described in the following sections. In particular, given that it is an expected return, they
will depend on the implicit risk in the asset or, more accurately, the risk factors associated with
its expected income/cash flows.

The methodology for determining Property Return Rates remains, however, one of the
most critical elements of the Income Capitalisation Methods and often a source of errors or
estimates that are insufficiently supported by empirical evidence. As will be seen more clearly
in the Section ‘How to Estimate Property Rates’, the opportunity to derive the rates directly
from the market is limited to the cap rate, while different techniques will have to be used to
determine a discount rate.

MEASURING THE RETURN ON A PROPERTY
INVESTMENT

Without any claim to be exhaustive on this subject, this section provides a simple description
of the most common methods for calculating the return on investments.1

When an investment is made, particularly in an asset that generates a regular stream of
income and has a residual value, the total return is derived from two return components, as
simplified in Figure 7.1:

■ Yield or current return (for simplicity just referred to as ‘yield’), which is the ratio between
the income and the value/price of the asset

■ Capital gain return (or ‘growth return’), which is the ratio between the increase in value
during the period (equal to the difference between the value of the asset at the end of the
period – sale or reimbursement value – and the value of the asset at the beginning of the
period – purchase price or cost of the asset) and the value of the asset at the beginning of
the period.
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Total return 

Yield Growth return

F IGURE 7.1 Return composition
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CHAPTER 8
Structure of the Valuation Report

This chapter provides a description of the main elements of what is known as a ‘valuation
report’, i.e. the document relating to the appraisal of a property which ‘clearly and accu-

rately set[s] out the conclusions of the valuation in a manner that is neither ambiguous nor
misleading, and which does not create a false impression’.1

The following is a non-exhaustive list of what are considered to be the main elements of
a valuation report, indicating those that are fundamental requirements (also called ‘minimum
terms of engagement’2) and those that constitute good practice and therefore contribute to
maintaining a high standard of professional competence. In practice, the content of a valuation
report depends significantly on the quality and quantity of the information available, so it is
essential to specify the sources of the information used, as well as to report the assumptions
on which the valuation is based.

The structure and the level of detail depend also on the purpose of the valuation. If the
report is for internal purposes, some parts may be omitted (e.g. part of the Preamble) and other
parts (e.g. the Description of the property when known to all the readers) may be minimal.

In this chapter, therefore, we shall describe the ideal case of a full valuation, without
the limits set in the terms of engagement which, due to necessity (lack of information) or
the client’s requirements (e.g. to keep down the costs of the valuation by avoiding zoning
analysis), could result in a less detailed analysis. Reference is also made to a so-called ‘full’
valuation, i.e. with an external and internal inspection visit. In this respect it is useful to
distinguish between:

■ ‘Desktop’ valuations: no inspection is carried out, but the valuer performs an indirect
verification, where possible, of the documentation provided by the client using online
maps, for example, to determine the location, or property portals and databases to analyse
the market.

■ ‘Drive-by’ valuations: after having examined the documentation provided by the client,
the valuer carries out only an external inspection of the property gathering data and infor-
mation on site.

■ ‘Full’ valuations: the valuer also carries out an internal inspection of the property, as well
as carrying out any further technical and administrative research if required (e.g. local
town planning search involving the relevant local authorities).

Ideally, to provide the reader with a simple structure, the valuation report should consist
of the seven main parts, better described in the following paragraphs:

1. Executive Summary
2. Preamble
3. Description of the property
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4. Market Analysis
5. Valuation
6. Conclusions
7. Appendices.
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The Glossary section reports some of the most frequently real estate terms used in practice
and some terms used in the text with the intended meanings given to them by the Authors.

The use of capital letters is not intended to confer importance to the individual terms, the
definitions of which may not be strictly “rigorous” from a legal or economic point of view,
but only to make the text easier to read and indicate unequivocally certain concepts which are
often referred to in the text with the same meaning. The authors certainly have no intention
of proposing new definitions! Note, furthermore, that the following list does not include terms
with meanings that are widely accepted in the relevant literature and in practice (including
yield, cap rate, Net Operating Income, etc.) and the definitions or explanations for which can
easily be found within the same text.

Break option An early withdrawal clause which allows the tenant to terminate the lease
agreement at certain specific time without incurring into penalties.

Brownfield Property that is currently unusable and which in order to generate some utility
(Space for which there is a real demand) requires a Residual Value Method (i.e. replacement
or refurbishment of the Building by improving its quality or changing its current use).

Buildable Area See “Buildable Land”.

Buildable Land Land which fulfils all the legal and/or economic requirements for buildings to
be erected for a purpose that complies with existing legislation authorising their construction
and the cost of which can be covered.

Building The structure built on the Land and representing the component of the property that
loses its utility over time.

Build-Up Approach A method to estimate Property Return Rates which consists in the iden-
tification of the main elements according to which the risk of an investment can be defined, in
the research of a tool in order to quantify them and, at the end, in a synthesis of those quantities,
applying the necessary weighting factors, in order to obtain a single number representative of
the intensity of the risk considered.

CapEx Capital investment expenditures, i.e. investments made to improve and increase
usability, and therefore value, of the property, by maximising its capacity to generate income.
Unlike extraordinary maintenance, which is intended exclusively to maintain the Building in
appropriate physical conditions, CapEx are aimed at increasing its quality.

Commercial Business premises in which Space is a means of production to make other goods
and services, where strategic control is often of less value.

Commercial Property See “Commercial”.

Commercial Space Space which constitutes a means of production for businesses in a broad
sense, both private and public, i.e. which is used in a production process by Users.
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Comparable Property see “Comparables”.

Comparables Properties that are comparable to the property being valued and that compose
the comparative set from which comparative data can be derived. If the Sales Comparison
Methods are used, the comparative data, at the property level, are the sale prices of transactions
involving properties. If the Income Capitalisation Methods are used, the comparative data, at
the property level, are the yield rates of assets recently sold (Investment Market) and the rents
(Space Market).

Cost Approach Methods Property Valuation methods based on the cost involved in building
a property.

Depreciated Cost Approach Methods See “Cost Approach Methods”.

Depreciated Cost Methods See “Cost Approach Methods”.

Development Project This is the property production activity which involves acquisition of
the area (purchase of raw materials) and construction (production process) in a real industrial
Residual Value Method in which the raw materials (Land and Building) are used to obtain a
final product (the property, i.e. the space available for use) which will be sold to the end client
(direct User or Investor).

Direct Capitalisation Approach Valuation model (within the Income Capitalisation
Approach Methods) which allows the expected income for a single period to be converted
into an indication of value by means of direct capitalisation.

Direct Comparison Approach Valuation model (within the Sales Comparison Approach
Methods), which is based on the values of Comparable Properties recently sold.

Discounted Cash Flow Approach (DCFA) Valuation model (within the Income Capitalisa-
tion Approach Methods) which allows all future Cash Flows to be converted into a Present
Value, discounting every expected future benefit at an appropriate discount rate.

Effort rate The ratio of the rent (or rent and expenses) on the tenant’s turnover. In Trade-
Related Properties it is an important measure of the sustainability of the rent paid by the tenant.

Expected Rental Value (ERV) See “Market Rent”.

Flexible Commercial Property Property used by businesses for whom the use of a specific
property is not key to their decisions regarding Space Use, but in which the opportunity to use
a certain amount of space with specific characteristics is important.

Greenfield Land on which no Building has ever been built before.

Gross Buildable Area Total floor area including surface areas that cannot be leased or sold
(such as lobby and reception, amenity space, mechanical rooms, etc.).

Gross Surface Area The sum of all the surface areas (covered and uncovered) of a property,
divided by purpose and floor, as well as by primary and secondary purpose (lift shafts, corri-
dors, utilities areas, etc.).

Headline rent In lease agreements which foresee free-rent periods or step-up rent formulas,
it is the rent amount that will be paid by the tenant “at operating speed”.

Highest and Best Use (HBU) Any use of the property that is physically possible (i.e.
technically achievable), financially sustainable, legally permitted (or allowed by town
planning regulations), economically convenient (which offers the best profitability) and which
therefore allows the value itself to be maximised.
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Income Capitalisation Approach Methods See “Income Capitalisation Comparison
Approach Methods”.

Income Capitalisation Methods See “Income Capitalisation Comparison Approach
Methods”.

Income Capitalisation Comparison Approach Methods Property Valuation methods which
allow the value of a property to be expressed based on the future Cash Flows and return
required.

Income-producing Property Property already built which typically generates rental income/
cash flow. This may be a property needing to be upgraded or a property completed but not yet
leased.

Investment Market The market in which the ownership of the properties is traded between
Owners/Investors.

Investment Property Property whose Owner derives utility not from the end-use of the
same, but from the income derived from the offer of the Space Use, i.e. the rental income.

Investment Value (or Worth) “The value of an asset to the owner or a prospective owner for
individual investment or operational objectives” (RICS, 2017).

Investor The Owner of a property who does not use it directly but who, for investment pur-
poses, benefits from income derived from granting Space Use.

Key money The amount of money paid from a new tenant in order to “buy” the lease
agreement from the current tenant of a retail unit (it is common practice especially for High
Street Retail units). In this way the new tenant will substitute the old one in all its contractual
obligations.

Land The area on which the Building stands, including the building rights and the rights
associated with its location.

Market Rent “The estimated amount for which an interest in real property should be leased
on the valuation date between a willing lessor and willing lessee on appropriate lease terms
in an arm’s length transaction, after proper marketing and where the parties had each acted
knowledgeably, prudently and without compulsion” (RICS, 2017).

Market Value The estimated amount of money, or equivalent means, for which a property
should be sold or purchased, as of the valuation date, by a seller and a buyer with no particular
ties and both interested in the sale, on a competitive basis, following an appropriate market-
ing activity in which both have acted in an informed, conscious and unrestricted way. This
amount, with certain limits, must reflect the Highest and Best Use of the asset, i.e. a use which
is physically possible, financially sustainable, legally permitted and economically convenient
for the ordinary market players.

Multiple Periods Residual Value Approach The Residual Value Method applied using a Dis-
counted Cash Flow Approach and therefore taking into account all future Cash Flows convert-
ing them into a Present Value, discounting every expected future benefit.

Net Leasable Area See “Net Lettable Area”.

Net Lettable Area The surface area of a property that can be leased to one or more tenants;
generally, this excludes the surface area of the entrance hall, atrium, utilities area, lift shaft, etc.

Net Sellable Area The equivalent of the Net Lettable Area, but for Residential Properties
developed for sales.
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No Buildable Area See “No Buildable Land”.

No Buildable Land Land which does not fulfil the legal and/or economic requirements for
Building (see “Buildable Land”).

Non-Flexible Commercial Property Property used and usable only by a specific User which,
either for intrinsic characteristics of the Building, or in view of the absence of demand in a
particular real estate market, is unlikely to be used by an alternative User.

Off-plan sale Sale of a property (usually residential units) that needs to be built yet, before
the Development has started, in order to reduce the market risk of the developer and generate
some positive cash flow.

Over rent A situation when the passing rent is above the ERV, thus increasing the chances
that the tenant might leave the property or renegotiate its lease agreement at break options or
lease agreement expiry.

Owner The person who owns a property and who receives some utility from it, either through
direct use or through the income derived from offering the Space Use (i.e. the rental income).
In the latter case he can be defined also as the “landlord”.

Passing rent The actual rental amount paid by a tenant for a specific property under the lease
agreement.

Property Return Rates Rates which express the amount of return expected by Investors and
which are needed for the purpose of applying the Income Capitalisation Methods. In the
Direct Capitalisation Approach, where the reference amount is the income, the formula
requires the use of a cap rate, a measure of income return. It ideally projects the current
income into the future, determining the value of the asset. In the Discounted Cash Flow
Approach, where the reference amount is the cash flow, the formula requires the use of a
discount rate, a total return. It ideally relates future income flows to the present.

Property Valuation The process of estimating the value of a property. In the broadest sense,
the term “valuation” involves a judgement on the equivalence of a property (the one being
valued) and an amount of money (unit of measurement), given certain conditions and within a
certain period of time. Valuing a property, therefore, means expressing its value in an amount
of money.

Rent roll This might refer either to a list of properties belonging to an individual or company,
stating the rents owed by and received from each tenant, or to the gross income generated by a
rented property. In this book it is considered as the synoptic table which summarises the main
details of the existing lease agreements for a particular property.

Residential Property (typically apartments, condominium and single-family homes, etc.) in
which the Space is residential and is a consumer good.

Residential Property See “Residential”.

Residential Space Space which constitutes a final consumer good for its User, without being
used directly to produce other goods or services.

Residual Value Method The process of applying the Income Capitalisation Approach Meth-
ods based on the estimated value of the property and the respective costs.

Sales Comparison Approach Methods Property Valuation methods according to which the
value of an asset is obtained based on the identified prices of transactions that can be defined
as comparable.
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Sales Comparison Methods See “Sales Comparison Approach Methods”.

Single Period Residual Value Approach The Residual Value Method applied on a single
period process. The sale value of the property that can be built and its construction costs
are gathered in a single period, without directly considering the time required for the actual
construction and sale of the property.

Space See “Space Use”.

Space Market The market in which the “Space Use” property is traded when there is a sepa-
ration between Users and Owners/Investors.

Space Use In the sense of the physical use of a property, it is the utility produced by it, which
depends on many factors associated with the Building (e.g. size, shape, quality, efficiency) and
the location (e.g. centrality, connection, accessibility), in other words, the Land.

Trade-Related Commercial Property Property in which the company’s production activity is
directly connected to the Space and consistent with the product/service offered, as in the case
of hotels and retail premises.

Trade-Related Property See “Trade-Related Commercial Property”.

Trading Operation Operations in which a property is sold in a short period of time, either
as a result of a strategic decision or because market conditions have changed and led to an
unexpected Capital Gain.

Under rent A situation when the passing rent is below the ERV.

User The person who benefits from the “Space Use” in exchange for an amount of money
(rent). This may be the Owner of the property, in which case the opportunity cost rather than
the rent has to be considered, i.e. the cost of renouncing the opportunity to receive an amount
of money from a third party.

Weighted Lettable Area The surface area resulting from the application of weighting factors,
estimated by the valuer, to the various areas of the Net Lettable Area (such as archives, tech-
nical rooms or parking spaces), in order to obtain a single uniform piece of data for each use
of the property.

Yield Capitalisation See “Discounted Cash Flow Approach”.
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