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Abstract

There are presently four valuation methodology which may be emploved 1o
determune the value of a propeny. The abiliny of the traditional market
comparison method and cost method in dealing with conditions of rapidis
changng prices s rather questionable. The residual method. depending
on circumstances, may be refined 1o account for rapidly changing prices.
However. the investment method holds a better promuse sinee 11 15 incomae
redated. 1 changes i income levels neods 10 be considered annually, the
discounted  cashflow method. wihach is in fact an exwension of  the
mvestmenl . method should be given Sgnous considerations ds an
altermanyve valuauon methodolopy.

1.0 The Valuation Methodology

Agcording to RICS (Royal Institute of Charered Surveyors), the valuanon
methodology may be categonsed inmo 4 main methods. These are -

1} the market companison method
i) the cost method

iii)  the income [ invesiment method’
iv) the residual method’

The market comparison method is based on the ratonale thar the value of a
property may be determined by comparing with other similar properties
which have been transacted Any differences between the subject praperty
and the comparable properties will be reflected by adjusting the transacted
prices of the comparable properties. The adjustments are often subjective and
are expressed as + ¢ adjustment, ¢ % adjustment, + fractional adjustment or are
ascertained objectively using regression analysis

Although the profit method s sometimes recogmised as another valuation method: s
used in pracuce 15 rather lmied Furthermore. 1 1s bagically @ vannnt of the income
mraethod

©  In'Indonssia. the residual method is referred to as the develapment method
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i)  the market companson method
) the cost method
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iv)  the residual method”

The market comparison method is based on the ratonale that the value of a
property may be determined by comparing with other similar properties
which have been transacted Any differences between the subject property
and the comparable properties will be reflected by adjusting the transacted
prices of the comparable properties. The adjustments are often subjective and
are expressed as + $ adjustment, + % adjustment, + fractional adjustment or are
ascertained objectively using regression analysis
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In Indonesia. the residual method is referred 1o as ihe development mathod
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Fig 1: The Market Comparison Approach
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The cost method is based on the premise that a property comprises of 2
prime components - the land and the bwmilding. As such the value of the
property may be determined by adding the value of vacant land to the cost of a
new buildmg. If the building is old, adjustment has o be made for building
depreciation. The value of the land is determined using the comparison method.

Fig 2: The Cost Approach
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The income method stipulates that the value of the property is dependent
on the income flow that may be generated from the pmperty’. The agher
the income flow, the greater is the value of the property and vice versa.

ﬂ signifies the i dis ng p where the discount factor
)

for each Nlis | _I_h_
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Fig 3: The Investment Approach

Vilue of
Property

For frechold property or property with long leasehold period, the value of the
properiy is expressed as,

Value = Net Income x Years Purchase

=ik

=Nlx~
i

where,

Ml 1s the net income from the property at the time of valuation
1 is the vield from the property

The residual method (or the development method as it is called m Indonesia)
rationalises that the value of the property is related to the development
potential of the property. The development potential is represented by the
residual. that is the difference between Gross Development Value (GDV) and
Development Cost (DC). The GDV is the value of the property after completion
of development. If it is a residential development. the GDV is the 1otal ncome
from the sales of residential units. IT it an office development, the GDV is the
value of the office complex which may be ascertained using the investment
method.

Since the residual is only obtainable after the completion of the development, it
therefore needs to be discounted to the present. The discounted residual is thus
the value of the property today.

Paluation Under Conditions of Rapedly Changang Price - AVA Congress - Bangkak =3=



The residual method is summarised in the figure below,

Fig 4: The Residual Method

Condition Completion of
today Development
‘l Bevelopment Penod (n ) l (=3 |
Giross Devielopment
Valuoe (GDV)
[ Development L'neittl.l')l

Valoe of hscountmg Factor (—1__) Residual

Property {11 (GDY -D)

2.0 Conditions of Rapidly Changing Prices

The property murkel is not a stagnant market for it has its ups and downs or
what is technically referred to as the property cyele. For example, the property
cycle for the Jakarta market is iflusirated below.

Fig & Property Cycle
Boom 4
Baom 3 2%
Boom 2 W F
B2 .84 -"-....
=
:- -
-

Seowrce. SGT-BHP Resvarch

Note thiar the above o onll o generol extimation of the overall prroparty maekes Ar we very wiell
know. the property markel compirises of smaller submarkets The perfirinance of the smuller
submuarkets (ruch oy office. condomintem, resilential, reball, ere) may differ slighely thun the
general estimatiom of the overall maries
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Fig 5 shows the property cyele in Jakarta from 1970 to the year 2000 In, general
the propernty cycle is about 710 9 years The first property boom started in 1972
1o 1975 The boom vears attracted a large number of property developers

However, by 1976 there was decreasing demand and extess supply. Things got
worst in 1977 The second boom oceurred from 1982 to 1984 By the end of
1984, demand started deécreasing The property market only recovered in 1948
and 1989 The third hoom period lasted almost 3 years from 1990 10 1992 Based
on & property cycle of 7 to 9 years, the property market is expected to pick
up by 1997 and the next boom is predicted sometime in 1999,

Note that Fig 5 denotes the overall property market Each property segment
has its own'eyvcle Fig 6. for instance shows the office market cvcle which is

Fig 6: Office Market Cycle
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represenied by the unoccupancy rate and time. The figure shows that the office
market cycle in Jakarta is approximarely 7 vears

Periods of rapidly chanming prices usually occurs when the property cycle s
overheating towards the peak or rapidly cooling down reaching the bottom of
the cycle or trough Under these conditions, rapidly changing prices are
reflected in the drastic changes {either inereasing or decreasmg) of transacted
value of properties (for instance. vacant lands and residenual / condominiem
prices), rentals (for example; office and retail) and room rates (hotels and resort
accommodations)
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3.0 Rapidly Changing Prices and its Conseguences an the WValuation
Methodology

3.1 The Market Comparison Method

As indicated earlier, one of the valuation methodology 1o determine the value
of a property is the popular market companson method. This method
rationalises that the value of the property today may be gauged by analvsing the
prices of similar properties which have been fransacted previousiy.

Fig 7: The Market Comparison Methed & Historical Comparable Data

looking
backwards

-ITTT

0
Value of Property

Today
(1.e &t Date of Valuation

As the diagram illustrates. the market comparnison method employs a
“backward lookmg™” approach. We look at the transacted prices in the past and
subsequently make adjustments te estimate the value of property woday (i,e. the
date of valuation), Under conditions of rapidly changing price, this may pose a
problem. Past market conditions or past transacted prices are not representative
of the market conditions today particularly when comparables are transacted 6
months or 1 year ago. Conditions of rapidly changing prices implies that
the pattern of changing prices is unclear and under these circumstances,
it is very difficult to make adjustments. The ability of the market comparison
under conditions of rapidly changing prices is therefore questionable”,

The inadequacy of the market comparison method may be overcome if can incorporate a
“forward looking™ approach. It needs to consider what is expected to adour in the future and
built this future expectation mto the prediction of value today. This can be done by
condycting simulation exercise of future events throupgh forecasting technigues such as
regression analysis, The results of the regression analysis, such as adjustment for time factor
can then be incorporated into the market comparison method.
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Valuers may argue that the comparison method does not entirely rely on 2
“backward looking” approach. Future events such as anticipated increase or
decrease in prices are also taken into consideration. These mereases are usually
reflected m what is usually termed as rime Jfacror adjustment which is
commoenly expressed as positive percentages if prices are on an increasing trend
or negative percentages when prices are on a decreasing pattern. This is
diaprammatically shown below.

Fig 8 Combmation of “Looking Backward” sand “lLooking Forward
Approaches™

e [
2 |_the future poa e e

backwards PTG U MSTRRE
d

S TTTT oE =
“ B L

Valoe of Property
Toduy
(t.c at Date of Valuatson)

The above illustration indicates that the value of the property is in fact a
combination of past as well as future events. Apain. the problem here is
making adjustments for the future, that s determming the magnitude or
percentages of the time factor. In practice. the time factor adiusiment is usually
based an the subjective judgement of the valuer but under conditions of rapidly
changing prices, the acouracy of the subjective judgement is questionable. Most
valuers are in fact guessing. This waeckness may be overcome if forecasting
techniques are included in the market comparison methodology. It has often
been said that valuers deal a lot with the future but sadly quantifying the furure
through forecasting technique is seldom been considered.

Lately, there has been some suggestions that the comparison method is sort of
split into a combination of 2 approaches. The first approach is to conduct a
“pooled regression™ analysis of past data or comparables. The “pooled
regression” will yield the pattern of past transactions. The second approach is

Vatuanon [nder Condimony of Rapndly Changing Price - AUA Congress - Banghok =T=



o carry ouwl a “time Series” analysis (forecasting analysis) that enables
projection of future events, The results of these 2 analysis is then combined o
indicate the present value of the land. This concept is really a techmical
consideration of the “looking back™ and “looking forward™ approaches.
However., to what extend this approach is realistic under conditions of data
Timitations and low vahuation fees remains to be seen.

3.2 The Cost Method

The cost method theorizes that the value of the property may be segregated
into value of land plus cost of building. Since the value of land is based on the
market comparison method. it also suffers the same weakness under conditions
of rapidly changing price. This weakness is apgravated further by the cost of
building. Even under normal market conditions. building cost does not take
into consideration the demand and supply factors of the market. Under
situation of rapidly changing prices, when market conditions are going haywire.
building cost remains pretty much the same. Because of the fixed nature of
building cost, there is a tendency for the market value of the property to be
under-estimated during a boom and over-estimated during a down-cycle or
recession. The cost method is a mther inflexible method at the best of
times, and a totally inadequate method in times of rapidly changing price.

33 The Residual (Development) Method

The residual method is usually employed to value land with development
potential. The value of the land is related to the residual, that is, the difference
between Gross Development Value (GDV) and Development Cost (IC), Market
conditions will be reflected in GDV while DC is rather fixed in nature. As
indicated earlier, GDV may be sales price (residential schemes or condominium
project) or the value of the property (office. hotels and retail centres). If the
GDV is sales prices, the appropriate level of sale prices is determined based on
an analysis of sale prices of comparable developments. As such it shares the
same weaknesses of the market comparison method. £ GDV is the value of the
property, the property value is determined using the investment method. The
investment method, as will be subsequently discussed, may be modified 1o take
into accoumt rapidly changing prices. Therefore, the ahility of the residual
method te deal with conditions of rapidly changing prices will be
determined by the cases involved. If the GDV is based on market comparison
method, it shares the same fate as the market comparison method. 1f the GDV is
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based on the mvestment method, it may be refined to account for conditions of
rapidly changing prices.

3.4 The Investment Method

As indicated earlier, the mvestment method may be summarised by the
following formula :

Value = Net Income x Years Purchase

—L

= NI x 1

where,

N1 is the annual net income from the property at the time of valuation
i is the yvield from the property

A major component of the annual net income is rental and this is derived basad
on a market comparison of remals of comparable properties. As such the
weaknesses of the market comparison method applies to rental determination.
However. proponents of the investment method rationalised that changes n
markel conditions may be reflected by i, the yield of the property. If rentals are
expected to rise in future, i will be reduced. Meanwhile if rentals are predicied
o decrease, § will be increased. The adjustment to § is usually in the range of +
12 of the current property yield.

Conditions of changing market prices is deemied 1o have been accounted for by
maintaining remtals at current levels and deflating or inflating the yield (7). This
rationale is somewhat difficult 1o swallow although it 1s ofien used.

Nevertheless, the traditional investment method is in a better position
compared to the other methods in dealing with conditions of rapidly changing
prices. The prime reason is because the investment method relates to income
and changes in prices or income may be casily refined inte the investment
method. For instance. under conditions of rapidly increasing prices, the income
projections may be reflected an increasing rental trend. This is shown below.

Valuation Under Conditions of Ragidv Changine Price - 112 Congress - Bapghok =g=



Fig 9: Modifications of the Traditional Trivestment Method

NI = constant annual net income

@
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Using (b) to reflect conditions of rapidly changmg prices, the value of the
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b1 e o
1l (2.l
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The time (1) for each income increase, may be anmual, but in practice the usual
period is 3 years primarily because buildings are leased on a 3 year basis and
income for the 3 year period s constant even though markel prices may be
increasing or decreasing. Only afier the leased period. can a new rental be
negotisted. Note that the increase in rental has been projected for ¢ years (since
the lease i3 renewable after every 3 years). After 9 years, the annual income is
assumed to be constant. Note that for every 3 vear term, the yield is different.
The yield 13 estimated to increase for each 3 year term to indicate the risk and

uncertainties of receiving the projected increase in income level

4.0 A Case for a Discounted Cashflow Analysis

Nevertheless, the condition of rapidly changing prices or rentals may also be
estimated on an annual basis, Obviously the changes in income level need not
be constantly increasing. It can be shown to have a cycle, sometimes increasing,
sometimes decreasing. This is ilustrated below.

Vabuation DUpeder Conditions of Rapdiv Changing Prge - A1 Congress - Sangkok =10=



Figz 10: Income Cycle

nonuasl
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The value of the property is the sum of the discounted furure annual net

mcome, that 1s -

Value = 3 {annual net income)

T'his is dramatically shown in Fig 10.

Fig 11: Future Annual Net Income
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The yield (), as the discounting rate may be hased on the yicld of the property.
The i for each year changes marginally (approximately 0.5%) to indicate the
risks and uncertamties of receiving the net annual income.

The main problem with adopting the discounted cashflow method is the ability
to predict future net annual income. This may be overcome by using forecasting
techniques such as regression analysis or lime series analysis. A simpler method
would be to look at historical trends of net annual income (preferably over a
periad of 10 years). This trend is then subjectively adjusted (based on the
valuer's expericnce) to account for fiture events. Nevertheless, there is a limit
to how far in future we can predicl. A common practice 15 10 forecast 10 years
mto the future, after which the net annual income is assumed to remain
constant, Apart from the difficulty in predicting too far into the future. the
impact of rising or declning mcome will not be substantial since the
discounting factor will subsequently get larger, thus reducing the impact of net
income on the value of the property. This modification is shown in Fig 11.

Based on this modification. the value of the property is,

Valueof =__NI1__+_NI2 F smseses . NTI +Constamt NI | 0- 1 | x 1

Property (1=n"

(it o 1*12]: (1+ilU:m L|+|J“'

Fig 12: Changing and Constant Net Income

nel annual
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5.0 Conclusion

The above elaborations has shown that the meost suitable valuation method
under conditions of rapidly changing prices or income is the investment
method. The flexibility of the mvestment method is mainty due to its rationale
that the value of the property is determined by its income potential. The above
discussions has also attempted to forward the idea that the discounted cashflow
method. which is really a variant of the investment method, should be given
serious consideration as another method to value property under conditions of
rapidly changing prices.
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