Information For Use By A Property Owner
Concerning The Commercial Property Valuation Process

Cost Schedules

The cost approach to value is applied to improved real property utilizing the comparative
unit method. This methodology involves the utilization of national cost data reporting
services. Cost models are typically developed based on the Marshall Valuation Service
which indicate estimated hard or direct costs of various improvement types. Cost
models include the derivation of replacement cost new (RCN) of all improvements
represented within the district. These include comparative base rates, per unit
adjustments and lump sum adjustments for variations in property description, design,
and types of improvement construction. Evaluating market sales of newly developed
improved property is an important part of understanding total replacement cost of
improvements. What total costs may be involved in the development of the property, as
well as any portion of cost attributed to entrepreneurial profit can only be revealed by
market analysis of pricing acceptance levels. In addition, market related land valuation
for the underlying land value is important in understanding and analyzing improved
sales for all development costs and for the abstraction of improvement costs for
construction and development. Location modifiers are necessary to adjust cost data to
reflect conditions in a specific market and changes in costs over a period of time.
Because a national cost service is used as a basis for the cost models, location
modifiers and estimates of soft cost factors are necessary to adjust base costs
specifically for various types of improvements located in Potter and Randall Counties.
Thusly, local modifiers are additional cost factors applied to replacement cost estimated
by the national cost service. Estimated replacement cost new will reflect all costs of
construction and development for various improvements located in Potter-Randall
Appraisal District as of the date of appraisal.

Accrued depreciation is the sum of all forms of loss affecting the contributory value of
the improvements. It is the measured loss against replacement cost new taken from all
forms of physical deterioration, functional and economic obsolescence. Accrued
depreciation is estimated and developed based on losses typical for each property type
at that specific age. Depreciation estimates have been implemented for what is typical
of each major class of commercial property by economic life categories.

Additional forms of depreciation such as external and/or functional obsolescence can be
applied if observed. A depreciation calculation override can be used if the condition or
effective age of a property varies from the norm by appropriately noting the physical
condition and functional utility ratings on the property data characteristics. These
adjustments are typically applied to a specific condition adequacy or deficiency,
property type or location and can be developed via ratio studies or other market
analyses.

The result of estimating accrued depreciation and deducting that from the estimated
replacement cost new of improvements indicates the estimated contributory value of the



improvements. Adding the estimated land value, as if vacant, to the contributory value
of the improvements indicates a property value by the cost approach. Given relevant
cost estimates and market related measures of accrued depreciation, the indicated
value of the property by the cost approach becomes a very reliable valuation technique.

Income Models

The CAMA System contains an Income Approach that utilizes the following data to
arrive at an income value. The income approach to value is applied to those real
properties which are typically viewed by market participants as “income producing”, and
for which the income methodology is considered a leading value indicator. The first step
in the income approach pertains to the estimation of market rent on a per unit basis.
This is derived primarily from actual rent data furnished by property owners and from
local market surveys conducted by the district and by information from area rent study
reviews. This per unit rental rate multiplied by the number of units results in the estimate
of potential gross rent.

A vacancy and collection loss allowance is the next item to consider in the income
approach. The projected vacancy and collection loss allowance is established from
actual data furnished by property owners and local market survey trends. This
allowance accounts for periodic fluctuations in occupancy, both above and below an
estimated stabilized level. This feature may also provide for a reasonable lease-up
period for multi-tenant properties, where applicable. The market derived stabilized
vacancy and collection loss allowance is subtracted from the potential gross rent
estimate to yield an indication of estimated annual effective gross rent to the property.

Next, a secondary income or service income is considered and, if applicable, calculated
as a percentage of stabilized effective gross rent. Secondary income represents parking
income, escalations, reimbursements, and other miscellaneous income generated by
the operations of real property. The secondary income estimate is derived from actual
data collected and available market information. The secondary income estimate is then
added to effective gross rent to arrive at an effective gross income, when applicable.

Allowable expenses and expense ratio estimates are based on a study of the local
market, with the assumption of prudent management. An allowance for non-recoverable
expenses such as leasing costs and tenant improvements may be included in the
expenses. A non-recoverable expense represents costs that the owner pays to lease
rental space. Relevant expense ratios are developed for different types of commercial
property based on use and market experience. For instance, retail properties are most
frequently leased on a triple-net basis, whereby the tenant is responsible for all
operating expenses, such as ad valorem taxes, insurance, and common area and
property maintenance. In comparison, a general office building is most often leased on
a base year expense stop. This lease type stipulates that the owner is responsible for all
expenses incurred during the first year of the lease. As a result, expense ratios are
implemented and estimated based on observed market experience in operating various
types of commercial property.



Another form of allowable expense is the replacement of short-lived items (such as roof
or floor coverings, air conditioning or major mechanical equipment or appliances)
requiring expenditures of lump sum costs. When these capital expenditures are
analyzed for consistency and adjusted, they may be applied on an annualized basis as
stabilized expenses. When performed according to local market practices by
commercial property type, these expenses when annualized are known as replacement
reserves. For some types of property, typical management does not reflect expensing
reserves and is dependent on local and industry practices.

Subtracting for allowable expenses (inclusive of non-recoverable expenses and
replacement reserves when applicable) from the annual effective gross income yields
an estimate of annual net operating income to the property. Allowing management or
franchise fees as a deductible expense addresses the issue of identifying intangible
value. These fees represent the added value to the property based on the national or
regional brand or name recognition when the expense is capitalized.

Return rates and income multipliers are used to convert operating income expectations
into an estimate of market value for the property under the income approach. These
include income multipliers, overall capitalization rates, and discount rates. Each of these
multipliers or return rates are considered and used in specific applications. Rates and
multipliers may vary between property types, as well as by location, quality, condition,
design, age, and other factors. Therefore, application of the various rates and multipliers
must be based on a thorough analysis of the market for individual income property
types and uses. These procedures are supported and documented based on analysis of
market sales for these property types.

Capitalization analysis is used in the income approach models to form an indication of
value. This methodology involves the direct capitalization of net operating income as an
indication of market value for a specific property. Capitalization rates applicable for
direct capitalization method and yield rates for estimating terminal cap rates for
discounted cash flow analysis are derived from the market. Sales of improved
properties from which actual income and expense data are obtained provide a very
good indication of property return expectations a specific market participant is requiring
from an investment at a specific point in time. In addition, overall capitalization rates can
be derived and estimated from the built-up method (band-of-investment). This method
relates to satisfying estimated market return requirements of both the debt and equity
positions in a real estate investment. This information is obtained from available sales of
property, local lending sources, and from real estate and financial publications.

Rent loss concessions are estimated for specific properties with vacancy problems. A
rent loss concession accounts for the impact of lost rental income while the building is
moving toward stabilized occupancy. The rent loss is calculated by multiplying the rental
rate by the percent difference of the property’s stabilized occupancy and its actual
occupancy. Build out allowances (for first generation space or retrofit/second generation
space as appropriate) and leasing expenses are added to the rent loss estimate. The
total adjusted loss from these real property operations is discounted using an



acceptable risk rate. The discounted value (inclusive of rent loss due to extraordinary
vacancy, build out allowances and leasing commissions) becomes the rent loss
concession and is deducted from the value indication of the property at stabilized
occupancy. A variation of this technique allows a rent loss deduction to be estimated for
every year that the property’s actual occupancy is less than stabilized occupancy.

Sales Comparison (Market) Approach

The CAMA System contains a market sales analysis with a recap of the cost, market
and income approaches. Although all three of the approaches to value are based on
market data, the Sales Comparison Approach is most frequently referred to as the
Market Approach. This approach is utilized not only for estimating land value but also in
comparing sales of similarly improved properties to parcels on the appraisal roll. As
previously discussed in the Data Collection/Validation section of this report, pertinent
data from actual sales of properties, both vacant and improved, is pursued throughout
the year in order to obtain relevant information that can be used in all aspects of
valuation. Sales of similarly improved properties can provide a basis for the depreciation
schedules in the Cost Approach, rates and multipliers used in the Income Approach,
and as a direct comparison in the Sales Comparison Approach. Improved sales are also
used in ratio studies, which afford the appraiser an excellent means of judging the
present level and uniformity of the appraised values. The District does send the sale
letter to the seller and the purchaser.

Final Valuation Schedules

Based on the market data analysis and review discussed previously in the cost, income
and sales approaches, the cost and income models are calibrated and finalized. The
calibration results are keyed to the schedules and models in the CAMA system for
utilization on all commercial properties in the district. Market factors reflected within the
cost and income approaches are evaluated and confirmed based on market sales of
commercial and industrial properties. The appraisers review the cost, income, and sales
comparison approaches to value for each of the types of properties with available sales
information. The final valuation of a property is estimated based on reconciling these
indications of value considering the weight of the market information available for
evaluation and analysis in these approaches to value.

Statistical and Capitalization Analysis

Statistical analysis of final values is an essential component of quality control. This
methodology represents a comparison of the final value against the standard and
provides a concise measurement of the appraisal performance. Statistical comparisons
of many different standards are used including sales of similar properties, the previous
year’s appraised value, audit trails, value change analysis and sales ratio analysis.

Appraisal statistics of central tendency and dispersion generated from sales ratios are
calculated for each property type with available sales data. These summary statistics



including, but not limited to, the weighted mean, provide the appraisers an analytical
tool by which to determine both the level and uniformity of appraised value of a
particular property type. The level of appraised values can be determined by the
weighted mean for individual properties within a specific type, and a comparison of
weighted means can reflect the general level of appraised value.

The appraisers review every commercial property type annually through the sales ratio
analysis process. The first phase involves ratio studies that compare the recent sales
prices of properties to the appraised values of the sold properties. This set of ratio
studies affords the appraiser an excellent means of judging the present level of
appraised value and uniformity of the appraised values. The appraiser, based on the
sales ratio statistics and designated parameters for valuation update, makes a
preliminary decision as to whether the value level of a particular property type needs to
be updated in an upcoming reappraisal, or whether the level of market value is at an
acceptable level.



