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Introduction

I. What is an Appraiser?

Later in the course, we’ll formally defi ne the term appraiser, but we want your 
thoughts for now. Use the space below to write down some of your ideas.

 There is  no preset answer to this question.  Address the important concept   

that  appraisers provide independent,  impartial, and objective value opinions. 

An appraiser‛s opinion can involve all  types of real property and can also 

include personal property and intangible business assets.

II. Appraisal Practice

A. Appraisal practice is a valuation service performed by an individual acting as an 
appraiser.

B. Professional services that come under appraisal practice include

1. Appraisal 

2. Appraisal review 

3. Other services while acting as an appraiser 
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IV. Career Perspective

If you were to picture your career as a high-rise building with each fl oor representing one 
year of experience, what kind of foundation would you need to support 30 stories?

Career pinnacle 

Enhanced skill sets 

Experience 

Knowledge  

Education 

Competent practice 

Ethical principles 

V. Career Planning

Think long range while planning your career. Participants are often surprised by the 
breadth of information they must assimilate just to attain the fi rst level license from 
their state. That’s only the starting point. Begin seeing your career in 5- and 10-year 
increments, and you won’t get overwhelmed. Developing competency is a career-long 
process, and today is simply the point where you begin.

We’re going to take you on a journey of learning unlike anything you’ve experienced 
before. You will need to study hard, but take time to enjoy this experience. There’s 
no need to be anxious. This course and the others that follow will cover the essential 
content you need to prepare for appraisal licensure. But we also want to prepare you 
for something more—your career in appraisal practice.
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B. Ethical appraisal practice

1. Appraisers have an obligation to protect public trust as they perform 
valuation services for their clients.

2. Appraisers must develop and communicate their work in a manner that is 
meaningful and does not misrepresent their services to intended users.

3. When an individual is acting in the role of an appraiser, he or she must 
perform assignments ethically and competently. The appraiser must not 
engage in criminal behavior and must perform the assignments by being

a. Impartial or neutral;

b. Objective or fair-minded;

c. Independent or autonomous; and 

d. Free of self-interest

4. An appraiser must not infl uence or promote the goal of any person or group. 
An appraiser must defend his or her opinions and conclusions and must 
perform assignments with impartiality with respect to any party or cause.

1.1 Dilemma

Two parties involved in a real property valuation dispute are seeking to 
hire one appraiser to help resolve the matter.

Is it ethical for an appraiser to perform this type of assignment when the 
parties have confl icting interests?

 An appraiser does not “represent” or  advocate a client‛s position. 

Since an appraiser is impartial and  independent, it is ethical to 

perform a valuation service for both  parties in this dispute assuming 

they agree to abide by the results.
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C. Competent appraisal practice

1.3  Discussion Question. In the Real World

An appraiser discovers during the course of the assignment that he 
lacks the required knowledge and experience to complete the 
assignment competently. 

What should the appraiser do?

Instructions: Before attempting to answer this question, read the content on the next 
page of the handbook and then discuss the issues with those seated at your table area.

 Inform the client and satisfy the competency issue or  withdraw from the 

assignment. The appraiser‛s obligation to address competency  applies even if the 

issue is discovered during the course of the assignment due  to previously unknown 

facts or conditions.

1.2 Dilemma

I completed an appraisal assignment for a bank last week with a $250,000 
value conclusion. The bank called today and said they need another 
$5,000 to put the deal together; otherwise, they won’t pay me. That’s a 2% 
difference, and I guess it’s not worth arguing about. This is my sole client, 
and I can’t afford to lose the business. What should I do?

What advice do you have for this appraiser?

 Changing the appraisal would favor the cause  of the client and alter 

the impartial and objective nature of the  appraiser-client relationship.
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Review Quiz

Fill in the missing content for the following questions.

1. Appraisers must develop and communicate their work in a manner that is 
meaningful and  that does not misrepresent  their services to intended users.

2. An appraiser must not advocate the cause or interest of any  party or issue .

3. At what point must an appraiser be competent regarding an appraisal 
assignment?  At completion of the assignment  .

4. The appraiser must be prepared to demonstrate that the type and extent of 
research and analyses performed in the appraisal is suffi cient to produce
   credible   assignment results.

5. An appraiser performing an assignment in an unfamiliar geographic location must 
spend suffi cient time to understand the   nuances   of the local market.

Check the appropriate box for each question. TRUE FALSE

6. A series of errors in an appraisal is acceptable as long as 
it does not signifi cantly affect the value conclusion.

7. An appraiser must inform a client prior to accepting the 
assignment if he or she lacks the requisite training, 
information, and/or work experience to complete the 
assignment competently.

8. A fee arrangement contingent on an appraiser’s value 
conclusion will help the appraiser to maintain impartiality 
and independence.

9. In an assignment that involves a dispute between two parties, 
it is the appraiser’s duty to represent his client’s position.

10. The unethical practices of a few can sometimes damage 
public trust for an entire profession.

Review quizzes and practice tests are intended to be taken during your personal study 
time. Suggested answers are found in the Solutions Booklet.
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II. Fundamental Land Rights

Certain rights accompany land such as air rights, water rights, mineral rights, and oil 
and gas rights. These land rights together with all the other rights in real property 
(comprehensively known as the bundle of rights) are the interests that appraisers 
analyze and evaluate. For now, we’ll focus on fundamental land rights.

A. The inverted pyramid

Land theory suggests that ownership in land includes complete possession from 
the center of the earth to the ends of the universe. Of course, in real practice, 
land ownership has limitations due to governmental controls.

1. Suprasurface rights 

2. Surface rights 

3. Subsurface rights 

B. Air rights (suprasurface rights)

Air rights. The right to undisturbed use and control of designated air space 
above a specifi c land area within stated elevations.

1. Right to construct buildings in the air space over the land.

2. Right to control view/solar access.



Solutions – 8 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Basic Appraisal Principles Part 2 – 23

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

3. Right to lease or sell these rights.

4. Limitations to air rights.

a. Congress enacted laws in the 1920s and 1930s that gave the federal 
government complete control over the nation’s airspace.

b. A landowner still has the right to use the airspace above the property as 
long as that use does not interfere with air traffi c.

5. A landowner can seek damages if a public or private party uses the airspace 
over the property in a manner that is detrimental to, or interferes with, the 
landowner’s rights.

C. Surface rights

1. Rights include land, water, and anything attached to the land—either naturally 
or placed by human hands.

2. Water rights

a.     Riparian rights      These are rights pertaining to properties 
touching a body of water or a waterway such as a river or stream 
(generally interpreted as fl owing waters) with an emphasis on the benefi t 
and useful purpose to which the fl owing water may be applied.

b.     Littoral rights     These are rights pertaining to properties 
abutting an ocean, lake or pond (generally interpreted as non-fl owing 
waters) with an emphasis on the use and enjoyment of the shore (the 
area between high and low water levels).

c. Landowners with water rights generally have an unrestricted right to use 
the water that adjoins their property. However, they cannot interrupt or 
divert the fl ow of water (or contaminate it). Riparian and littoral owners 
cannot impair the rights of other riparian or littoral landowners. This often 
involves agricultural issues of farming and irrigation.

d. Riparian and littoral rights are appurtenant (that is, attached) to the land 
and cannot be retained by the seller after the property is sold.

e. Prior appropriation water rights. This system of allocating water rights is 
different from riparian and littoral rights. Water law in the western United 
States generally follows the appropriation doctrine (sometimes referred to 
as the Colorado Doctrine) which came about due to the scarcity of water 
in that area of the country. This water right can be summed up as “fi rst in 
time is fi rst in line,” and the rights are unconnected to land ownership.
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III. Real Estate, Personal Property, and Real Property

Knowledge Preview. Choose real estate, personal property or real property for 1−6.

1. Schaefer owns land with a grove of trees 
that are prized for their wood. The trees 
would be classifi ed as    Real estate    

2. Schaefer cuts down several of the trees 
and stacks the wood on his land.    Personal property   

3. Schaefer sends the wood to a 
woodworker to be made into cabinets. 
The fi nished cabinets are delivered and 
placed in Schaefer’s house.    Personal property   

4. Schaefer secures the cabinets to a wall in 
the family room of the house.    Real estate     

5. Years later Schaefer remodels the home 
and removes the cabinets and places 
them in the attached garage.    Personal property   

6. Schaefer’s marriage falls apart, and a 
judge orders that Schaefer’s spouse 
receive one-half the wholesale timber 
value of the tree grove. The interest in the 
tree grove represents    Real property    

A. Real estate

1. Real estate is land (physical raw land) and all things that are a natural part of 
the land such as trees and minerals.

2. Real estate includes appurtenances.

All real estate improvements were once personal property; when attached to 
the land, they become real estate.

Appurtenance. Something added or appended to a property that then 
becomes an inherent part of the property; … usually passes with the 
property when title is transferred.
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b. Annual crops and plantings such as corn, wheat, and vegetables are 
known as emblements and are personal property.

  In a land sale, the issue of emblements is typically addressed 
in the land purchase contract to avoid confusion regarding 
harvesting rights.

  Generally, crops planted by a tenant farmer are treated as 
emblements.

C. Fixtures

A fi xture is an appurtenance (that is, treated as real estate) when permanently 
attached to a property. However, some fi xtures can be easily removed without 
damaging the property and are treated as personal property. These differences 
can cause disputes about whether a fi xture is real estate or personal property.

Fixture. An article that was once personal property but has since been 
installed or attached to the land or building in a rather permanent manner so 
that it is regarded in law as part of the real estate.

1. Intent is a primary factor in determining whether an item is a fi xture. In a 
residence, fi xtures might include plumbing, lighting, or a built-in dishwasher.

2. Tests of fi xtures

Attachment (or annexation)

 The manner (permanence) in which the item is affi xed 

Adaptation

 Character of the item (for example, custom-made) and  

 its adjustment (or modifi cation) to the real estate 

Agreement

 The intention of the party who attached the item 

3. Trade fi xtures may be subject to laws and customs of the area but generally

a. Trade fi xtures are articles placed in or attached to rented buildings by a 
tenant to help carry out the trade or business of the tenant.

b. These fi xtures are personal property regardless of how they are affi xed.
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c. These fixtures are removable by the tenant when the lease expires unless 
this right has been surrendered in the lease.

D. Real property

Real property. “The interests, benefits, and rights inherent in the ownership 
of real estate.” (USPAP, DEFINITIONS)

1. In some jurisdictions, the terms real estate and real property are used 
interchangeably. For appraisal purposes, there is a distinct difference. Real 
estate is an identified land parcel (including appurtenances), whereas real 
property is the interests and rights in the identified tract of land.

2. A right or interest in real estate is also referred to as an estate.

3. Ownership interests have been compared to a bundle of sticks with each stick 
representing a specific right of ownership. 

Bundle of rights. Total range of ownership interests in real property. An 
owner that possesses all the interests in the bundle of rights has the 
most complete form of ownership.5

Rights in Real Property

Transfer

Possession Lease

Mortgag e

Improve

4. Other rights attached to real property ownership include the right of enjoyment 
(use the property in a legal manner), the right of exclusion (keep others from 
entering or using the property), and the right to do all or none of these things.

5. Definitions that are not referenced are definitions written by the developer. Such definitions may address only one 
aspect of the term.
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Review Quiz

Write a number on the line opposite each item below to indicate whether the item is 
best described as

1. Real estate

2. Real property

3. Personal property

4. Fixture

5. Trade fi xture

Note. Permanently attached fi xtures are also real estate. Choose “fi xture” rather than 
“real estate” if the test of fi xtures applies to the personal property item. Trade fi xtures 
are also personal property, but choose the best answer that fi ts the description.

 5   Photographic printing equipment owned and used by a one-hour photo 
business that rents space in a mall

 1  Chain link fence

 2  An estate

 3  Portable dishwasher

 2  Condominium

 1  Swimming pool in the ground

 3  Swimming pool above the ground

 5   Air-handling systems and fi lters owned and installed by a tenant in leased 
space of an industrial park

 4  Room air conditioner permanently mounted in a wall opening

 2  Right to occupy

 4   Portable hot tub permanently enclosed in a deck with underground plumbing

 1  Shrubbery

 3  Emails

Suggested answers for this quiz are found in the Solutions Booklet.
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Part 3.
Rights and Interests in Real Estate

A number of legal rights (that is, a bundle of rights) belong to the owner of real estate. In 
Part 3, we’re going to take a closer look at the rights and interests that run with real estate.

I. Estates in Land

Estate. A right or interest in property.

Estate in land. The degree, nature, or extent of interest that a person has in land.

There are many types of estates, but not all interests in real estate are defi ned as 
estates in land. To be an estate in land, the legal right(s) or interest(s) must allow 
possession—now or in the future—and specify duration. Estates are distinguished by 
their duration and fall into two legal categories—freehold and leasehold estates.
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2. Life estate

Life estate. Rights of use, occupancy, and control, limited to the lifetime 
of a designated party, sometimes referred to as the life tenant.

Life tenant. One who owns an estate in real property for his or her own
lifetime, the lifetime of another person, or an indefinite period limited by
a lifetime.

a. Conventional life estate

 Ordinary life estate with remainder or reversion. In some states the 
identifying labels of reversionary interest and remainder interest are 
used interchangeably for the same party or entity.

 A pur autre vie (pronounced pùr ówtra vίy) estate is also with 
remainder or reversion, but the duration of this estate is based on 
the life of someone other than the life tenant.

Example of an Ordinary Life Estate
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Remainder interest. A future possessory interest in property that is 
given to a third party and matures upon the termination of a limited or 
determinable fee.
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FREEHOLD ESTATES

A. Characteristics of a freehold estate

1. Present or future possession

2. Indeterminate duration

3. Ownership

Freehold Estates

Fee Simple Estate
Inheritable

Life Estate
Noninheritable

Freehold Estates
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Life Estate
Noninheritable
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FeeFee SimSimpplele EsEsttateate
InheInherriitabltablee

LLiiffee EEssttaattee
NoninheNoninherritaitabbllee

B. Types of freehold estates

1. Fee simple estate

a. Fee simple absolute is the most complete form of ownership with 
unlimited duration and subject only to governmental powers.

b. Fee simple defeasible is subject to the occurrence or non-occurrence of 
a specific event. The two types are an estate 1) qualified by a special 
limitation and 2) subject to a condition subsequent (see the Appendix for 
expanded definitions of these two types of estates).

c. Leased fee interest is an ownership interest held by a landlord with the 
rights of use and occupancy conveyed by lease to others. The rights of 
the lessor (the leased fee owner) and the lessee are specified by contract 
terms contained within the lease.

Fee Simple
Estate

Fee Simple
Absolute

Fee Simple
Defeasible

Leased Fee
Interest

Fee Simple
Estate

Fee Simple
Absolute

Fee Simple
Defeasible

Leased Fee
Interest

FeeFee SSiimmppllee
EsEsttaattee

FeeFee SimSimppllee
AAbbssoolluuttee
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II. Encumbrances

Encumbrance. Any claim or liability that affects or limits the title to property. An 
encumbrance can affect the title such as a mortgage or other lien, or it can affect 
the physical condition of the property such as an easement. An encumbrance 
cannot prevent the transfer of possession, but it does remain after the transfer. 

Encumbrances

Liens

Examples:

•Property Tax

•First Mortgage

•Equity Loans

•Mechanics’ Liens

•Judgments

•Attachments

Encumbrances

Examples:

•Leases

•Easements

•Encroachments

•Deed Restrictions

•Reservations

Encumbrances

Liens

Examples:

• Property Tax

• First Mortgage

• Equity Loans

• Mechanics’ Liens

• Judgments

• Attachments

Encumbrances

Examples:

• Leases

• Easements

• Encroachments

• Deed Restrictions

• Reservations

A monetary claim Use or physical 

against a property   condition is affected 

EncumbEncumbrraanncceess

LiLieensns

EExxamampplleess::

•• PPrrooppererttyy TTaaxx

•• FirstFirst MorMorttgagegage

•• EEquiquittyy LoLoaansns
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•• JJudgmentsudgments
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•• EEaasseemmeentntss

•• EncroEncroaachchmmeentntss

•• DeDeeedd ReRessttriricctiontionss

•• RReeserservvationsations

 All liens are encumbrances; not all encumbrances are liens. 
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Encumbrances

Our focus will be on encumbrances that are not liens. In Part 6 we’ll come back to this topic 
again and look at lien encumbrances. Leases are encumbrances, but we want to treat them 
separately, and we will examine leases in Part 7.

A. Easements

Easement. The right to use another’s land for a stated purpose.

1.   Easement appurtenant    An easement that is attached to, benefi ts, 
and passes with the transfer of the dominant estate; runs with the land for the 
benefi t of the dominant estate and continues to burden the servient estate.

S  T  R  E  E  TS  T  R  E  E  T

� Easement 

Servient Estate

Dominant
Estate

DominantDominant
EstateEstate

ServientServient EstateEstate

SS TT RR EE EE TT

�� EasementEasement

2.   Easement in gross    An easement that benefi ts a legal person or 
entity (individual, corporation, partnership, LLC, government entity, etc.) and 
not a particular tract of land; an easement having a servient estate but no 
dominant estate.
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Practice Test  Section 1 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 1. This is a “closed book” test. Choose 
the most correct answer.

1. Which of the following items are considered to be personal property?

A. a tree orchard

B. built-in cabinetry

* C. furniture

D. interior light fi xtures

2. Mayes owns a property but has leased it to Jacobs. Which term describes Jacobs’ 
right in the property?

A. fee simple interest

B. leased fee interest

* C. leasehold interest

D. lessor interest

3. Real estate is best described as

A. everything resting on the surface of the land.

B. fi xtures and building improvements.

* C. land and everything permanently attached to the land.

D. the complete bundle of rights attached to land.

4. Mineral rights are an example of

A. air rights.

B. riparian rights.

* C. subsurface rights. 

D. suprasurface rights.
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5. An appraiser’s familiarity with a specifi c type of property applies to what concept?

* A. competency

B. impartiality

C. intended use

D. suffi cient diligence

6. Sanchez is appraising a property for a client with the intended use of fi ling a tax 
appeal. In this type of assignment, Sanchez should

A. fi nd out what value the client’s lawyer recommends.

* B. not advocate the cause or interest of any party or issue.

C. represent the client’s cause in the appeal.

D. try to keep the value as low as possible.

7. Before an appraiser begins an assignment, the problem to be solved must be 
identifi ed. What is the next step the appraiser must take to ensure credible 
assignment results?

A. a preliminary opinion for the client

B. a pro forma for the assignment

C. a project timeline

* D. determination of the scope of work

8. Chattel and personalty are terms used to describe

A. emblements.

B. fi xtures.

* C. personal property.

D. real property.

9. Hooper gave permission to a nearby business neighbor to place a sign on his 
corner property to advertise the neighbor’s liquidation sale. What has Hooper 
given his neighbor?

* A. a license

B. a partial interest in his property

C. a personal easement in gross 

D. an estate
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10. What is a tenancy (that is, estate) in which a lessee remains in possession of the 
property without the lessor’s consent?

* A. tenancy at sufferance

B. tenancy at will 

C. tenancy for years

D. tenancy from period to period

Review quizzes and practice tests are intended to be taken during your personal study 
time. Suggested answers are found in the Solutions Booklet.
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II. Rectangular (Government) Survey System

Rectangular survey system. A land survey system used in Florida, Alabama, 
Mississippi, and all states north of the Ohio River or west of the Mississippi River 
except Texas; divides land into townships and ranges approximately six miles 
square, each normally containing 36 one-square-mile sections of 640 acres, 
except when adjusted for the curvature of the earth. Also called the government 
survey system.

A. History and scope of rectangular survey

1. The government created the rectangular survey system in 1785 as the United 
States expanded westward from the original 13 colonies in the Northeast.

2. It became the principal method of land description for most of the land west 
of the Ohio and Mississippi Rivers.

3. The method divides land into a system of rectangles, which permits 
description by identifying the particular rectangle in which the land 
parcel is located.

B. Rectangular survey basics

1. System is based on two sets 
of intersecting lines.

a. Principal meridians run north 
and south.

b. Baselines run east and west.

2. There are 35 principal meridians in the United States. Principal meridians and 
baselines are referenced to degrees of longitude and latitude.

3. Terminology.

a. Township lines. Survey lines that run east and west at six-mile intervals 
north and south of a baseline and form the north and south boundaries of 
townships.

b. Range lines. One of a series of government survey lines that extend due 
north and south at six-mile intervals and are numbered east or west from 
the principal meridian. Range lines form the east and west boundaries of 
townships.

c. Township. This is the area between two township lines and two range lines; 
normally contains 36 sections of approximately 640 acres each.

A single 

Township

can be

described 

as:

  6 miles × 6 miles; or

  6 miles square; or

  36 square miles; or

  containing 36 sections
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d.  Range. Vertical column of townships

e. Tier. Horizontal row of townships (also known as a township tier).

f. Section. One of the 36 designated areas of land, each approximately one 
mile square, into which each township is divided.

4. Township section numbering
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Township Section by the Numbers

Section Description Size

1 Acre = 43,560 Square Feet

1 Section 640 Acres

½ Section 320 Acres

¼ Section 160 Acres

¼ of ¼ Section 40 Acres

¼ of ¼ of ¼ Section 10 Acres

¼ of ¼ of ¼ of ¼ Section 2.5 Acres

Example. Looking at Section 22 below, write a description for the parcel identifi ed by the 
shaded area.

E ½ of NW ¼ of SE ¼ of NE ¼ of Section 22, T 2N, R 3E

SECTION 22, TOWNSHIP 2N, RANGE 3E SECTION 22, TOWNSHIP 2N, RANGE 3E SECTION 22, TOWNSHIP 2N, RANGE 3E
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Review Quiz

Fill in the missing data to the following questions:

1. The method of legal description most frequently used west of the Mississippi River 
is    rectangular survey   .

2. Which section is directly north of Section 23?       Section 14 

3. The SE ¼ of Section 10 contains how many acres?       160 acres 

4. A land parcel measuring 660 feet by 330 feet contains how many acres? 5 acres 

5. Malloy sold a land tract for $2,500 per acre described as S ½ of the NE ¼. What 
was the total price of the land?    $200,000    (80 acres × $2,500) 

Use Township Section 12 illustrated below to answer questions 6 through 9.

B
D

C

A

BB
DD

CCCC

AA

6. Peterson purchased tracts A and B. How many acres did he buy?    240 acres 

7. What are the dimensions of land tract “C”?  1,320 ft. × 660 ft. 

8. Provide the legal description of tract “C”.  S ½ of SW ¼ of NE ¼ of Section 12 

9. What is the square foot size of land parcel “D”?     435,600 square feet  
  10 acres × 43,560 sq. ft. 

Review quizzes and practice tests are intended to be taken during your personal study 
time. Suggested answers are found in the Solutions Booklet.
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C. Tenancy by the entirety

1. This is a unique form of co-ownership for married couples in which each 
spouse has an equal, undivided interest in the property.

2. Husband and wife as tenants by the entirety have rights of survivorship.

a. Upon the death of one spouse, the title automatically transfers to the 
surviving spouse, creating an estate in severalty.

b. Tenancy by the entirety avoids probate for the surviving spouse.

3. To convey title, the signatures from both parties are required.

D. Community property rights

1. Nine states use this system for property owned by husband and wife. Each 
spouse has an undivided one-half interest in property acquired during the 
marriage. In contrast to joint tenancy, when one spouse dies, the survivor is 
entitled to one-half of the community property. The other half is distributed 
according to the will of the deceased. If there is no will, the interests will go to 
the surviving spouse (or other heirs) depending upon applicable laws of the state.

2. Community property recognizes two classifi cations of property.

a. Separate property (real and personal)—Property that was solely owned by 
either spouse before the marriage. The spouse can mortgage or convey 
his or her separate property without the signature of the spouse who does 
not own the property.

b. Community property (real and personal)—Property acquired by either 
spouse during their marriage. Therefore, community property requires the 
signature of both spouses before it can be encumbered or conveyed.

IV. Trusts

A. Understanding the basics of a trust

1. Real estate can be transferred to another person (called a fi duciary) to hold or 
manage for the benefi t of a third party.

2. The players are the trustor, the trustee, and the benefi ciary. These players can 
be people or legal entities such as corporations.

3. The benefi ciary receives from the trustor any proceeds that come from the 
property less the operating expenses of maintaining the trust. The income 
can be for the lifetime of the benefi ciary or for a specifi ed period—or event.
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How a Basic Trust Works
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B. Types of trusts

1. A living trust is created by an agreement while the property owner is alive.

2. A testamentary trust is established by the will of the property owner after his 
or her death.

3. Land trust

a. Real estate is the only asset in a land trust.

b. The property title is conveyed to a trustee, but the trustor in this case is 
also the benefi ciary. The trustor has a benefi cial interest in the property, 
and that interest is actually treated as personal property.

c. Even though the benefi cial interest is personal property, the benefi ciary 
still retains management and control of the property and has the right of 
possession and the right to income or proceeds from a property sale.

d. A land trust is designed to provide tax and privacy advantages for the 
benefi ciary.

e. Duration of a land trust is typically for a specifi ed period of time.

4. Another type of trust, previously discussed a few pages back, is one held by 
investors under what is called a real estate investment trust, or REIT.
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V. Condominiums, Cooperatives, and Timeshares

These forms of ownership function most commonly within residential property types.

A. Condominium ownership

1. How condominiums function

a. Owner holds a fee simple title 
to an individual condo unit.

  Each condominium 
unit has its own legal 
description. In states 
that levy property taxes, 
each condominium unit 
receives its own tax 
statement.

  An individual unit can be owned in a number of ownership forms such 
as tenancy in common or joint tenancy as permitted by state laws.

b. Condominium owners also hold an undivided interest in the remaining 
condominium real estate known as common elements.

  Common elements outside the building can include

Land, community buildings, swimming pools, tennis courts, 

boat slip for waterfront properties, and parking spaces. 

  Common elements inside the building can include

Lobby, hallways, elevators, underground garage, exercise  

room, balconies, laundry, and storage areas. 

2. A condominium can be a high-rise, a townhouse, or even a detached dwelling. 
The determining factor in what constitutes a condominium is the legal 
declaration that has been executed and recorded, not the style of the building.

3. The individual owners can sell to anyone unless the condominium association 
has the right of fi rst refusal. In that instance, the unit must be offered fi rst to 
the association (or owners within the association) at the same price before an 
outside offer can be accepted.
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 Review Quiz

Fill in the missing data to the following questions.

1. Ownership held by an individual or single entity is called  ownership in 
severalty .

2. The party that gives a mortgage is called   the mortgagor   .

3. Williams owns property with Campbell by tenancy in common. When Williams dies, 
her interest in the property will go to   her heirs or according to her will   .

4. In a basic trust, the fi duciary is known as the    trustee    .

5. Elevators, tennis courts, and hallways in a condominium are  common elements .

6. Purchasing a cooperative unit means you are buying   shares of stock   .

7. An ownership interest in real estate that allows the use of the property facilities 
for a specifi ed period of time is called    timeshare ownership   .

8. Joint tenancy has a right of survivorship feature shared with what other form of  
ownership?    tenancy by the entirety   

9. Concurrent ownership is also known as    co-ownership    .

10. Trusts that allow 100 or more investors to pool their resources into large real 
estate investments are called    REITs   .
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6.1 Dilemma

A large national company wanted to build its corporate campus in a location 
accessible to public transportation and other favorable amenities. One 
municipality eager to have the new campus located in its city offered a large 
tract of land it considered blighted. The city then set out to purchase the 
properties in the blighted area and condemn the remaining parcels held by 
owners unwilling to sell.

Can the city take the properties for this purpose?

 The answer can depend on a number of factors. The issue of condemning 

private property for use by another private  party is a hotly debated 

topic as a result of the 2005 Supreme Court  ruling (Kelo v. New London). 

Unless the courts fi nd the taking  arbitrary and capricious, the city has 

the right to condemn. In either  case, appraisers are retained to address 

valuation issues.

C. Police power

Police power. The inherent power of government to regulate property in order 
to protect public health, safety, and general welfare.

Police power is really the government’s power to control or regulate real property 
in the public’s interest. Since no private rights are taken, police power is distinct 
from eminent domain, although that very issue is sometimes debated in the 
courts in cases involving zoning regulations.
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Part 6.
Controls on Ownership

Limitations on real estate ownership are divided into two categories—government controls 
and encumbrances that affect title.

I. Four Government Controls on Ownership

Estates in real property are subject to four powers of government.

  Taxation

  Eminent domain

  Police power

  Escheat

A. Taxation

Taxation. The right of government to raise revenue through assessments on 
valuable goods, products, and rights.

1. Property taxation

The U.S. Constitution precludes the federal government from taxing real 
property directly, reserving that right instead for state and local governments.

a. Taxes are levied against 
real estate to support the 
operation and services of 
government at various levels. 
These can include

  State government

  County government

  Public school districts

  Municipal government
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3. Zoning

Zoning. Public regulation of the use of private land through application of 
police power; accomplished by establishing districts or areas with uniform 
requirements relating to lot coverage, setbacks, type of improvement, 
permitted activities, signage, structure height, minimum lot area, density, 
landscaping and other aspects of land use and development. (Bold added 
for emphasis)

a. Zoning ordinances are local laws that implement the comprehensive 
plan and provide regulation and control of land and structures within a 
specifi ed district.

b. Police power in action—The following items are some of the issues that 
can be controlled through zoning ordinances.

  Building type 

  Building height 

  Building style/appearance 

  Natural resources protection 

  Permitted uses

  Setbacks

  Lot size

  Density

c. General zoning has broad classifi cations with divisions such as low, 
medium, and high density; or in the case of industrial classifi cations, light 
and heavy density. General zoning classifi cations may include

  Agricultural

  Residential

  Commercial

  Industrial

  Mixed use

  Public

d. Specialized zoning can include airports, waterfront properties, planned 
developments, and historic districts to name a few.
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e. Zoning terminology

    Buffer strip   Open spaces, landscaped areas, fences, 
walls, berms, or any combination thereof used to physically separate 
or screen one use or property from another so as to visually shield 
or block noise, lights, or other nuisances; often associated with a 
change of land use or density.

    Spot zoning   An exception to the general zoning 
regulations; permits specifi c, usually small, parcels of land to be 
zoned for a use that is not permitted in the surrounding area.

    Zoning variance   A legally authorized modifi cation in the 
use of property at a particular location that does not conform to the 
regulated use set forth in the zoning ordinance for the surrounding 
area; not an exception or change in the legally applicable zoning.

This zoning concept is sometimes classifi ed by states in different 
ways. Some states may call it a use variance, whereas others may 
use a term such as development standard variance because it 
deviates from the codifi ed standard of the zoning ordinance (e.g., 
change in setback or a change in the number of parking spaces 
allowed for that particular use).

    Legally nonconforming   A use that was lawfully established 
and maintained, but no longer conforms to the use regulations of its 
current zoning; also known as a grandfathered use.

4. Building codes

a. Building codes are another form of police 
power intended to protect public health 
and safety.

b. State and local governments adopt model 
codes published by nationally recognized 
organizations to establish minimum 
requirements for building habitable 
structures.

5. Other regulations affecting building 
construction and renovation

a. State and local governments can have additional regulations that impact 
an owner’s desire to improve his or her property.
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II. Lien Encumbrances

Encumbrances affect ownership through public and private means. For example, a 
property tax lien falls under the government’s power of taxation. A public right of way 
is an easement that comes under the government’s power of eminent domain. On 
the other hand, there are private easements that limit ownership rights, and in the 
same way, a mortgage lien or mechanics’ lien is a private monetary claim against 
the property.

Encumbrances

Liens

Examples:

• Property Tax

• First Mortgage

• Equity Loans

• Mechanics’ Liens

• Judgments

• Attachments

Encumbrances

Examples:

• Leases

• Easements

• Encroachments

• Deed Restrictions

• Reservations

EnEnccuummbbrranancecess

LiensLiens

ExamplesExamples::

•• PropPropeertrtyy TTaaTTT xx

•• FirFirsstt MortgMortgaaggee

•• EquitEquityy LoansLoans

•• MMeecchhaaninicscs’’ LiLieennss

•• JudgmJudgmeenntsts

•• AAttAAAA ttaacchhmmeennttss

EncumbrancesEncumbrances

ExamplesExamples::

•• LLeaseeasess

•• EasemEasemeentntss

•• EncroaEncroacchhmmeentsnts

•• DDeeeded RReestrictionsstrictions

•• RReesseerrvvaattionsions

Encumbrances were previously discussed in Part 3, which focused on encumbrances 
that are not liens such as easements, encroachments, deed restrictions, and 
reservations. Those encumbrances were largely private limitations on ownership with 
a few exceptions crossing over into the public side. Now, we’re going to concentrate 
on lien encumbrances—both public and private.
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Liens

A. Liens are fi nancial encumbrances.

Lien. A charge against property in which the property is the security for 
payment of the debt.

1. A lien is a security interest in the property. The property owner is in the role 
of a debtor, and a charge is attached to the owner’s property that gives a 
creditor certain rights, such as the right to foreclose and use the proceeds to 
pay the debt.

a. A lien does not create an ownership interest in the property.

b. A lien may impair or affect the marketability of the owner’s title to the 
property, and since it is an encumbrance, it can also potentially affect 
marketability—and market price.

  A lien is different from other encumbrances, because it is fi nancial 
in nature and attaches to the property due to a specifi ed debt.

  When a lien is attached to real property, it does not necessarily 
prevent the transfer of title. Indeed, a lien transfers with the property.

c. Once established, a lien runs with the land and binds subsequent owners 
until the lien is paid and the owner’s title is cleared.

2. Liens fall into two general categories. 

a.   General lien   is a type that binds all the assets of the individual  
debtor (that is, the debtor’s property) to the lien.

b.   Specifi c lien   is a type that is levied against or attaches to a  
specifi ed piece of property.

c. Within the two general categories stated above, liens can also be 
considered voluntary or involuntary.

  Voluntary liens are created intentionally by the property owner’s 
actions. A mortgage is considered a voluntary lien.

  Involuntary liens are created by law rather than by choice. For 
example, a property tax lien is considered involuntary.
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Practice Test  Section 2 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 2. This is a “closed book” test. Choose 
the most correct answer.

1. When a fi nancial institution puts together a loan for a property owner, the lender is 
referred to as the

A. grantee.

* B. mortgagee.

C. mortgagor.

D. trustor.

2. Which of the following limitations on ownership is not an exercise of government 
power?

* A. covenants

B. escheat

C. special assessment lien

D. zoning ordinance

3. The Hawthorns bought a condominium unit in a resort area for $500,000. They 
use the condo for one month out of every year, and during the remaining months, 
they rent it out through an agreement with the property management. What type of 
ownership do the Hawthorns have?

* A. condominium

B. cooperative

C. leasehold

D. timeshare
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4. The form of legal description most often used west of the Mississippi River is

A. bearing and azimuth.

B. metes and bounds.

C. recorded plat.

* D. rectangular survey.

5. A claim against real property to secure repayment of a debt is

A. a deed restriction.

* B. a lien.

C. an easement.

D. an encroachment.

6. Sam Gates wants to buy a summer home with his sister Jean. Because they are 
both retired and have no heirs, they want to be sure that if one of them dies, the 
interest of the deceased will pass to the other sibling. Which form of ownership 
should they use to acquire title?

* A. joint tenancy

B. tenancy by the entirety

C. tenancy in common

D. tenancy in severalty

7. When a corporation purchases real estate, it conducts this business as

A. a limited partnership.

B. a real estate investment trust.

C. a syndicate.

* D. if it were a single person.

8. Rick and Alice set up a living trust for their children involving a rental property they 
own. In this type of agreement, the children are legally referred to as the

* A. benefi ciaries.

B. fi duciaries.

C. trustees.

D. trustors.
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9. Common elements in condominium ownership include all of the following except the

A. elevator.

B. land.

* C. shareholder stock.

D. swimming pool.

10. Justin owns a property with three other people. When Justin dies, his interest will 
be passed according to his will and be part of his estate. In this property, Justin is a

A. joint tenant.

B. tenant by the entirety.

* C. tenant in common.

D. tenant in severalty.

11. McKibbin has been approved to have a possessory interest in a property and is 
given a proprietary lease. What kind of ownership does McKibbin have?

A. condominium ownership

* B. cooperative ownership

C. leasehold ownership

D. timeshare ownership

12. A buyer purchased a quarter acre of land for $5.00 per square foot. What was the 
price of the parcel?

* A. $54,450 (43,560 sq. ft. / 4 = 10,890 × $5.00 = $54,450)
B. $108,900

C. $125,000

D. $217,800

13. The process used by the government to acquire land for public benefi t is known as

* A. condemnation.

B. eminent domain.

C. escheat.

D. foreclosure.
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Digging Deeper

14. How many acres are contained in the tract described as beginning at the NE 
corner of the NW ¼, then south along the east line to the SE corner of said 
quarter section, then west 2,640 feet, more or less, to the SW corner of the said 
NW ¼, then in a straight line to the P.O.B.?

A. 40 acres

* B. 80 acres

C. 120 acres

D. 160 acres

End Digging Deeper

Section

POBPOB

80
Acres

POBPOBPOB
80

Acres

SSeectictioonn

POPOBB
8080

AcrAcreess
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Part 7.
Contracts, Leases and Deeds

Appraisers view contracts, leases, and deeds as part of their research and analysis. The 
nature of the appraiser’s work determines whether this task is carried out daily or on a less 
frequent basis. In any event, the appraiser should be familiar with the basics of all three.

I. Contract Fundamentals

A. An overview of the basic elements of a contract

1. Voluntary 

2. An agreement or promise 

3. Legally competent parties 

4. Legal consideration 

5. Legal act 

B. Express and implied contracts

1. An agreement put into words (written or spoken) is an express contract.

2. An agreement that is presumed to exist because of the parties’ actions is an 
implied contract. A meal ordered at a restaurant is a common example as there 
is an implied agreement to pay at the conclusion of the service.  

C. Unilateral and bilateral contracts

1. Unilateral contract. Only one of the parties to the contract is legally obligated 
to perform. An option agreement in real estate is a unilateral contract.

2. Bilateral contract. This type of contract exists when each party makes a 
binding agreement to perform according to the contract. Most real estate 
contracts are bilateral.
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3. Legally competent parties. The parties entering the contract must be of legal 
age and have enough mental capacity to know the potential consequences of 
their actions.

4. Consideration. This is something of legal value used as an inducement to 
perform (or refrain as the case may be). Adequacy of the consideration is not 
the issue.

5. Legal purpose. If the contract involves something unlawful, it is not a valid 
contract. Such a contract could still be honored by the parties involved, but 
it is unenforceable in the courts. To be valid, a contract must be for a legal 
purpose.

F. Enforceability of contracts

The three categories of a contract’s legal status

1. Valid contract is an agreement in which all the elements of a contract are 
present and, therefore, legally enforceable.

2. Void contract has no legal effect6 and cannot be enforced in a court of law. 
This may be due to the absence of one or more specifi c contract elements.

3. Voidable contract is technically valid but gives one or more parties the power 
to legally void the agreement and thus cancel performance.

II. Types of Contracts

The primary focus in looking over the various types of contracts is to point out items 
that would interest an appraiser and understand how these contracts function.

A. Real estate sale contract

Sale contract. A written document signed by a buyer and a seller who agree 
to the transfer of ownership of real property; also called agreement of sale or 
earnest money contract.

6. Black’s Law Dictionary, Abridged 7th Edition, St. Paul: West Group Publishing Company, 2000.Basic Appraisal Principles Part 7 – 109
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1. The sale contract serves two functions:

a. It is a receipt for the buyer’s earnest money deposit that is made with the 
offer to purchase.

Earnest money. A good faith deposit made by a purchaser as the 
consideration component of a binding contract. In real property 
transactions, this deposit is frequently applied to the buyer’s down 
payment.

b. It becomes the contract of sale once it is executed with the signatures of 
the seller (vendor) and buyer (vendee).

2. The essentials of a sale contract that are of interest to appraisers.

a. Sale price and terms 

  Financing details and any seller concessions 

  List of personal property included in the sale 

b. Contract date and potential closing date 

c. Legal description of the land 

d. Identifi cation of title and form of deed to be conveyed 

e. Contingencies, if any 

f. Seller‛s disclosure statement (listing known defects) 

g. Signature of all parties to ensure a valid contract 
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III. Leases

Leases are contracts, but we’ve placed them under their own special heading to 
emphasize their importance to appraisers. The focus here will be broadly identifying 
the different types of leases and their characteristics.

A. Quick review on leasehold and leased fee estates

1. Defining terms

a. Leased fee interest. The ownership interest held by the lessor, which 
includes the right to receive the contract rent specified in the lease plus the 
reversionary right when the lease expires.

b. Leasehold interest. The right held by the lessee to use and occupy real 
estate for a stated term and under the conditions specified in the lease.

2. Leasehold estates may be considered personal property in some states. 
There are four types of leasehold estates (from Part 3). Do you recall them?

 Estate for years

 Estate at will

 Estate from period to period

 Estate at sufferance

B. Lease bases

Lease. A contract in which the rights to use and occupy land, space, or 
structures are transferred by the owner to another for a specified period of 
time in return for a specified rent.

Note. Oral leases exist, but most states require a written lease when the term is greater than one year.

There are two bases used to set up leases.

1.   Gross rental lease   The lessor pays some or all of the operating 
expenses. When a landlord pays most, but not all, of the operating expenses,
this may be referred to as a modified gross rental lease.

2.   Net rental lease    The tenant pays all the operating expenses.

Note. It is important for appraisers to be familiar with the local market terms used to
describe leases. In some markets, the term net lease may indicate that the tenant
pays only a portion of the operating expenses. The term absolute net lease may be
used to describe a lease in which the tenant pays all the operating expenses.
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C. Types of leases

The examples below are a sampling of various types of leases. In the second course 
in this series, Basic Appraisal Procedures, we will examine leases in more detail.

1.    Flat rental      A lease with a specifi ed level of rent that continues 
throughout the lease term.

2.    Graduated rental     A lease that provides for specifi ed changes in rent 
at one or more points during the lease term.

a. Step-up lease. The payments increase at specifi ed intervals.

b. Step-down lease. The payments decrease at specifi ed intervals.

3.    Revaluation lease     A lease that provides for periodic rent adjustments 
based on the market rental rate of the space. This is sometimes accomplished 
through appraisal or arbitration.

4.    Index lease     A lease, usually for a long term, that provides for 
periodic rent adjustments based on the change in an economic index.

5.    Percentage lease     A lease in which the rent or some portion of the 
rent represents a specifi ed percentage of the volume of business, productivity, 
or use achieved by the tenant. This type of lease is most frequently used for 
retail properties. A straight percentage lease may have no minimum rent, but 
most specify a guaranteed minimum rent and an overage rent.

a. Rents paid in shopping centers and malls are often percentage leases. A 
percentage lease can be either a gross or net lease.

b. Overage rent. The percentage rent paid over and above the guaranteed 
minimum rent or base rent; calculated as a percentage of sales in excess of 
a specifi ed breakpoint sales volume.

6.      Sandwich lease     A lease in which an intermediate, or sandwich, 
leaseholder is the tenant of one party and the landlord of another. (The words 
tenant and landlord are substitutions for the words used in The Dictionary of 
Real Estate Appraisal.)
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2. Title can also be transferred involuntarily (i.e., without the owner’s consent) 
and is usually carried out by the operation of law. We have already looked at 
some of these involuntary conveyances.

a. A person dies intestate. The property passes to the decedent’s heirs 
according to the laws of the state. If there are no heirs, the property 
escheats to the state.

b. Eminent domain. The owner’s land is taken for public use through the 
process of condemnation.

c. Liens. The property owner fails to pay the mortgage or property taxes, and 
the property is foreclosed to satisfy the debt.

3. There are two additional involuntary transfers of rights to consider.

a.   Adverse possession   This involuntary transfer of property takes 
place when a party makes a property claim by taking possession over 
a period of years, and the owner fails to contest the possession. This 
type of transfer is allowed because the law recognizes that possession 
and use of the land is an essential component of ownership. The time 
required to obtain title legally by this process varies from state to state.

There are requirements for this type of land transfer.

  Open (i.e., the possession and use is obvious to everyone).

  Notorious (i.e., others know about it).

  Continuous possession and occupation.

  Hostile (i.e., without the consent of the true landowner).

  Adverse (i.e., to the true owner’s right of possession).

b.   Prescriptive easement   The right to use another’s land, which is 
established by exercising this right openly, hostilely, and continuously over 
a statutory period of time. The use must be open, notorious, continuous, 
exclusive, and without the owner’s permission. In this case, the claimant 
gains a legal easement rather than legal title to the land.

A common example of an involuntary transfer is a roadway by prescription. 
This type of easement can occur when a public road trespassed on an 
individual’s property many years ago and the fee owner did not contest it.
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7.  Solar photovoltaic leases or power purchase agreements (PPAs)7  vary 
widely in terms but are generally for 20 years. The leases usually state that 
the solar photovoltaic system is personal property and the property owner 
is responsible for paying personal property tax (if any). The appraiser must 
verify ownership and seek a copy of the lease. Some lease terms may have a 
negative impact on the property’s market value.

IV. Deeds

A. The purpose of deeds

1. We’ve used the word title occasionally during the fi rst day. Title has a two-fold 
meaning. Let’s start with the basic defi nition.

Title. The combination of all elements that constitute proof of ownership.

a. If a person has title to real estate, it means he or she has the ownership 
rights of the real estate. In other words, the person holds the bundle of 
rights that belong with ownership.

b. Title also serves as the evidence of ownership. However, title is not a 
printed document that a landowner can show to someone.

7.3  Example—Evidence of Ownership

When a retail store sells a product, it provides a receipt. That piece 
of paper is evidence of the purchase that was made. When we 
sell personal property, a bill of sale is provided to the buyer for the 
same reason. We follow the same process in real estate, but we 
use a document called a deed.

2. A deed is a written, legal instrument that conveys an estate or interest in real 
property to someone else, assuming it is executed and delivered.

a. The parties in a deed are the grantor and the grantee, and we’ve heard 
those terms before, so they should begin to sound like old friends.

7. A solar power purchase agreement (SPPA) is a fi nancial arrangement in which a third-party developer owns, operates, 
and maintains the photovoltaic (PV) system and a host customer agrees to site the system and purchases the 
system’s electric output from the solar services provider for a predetermined period. This fi nancial arrangement allows 
the host customer to receive stable, and sometimes cheaper, electricity, while the solar services provider or another 
party acquires valuable fi nancial benefi ts such as tax credits and income generated from the sale of electricity to the 
host customer. Source: www.epa.gov/greenpower/buygp/solarpower.htm#one
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b. Elements of a deed

  Identifi cation of the parties (i.e., grantor and grantee)

  Grantor who is legally competent

  Words of conveyance (i.e., a granting clause)

  Legal description of the real estate

  Consideration (usually in dollars) received by the grantor

  Executed by means of a written document signed by the grantor

  Delivery by the grantor and acceptance by the grantee

B. Types of deeds

General warranty deed. A covenant of warranty inserted in a deed that binds 
the grantor and heirs to defend the title conveyed to the grantee and his or 
her heirs against the lawful claims of all persons.

Special warranty deed. The grantor provides two covenants: 1) The grantor 
received title to the property; 2) The grantor and his heirs will defend title 
to the lands against legal claims created by the actions or omissions of the 
grantor or his heirs.

Bargain and sale deed. The grantor conveys the property but does not 
guarantee clear title; this is used by court offi cials and fi duciaries to convey 
property they hold by force of law but to which they do not hold title. It is 
also used in foreclosure and tax sales. Title insurance is recommended.

Quitclaim deed. The grantor conveys any interest held in the property to the 
grantee without warranty of title. A quitclaim deed offers the least protection 
to the buyer. It is often used to clear a defect in the title when someone is 
thought to have an interest or right in a particular property.

C. Voluntary and involuntary transfer of title

1. Deeds are used in the voluntary transfer of property title. The owner of the 
land can do this through a gift or by selling the property. 



Basic Appraisal Principles Solutions – 41

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Basic Appraisal Principles Part 7 – 117

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

7.  Solar photovoltaic leases or power purchase agreements (PPAs)7  vary 
widely in terms but are generally for 20 years. The leases usually state that 
the solar photovoltaic system is personal property and the property owner 
is responsible for paying personal property tax (if any). The appraiser must 
verify ownership and seek a copy of the lease. Some lease terms may have a 
negative impact on the property’s market value.

IV. Deeds

A. The purpose of deeds

1. We’ve used the word title occasionally during the fi rst day. Title has a two-fold 
meaning. Let’s start with the basic defi nition.

Title. The combination of all elements that constitute proof of ownership.

a. If a person has title to real estate, it means he or she has the ownership 
rights of the real estate. In other words, the person holds the bundle of 
rights that belong with ownership.

b. Title also serves as the evidence of ownership. However, title is not a 
printed document that a landowner can show to someone.

7.3  Example—Evidence of Ownership

When a retail store sells a product, it provides a receipt. That piece 
of paper is evidence of the purchase that was made. When we 
sell personal property, a bill of sale is provided to the buyer for the 
same reason. We follow the same process in real estate, but we 
use a document called a deed.

2. A deed is a written, legal instrument that conveys an estate or interest in real 
property to someone else, assuming it is executed and delivered.

a. The parties in a deed are the grantor and the grantee, and we’ve heard 
those terms before, so they should begin to sound like old friends.
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2. Title can also be transferred involuntarily (i.e., without the owner’s consent) 
and is usually carried out by the operation of law. We have already looked at 
some of these involuntary conveyances.

a. A person dies intestate. The property passes to the decedent’s heirs 
according to the laws of the state. If there are no heirs, the property 
escheats to the state.

b. Eminent domain. The owner’s land is taken for public use through the 
process of condemnation.

c. Liens. The property owner fails to pay the mortgage or property taxes, and 
the property is foreclosed to satisfy the debt.

3. There are two additional involuntary transfers of rights to consider.

a.   Adverse possession   This involuntary transfer of property takes 
place when a party makes a property claim by taking possession over 
a period of years, and the owner fails to contest the possession. This 
type of transfer is allowed because the law recognizes that possession 
and use of the land is an essential component of ownership. The time 
required to obtain title legally by this process varies from state to state.

There are requirements for this type of land transfer.

  Open (i.e., the possession and use is obvious to everyone).

  Notorious (i.e., others know about it).

  Continuous possession and occupation.

  Hostile (i.e., without the consent of the true landowner).

  Adverse (i.e., to the true owner’s right of possession).

b.   Prescriptive easement   The right to use another’s land, which is 
established by exercising this right openly, hostilely, and continuously over 
a statutory period of time. The use must be open, notorious, continuous, 
exclusive, and without the owner’s permission. In this case, the claimant 
gains a legal easement rather than legal title to the land.

A common example of an involuntary transfer is a roadway by prescription. 
This type of easement can occur when a public road trespassed on an 
individual’s property many years ago and the fee owner did not contest it.
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7.  Solar photovoltaic leases or power purchase agreements (PPAs)7  vary 
widely in terms but are generally for 20 years. The leases usually state that 
the solar photovoltaic system is personal property and the property owner 
is responsible for paying personal property tax (if any). The appraiser must 
verify ownership and seek a copy of the lease. Some lease terms may have a 
negative impact on the property’s market value.

IV. Deeds

A. The purpose of deeds

1. We’ve used the word title occasionally during the fi rst day. Title has a two-fold 
meaning. Let’s start with the basic defi nition.

Title. The combination of all elements that constitute proof of ownership.

a. If a person has title to real estate, it means he or she has the ownership 
rights of the real estate. In other words, the person holds the bundle of 
rights that belong with ownership.

b. Title also serves as the evidence of ownership. However, title is not a 
printed document that a landowner can show to someone.

7.3  Example—Evidence of Ownership

When a retail store sells a product, it provides a receipt. That piece 
of paper is evidence of the purchase that was made. When we 
sell personal property, a bill of sale is provided to the buyer for the 
same reason. We follow the same process in real estate, but we 
use a document called a deed.

2. A deed is a written, legal instrument that conveys an estate or interest in real 
property to someone else, assuming it is executed and delivered.

a. The parties in a deed are the grantor and the grantee, and we’ve heard 
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b. Elements of a deed

  Identifi cation of the parties (i.e., grantor and grantee)

  Grantor who is legally competent

  Words of conveyance (i.e., a granting clause)

  Legal description of the real estate

  Consideration (usually in dollars) received by the grantor

  Executed by means of a written document signed by the grantor

  Delivery by the grantor and acceptance by the grantee

B. Types of deeds

General warranty deed. A covenant of warranty inserted in a deed that binds 
the grantor and heirs to defend the title conveyed to the grantee and his or 
her heirs against the lawful claims of all persons.

Special warranty deed. The grantor provides two covenants: 1) The grantor 
received title to the property; 2) The grantor and his heirs will defend title 
to the lands against legal claims created by the actions or omissions of the 
grantor or his heirs.

Bargain and sale deed. The grantor conveys the property but does not 
guarantee clear title; this is used by court offi cials and fi duciaries to convey 
property they hold by force of law but to which they do not hold title. It is 
also used in foreclosure and tax sales. Title insurance is recommended.

Quitclaim deed. The grantor conveys any interest held in the property to the 
grantee without warranty of title. A quitclaim deed offers the least protection 
to the buyer. It is often used to clear a defect in the title when someone is 
thought to have an interest or right in a particular property.

C. Voluntary and involuntary transfer of title

1. Deeds are used in the voluntary transfer of property title. The owner of the 
land can do this through a gift or by selling the property. 



Solutions – 42 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Part 7 – 122 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Review Quiz

Fill in the missing data to the following questions.

1. An option agreement is a    unilateral    type of contract.

2. The initial payment to bind a sales contract is called    earnest    money.

3. Parties to a valid contract must enter the agreement voluntarily to satisfy the 
element of    consent   .

4. A contract where the seller acts in the role of a lender is called a   land contract  .

5. In a    gross    lease, the tenant pays a fi xed rent and the landlord pays 
the property’s operating expenses.

6. In a leased property, the landlord has a    leased fee    interest.

7. When a party conveys whatever interest he or she has with no warranties, the type 
of conveyance used is called a     quitclaim deed   .

8. The involuntary transfer process by which a party takes possession and use of 
another’s land over a period of years is known as   adverse possession  .

9. The type of deed that provides all of the covenants to warrant title is known as 
a   general warranty deed  .

10. A tenant has an ice cream shop in a shopping mall and pays $2,000 per month 
plus 4% in overage rent based on gross sales after the fi rst $100,000. This is an 
example of a    percentage    lease.

Review quizzes and practice tests are intended to be taken during your personal study 
time. Suggested answers are found in the Solutions Booklet.
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Part 8.
The Nature of Value

The average person on the street uses the term value in a rather loosely defi ned way. Real 
estate professionals, however, think of value in more precise terms.

I. Overview of Cost, Price, and Value

A. Fundamentals of cost

8.1 Dilemma

A wealthy corporate executive spent nearly three years building a house at a 
cost of $7 million. However, several months before the date of completion, the 
executive received a promotion and was transferred out of the area. As part of a 
transfer package, the executive’s company needed an appraisal of the property’s 
value to measure against the construction cost that was guaranteed to the 
executive. Since the residence is new and has never been lived in, the company 
thought cost and value should be the same.

What are your thoughts on the company’s position?

 In the case used as the basis for this dilemma, the property sold for 

$2 million after 700 days on the market. The  styling of the house was 

highly individualistic, and the residence was  overimproved in comparison 

to surrounding homes. This is a good  illustration that cost and value may 

differ—perhaps signifi cantly.
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1. Price, in a more expanded defi nition, is the amount asked, or it can be the amount 
offered—as well as the amount paid for a property.

2. Price may or may not have any relation to the value attributed to a particular property. 
Once stated, price is a historical fact, whether it is publicly disclosed or retained in private.

8.2 Dilemma

Keaton recently purchased a property (land and building) for $150,000. Two 
independent appraisers have provided opinions of $150,000 on the property, 
so in this case price and value appear to be the same. However, Keaton now 
intends to sell the property and has set a fi rm price of $200,000. 

Assuming Keaton made no changes to the property and the market is stable, 
would anyone pay the higher price? 

 Possibly, because price is infl uenced by many  factors. One factor is 

contract terms. If Keaton‛s terms are $0  down at 3% interest and 

40 years to pay, that would be about $716  per month. To compare, 

a 25-year mortgage at 7% with $0 down  based on $150,000 is 

$1,060 per month. A payment difference of  $344 per month just 

might induce a buyer to pay a price of  $200,000, but the value of 

the property is still $150,000.

C. Fundamentals of value

Value. 1. “The monetary relationship between properties and those who buy, sell, or use 
those properties, expressed as an opinion of the worth of a property at a given time. 

Comment: In appraisal practice, value will always be qualifi ed - for example, market value, 
liquidation value, or investment value.” (USPAP, DEFINITIONS). 

Also, see SVP, Defi nitions section. 

2. The present worth of the future benefi ts that accrue to real property ownership (The 
Dictionary of Real Estate Appraisal, 6th ed.) 
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1. Unemployment and announced layoffs can affect consumer confi dence in the 
economy, but purchasing power is directly impacted on the people who lost 
their jobs or will soon be unemployed.

2. A better example is to think about what happens to the value of a commodity 
such as real estate when interest rates are high.

Supply and demand in perspective

The four factors that infl uence value operate within the economic principle of 
supply and demand. In real estate, supply is the amount of a property type 
available for sale or lease at various prices in a given market as of a given 
time. We will look at this principle in Part 11.

III. Types of Value

There are various types of value an appraiser might work with for a given assignment. 
The appraiser is responsible for identifying the exact defi nition of value applicable. In 
the following discussion, we’re going to look at four in modest detail (market value will 
be detailed in Part 9). There are more, but those are beyond the scope of this course.

A. Market value—This critically important value type will be covered extensively in Part 9.

B. Use value—The value a specifi c property has for a specifi c use.

1. Use value doesn’t always coincide with the best way to utilize and exploit the 
property. For example, use value might be utilized where legislation has been 
enacted to preserve farmland, timberland, or other open land spaces that are 
located on the fringe of an urban area.

2. Use value may also come into play when appraising limited-market properties 
and special-use properties that have relatively few potential purchasers.

Limited-market property examples

a. Large manufacturing plant

b. Research and development property

Special-use property examples

a. Religious facility 

c. Museum, library, school  

d. Hospital, post offi ce 
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2. Assessed values are applied in ad valorem taxation and refer to the value of 
the property according to the tax rolls.

8.3 Dilemma

Two residential properties in an assessor’s tax district are located on 
the same street and are very similar. However, one property has been 
maintained impeccably by its owner, and the other is unkempt with obvious 
signs of neglect by its owner.

Should the assessor set the values on these properties the same, or should 
they refl ect their respective conditions?

 This is a tough question because the  assessor does not want to 

penalize an owner‛s property with  higher taxes simply because 

the owner maintains the property.  However, condition is part of a 

property‛s value, and the assessor  is obligated to refl ect any market 

difference, including condition,  in the valuation.

G. Fair value. In 2007, the Financial Accounting Standards Board (FASB) defi ned fair 
value as “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.” For more information, see pages 51–52 of The Appraisal of Real Estate, 
15th edition, published by the Appraisal Institute.

H. There are other specialized value types used in the real estate industry such as 
liquidation value, agricultural use value (a value based solely on the property’s 
agricultural productivity), and across the fence value (used in the valuation of 
corridors)—and these are just a few examples.
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Review Quiz

Fill in the missing data to the following questions.

1. The value based on ad valorem tax rolls is called   assessed   value.

2.     Value    is an opinion of the worth of a property as of a specifi ed time.

3. A tangible benefi t of real estate that enhances its attractiveness or increases the 
satisfaction of the user, but is not essential to use is called   an amenity  .

4. Once stated,    price    is a historical fact.

5. When interest rates rise and unemployment is high, it may affect a factor of value 
called  effective purchasing power. 

6. A hospital is classifi ed as a   special-use   property for valuation purposes.

7.    Investment value   is the value of an investment to a particular investor.

8. An appraiser estimates the    insurable    value in the event there is a 
catastrophic loss such as from a fi re or fl ood.

9. The market value of a business property including the real property and intangible 
assets is called  going-concern value .

10.   Development   costs are identifi ed with the overall project and include all 
the expenditures required to bring a property into an operating state.
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Part 9.
Market Value

Now that we understand something about the nature of value, we want to look more closely 
at the value type that carries the most signifi cance to the appraiser—market value.

I. Market Value Fundamentals

Various defi nitions of market value have been developed by professional organizations 
and government agencies. Appraisers must ensure that the defi nition of market value 
used in a specifi c assignment is appropriate for the intended use.

A. Market value is the dominant type of value sought in virtually every aspect of the 
real estate industry. 

Market value. “A type of value, stated as an opinion, that presumes 
the transfer of a property (i.e., a right of ownership or a bundle of such 
rights), as of a certain date, under specifi c conditions set forth in the value 
defi nition that is identifi ed by the appraiser as applicable in an appraisal. 

Comment: Appraisers are cautioned to identify the exact defi nition of market 
value, and its authority, applicable in each appraisal completed for the 
purpose of market value.” (USPAP, DEFINITIONS)

1. Market value is based upon the economic concept of exchange value.

a. This presumes the transfer of property rights (i.e., the rights of ownership 
or the bundle of rights as discussed earlier).

b. The rights conveyed are not identifi ed in the market value defi nition itself, 
but the appraiser must identify the ownership rights in the appraisal. 
In appraisal forms used by fi nancial institutions, the identifi cation of the 
property rights appraised is accomplished by the appraiser indicating with 
a checkmark on the form:  fee simple or  leasehold. 
In complex properties that involve partial or fractional interests, the 
appraiser must carefully identify and disclose the ownership rights.

2. Market value is a stated opinion.

a. The preferred phrase in use today is value opinion when referring to an 
appraiser’s conclusion.
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b. Terms such as value estimate (or estimate of value) have waned in their 
use, at least in connection to market value.

  The word estimate is still used in reference to cost, rents, 
capitalization rates, and other components of the valuation 
process. Today, the term value estimate is more frequently found 
in ad valorem tax assessment and mass appraisal methodology, 
particularly in reference to statistical analyses. 

B. The components of market value are listed below. The various market value 
defi nitions have similar wording.

1. Market value is expressed as the   most probable   price. These words 
must be present in order to defi ne market value. This phrase, however, is 
actually quite recent. The previous wording was the highest price paid, which 
was the standard used by lending institutions until the mid-1980s.

2. As of a    specifi ed    date. The appraiser’s report will refer to this 
component as the effective date of the appraisal.

a. The effective date is simply the date of the value opinion.

b. Effective date can be expressed in one of three ways: 1) Retrospective 
(past), 2) Current (present), or 3) Prospective (future).

3. In cash, or terms   equivalent   to cash or in other precisely revealed 

terms (to the seller).

Cash equivalency analysis. An analytical process in which the sale 
price of a transaction with nonmarket fi nancing or fi nancing with unusual 
conditions or incentives is converted into a price expressed in terms of 
cash or its equivalent.

The above defi nition is focused on comparable sale properties that include 
fi nancial arrangements assisted by the seller of the property (or a party that 
is not the buyer). Such arranged fi nancing terms have the potential to infl ate 
a contract selling price so that it no longer refl ects market value as defi ned. 
The following discussion looks at non-market fi nancing terms and seller 
concessions that can overstate contract prices of comparable properties. 
First, let’s defi ne what appraisers mean when they use the term comparables.

Comparables. A shortened term for similar property sales, rentals, or 
operating expenses used for comparison in the valuation process. In best 
usage, the thing being compared should be specifi ed, e.g., comparable 
sales, comparable properties, comparable rentals.
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9.1 Dilemma

Halvorson is performing an appraisal assignment and has learned the following 
information about a comparable property she wants to use in her appraisal:

The property sold during a tight credit market and high interest rates. At the time of 
sale, the seller agreed to pay 6 points to buy down the buyer’s mortgage in order to 
obtain the desired price. The buyer paid $250,000 and applied for an 80% mortgage.

How should Halvorson analyze the concessions?

    1) $250,000 sale price x 0.80 LTV = $200,000 mortgage

   2) Seller-paid points: $200,000 x 0.06 = $12,000 mortgage buydown

   3) $250,000 sale less $12,000 = $238,000 cash equivalent price

The appraiser should further analyze the market to ensure that the cash

equivalent price of $238,000 refl ects what similar properties sell for

without seller concessions. Remember, seller concessions may impact the sale

price but not the value.
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4. The next component in defi ning market value is   reasonable exposure   
in a competitive market under all conditions requisite to a fair sale.

5. Buyer and seller each acting

a. Prudently 

b. Knowledgeably 

c. For self-interest 

d. Unaffected by undue stimulus 

6. Self-test – combine all the components of market value—The following 
defi nition is taken from The Appraisal of Real Estate, 15th ed., P. 48.

Market value is the     most probable     price, as of a 

   specifi ed    date, in cash, or in terms    equivalent    to 

cash, or in other precisely revealed terms, for which the specifi ed 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,    knowledgeably    and for self-interest, and 

assuming that neither is under     undue     duress.

C. An example of a market value defi nition used by agencies that regulate federally 
insured fi nancial institutions in the United States. 

“The most probable price which a property should bring in a competitive and open 
market under all conditions requisite to a fair sale, the buyer and seller each acting 
prudently and knowledgeably, and assuming the price is not affected by undue 
stimulus. Implicit in this defi nition is the consummation of a sale as of a specifi ed 
date and the passing of title from seller to buyer under conditions whereby:

  Buyer and seller are typically motivated;

  Both parties are well informed or well advised, and acting in what they 
consider their best interests;

  A reasonable time is allowed for exposure in the open market;

  Payment is made in terms of cash in U.S. dollars or in terms of fi nancial 
arrangements comparable thereto; and

  The price represents the normal consideration for the property sold 
unaffected by special or creative fi nancing or sales concessions granted 
by anyone associated with the sale.”10

9. 12 C.F.R. Part 34.42(g); 55 Federal Register 34696, August 24, 1990, as amended at 57 Federal Register 12202, 
April 9, 1992; 59 Federal Register 29499, June 7, 1994.
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II. Market Value in Appraisal Practice

Now that we have a basic understanding of market value, let’s turn our attention to 
some issues related to market value and also practice our problem-solving skills.

A. Prior defi nitions of market value (that are no longer used) generally assumed a 
sale was between unrelated parties under no duress. This was called an arm’s-
length transaction. Current defi nitions do not directly address the issue of 
unrelated parties although it may be implicit in the defi nition. Nonetheless, some 
government agencies and clients use the term arm’s-length transaction in their 
policy guidelines, so you should be aware of the term.

B. When exposure time is a component of the defi nition for the value opinion being 
developed in an assignment, the appraiser must also develop an opinion of 
reasonable exposure time connected to that value opinion.

1. Exposure time is the time a property was available for sale in the market and 
always presumes to occur prior to the effective date of the appraisal. The 
concept of reasonable exposure includes not only suffi cient and reasonable 
time but also reasonable effort to sell the property.

2.   Exposure time will differ depending on the real estate’s property type, value 
range, and market conditions. The following are some examples that might 
not meet the defi nition of market value:

a. Liquidation, forced sale (sheriff‛s auction) 

b. Excessive or limited time on the market 

3. Marketing time is an opinion of the amount of time it might take to sell a real 
or personal property interest at the concluded market value level during the 
period immediately after the effective date of an appraisal.

 
 erusopxE time Marketing time 
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Note. USPAP provides guidance on these two topics in the form of Advisory 
Opinions, specifi cally ADVISORY OPINION 7 (AO-7), SUBJECT: Marketing 
Time Opinions, and ADVISORY OPINION 35 (AO-35), SUBJECT: Reasonable 
Exposure Time in Real Property and Personal Property Opinions of Value. 
Appraisal Institute Guide Note 14: Concept of Exposure Time also provides 
guidance.
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9.2  Discussion Question. In the Real World

1. Ackerson is working on an assignment of a newly built property and is 
having diffi culty fi nding comparable sales. After extensive research in the 
property database at the county offi ces, Ackerson discovered four sales 
of newly built homes. After further checking, it turned out that all four sales were 
individually custom-built for the buyer and never offered on the open market.

Is it acceptable for Ackerson to use these sales in a market value appraisal?

 Generally, no. The sales refl ect the cost and price  between buyers and 

builders, but the properties were never offered on the  general market for 

a reasonable period of time. They should be considered  but not as primary 

market sales.

2. Whitney is working on an appraisal of a condominium unit located in an economically 
distressed area. The research reveals that all comparable properties in the area are 
foreclosure sales.

Is it appropriate for the appraiser to use these sales if market value is being sought?

 Typically not appropriate. If the market is comprised  primarily of 

foreclosed properties, the appraisal should include non-forced  sales—even if 

those sales are located outside the immediate area.

3. Armstrong was asked to perform a retrospective appraisal using a date 3 years 
prior to the date of the report. Armstrong used sales that sold and closed after the 
effective date identifi ed in her appraisal.

Can she use these sales in an appraisal assignment involving market value?

 Yes, but she must also include sales that sold before  the effective date to 

ensure that the assignment results are not misleading.

“Misleading” is defi ned in USPAP as “intentionally or unintentionally 

misrepresenting, misstating, or concealing relevant facts or conclusions” 

Note: This problem was based on an FAQ included with The Appraisal 

 Foundation‛s USPAP document. 
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Practice Test  Section 3 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 3. This is a “closed book” test. Choose 
the most correct answer.

1. A typical option contract to purchase real property binds which of the following?

A. both buyer and seller

B. neither buyer nor seller

C. only the buyer

* D. only the seller

2. The total dollar expenditure to develop an improvement is called

* A. cost.

B. going-concern.

C. price.

D. use value.

3. An increase in demand will typically affect a commodity in what way?

A. a decrease in price

B. an increase in market exposure time

* C. an increase in price

D. an increase in supply

4. An agreement that is presumed to exist because of the parties’ actions is called 
an implied contract. In contrast, an agreement that is put into words (spoken or 
written) is what type of contract?

* A. express contract

B. forbearance contract

C. legal purpose contract

D. unilateral contract
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5. Jensen has a sale contract on a property, but it does not state the legal 
description, and it is not signed by the seller. The contract is

A. implied

B. unilateral

C. valid

* D. void

6. The value according to tax rolls in ad valorem taxation is called

* A. assessed value

B. insurable value

C. investment value

D. liquidation value

7. A portion of the purchase price given to bind the transaction is known as

A. a guarantee certifi cate

B. a purchase receipt

* C. earnest money

D. trust funds

8. Warner is a tenant and pays a fi xed rent, while his landlord pays all of the 
operating expenses and real estate taxes. What type of lease is this?

A. double net 

* B. gross 

C. net 

D. sandwich 

9. If demand is constant for a particular commodity, what factor of value would make 
the commodity more valuable?

A. desire

B. effective demand

* C. scarcity

D. utility
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10. Jill sold her property interest to her sister Joanna, involving land they jointly 
owned. Years later, Joanna decided to sell the land, but the buyer wanted 
assurance that Jill had no rights to the property. What type of deed would Jill 
provide in this situation?

A. bargain and sale deed

B. general warranty deed

* C. quitclaim deed

D. special warrant deed

11. The value of an investment property to one particular investor is called

* A. investment value

B. market value

C. market value of a going concern

D. use value

12. Rita purchased a timeshare property that included a one-week expense-paid trip 
to the Cayman Islands as an inducement to buy the property. The trip was valued 
at $3,000. If the property sold for $28,000, what is a reasonable cash equivalent 
price for the property?

* A. $25,000

B. $28,000

C. $31,000

D. none of the above

13. The type of deed that provides the greatest warranty against lawful claims is a

A. deed of trust

* B. general warranty deed

C. special warranty deed

D. title insurance certifi cate
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14. A sale that takes place between unrelated parties is considered to be what kind of 
transaction?

* A. arm’s-length

B. cash equivalent

C. reasonable exchange

D. self-interest

Review quizzes and practice tests are intended to be taken during your personal study 
time. Suggested answers are found in the Solutions Booklet.
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10.1  Discussion Question. Value Infl uences – Governmental

Break up into groups of four to eight people to discuss the various types 
of governmental and legal infl uences that you see in the area where you 
live that might have a measurable infl uence on real estate values. See how 
many different types of laws, regulations, and policies that your group can 
come up with. We will then regroup to discuss your fi ndings with the whole class.

 Suggestions      Rent controls

  Homestead exemption laws     Financing legislation

  Conservation initiatives (zoning)     Environmental legislation

  Agricultural policies (subsidies)     Police, fi re, utilities

  Business taxes on sales and use    Health codes

  Sign use control      Zoning and building codes

  Federal mandates to reduce energy use     Renaissance zone

  Tax credits for energy effi ciency     Master (comprehensive) plans

B. Governmental and legal forces

1. Political and legal activities at all levels of government can have a signifi cant 
impact on property values.

a. The legal climate (at a particular time or place) may overshadow the 
natural market forces of supply and demand.

b. The government provides many of the necessary facilities and services 
that affect land use patterns.

2. Appraisers identify and consider numerous governmental forces that can 
infl uence property values.

a. Public services such as fi re, police protection, utilities, refuse collection, 
and transportation networks

b. Local zoning ordinances, building codes, and health codes—particularly 
those that infl uence (positively or negatively) land use

c. National, state, and local fi scal policies
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b. The second agent is labor. In our previous discussion of cost, we 
found there were two categories: cost of construction and cost of 
overall development. Labor is really the cost (both direct and indirect) 
to construct market improvements on a site. Labor includes project 
coordination and supervision.

c. The third agent is capital. Real estate development requires physical 
capital such as equipment (machinery and tools) and buildings and 
infrastructure (that is, capital goods) that can produce other goods.

d. The fourth agent is entrepreneurial coordination. The costs associated 
with the entrepreneur’s ability to combine land, labor, and capital in a real 
property development project. This is the investment of time, expertise, 
and equity by the entrepreneur (or developer) in the project.

2. In a real estate project, the four agents of production combine to create 
value in the property. The value is based on a developer’s interest to recoup 
the cost of the investment plus make a profi t on the project. Appraisers 
recognize that market value has its basis in these four agents of production. 
However, other forces can infl uence this value that is largely based on 
development costs.

II. Four Forces that Infl uence Value

We want to take another look at the perspectives that characterize land rights—but 
with a view toward the infl uence they have on real estate value.

A. Overview of the four forces

1. Governmental and legal—involves controls and regulations.

2. Economic—pertains to the circumstances and trends that affect supply 
and demand.

3. Social—focuses on the changes in demographics, social trends, and attitudes.

4. Environmental and geographic—involves the environmental surroundings, 
both natural and man-made.
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C. Economic forces

1. What types of economic forces can you observe at the national and global 
levels that infl uence real estate values?

  Price levels for crude oil (can affect demand for energy-effi cient 

and green sustainable construction) 

  National debt and trade defi cit / consumer confi dence 

  Terrorist activities (affecting travel industry) 

  Tariffs and embargoes 

  Competition with EU and Asian markets (that is, China) 

  Foreign competition in agricultural products 

2. What types of economic infl uences can you observe at the state and local 
levels that impact real estate values?

  Cost and availability of credit

  Taxes

  Housing availability

  Employment and wage levels (housing affordability)

  Welfare

  Health care availability and health costs

3. To measure the infl uence of economic forces on real estate values, appraisers 
examine the relationships between current (and anticipated) supply and demand.

a. A market area might experience heavy demand during a booming 
economic period that drives up rents and prices on housing. The demand 
can exert tremendous infl uence on how projects are carried out as far as 
timing and breadth.

b. When the same market goes bust (for example, the dot-com industry), 
the demand drops, and an oversupply of existing housing contributes to 
lower values.
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4. Economic forces are closely tied to employment and wages, but there are 

many more forces that can exert pressure on real estate values.

D. Social forces

10.2  Discussion Question. Value Infl uences – Social Trends

Break up into the same groups to consider and discuss the social trends 
that you see taking place that are infl uencing values. Let’s divide the trends 
into three categories—residential, commercial, and agricultural.

Residential

  Move toward more energy-effi cient housing (tighter construction)

  Move toward green or high performance-rated homes

  Tight clustering of housing surrounded by large open natural areas

  Whirlpool tubs, microwaves, and home entertainment systems

  Disappearance of living room and dining room in new construction

  Home offi ces

Commercial

  Coffee shops (Starbucks replaces corner grocery store) 

  Grocery and fast-food restaurants located in gas service stations 

  Old buildings (warehouses) that transition to high-density residential 

(lofts, etc.) and also convert into high-end entertainment centers

  Hyper stores such as Super Wal-Mart and Home Depot

Agricultural

  Trend toward more business ownership rather than family farms.

  Leasebacks for recreational uses (hunting retreats, etc.)

  Organic farming, hobby farms, and farmer‛s market
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1. Appraisers keep track of social forces largely as these forces relate to 
population characteristics. This includes demographic data on age, gender, 
and the rate of household formation and dissolution.

2. Social forces are seen in shifting attitudes and lifestyle options. Social trends 
are interesting to observe, such as the coffee shop phenomena.

E. Environmental and geographic forces

1. Environmental and geographic issues that affect real estate

a. The Leadership in Energy and Environmental Design (LEED) Green 
Building Rating System encourages global adoption of sustainable 
green building and development practices through the creation and 
implementation of universally understood and accepted tools and 
performance criteria.

b. Hazardous substances within commercial and residential structures

  Lead (for example, in lead-based paint) and asbestos 

  Radon 

  Indoor air quality (IAQ) and mold issues 

  Carbon monoxide (CO), backdrafting furnaces 

  Electromagnetic fi elds (EMF) stray voltage (dairy farms) 

  Polychlorinated Biphenyls (PCBs) 

   

c. Hazardous substances in the surrounding environment

  Leaking underground storage tanks 

  Landfi lls and groundwater contamination  

  Old industrial sites 

  Nuclear waste storage 
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Basic Appraisal Principles Solutions – 63

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Part 10 – 164 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Review Quiz

Write a number on the line opposite each item below to indicate whether the item is 
best described as

1. Governmental and legal

2. Economic

3. Social

4. Environmental and geographic

 3  A sunbelt city has a growing population of senior citizens.

 2  Stock market averages drop 40% of their value over a one-year period.

 4    The lack of snow in the last fi ve years hurt several industries in the upper 
Midwest such as makers of snowmobiles, snow blowers, etc.

 1   To conserve natural resources, a city makes it easier for developers to get 
plans approved for clustered developments.

 2   Higher gas prices cause housing prices and rents to increase near the 
business centers of the city.

 3  Two-bedroom homes are in greater demand due to smaller families.

 2   The changing work environment causes home offi ces to increase in 
popularity.

 4  Couple decides against buying a property due to proximity to a landfi ll.

 3   Couple weighs two locations and decides to purchase a particular property 
because the area has high-speed Internet access.

 4  New interstate freeway creates a barrier dividing an existing neighborhood.
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Part 11.
Economic Principles

Economic principles are like sculpting hands on a potter’s wheel that shape value into its 
fi nal form. Part 11 introduces seven primary principles, and Part 12 will show you how 
these economic principles function in real-life situations.

I. Economic Principles in Real Estate

A. Principle of change

Change. The result of the cause and effect relationship among the forces that 
infl uence real property value.

1. Real estate markets are dynamic and subject to constant and immediate change.

a. Change is premised on the cause and effect relationship that takes place 
in the market.

b. The dynamic nature of the governmental, economic, social, and 
environmental forces that infl uence real property values accounts for 
change.

2. Change is inevitable and continuous, but it can be gradual and not readily 
perceived or observed by the appraiser.

3. Change is not always predictable.

a. Opinions of value are generally made as of a specifi ed date.

b. The time period in which the value opinion is valid may be relatively brief 
due to the dynamic nature of change in the marketplace.

B. Principle of anticipation

Anticipation. The perception that value is created by the expectation of 
benefi ts to be derived in the future.
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Again, what are the following data telling you about supply and demand?

Period Median Price
Properties

Offered
Properties 

Sold

1st Quarter $350,000 110 100

2nd Quarter $355,000 125 90

3rd Quarter $345,000 135 75

4th Quarter $360,000 125 120

 Market slumps in 2nd and 3rd quarters;  then it recovers in the 4th 

quarter.

D. Principle of competition

Competition

1. Between purchasers or tenants, the interactive efforts of two or more 
potential purchasers or tenants to secure a sale or lease.

2. Between sellers or landlords, the interactive efforts of two or more 
potential sellers or landlords to secure a sale or lease.

3. Among competitive properties, the level of productivity and amenities or 
benefi ts characteristic of each property considering the advantageous or 
disadvantageous position of the property relative to the competitors.

1. Competition is the interaction of supply and demand.

a. When buyers can choose among multiple properties offering the same or 
similar amenities and benefi ts, competition is created.

b. The same is true when multiple buyers bid or contend for a property in an 
open and free market.

2. Moderate profi ts attract healthy competition.

a. Excess profi ts, however, can lead to ruinous competition.

b. Generally, competitive market forces keep excess profi ts in check.

Basic Appraisal Principles Part 11 – 171

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

3. Demand

a. Demand is not only the desire to purchase (or lease) goods and services, 
but it also incorporates the ability to purchase.

Effective purchasing power. The ability of an individual or group to 
participate in a market, i.e., to acquire goods and services with cash 
or its equivalent.

Effective demand. The desire to buy coupled with the ability to pay. 
When the term demand is used in economics or real estate analysis, 
effective demand is usually presumed.

b. Demand is the amount of a property type that is desired for purchase or 
rent at various prices in a given market for a given period of time.

4. Supply and demand examples

What are the following data telling you about supply and demand?

Period Median Price
Properties

Offered
Properties

Sold

1st Quarter $100,000 100 95

2nd Quarter $110,000 75 75

3rd Quarter $115,000 125 120

4th Quarter $125,000 120 100

 Evidence of balance as supply and demand  match. Properties are 

relatively in equilibrium.
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1. Value is created by the anticipation of benefi ts to be derived in the future.

a. Present value is affected by expected future benefi ts or detriments.

  Anticipation can enhance or impair value, depending on what 
buyers and sellers expect of the property in the future.

  Anticipation varies based on the property type (i.e., residential, 
commercial, agricultural, and the subsets within these types).

b. Examples

  A negative example might be seen in a property with a known, but 
not quantifi ed, defect that causes buyers to be resistive because 
of anticipated repairs or problems that might (or might not) develop 
at some point in the future.

  A positive example can be seen when values are rising in a hot 
real estate market. A buyer and seller might negotiate a price 
based on the buyer’s anticipation that the property will be worth 
more in the future and the seller is comfortable with the knowledge 
that delaying the sale will likely result in a higher price offered by 
another buyer.

2. Anticipation is always focused on the future, never on the past or present.

C. Principle of supply and demand

Supply and demand. This economic principle as applied within a real estate 
appraisal context … states that the price of real property varies directly, but 
not necessarily proportionately, with demand and inversely, but not necessarily 
proportionately, with supply.

1. The nature of supply and demand

a. Real estate markets are created by the interaction of supply and demand.

b. The players are buyers and sellers, but they can also include landlords 
and tenants in an investment property.

  The interaction of buyers and sellers affects value directly.

  The interaction of landlords and tenants affects value indirectly 
because there is no transfer in title; however, negotiated rents still 
have a value impact on investment property.
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Retrofi t. To furnish (as a computer … or building) with new or modifi ed 
parts or equipment not available or considered necessary at the time of 
manufacture. Source. Merriam-Webster Online, www.m-w.com

F. Principle of balance

Balance. The principle that real property value is created and sustained when 
contrasting, opposing, or interacting elements are in a state of equilibrium.

1. This principle focuses on land and improvements.

a. When the combination of land and improvements is optimal, economic 
balance is achieved based on the assumption that no marginal benefi t or 
utility is gained by adding another unit of capital.

b. This principle also incorporates a subgroup of principles that show how 
value is affected through the integration of property components.

2. Subgroup principles based on the principle of balance

Increasing and decreasing returns. The concept that successive 
increments of one or more agents of production added to fi xed amounts 
of the other agents will enhance income or value (in dollars, benefi ts, 
or amenities) at an increasing rate until a maximum return is reached. 
Beyond a certain point, each additional unit will add less income or value 
than the unit before it. Also called law of increasing returns or law of 
decreasing returns.

Contribution. The concept that the value of a particular component 
is measured in terms of the amount it adds to the value of the whole 
property or as the amount that its absence would detract from the value 
of the whole.Part 11 – 174 Basic Appraisal Principles
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Surplus productivity. The net income that remains after the costs of 
various agents of production have been paid.

Conformity. The appraisal principle that real estate value is created and 
sustained when the characteristics of a property conform to the demands 
of its market.

a. External conformity. The compatibility between a property and its 
surroundings.

b. Internal conformity. The condition that exists when labor, capital, 
coordination, and land are appropriately combined in a property.

c. Subprinciples of conformity

  Principle of progression 

The concept that a lower-priced property will be worth more in a 
higher-priced neighborhood than it would in a neighborhood of 
comparable properties.

  Principle of regression 

The concept that a higher-priced property will be worth less in 
a lower-priced neighborhood than it would in a neighborhood of 
comparable properties.
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G. Principle of externalities

Externalities. The principle that economies outside a property have a positive 
effect on its value while diseconomies outside a property have a negative 
effect on its value.

1. Real estate is physically immobile, thus it is affected more strongly by 
external infl uences than other types of goods, services, or commodities.

2. Factors external to the property can either have a positive or negative effect 
on its value.

a. Positive externalities. This is the infrastructure such as roads, highways, 
bridges, utilities, water towers, police and fi re protection.

b. Negative externalities. These are inconveniences imposed on property 
owners by the action of others. For example an industrial company that 
pollutes a waterway imposes a negative infl uence upon property owners 
downstream from the plant.

3. Externalities can be broad based, such as international economic conditions 
that affect availability of capital and freedom of trade.

II. Introduction to the Concept of Highest and Best Use

A. Defi ning highest and best use

Highest and best use. The reasonably probable use of property that results 
in the highest value. The four criteria that the highest and best use must 
meet are legal permissibility, physical possibility, fi nancial feasibility, and 
maximum productivity.

1. Four tests of highest and best use

a. Legal permissibility

b. Physical possibility

c. Financial feasibility

d. Maximum productivity

Steps a and b come before c and d.
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2. Highest and best use of the land as though vacant. The use of a property 
based on the assumption that the parcel of land is vacant or can be made vacant 
by demolishing any improvements.

3. Highest and best use of property as improved. The use that should be made of 
a property as it exists. An existing improvement should be renovated or retained as 
is so long as it continues to contribute to the total market value of the property.

4. Decision process in a highest and best use analysis:

Land as though vacant Property as improved

Options Options

Improve

Leave vacant

Leave as is

Alter

Demolish

B. Interim use

Interim use. The temporary use to which a site or improved property is put 
until a different use becomes maximally productive.

C. Consistent use

Consistent use. The concept that land cannot be valued on the basis of one 
use while the improvements are valued on the basis of another use. 



Solutions – 68 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Part 11 – 178 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

D. Excess land and surplus land
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1. Excess land. Land that is not needed to serve or support the existing use. The 
highest and best use of the excess land may or may not be the same as the 
highest and best use of the improved parcel. Excess land has the potential to 
be sold separately and is valued separately.

2. Surplus land. Land that is not currently needed to support the existing use but 
cannot be separated from the property and sold off for another use. Surplus 
land does not have an independent highest and best use and may or may not 
contribute value to the improved parcel.

3. All excess land could be surplus land, but surplus land is never excess 
land. The market is the deciding factor on whether excess land could turn 
out to be surplus land. However, a reverse application where surplus land 
could become excess land is not possible, because surplus land cannot be 
sold off separately.
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Review Quiz

Write a number on the line opposite each item below to indicate whether the item is 
best described as

1. Anticipation

2. Balance

3. Change

4. Competition

5. Conformity

6. Contribution

7.  Externalities

8.  Increasing and decreasing returns

9.  Opportunity cost

10. Substitution

11. Supply and demand

12. Surplus productivity

 10   Property values tend to be set by the cost of acquiring an equally desirable 
substitute.

  9   The cost of options foregone or opportunities not chosen.

 12   The net income that remains after the costs of the various agents of  
production have been paid.

  7    Forces outside a property that may have a positive or negative effect on 
its value.

  2    Value is created and sustained when supply and demand are moving toward 
a state of equilibrium.

  1   Value is the present worth of future benefi ts.

  5    Value is created and sustained when the characteristics of a property 
harmonize with the surrounding area and are typical in the marketplace.

  6   The value a particular component adds to the value of the whole property.

  3   The market is dynamic.
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Part 12.
Applied Economics in Real Estate

A great way to conclude this second day is to apply the principles you learned in Part 11 
to real life situations. You won’t be able to incorporate all the principles in the various 
problems, but your instructor will highlight as many principles as time allows.

Economic Principles

1. Anticipation

2. Balance

3. Change

4. Competition

5. Conformity

6. Contribution

7. Externalities

8. Increasing and decreasing returns

9. Opportunity cost

10. Substitution

11. Supply and demand

12. Surplus productivity

12.1  Problem

Pollution Plume

Several months ago, the property owners in a residential neighborhood 
were surprised to read in their newspaper that several test wells had 
been installed in their area to monitor a migrating pollution plume. Since that time, 
no sales activity has taken place in the area.

1. What economic principles are at work in this problem? How are they working?

Anticipation, change, externalities, supply and demand. The market is 

anticipating a negative impact. The external source of the problem 

has signifi cantly changed the dynamics of supply and demand.

2. What is your opinion about why there is no sales activity in the area?

No demand for the properties due to the uncertainty created by the

migrating plume. What value do these properties have, and to whom?
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12.2 Problem

Your instructor will lead the discussion on this problem and provide 
additional details.

Two adjacent waterfront properties have been listed for sale at the 
same price. Both have the same lot size but differ in their shoreline and street 
frontage. Assuming these properties are alike in every way except for the shape of 
the lots, which property will likely sell for more?

1. What economic principles are at work in this problem?

Balance, competition, increasing and decreasing returns, externalities,

substitution.

2. What features do you believe buyers are looking for in waterfront properties?

Access to the water and views of the water.

3. Which property will likely sell for more and why?

The property on the left with more linear feet on the waterfront will

likely have greater value than the adjacent property.
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12.3  Problem

Setback Requirements

A property owner buys a strip of land from his neighbor allowing him 
to meet the setback requirements for adding a building improvement 
that will increase the kitchen and informal dining area of his residence.

What economic principles are at work in this problem? How are they working?

Contribution, increasing and decreasing returns, and possibly conformity.

The principles refl ect the owner‛s belief that his property will be worth

more after the improvements are completed, but the reality of that

issue depends on the market‛s reaction to the remodeling project.

12.4  Problem

Growing Population

A municipality is under pressure to bring in low-cost, energy-effi cient 
housing and rental units to meet its growing population needs. 
Federal subsidies are available to cities over the next two years with projects that 
meet specifi ed guidelines. Regional studies show that growth will outstrip available 
housing three to one in the next fi ve years unless action is taken.

What economic principles are at work in this problem and why?

Anticipation, change, supply and demand, competition, externalities

due to social and economic pressures, and possibly opportunity cost.
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12.5  Problem

Resale of Property

A shopping strip of factory outlets was built within an upscale 
suburban area. After fi ve years of poor sales performance, the 
stores closed, and the inventory was liquidated. The property sold after several 
years on the market to a new owner who removed the buildings and built an 
upscale car dealership with a LEED Silver certifi cation.11

What economic principles are at work in this problem? How are they working?

Supply and demand, competition, opportunity cost, externalities.

Anticipation is also working in a negative manner for the outlet store and a

positive manner for the car dealership. It appears the outlet store was not

the highest and best use for this property given its upscale location.

The LEED certifi cation is the investor‛s contribution to the community. 

Demand is growing for LEED-certifi ed buildings because they have a lower

carbon footprint, are energy effi cient, and should have higher net incomes

compared to traditional-built buildings of similar size.

10. The Leadership in Energy and Environmental Design (LEED) designation was introduced by the U.S. Green Building 
Council (USGBC) in 2000 as a green rating system for commercial buildings.
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Digging Deeper

LEED Silver is one of several certifi cations that attests to a building meeting specifi c 
green sustainability requirements. To get a LEED certifi cation, a building project must fulfi ll 
prerequisites and then receive points as it moves through different levels of certifi cation. 
Note. The fi nal exam does not contain questions on LEED information or any information 
in the Digging Deeper boxes. 

End Digging Deeper

12.6 Problem

Market Resistance

In one-unit residences over $400,000, real estate brokers fi nd 
moderate market resistance to properties that lack a center island 
in the kitchen and a whirlpool tub in the bath off the owner’s bedroom suite.

What economic principles are at work in this problem? How are they working?

Supply and demand, competition, contribution, conformity, and substitution.

Buyers in a particular market have expectations. Competing properties must

conform to these expectations; otherwise, buyers will fi nd substitutes.
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12.7 Problem

Holdout to Land Acquisition

An elderly owner of a one-unit residential property is the last holdout 
to a massive land acquisition undertaken for the development of 
a large shopping complex. The exasperated developer is angered by the owner’s 
refusal of his fi nal offer to purchase the property at four times its market value. 
The developer makes no further offers and builds the center without acquiring the 
residence. As a result the property is isolated by a parking lot on all sides.

1. What economic principles are at work in this problem?

Revenge (oops, that‛s not a principle), anticipation, substitution,

conformity, externalities, change, supply and demand, and perhaps

opportunity cost could be the principles at work in this problem.

2. What alternatives could the developer have offered?

  Could have offered a life estate to the elderly owner

  Offered to move the existing dwelling to another location 

  May have sought help from the municipality to condemn the 

property if in the public interest (long shot answer) especially in

light of the Supreme Court ruling in Kelo v. New London
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Practice Test  Section 4 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 4. This is a “closed book” test. Choose 
the most correct answer.

1. Which principle states that the property with the lowest price attracts the greatest 
demand and widest distribution when several competing properties are available?

A. competition

B. contribution

C. increasing and decreasing returns

* D. substitution

2. Four forces impact value. Employment levels, wage rates, and interest rates are 
examples of which force?

* A. economic

B. environmental and geographic

C. governmental and legal

D. social

3. Which principle states that real estate value is created and sustained when the 
characteristics of a property correspond to the demands of its market?

A. balance

* B. conformity

C. externalities

D. highest and best use

4. The elements that create wealth, income, or services when they are combined are 
known as

* A. agents of production.

B. forces that infl uence real estate value.

C. land and improvements.

D. surplus productivity.
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5. A temporary use of a property until a different use becomes maximally productive is

A. conditional use.

B. excess use.

* C. interim use.

D. nonconforming use.

6. Zoning, public transportation, and sales taxes are examples of which of the four 
forces impacting value?

A. economic

B. environmental and geographic

* C. governmental and legal

D. social

7. Avery is beginning a highest and best use analysis of a property with existing 
improvements. What is the fi rst analytical step Avery should perform?

A. an analysis of consistent use

B. an analysis of interim use

* C. an analysis of the land as though vacant

D. an analysis of whether the property has excess land

8. A small average residence is located in an area of luxury homes. The effect of the 
surrounding homes on the small residence is called

A. conformity.

B. excess profi ts.

* C. progression.

D. regression. 

9. In an offi ce market that has more available space than tenants willing to rent, 
what principle will affect pricing the most?

A. anticipation

* B. competition

C. conformity

D. contribution
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10. Which theory states that land cannot be valued on the basis of one use while the 
improvements are valued on the basis of another use?

* A. consistent use

B. interim use

C. uniform use

D. value in use

11. An owner continues to make improvements to a property to the point where 
the value is no longer enhanced. What subgroup principle of balance does this 
illustrate?

A. contribution

* B. increasing and decreasing returns

C. opportunity cost

D. surplus productivity

12. Moderate profi ts attract healthy competition, but excess profi ts can lead to what?

A. decrease in demand

B. equilibrium

C. increase in supply 

* D. ruinous competition

13. Which of the following could not be considered an interim use?

A. building in a warehouse district currently used as a religious facility

* B. manufacturing business operating at 75% of its normal production

C. rural tract of land farmed while awaiting subdivision approval

D. vacant downtown commercial land used for surface parking

14. Ellis built his residence on two lots in a manner that makes it impossible to 
subdivide the land. The land site situation that Ellis has is an example of what?

A. excess land

B. opportunity cost

* C. surplus land

D. surplus productivity
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15. Which of the following is not a test of highest and best use?

* A. environmental viability

B. legal permissibility

C. maximum productivity

D. physical possibility
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Part 13.
Market Fundamentals

We’re going to examine how various markets work together to shape real estate value. 
We’ll identify the primary market players and see the roles they play as they interrelate 
and infl uence the real estate market.

13.1 Dilemma

Annuity or Lump Sum

You have just won the lottery with a grand prize of $160 million. You can collect 
the money in equal payments over 25 years, or you can take a lump sum of $92 
million, which is really $65 million after taxes.

How would you spend or invest your newfound wealth?

 Think about  market competition for investment dollars. Would they have 

concerns about  risk and liquidity? Would they take the annuity or lump sum?

Life Insurance Investment

An acquaintance calls asking you for fi nancial advice. Her husband recently died 
of cancer, and she received $500,000 from his life insurance. She is 35 and has 
three children under seven years of age.

What advice would you give the widow on investing her funds?

This scenario is a contrast to the previous scenario, or is it? Should she pay

off the house or buy a house if currently renting? What about liquidity and

risk in her investment choices?
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2. Short-term money instruments that comprise the money market can include 

a. Federal funds 

b. Treasury notes 

c. Certifi cates of deposit (CDs) 

d. Commercial paper 

e. Municipal notes 

f. Eurodollars 

3. The anticipated cost and availability of these short-term funds is a key 
consideration for real estate developers (for example, in construction 
development projects).

B. Capital market

Capital market. The interaction of buyers and sellers trading long- or 
intermediate-term money instruments.

1. Traditional real estate investments involve the use of two types of capital—
debt and equity. (See content under the heading Sources of Capital for Real 
Estate, which is under Roman numeral IV.)

a. Equity is the cash an individual or entity places into an investment. In real 
estate, it is the dollar difference between what the property could be sold 
for and the debts against it. In a brokerage account, equity is the value of 
the account’s securities less any debit balance in a margin account.

b. Debt is the money that an individual or entity has borrowed.

2. Equity investors (that is, equity market) are compensated by dividends (cash 
fl ows) and the potential appreciation in the value of their investment. Equity 
investors assume greater risk because their earnings are subordinate to 
operating expenses and debt service.

3. Debt investors participate in bonds and mortgages and receive fi xed or 
variable interest on their investment through repayment of the principal upon 
maturity. Thus, debt investors look for security in the form of a lien on the 
assets (of the investment) as their claim on investment earnings.

US funds available at a Federal Reserve 
Bank for member banks
In the US, intermediate securities with 
maturities of 1 to 10 years
Time deposit fi nancial instrument with a 
banking organization
Corporation‛s promissory notes used to 
borrow short-term funds
Short-term, federally tax-exempt 
obligations of local governments 
US dollars that are held in banks outside of 
the US 
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C. The role of risk

1. Risk plays a signifi cant role in how investments compete against each other.

2. Various types of risk might include

Digging Deeper

  Market risk

  Financial risk

  Capital market risk

  Infl ation risk

  Liquidity risk

  Environmental risk

  Legislative risk

  Management risk

End Digging Deeper

II. Money Markets, Capital Markets, and Real Estate Markets

A. Money market

Money market. The interaction of buyers and sellers who trade short-term 
money instruments.

1. When money is plentiful, the price of money declines. When money is scarce, 
the price rises (a function of the supply and demand of money).

a. We express the price of money as an interest 
rate—that is, the cost to borrow funds.

b. Interest rates are critically important in all markets, 
because as the demand for money increases, the 
supply will decrease and thus drive up the interest 
rate (that is, price of money).

c. A change in the interest rates affects discount and 
capitalization rates, which have a direct infl uence 
on real estate values.

d. Interest rate risk (yet another type of risk) is the chance that the value of 
a security will change due to an adjustment in interest rates. For example, 
a drop in bond prices often takes place as a result of rising interest rates.
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4. Capital instruments are divided into long-term and intermediate-term and 
may include

a. Bonds or debentures 

b. Stocks 

c. REITs 

d. Mortgages 

e. Deeds of trust/land contracts 

5. Mortgages have a special relationship to real estate, so let’s take a closer 
look at the mortgage market.

a. What is the difference between a mortgage and a loan? A mortgage is 
really a special type of loan.

Mortgage. A pledge of a described property interest as collateral 
or security for the repayment of a loan under certain terms and 
conditions.

Another way to defi ne the word—A mortgage is a loan secured by the 
collateral of some specifi ed real property, which obliges the borrower to 
make a predetermined series of payments.

b. Mortgages can be divided into different tiers.

  First mortgage

  Second and third mortgages—referred to as junior liens or 
mortgages. These mortgages come behind the fi rst mortgage in 
lien priority. Because of the greater risk of their lien priority, they 
often carry a higher interest rate.

  Home equity loans (can also be in the form of consumer loans, 
lines of credit, etc.) are another type of junior lien but may carry a 
shorter term, say 5 or 10 years.
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c. Amortization is the repayment of a loan by installments. It is the process 
of retiring debt through a systematic repayment of the principal together 
with interest on the outstanding principal balance.

How does amortization work?

Principal and interest for a 30-year mortgage at 7%

Payment

Number

Principal

Balance

Payment

Amount

Interest

Paid

Principal

Applied
New Balance

1 $150,000.00 $997.95 $875.00 $122.95 $149,877.05

2 $149,877.05 $997.95 $874.28 $123.67 $149,753.38

12 $148,607.36 $997.95 $866.88 $131.08 $148,476.29

60 $141,370.68 $997.95 $824.66 $173.29 $141,197.38

120 $128,964.24 $997.95 $752.29 $245.66 $128,718.58

240 $86,443.82 $997.95 $504.26 $493.70 $85,950.12

360 $992.17 $997.95 $5.79 $992.17 $0.00

The above fi gures are based on amortization schedules published by lenders. The printed 

fi gures are rounded to the nearest cent, whereas the actual calculations are more precise.

Total interest paid in 30 years assuming no prepayment: $209,263.35

d. Types of mortgages

  Guaranteed mortgage

Department of Veterans Affairs (VA) loan 

  Insured mortgage

HUD‛s Federal Housing Administration (FHA) program 

and also private mortgage insurance (PMI) for  

conventional mortgages 

  Conventional mortgage 

  Energy-effi cient mortgage (EEM) – may be conventional, FHA, or VA

  Balloon mortgage

Mortgage that is not fully amortized at maturity 

and requires a lump sum payment 
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Review Quiz

Fill in the missing data to the following questions.

1. The interaction of buyers and sellers who trade short-term money instruments is 
referred to as a money market.

2. Bonds, stocks, and mortgages are capital  instruments.

3. A pledge of a described property interest as security for repayment of a loan is 
called a mortgage.

4. An FHA loan is an example of an insured mortgage.

5. The U.S. Treasury implements the fi scal policy of the United States.

Check the appropriate box for each question. TRUE FALSE

6. Infl ation and appreciation are terms that describe the 
same thing.

7. The Federal Reserve carries out the nation’s 
monetary policy.

8. Treasury bills are considered to be short-term 
money instruments.

9. The two sources of capital for real estate are 
federal funds and the secondary mortgage market.

10. Risk plays a signifi cant role in how investments 
compete against each other.
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Part 14.
Real Estate Math Basics

Did you know that math is the only science that was invented just for you? Appraisers use 
math to solve real estate problems, and today you’re going to see how to use math as an 
appraisal tool.

I. Math as an Appraisal Tool

A. Problem solving and attitude

1. The attitude you have toward solving problems that involve arithmetic, 
mathematics, or algebra is often the same attitude you will have in solving 
complex appraisal problems.

2. What is your attitude toward problem solving?

B. Math is what appraisers do every day.

1. Examples

a. Calculating the area size of land and buildings

b. Deriving a median price for a group of sales

c. Converting cash fl ows into value for an income-producing property

d. Deriving the percentage change in price based on changing market 
conditions

e. Calculating an effective property tax rate

2. A typical appraisal problem. Mosley is appraising a vacant land site that is 
two thirds of an acre in size and has 112.3 feet of frontage on the street. The 
appraiser’s market data indicates a price of $2.90 per square foot. What is 
the price per foot for the 112.3 feet of road frontage?

1 acre = 43,560 / 3 = 14,520 × 2 = 29,040 sq. ft. for the land 

29,040 × $2.90 = $84,216 value of the land 

$84,216 / 112.3 frontage = $749.92 per front foot  (or $750) 
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II. Solving Basic Appraisal Problems

A. The T-Bar can be used to solve various mathematical problems involving percents.

1. The T-Bar works for 3 formulas:

  Total = Part / Rate

  Part = Rate × Total

  Rate = Part / Total

2. If you are solving a percentage problem, the T-Bar can be set up as follows:

 

 
 
 
 
 
 

 
 

 
 
 

PART

TOTALRATE

DivideDivide Divide

Multiply

3. Simple rules for using the T-Bar

a. When solving for a component below the bar, you will divide. In that case, 
remember to fi rst enter the top number into your calculator because that 
number is divided by the known component found below the bar.

b. When solving for a component above the bar, you will multiply the two 
components below the bar.

B. Using the T-Bar to solve problems

14.1  Problem

Introductory T-Bar Problems

1. A property owner discounted his asking price by 12% in 
order to attract market interest in the property.

If the original asking price was $250,000, how much was the price reduction?

 

DivideDivide

Multiply

$30,000  Answer
 
 

0.12 $250,000
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14.1  Problem

Introductory T-Bar Problems – cont.

2. Culver discounted his asking price by $45,000.

If the original asking price was $300,000, what was the 
percentage price reduction?

DivideDivide

Multiply

$45,000
 
 

( Answer is 15%)     0.15 $300,000
 

 

 

 
 

 
 

 
 

 
 
 
 

3. McDaniel lowered his asking price by 10%. 

If the original asking price was $450,000, what was the revised asking 
price of the property?

Note: In this case, the solution can be shortened by restating the 
problem to say that the revised asking price is 90 percent of the 
original price. This will save you one step in the solution.

Divide

Multiply

Divide

 
 

 

 

 $405,000  Answer

 
 0.90 $450,000

 
 

 
 

 
 
 
 

4. A tenant gave the landlord a damage deposit that was 150% of the 
monthly rent.

If the monthly rent is $2,100, what is the amount of the damage deposit?

Note: In this problem, the rate is greater than 100% and can be written as 
1.50. Therefore, the “part” will be greater than the “total” in the solution.

DivideDivide

Multiply

 
 

 

 

 

 
 

 
 

$3,150  Answer
 
 

1.50 $2,100
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14.2  Problem

Practice Problems

1. A seller was charged a $43,500 commission fee by her 
real estate broker.

If the sale price was $725,000, what was the broker’s commission 
percentage?

$43,500
 
 

(Answer is 6%)     0.06 $725,000
 

2. A client included $5,000 rush service in the overall assignment fee 
of $25,000.

What is the percent attributable to the rush service fee?

$5,000

 
 

(Answer is 20%)     0.20 $25,000

 
 

 
 

 

 

 
 

 
 

3. How much money does Torres need to deposit to earn $3,000 in 
annual interest if the annual interest rate is 5%?

 
 

$3,000
 
 

0.05 $60,000  Answer
 

  

 
 

 
 

4. Conventional fi nancing requires 20% as a down payment, and a 
pre-qualifi ed buyer has $70,000 cash available.

What is the maximum price the buyer can afford?

 
 

 
 

 

  
$70,000

 
 

0.20 $350,000  Answer
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14.2  Problem, cont.

Practice Problems – cont.

5. Jeter paid $10,800 in debt service last year (principal 
and interest) based on an original mortgage amount of 
$150,000.

What percent is the annual debt service to the mortgage amount?

$10,800
 
 

(Answer is 7.2%)     0.072 $150,000
 
 

C. Solving percentage change using an HP 12C

1. If the current sale price of a property is $241,500 and the prior sale was 
$210,000, how much did the property increase—expressed as a percent 
increase from the prior sale?

In this problem, the base price is $210,000, and we need to solve the 
percent increase (to $241,500). On the HP 12C, you can use the à (delta 
percent) key to derive the percentage change.

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Key in the prior value 210000 \ 210,000.00

3 Key in the current value 241500 241,500.00

4 Calculate the % change à 15.00

The price increased 15% (do a math check; $210,000 × 1.15 = $241,500).
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2. The listed asking price of a property was $250,000, but the property 
eventually sold for $220,000. How much was the discount—expressed as a 
percent?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Key in the asking price 250000 \ 250,000.00

3 Key in the selling price 220000 220,000.00

4 Calculate the % change à –12.00

The price of the property decreased 12% from the original asking price.
Check: $250,000 x 0.12 = $30,000; $250,000 – $30,000 = $220,000.

14.3  Problem

Finding Percentage Change Using an HP 12C

1. The median sale price for one-unit properties in the city 
of Lynwood is currently $182,000. The median price two 
years earlier was $227,500.

What is the change in median price from two years ago expressed as a 
percent?

$227,500  \ $182,000  à equals  −20.00 (or −20%)

2. An investor experienced a loss of 20% in her REIT mutual fund during 
the previous two quarters.

If the investor’s REIT portfolio was valued at $50,000 prior to the loss, how 
much of a percentage gain in the fund does she need to fully recover?

$50,000  \ 0.80  µ $50,000  à equals  25.00 (or 25%) 

Note: $40,000 is the portfolio value after the 20% loss

Or try  f  H $40,000  \ $50,000  à equals  25.00 (or 25%)
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Review Quiz

Solve the problem to the following questions. Answers are found in the Solutions 
Booklet.

1. A property owner sold her 3/4-acre site for $3.50 per square foot. What was the 
fi nal selling price of the land?

43,560 sq. ft. × 0.75 = 32,670 sq. ft. × $3.50 per sq. ft. = $114,345 

 

2. The property taxes on a land parcel increased by $984 in the last year. If the taxes 
were $12,300, what is the percentage of increase?

$984
 
 

(Answer is 8%)       0.08 $12,300
 
 

 
 

 
 

HP 12C calculation: $12,300  \ $13,284  à equals 8.00 

$13,284 used above was derived by adding $12,300 and $984 

3. An existing building cost $450,000 when it was new. Over the years, the 
building has depreciated 15% due to wear and tear. What is the depreciated 
cost of the building?

$382,500  is the answer
 
 

0.85 $450,000
 
 

In the above solution, think of the building as 85% depreciated or 

alternatively: $450,000 × 0.15 = $67,500 amount of depreciation 

$450,000 − $67,500 = $382,500 depreciated cost of the building 
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4. The Fairchilds’ property was listed for $525,000, but it was reduced in price to 
$493,500 due to a lack of market interest. What is the price discount expressed 
as a percentage?

$31,500
 
 

(Answer is 6%)       0.06 $525,000
 
 

$525,000 − $493,500 = $31,500 / $525,000 = 0.06 or 6% discount 

HP 12C calculation: $525,000  \ $493,500  à equals −6.00 

5. A property listed on an Internet auction Web site had a minimum reserve of 
$160,000, which is the price not revealed to online bidders. After the bidding 
opened, the offers exceeded the reserve, and the property eventually sold for 
$174,400. What percent over their reserve price did the sellers receive?

 
$14,400

 
 

(Answer is 9%)       0.09 $160,000
 
 

$174,400 − $160,000 = 14,400 / $160,000 = 0.09 or 9% increase 

HP 12C calculations: $160,000  \ $174,400  à equals 9.00 
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Part 15. Math Applications in Real Estate Suggested Solutions
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15.1  Problem

Using Multiplication to Solve Percentage Problems

1. Sue purchased a property for $100,000. After making 
improvements, she sold the property for 10% more than she 
paid for it.

What is the new sale price?

$110,000
 
 

1.10 $100,000 (Base)
 
 

 

 
 

 
 

 

Or $100,000 (base) × 1.10 (percent applied) = $110,000 

2. Jim purchased a property for $100,000. He later sold the property during a 
down market period for 10% less.

What is the new price?
 

$90,000
 
 

0.90 $100,000 (Base)
 
 

 

Or $100,000 (base) × 0.90 (percent applied) = $90,000 

Think of the new price as 90% of the original purchase price.
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15.2  Problem

Using Division to Solve Percentage Problems

1. Sue sold her property for $110,000. This price is 10% more 
than what she paid for it.

What was the original purchase price?

$110,000
 
 

1.10 $100,000 (Base)
 

 
 

 

 
 

 
 

 
 
 

Or $110,000 / 1.10 (percent applied) = $100,000 (Base) 

2. Jim sold his property for $90,000 during a down market period. This price was 
10% less than what he paid for it.

What was the original purchase price?

 
 

 

 
 

 
$90,000

 
 

0.90 $100,000 (Base)
 
 

 
 
 

Or $90,000 / 0.90 (percent applied) = $100,000 (Base) 
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15.2  Problem

Using Division to Solve Percentage Problems
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1.10 $100,000 (Base)
 

 
 

 

 
 

 
 

 
 
 

Or $110,000 / 1.10 (percent applied) = $100,000 (Base) 

2. Jim sold his property for $90,000 during a down market period. This price was 
10% less than what he paid for it.

What was the original purchase price?

 
 

 

 
 

 
$90,000

 
 

0.90 $100,000 (Base)
 
 

 
 
 

Or $90,000 / 0.90 (percent applied) = $100,000 (Base) 
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15.3  Problem

Practice in Percentage Problems

1. Jacquelyn sold her condominium for $126,000. This price was 5% 
more than she paid for it.

What was the original purchase price?

Clue. First, decide whether the problem has supplied the base number to which a 
percent is applied, or if you have to apply the percent to another number to obtain the 
base. Next consider whether the base is inferior or superior.

$126,000
 
 

1.05 $120,000  (Base = original price)
 

 

 
 

 

 

 
 

 

 

Or $126,000 / 1.05 (percent applied) = $120,000 (Base) 

2. An appraiser selected a property that sold for $253,000 as a comparable sale in 
an assignment.

If the sale is 15% superior to the subject property, what is the value of the subject property?

Clue. The wording used in this question is a bit tricky and makes it confusing whether 
the comparable sale or the subject property is the base. Moreover, appraisers adjust 
the comparable sale, not the subject property. However, when you run into a question 
like this, treat the subject property as the base and solve it.

 
 

 

 

 
 

 

 
$253,000

 
 

1.15 $220,000 (Base)
 

 

$253,000 / 1.15 = $220,000;     Check: $220,000 × 1.15 = $253,000 
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15.3  Problem, cont.

Practice in Percentage Problems – cont.

3. A farm property sold for $1.35 million. The sale was 10% below 
market due to a forced sale situation.

What is the market price for the property?
 

$1,350,000
 
 

0.90 $1,500,000 (Base)
 

 

 
 

$1,350,000 / 0.90 = $1,500,000 

Check: $1,500,000 × 0.90 = $1,350,000 

4. A commercial property sold for $850,000, but the sale fell through and the 
property eventually sold for $816,000.

What is the discount as a percent?

 $816,000

 
 4% (1.00 −  0.96)     0.96 $850,000 (Base)

 

 
$816,000 represents 96% of the original sale price so the discount is 4%.

HP 12C calculation: $850,000  \ $816,000  à equals –4.00 (or 4%) 

II. Tax Rate Calculations

A. Property taxes are often expressed as a mill rate.

1. A mill is equal to one-thousandth of a dollar (1 mill = $1.00 / 1,000 = $0.001)
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15.6  Problem

Using the T-Bar to Solve Tax Rate Problems

1. Petrie’s property has a market value of $140,000 and is assessed at 60% of its value 
for tax purposes. If the mill rate is 18 mills, what is the annual tax on the Petrie property?

$140,000 (MV) × 0.60 (assessment ratio) = $84,000 assessed value 

$1,512 (Annual tax)
 
 

0.018 $84,000

 

 
 

 
 
 

 
 

 
 

 

2. The McIntosh Orchard Farm has a semiannual tax of $12,000. The mill rate in the area is 
30 mills, and properties are assessed at 80% of market value. What market value did the 
assessor assign for the McIntosh property?

Clue. There are three mathematical steps to solving this problem.

$12,000 × 2 = $24,000 annual property taxes 
  

$24,000
 
 

0.030 $800,000 Assessed value  
 
 
 

$800,000
 
 

0.80 $1,000,000 Market value  
 
 

 

Or, $24,000 / 0.03 =$800,000 / 0.80 = $1,000,000 market value 

What is the effective tax rate for the McIntosh Orchard Farm property?

$24,000 / $1,000,000 = 0.024 (or 2.4%) effective tax rate, or 

the 0.030 mil rate × 0.80 assessment ratio = 0.024 (or 2.4%) 
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III. Mortgage Calculations

15.7  Problem

Percent of Down Payment and Mortgage Amount

1. If Express Bank has a loan limit of 75% on qualifi ed properties, 
what is the maximum mortgage available on a $215,000 sale?

 
$161,250  (Answer)

 
 

0.75 $215,000
 

2. If a buyer places 20% down on a $175,000 sale, what is the mortgage amount?

 

 
 

 

$140,000  (Answer)
 
 

(100% −   20%)       0.80 $175,000
 
 

3. The Steiner property sold for $350,000, and the lender stated the buyer could 
mortgage $315,000 using private mortgage insurance. What is the loan to 
value (LTV) percentage?

 

 
 

 
$315,000

 
 

(LTV is 90%)        0.90 $350,000
 

4. A property sold for $635,000, and the credit union provided a commitment to the 
buyer for $508,000. What down payment percentage did the credit union require?

 

 
 

$127,000  ($635,000 − $508,000)  
 
 

(Answer is 20%)       0.20 $635,000
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Mortgage points

Points. A percentage of the loan amount that a lender charges a borrower for 
making a loan; may represent a payment for services rendered in issuing a loan or 
additional interest to the lender payable in advance; also called loan fee.

Note. Each point is equal to 1% of the mortgage amount.

15.8  Problem

Calculating Mortgage Points

1. A borrower obtained a loan from a lender who charged an 
origination fee of 1 point.

How much did the borrower have to pay on a $150,000 mortgage?

 

$1,500 for 1 point
 
 

0.01 $150,000
 

 
 

 
 
 

2. In order to sell her property in a tight market, Collins paid 4½ points on 
the sale of her $180,000 residence.

If the buyer is applying for an 80% loan, what was the dollar amount of the 
points that Collins paid?

First step:  $180,000 × 0.80 = $144,000 mortgage amount 

 

$6,480 in points
 
 

0.045 $144,000 Mortgage
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$1,500 for 1 point
 
 

0.01 $150,000
 

 
 

 
 
 

2. In order to sell her property in a tight market, Collins paid 4½ points on 
the sale of her $180,000 residence.

If the buyer is applying for an 80% loan, what was the dollar amount of the 
points that Collins paid?
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0.045 $144,000 Mortgage
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15.8  Problem, cont.

Calculating Mortgage Points – cont.

3. The fi nancing on the Collins’ property (in the previous 
question) was changed so that she paid $5,670 to buy 
down the interest rate on the buyer’s mortgage.

If it is a 90% mortgage, how many points did Collins pay?

First step:  $180,000 × 0.90 = $162,000 mortgage amount

 

 
$5,670 (in points)

 
 

Answer is 3.5 points 0.035 $162,000
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15.12  Problem

Floor Area Ratio

1. If a land site has 12,500 square feet with a FAR of 
7, how many square feet of building area can be 
developed on the land?

12,500 sq. ft. × 7 (FAR) = 87,500 sq. ft. 

2. A site has 30,000 square feet, and the building will occupy 40% of 
the land.

If the FAR is 6, how many square feet of building area can be 
developed, assuming there is no restriction on the number of stories?

30,000 sq. ft. × 6 (FAR) = 180,000 sq. ft. 

3. In the previous problem, how many stories must the building be to 
achieve the maximum building size with the assumption that it will 
occupy 40% of the land?

6 (FAR) / 0.40 = 15 stories  (or 180,000 sq. ft. / 12,000 sq. ft.)

Note: 30,000 sq. ft. site × 0.40 = 12,000 sq. ft. (for the fi rst fl oor)

4. A developer wants to erect a building on a land site using 1/4 of 
the land area. If the municipality has a FAR of 6, how many stories 
can the building have?

6 / 0.25 = 24 stories 

5. What if the same developer wanted to build on 3/4 of the land site?

6 / 0.75 = 8 stories 
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Practice Test  Section 5 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 5. This is a “closed book” test. Choose 
the most correct answer.

1. Thompson paid an annual property tax this year of $2,940. If the mill rate is 28, 
and the assessed ratio is 60 percent of market value, what market value did the 
assessor assign to the Thompson property?

A. $157,500

* B. $175,000 $2,940 / 0.028 = $105,000 / 0.60 = $175,000

C. $262,500

D. none of the above

2. Which of the following is NOT a money market instrument?

A. certifi cates of deposit

B. Eurodollars

* C. stocks

D. treasury bills

3. Fannie Mae, Freddie Mac, and Ginnie Mae participate in a market known as the

A. equity market.

B. money market.

C. primary market.

* D. secondary market.

4. Walton purchased a property six months ago for $200,000. Properties have been 
appreciating at a rate of 10% per year. What is Walton’s property likely to be worth 
today based on this rate of appreciation?

A. $180,000

* B. $210,000 $200,000 × 1.05 (5% is used for six months) = $210,000

C. $220,000

D. $222,222
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5. The entity that carries out the nation’s monetary policy is called the

A. FDIC.

* B. Federal Reserve.

C. Offi ce of the Comptroller of the Currency.

D. U.S. Treasury.

6. The Bremer property was initially overpriced and sat on the market for an extended 
period before it sold 15% below the market at $153,000. What should the Bremer 
property have sold for if it had been not been overpriced?

A. $130,000

B. $175,950

* C. $180,000 $153,000 / 0.85 = $180,000

D. $191,250

7. A purchaser applied for a 70% mortgage, and the seller agreed to pay 4 points on 
the mortgage. If the seller paid $5,600 in points, what was the selling price?

A. $114,286

B. $140,000

* C. $200,000 $5,600 / 0.04 = $140,000 / 0.70 = 200,000

D. $238,000

8. What entity guarantees mortgages?

A. Department of Housing and Urban Development (HUD)

B. Fannie Mae

C. Federal Housing Administration (FHA)

* D. Department of Veterans Affairs (VA)

9. The median price of $5,000 per tillable acre declined 15% in the last year due to 
an economic downturn. What is the current median price?

* A. $4,250 $5,000 × 0.85 = $4,250 current median price

B. $4,347

C. $5,750

D. $5,882
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10. A property has taxes of $3,200 and a market value of $200,000. What is the 
effective tax rate?

* A. 1.6% $3,200 / $200,000 = 0.016 (or 1.6% effective tax rate) 

B. 2.0%

C. 10.5%

D. 62.5%
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Part 16. Measurement and Statistics Suggested Solutions
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16.1  Problem

Measurement Problems

1. What kind of polygon is the irregular-shaped lot pictured below, 
and what is the site’s total area and perimeter footage?

 

 
 
 
 
 
 
 
 
 
 
 
 
 

 

100'

50'

93'
97' 97'

93'

This is a trapezoid with the formula ½ (base1 + base2) × height 

½ (100‛ + 50‛) × 93‛ = 6,975 sq. ft. in area 

Perimeter is 100‛ + 97‛ +  50‛ + 97‛ = 344 linear feet of perimeter 

2. Calculate the acreage of Tract A.

 

 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

5,000 
feet

6,000 feet

2,500 
feet

TRACT A

Trapezoid area = ½ (2,500 ft. + 5,000 ft.) × 6,000 ft. = 22,500,000 sq. ft. 

22,500,000 sq. ft. / 43,560 sq. ft. = 516.5 acres 
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5,000 
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16.1  Problem, cont.

Measurement Problems – cont.

3. A residential lot has a fenced rear yard. The fence is set back 
from the property line 2 feet on all sides except for the front 
property line, which is 70 feet.

What is the total linear feet of fencing?

80‛ − 4‛ = 76‛ in width 

150‛ − 70‛ −2‛ = 78‛ in length; 

(76‛ − 30‛) + 78‛ + 76‛ + 78‛ = 278 feet 

Note: Lot is 12,000 sq. ft.

If the fencing costs $12.50 per linear foot, what is the total cost of the fence?

278 feet × $12.50 = $3,475 total cost of the fence 

70'

150'

80'

30'

70'

30'

 
 

 
 
 
 
 
 
 

 
 

 

Digging Deeper

Area Measured Formula or Method

Circle Area = πr² (π = 3.141593 and r = radius)

Cubic foot When calculating the volume of an object, add the height to the 
area formula.

A cubic foot is 1 ft. length × 1 ft. width × 1 ft. height

Cubic yard Same approach as cubic feet. 1 cubic yard = 27 cu. ft.

End Digging Deeper
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16.1  Problem, cont.

Measurement Problems – cont.

3. A residential lot has a fenced rear yard. The fence is set back 
from the property line 2 feet on all sides except for the front 
property line, which is 70 feet.

What is the total linear feet of fencing?

80‛ − 4‛ = 76‛ in width 

150‛ − 70‛ −2‛ = 78‛ in length; 

(76‛ − 30‛) + 78‛ + 76‛ + 78‛ = 278 feet 

Note: Lot is 12,000 sq. ft.

If the fencing costs $12.50 per linear foot, what is the total cost of the fence?

278 feet × $12.50 = $3,475 total cost of the fence 

70'

150'

80'

30'

70'

30'

 
 

 
 
 
 
 
 
 

 
 

 

Digging Deeper

Area Measured Formula or Method

Circle Area = πr² (π = 3.141593 and r = radius)

Cubic foot When calculating the volume of an object, add the height to the 
area formula.

A cubic foot is 1 ft. length × 1 ft. width × 1 ft. height

Cubic yard Same approach as cubic feet. 1 cubic yard = 27 cu. ft.

End Digging Deeper
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16.1  Problem, cont.

Measurement Problems – cont.

4. The Reynoldses plan to fi nish their basement area into habitable 
space. The foundation exterior measures 36 ft. by 26 ft. and 
has 12-inch thick concrete block perimeter walls. They have ordered carpet 
and pad to fi ll the entire interior space of the basement plus another 10% in 
excess to match the carpet pattern.

If the carpet, pad, and installation cost $20 per square yard, what is the total 
cost?

 

36'

26' Basement Area Basement Area 

 
 
 
 
 34' 
 
 
 
 24' 
 
 
 
 
 
 
 Interior dimensions are 34 ft. × 24 ft. = 816 sq. ft. 

Add 10% for excess 816 sq. ft. × 1.10 = 897.6 sq. ft. 

897.6 / 9 = 99.73 yards (round to 100 yards) × $20 = $2,000 
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16.1  Problem, cont.

Measurement Problems – cont.

5. Calculate the size of this residence.

2-Story

Porch
Garage

1-Story

24'

22'

20'

8'

36'

17'

14'

8'

12'

4'

12'

32'

2-Story

Porch
Garage

1-Story

32'

 
 
 
 

 '41 
 
 

 40' 
 
 
 
 28' 
 
 
 
 
 
 
 

12'

What is the gross living area (GLA) of the residence?

Note: The gross living area does not include the porch and garage. The fi rst 
step is to fi nd the missing dimensions based on the measurements that have 
been provided in the sketch. Remember to include the area of the second fl oor 
in the GLA to account for the 2-story portion of the residence.

40 × 28 × 2 stories = 2,240 sq. ft. 

12 × 4 × 2 stories = 96 sq. ft. 

14 × 12 × 1 story = 168 sq. ft. 

22 × 17 × 1 story = 374 sq. ft. 

2,240 + 96 + 168 + 374 = 2,878 sq. ft. for GLA is the answer 
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II. Statistical Concepts for Appraisers

Statistics are used by appraisers to interpret data and support assignment results. 
Statistics are tools that we use to manipulate numbers (in a positive sense) to gain a 
broader perspective on what we analyze.

A. What are statistics?

1. Statistics is a branch of mathematics that deals with numerical data, 
beginning with its collection and analysis and continuing through to its 
interpretation and presentation.

2. A statistic is a single number that describes a characteristic of a set of 
numbers. We can refer to a statistic as a number that represents a group.

3. Econometrics is the application of mathematics and statistics to the 
interpretation of economic data, testing of economic theories, and solution of 
economic problems.

B. Introductory terms

1. Data types

a. Quantitative data are numbers that can be measured and compared with 
a certain degree of objectivity and precision.

Examples: Building size, acreage, parking spaces, rentable 

area, building age, proximity to a local attraction, etc.

b. Qualitative data are more subjective and are often represented by words 
rather than numbers. Qualitative data is still valuable as a source of 
information, and when correctly ranked or systematically treated, it can 
signifi cantly improve the appraisal modeling process. Qualitative data can 
also be quantifi ed in an econometric context.

Examples: Building style, condition, quality, view amenity, etc.

2. Population. The complete set of all the items in a specifi c category. A 
population is also referred to as a universe.

3. Sample. In statistics, a subset of a population selected for analysis.
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Examples: Building size, acreage, parking spaces, rentable 

area, building age, proximity to a local attraction, etc.

b. Qualitative data are more subjective and are often represented by words 
rather than numbers. Qualitative data is still valuable as a source of 
information, and when correctly ranked or systematically treated, it can 
signifi cantly improve the appraisal modeling process. Qualitative data can 
also be quantifi ed in an econometric context.

Examples: Building style, condition, quality, view amenity, etc.

2. Population. The complete set of all the items in a specifi c category. A 
population is also referred to as a universe.

3. Sample. In statistics, a subset of a population selected for analysis.
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4. Variable. In statistics, a characteristic or attribute of an item, service, or 
individual that can change from observation to observation.

The specifi c value of a variable is sometimes referred to as a variate.

C. Measures of central tendency

Appraisers commonly use statistics to measure a central tendency in a group of 
numbers to determine if there is a pattern. For example, a residential appraisal 
report form used by lenders asks for the predominant price and age of single-
family housing that is located within the market area of the appraised property. 
In this case, the lenders want to know the mode (i.e., most frequently occurring) 
price and age found in the subject property’s market area—and how the subject 
property relates to that mode. Measures of central tendency are a normal part of 
an appraiser’s analytical tools in everyday practice.

1. Mean

a. Commonly referred to as an average

b. If you were asked for the average of the numbers 2, 3, 4, you could 
easily fi gure it in your head and say 3. It’s not so easy with the following 
set of numbers.

What is the average of 17, 83, and 245?

17 + 83 + 245 = 345 / 3 = 115 is the arithmetic mean

c. The above calculation can be represented by the formula below.

Digging Deeper

Where…… =  Mean

Σ =  The total of

X =  The variates (i.e., numbers)

n =  The number of variates

The equation is an effi cient and easy way to express a mathematical thought, certainly 
much quicker than to say that the arithmetic mean is equal to the sum of the variates 
divided by the number of numbers in the data set.

End Digging Deeper

X— =  ΣX 
n
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2. Median

a. The median is a positional average; it’s the number in the middle.

b. To fi nd the median, it is fi rst necessary to arrange the data in ascending 
or descending order; this is called an array. Then, count in an equal 
number from each end. The formula is provided below.

Md =  n+1 
2

In this formula, Md = median and n = number of variates in the data set. 
This formula will only give you the position of the median. For example, if 
there are fi ve numbers in the data set, then 5 + 1 = 6 / 2 = 3. The median 
will be the third number in from either end, once the data are arrayed.

c. Here’s a data set.

7, 3, 8, 4, 2

First array the data.

2, 3, 4, 7, 8

Count in 3 variates from either end of the array, and you’ll fi nd the median. 
If there is an odd number of numbers in a data set, the median will always 
be one of the actual numbers. If there is an even number of numbers, the 
median may or may not be an actual number in the distribution. 

  Look at this data set.

2, 3, 3, 4

Let’s work the formula (four numbers + 1) / 2 = 2.5. The median 
occupies the position midway between the second and third 
number in from either end of the array. The number that is halfway 
between 3 and 3 is 3, and that is the median.

  Let’s make a slight change to the data set.

2, 3, 4, 5

The median is still the number that lies midway between the 
second and third numbers in this four-number distribution, but it is 
now the number that is halfway between 3 and 4, or 3.5.
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Review Quiz

Answer the questions below. 

Questions 1 – 3 are based on the following information:

An appraiser is researching sales of hotels located along a stretch of a busy 
interstate freeway. The appraiser uncovered the following data:

Property Sale Price Rooms Building Area Gross Room Revenue

Sale 1 $5,400,000 120 45,000 sq. ft. $15,000

Sale 2 $4,800,000 100 37,500 sq. ft. $16,000

Sale 3 $5,460,000 130 50,000 sq. ft. $14,000

Sale 4 $4,290,000 110 42,000 sq. ft. $13,000

1. What is the mean sale price?

A. $3,950,000

B. $4,800,000

* C. $4,987,500 $19,950,000 / 4 = $4,987,500

D. $5,000,000

2. What is the range of the gross room revenue?

A. $1,000

B. $2,000

* C. $3,000 $16,000 − $13,000 = $3,000

D. $6,000

3. What is the median size of the hotels’ building area?

A. 42,000 sq. ft.

* B. 43,500 sq. ft. Halfway between 42,000 sq. ft. and 45,000 sq. ft.

C. 45,000 sq. ft.

D. 50,000 sq. ft.
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4. Calculate the shaded area of the bay window.

A. 20 sq. ft.

B. 24 sq. ft.

* C. 44 sq. ft.

D. 48 sq. ft.

2'
2'

12'

8'

2' Bay Area
2'

2'

12'

8'

2'

12'

Bay Area

(12  2)  ½ (8  12) 2 = 44 sq. ft.  ×  +  + 
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Part 17.
Introduction to Financial Calculations

It’s time to take the fi nancial calculator out of the box. The one we will be using in class is 
the Hewlett Packard 12C. You’re welcome to use other calculators, but the operation and 
keystrokes of those calculators won’t be covered in class or the Course Handbook. This 
material was designed for beginners, so if you’ve never worked with a fi nancial calculator—
this introduction is for you!

I. Getting Started

A. Calculator basics

1. Understanding the RPN mode of operation for the HP 12C

Please see the Preview to Part 4 for an overview of what RPN is and how it 
processes math calculations.

a. There is no “equal (=) sign.” To input the fi rst number you want to work 
with, press the \ key immediately after you input the number.

b. Use operation keys such as z for division and µ for multiply, etc., in 
place of the “equal sign” key. The HP 12C works very nicely in calculating 
a series of numbers with multiple functions. Try the operations below.

3 × 21 – 15 / 3 =   16.00  

Keystrokes: 3 \ 2 1 µ 1 5 - 3 z

c. The HP 12C can display the answer to 9 decimal places.

  Answers are rounded to the number of decimals places we specify.

  To set the number of decimal places you want to show in the 
display, use the f key, and then press a number key 1 through 
9 to specify the decimal places you want. For example, to set 4 
decimal places press f and then 4.

  We recommend that you set the decimal places to at least 4 when 
working with problems that will include answers with decimals. For 
problems resulting in an answer with dollars and cents, set the 
decimal display for 2 decimals.
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e. If you are working with cash fl ows on mortgage payments, either the PV 
or the PMT must be a negative number. Which component is negative 
depends on the perspective taken by the appraiser. From the investor’s 
position, mortgage payments are a negative cash fl ow, whereas they are 
positive from the lender’s position.

On the HP 12C, enter a number, and then press the Þ key to make it 
negative. “CHS” means change sign. This is the equivalent of using the 
plus/minus key  +/–  on a standard calculator.

f. Clear the fi nancial registers before beginning calculations, even if you 
have just turned on the calculator. For the HP 12C, press f H.

17.1  Problem

Calculation of Mortgage Problems

1. Calculation of an annual mortgage payment

The Mansfi eld consulting fi rm has a mortgage with a beginning balance of 
$850,000 and an annual interest rate of 9% on its building. The term is 25 
years, but the fi rm makes only one payment each year.

Calculate the payment.

Instructions: Identify the fi nancial variables of the problem and what is to 
be solved. As you work out the calculations, use the sleeve of your HP 12C 
(or a piece of paper) to cover the calculator keystrokes so that only the 
“explanation” is visible until the problem has been solved.

N  25 I   9  PV  $850,000 PMT    ?   FV   - 0 -

Calculations
Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 25 n 25.00

3 Interest rate 9 ¼ 9.00
4 Present value of mortgage 850000 Þ $ −850,000.00
5 Calculates payment P 86,535.31

Note: Set your calculator to display 2 decimal points. The payment amount 
in this problem is a positive number, because we’re looking at it from the 
lender’s perspective. If we took it from Mansfi eld’s perspective, the payment 
would be negative (because the cash fl ow would be going out).
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17.1  Problem, cont.

Calculation of Mortgage Problems – cont.

2. Calculation of a monthly mortgage payment

Note: In this mortgage calculation, we will be using the g key to convert 
the number of periods and annual interest to monthly compounding. For the 
present time, our use of the g key will be limited to that function.

Brookes is obtaining a 30-year mortgage on her newly constructed residence. 
The interest rate of 6.5% and the loan will be set up with monthly payments.

If the mortgage amount is $225,000, what is the monthly payment?

N  30 I  6.50 PV  $225,000 PMT    ?   FV    - 0 -

Calculations
Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 30 g n 360.00

3 Interest rate 6.5 g ¼ 0.54

4 Present value of mortgage 225000 Þ $ −225,000.00

5 Calculates payment P 1,422.15

Work out the next problem by calculating the monthly mortgage payment

Cohen has a 20-year mortgage set up with monthly payments and an interest 
rate of 9.75%.

If the mortgage face amount is $136,500, what is the monthly payment?

N  20 I  9.75 PV  $136,500 PMT    ?   FV    - 0 -

Calculations
Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 20 g n 240.00

3 Interest rate 9.75 g ¼ 0.81

4 Present value of mortgage 136500 Þ $ −136,500.00

5 Calculates payment P 1,294.73
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17.1  Problem, cont.

Calculation of Mortgage Problems – cont.

3. Calculation of a mortgage term

Let’s use Cohen’s $136,500 mortgage from the previous example, but change 
the interest rate to 6.25%.

If the monthly payment is $1,170.38, calculate the term of the mortgage (in years).

N  ? I  6.25 PV  $136,500 PMT  $1,170.38 FV    - 0 -

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Interest rate 6.25 g ¼ 0.52

3 Present value of mortgage 136500 Þ $ −136,500.00

4 Monthly payment 1170.38 P 1,170.38

5 Calculates # of payments n 180.00

6 Divides payments by 12 months 12 z 15.00

Note: If you do not enter the change sign for Step 3, there will be an error.

How long would it take Cohen to pay off the mortgage if $100 were added to 
each monthly payment?

N  ? I  6.25 PV  $136,500 PMT  $1,270.38 FV    - 0 -

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Interest rate 6.25 g ¼ 0.52

3 Present value of mortgage 136500 Þ 
$

−136,500.00

4 Monthly payment 1270.38 1,270.38
5 Calculates # of payments n 158.00
6 Divides payments by 12 months 12 z 13.17
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17.1  Problem, cont.

Calculation of Mortgage Problems – cont.

4. Calculation of remaining mortgage balance

You can fi nd the remaining balance due on a loan at any time during the 
amortization schedule using the fi nancial keys. The individual might need 
to know the remaining balance for early payoff of a fully amortized loan or a 
scheduled balloon.

Let’s say we have a loan of $278,000, paid monthly for 23 years at 10.25% 
interest. Find the remaining balance after 7 years.

N  23 I  10.25 PV  $278,000 PMT    ?   FV    ?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 23 g n 276.00

3 Interest rate 10.25 g ¼ 0.85

4 Present value of mortgage 278000 Þ $ −278,000.00

5 Monthly payment P 2,625.62

6 Number of periods expired 7 g n 84.00

7 Remaining balance M 247,345.08

Note: Once you have the answer for Step 7, do not clear the register.
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17.1  Problem, cont.

Calculation of Mortgage Problems – cont.

5. Calculating the percentage paid off

Keep the remaining balance (Step 7) from the last calculation in the display of 
your calculator. Let’s subtract the remaining balance from the original loan of 
$278,000, and then take the result and divide it by the base of $278,000 to 
see the percentage amount that has been paid off.

Calculations

Step Explanation HP 12C Display

1 Subtract original loan amount Þ 278000 + 30,654.92

2 Divide by loan 278000 278,000

3 Calculate percent paid off z 0.11

Note: The above calculation is simply taking the amount paid off ($30,654.92) 
and dividing that by the original loan amount ($30,654.92 / $278,000). 
Now change the display to show the answer with decimals to 9 places. If you 
calculated this as a stand-alone problem (rather than retaining the numbers 
from no. 4), the answer would have a slight difference (0.000000014).

Note: For additional calculations using the HP 12C, see the Appendix.
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Review Quiz

Read the information about Romero’s mortgage, and answer the questions that follow.

Romero has been approved for a $350,000 adjustable rate mortgage with interest set at 
6.5% and monthly payments set up over the 30-year term of the loan. 

N   30  I   6.5  PV  $350,000 PMT    ?   FV    -?

1. What is Romero’s monthly payment?

HP 12C: 30 g w  6.5 g ¼  350,000 Þ $  P  

$2,212.24 payment

2. Using the payment calculated from Question #1, what will be the balance at the 
end of the 6th year?

HP 12C: 6 g w M $322,228.79 remaining balance

or 30 g w 6.5 g ¼ 350,000 Þ $ P  6 g w M

3. What is the percentage paid off after six years?

HP 12C: With the remaining balance of $322,228.79 in the display, enter

350,000 - Þ  350,000 z  0.079346 (or about 8%)

Note: The à key can also be used (350,000 \ $322,228.62 à)

4. Romero originally wanted a shorter loan term, but the payments would be 
$2,609.51, and that was too high for Romero. What was the loan term based on 
that payment?

HP 12C: 6.5 g ¼  350,000 $  2,609.51 Þ P w 

(240 will be in the display after entering “n”) 12 z  20 years



Solutions – 122 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

 Review Quiz Answers (HP 12C Calculations)

N  30 I   6.5  PV  $350,000 PMT   ?  FV   ? 

1. $2,212.24 payment

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 30 g n 360.00

3 Interest rate 6.5 g ¼ 0.54

4 Present value of mortgage 350000 Þ $ −350,000.00

5 Monthly payment P 2,212.24

2. $322,228.79 remaining balance

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 30 g n 360.00

3 Interest rate 6.5 g ¼ 0.54

4 Present value of mortgage 350000 Þ $ −350,000.00

5
Calculate monthly 
payment P 2,212.24

6 Number of periods expired 6 g n 72.00

7 Remaining balance M 322,228.79
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3. 0.079346 (or about 8% when rounded to two decimals)

Note: The à key can also be used ($350,000 \ $322,228.79 à) to derive 
the answer because this is a percent change problem.

Calculations
Step Explanation HP 12C Display

0 Keep balance from question 2 322,228.79

1 Subtract original loan amount 350000 - Þ 27,771.38

2 Enter loan amount 350000 350,000

3 Calculate percent paid off z 0.08

Now change the display to show the answer with decimals to 9 places.

4. 20 years

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Interest rate 6.5 g ¼ 0.54

3 Present value of mortgage 350000 $ 350,000.00

4 Monthly payment 2609.51 Þ P −2,609.51

5 Calculates # of payments n 240.00

6 Divides payments by 12 months 12 z 20.00

Review Quiz Challenge Question

5. If the interest rate were adjusted after six years to 8%, what would the new 
payment be in the 7th year?

Hint: Use the remaining balance from Question #2 to calculate the new payment.

Solution to the above question is on the next page.
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Answer to the Challenge Question

5. $2,520.00 payment

Note: The above payment is approximate because the balance of $322,228.79 
entered in step #4 (below) was rounded to the nearest dollar and cents. The 
actual payment fi gure is $2,520.003501.

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 24 g n 288.00

3 Interest rate 8 g ¼ 0.67

4 Present value of mortgage 322228.79 Þ $ −322,228.79

5 Calculate payment P 2,520.00
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Part 18.
Time Value of Money Concepts

Time value of money (TVM) is fundamental to fi nancial calculations. In Part 18, you’ll look at 
compound interest and what is commonly referred to as the six functions of a dollar.

I. Understanding Cash Flow

A. The fi rst step in solving a real estate investment problem is to know where the 
money is going.

1. Cash fl ow (CF) diagrams tell us where the money fl ows over time.

If you were to diagram your savings account over the last year, there might be 
a series of fi nancial events.

–$2,000

–$1,000

$800

$1,200

1 2 3 4 5 6 7 8 9 10 11 12

Months 

–$2,000

–$1,000

$800

$1,200
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Withdrawals

Deposits

a. The horizontal line represents time and is divided into regular periods.

b. The down arrows represent negative cash fl ows. If you put in $2,000 
to open the account on January 1 and then deposit $1,000 on May 1, 
these arrows will show as money you’ve deposited to keep the savings 
account operational.

c. The up arrows represent a positive cash fl ow. That’s the money you 
receive back from the account.

d. In a cash fl ow diagram, the money deposited (that is, invested) is 
negative, and the money withdrawn (that is, received from the investment) 
is positive.
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2. The cash fl ow perspective can change, but the principle remains the same.

a. The cash fl ows will be either positive or negative depending on the 
perspective you take on the problem.

b. In the prior example, the bank will look at your deposits and withdrawals 
in your savings account using a complete reversal of the cash fl ow signs.

c. From the bank’s perspective—if it lends you money, the cash fl ow is 
negative; the cash fl ow is positive when you make a payment on the loan.

d. Think of it this way—when you’re giving cash to a person (that is, cash 
fl owing out), that’s negative, and when the person gives money to you, 
(that is, cash fl owing in), that’s positive. You can change the perspective 
to a bank, your client, or anyone you choose—the rule, however, stays 
the same.

B. Simple and compound interest

The bedrock precept upon which fi nancial calculations are grounded is 
that money earns interest over time. The particular interest we speak of is 
compound interest, but to understand compound interest, we fi rst have to 
know simple interest.

1. Simple interest

Simple interest. Interest in each period calculated based on the original 
deposit or investment. The interest does not compound.

a. Jeff and Tina loaned $4,000 to their daughter so she could buy a used 
car to go to and from the college campus. The parents arranged for their 
daughter to repay the $4,000 after 4 years plus simple annual interest of 
6% to be paid each year. How much will they receive in total when the loan 
is repaid?

$4,000 × 0.06 × 4 = $960 interest + $4,000 = $4,960

Remember the $4,000 is not returned until the 4th year.

Amortization is not used in this example.

b. Except for situations involving family and friends, simple interest rarely 
happens in the real world. However, you should know the concept and how 
it contrasts to compound interest.
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3. Compound interest effects. If you placed $1,000 into an investment earning 
6% annual interest for 1 year, it would earn $60 of simple interest. Let’s 
contrast that with the effects of compounding.

Note: Clear your fi nancial registers before performing fi nancial calculations.

Interest—compounding annually

HP 12 C  $1,000 Þ $  6 ¼ 1 n  M  $1,060.00

Note: Compounding annually over one period is the same as simple interest.

Interest—compounding quarterly

HP 12 C  $1,000 Þ $  6 \ 4 z ¼  
1 \ 4 µ n  M  $1,061.36

Interest—compounding monthly

HP 12 C  $1,000 Þ $  6 g ¼ 1 g n  M  $1,061.68

4. There are three different types of interest rates that we refer to in 
fi nancial problems.

a. Periodic rate. The rate applied to the investment from period to period.

b. Annual nominal rate. The periodic rate multiplied by the number of 
periods in a year.

c. Annual effective rate. The rate that includes the effect of compounding.

d. What are the effective rates for the scenarios we just examined?

  Nominal interest rate   6.00%  

  Interest compound annually   6.00%   $60.00 / $1,000

  Interest compound quarterly   6.14%   $61.36 / $1,000

  Interest compound monthly   6.17%   $61.68 / $1,000

A monthly periodic rate of 0.5% = a nominal rate of 6%Part 18 – 282 Basic Appraisal Principles
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II. Time Value of Money

A. Defi nition

Time value of money. The concept underlying compound interest that holds 
that $1 (or another unit of currency) received today is worth more than $1 
(or another unit of currency) received in the future due to opportunity cost, 
infl ation, and the certainty of payment.

B. Appraisers examine real estate problems to address the fi nancial questions that 
investor-clients have—questions such as

1. Future value of $1

What will this investment be worth at a future specifi ed time?

2. Future value of $1 per period

What will this income stream be worth at a specifi ed future time?

3. Payment of $1 period to a sinking fund

How much money should I regularly set aside to cover repairs and 
improvements to my property?

4. Present value of $1

This investment will be worth a specifi ed amount at a future date, but what is 
the value right now?

5. Present value of $1 per period

What is the present value of this income stream?

6. Payment to amortize $1

What will be my annual debt service on a loan for a specifi ed amount, interest 
rate, and duration?
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C. Time value components

1. Future of $1

Amount of one (Sn). The compound interest factor that indicates the 
amount to which $1 (or other unit of currency) will grow with compound 
interest at a specifi ed rate for a specifi ed number of periods. The amount 
of one is one of the six functions of one found in standard fi nancial tables; 
also called future value of one.

a. What will an investment of $12,000 grow to if it earns 6% annually over 
15 years?

N  15 I   6  PV  $12,000 PMT    - 0 -   FV    ?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 15 n 15.00

3 Interest rate 6 ¼ 6.00

4 Present value of deposit 12000 Þ $ –12,000.00

5 Asks for future value M 28,758.70

b. Practice problem. What will $5,000 grow to if it earns 5.25% annually 
over 7 years?

N  7 I   5.25  PV  $5,000 PMT    - 0 -   FV    ?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 7 n 7.00

3 Interest rate 5.25 ¼ 5.25

4 Present value of deposit 5000 Þ $ –5,000.00

5 Asks for future value M 7,153.60Basic Appraisal Principles Part 18 – 285
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2. Future of $1 per period

Amount of one per period (Sn). The compound interest factor that 
indicates the amount to which $1 (or other unit of currency) per period will 
grow with compound interest at a specifi ed rate for a specifi ed number of 
periods; … also called sinking fund accumulation factor or future value of 
one per period.

Annuity. A contract providing for regular payments of predictable amounts. 
Regular payments are those that occur at a constant periodic rate, such 
as monthly, quarterly, or annually.

a. What will an investment of $5,000 per year grow to in 6 years at 6% 
annual interest?

N  6 I   6  PV    - 0 -   PMT  $5,000 FV    ?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 6 n 6.00

3 Interest rate 6 ¼ 6.00

4 Payment 5000 Þ P –5,000.00

5 Asks for future value M 34,876.59

b. Practice problem. If Sullivan places $3,000 each year in her Roth IRA, 
what will it grow to in 15 years at 8% annual interest?

N  15 I   8  PV    - 0 -   PMT  $3,000 FV    ?

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 15 n 15.00

3 Interest rate 8 ¼ 8.00

4 Payment 3000 Þ P –3,000.00

5 Asks for future value M 81,456.34
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3. Sinking fund factor

Sinking fund factor (1/Sn). The compound interest factor that indicates 
the amount per period that will grow, with compound interest, to $1 (or 
other unit of currency).

a. What amount must be deposited annually in an investment earning 6% so 
that you will have $25,000 in 10 years?

N  10 I   6  PV   - 0 -  PMT    ?   FV  $25,000

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 10 n 10.00

3 Interest rate 6 ¼ 6.00

4 Enter future value 25000 Þ M –25,000.00

Safety step to assure 0 in PV 0 $ 0.00

5 Required annual deposit P 1,896.70

b. Practice problem. Acme Hardware plans to resurface the parking lot in 
7 years. What amount must be set aside annually to accumulate the 
$60,000 cost of resurfacing if 5% annual interest is used?

N  7 I   5  PV   - 0 -  PMT    ?   FV   $60,000

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 7 n 7.00

3 Interest rate 5 ¼ 5.00

4 Enter future value 60000 Þ M –60,000.00

Safety step to assure 0 in PV 0 $ 0.00

5 Required annual deposit P 7,369.19

Basic Appraisal Principles Part 18 – 287

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

3. Sinking fund factor

Sinking fund factor (1/Sn). The compound interest factor that indicates 
the amount per period that will grow, with compound interest, to $1 (or 
other unit of currency).

a. What amount must be deposited annually in an investment earning 6% so 
that you will have $25,000 in 10 years?

N  10 I   6  PV   - 0 -  PMT    ?   FV  $25,000

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 10 n 10.00

3 Interest rate 6 ¼ 6.00

4 Enter future value 25000 Þ M –25,000.00

Safety step to assure 0 in PV 0 $ 0.00

5 Required annual deposit P 1,896.70

b. Practice problem. Acme Hardware plans to resurface the parking lot in 
7 years. What amount must be set aside annually to accumulate the 
$60,000 cost of resurfacing if 5% annual interest is used?

N  7 I   5  PV   - 0 -  PMT    ?   FV   $60,000

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 7 n 7.00

3 Interest rate 5 ¼ 5.00

4 Enter future value 60000 Þ M –60,000.00

Safety step to assure 0 in PV 0 $ 0.00

5 Required annual deposit P 7,369.19



Basic Appraisal Principles Solutions – 131

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

Part 18 – 288 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

4. Present value of $1

Present value of one (1/Sn). A compound interest factor that indicates 
how much $1 (or other unit of currency) due in the future is worth today.

Discounting. Conversion of benefi ts received in the future (e.g., periodic 
incomes, cash fl ows, reversion) to present value.

a. What should an investor pay for the right to receive $10,000 in 11 years 
at 6%?

N  11 I   6  PV   ?  PMT   - 0 -  FV  $10,000 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 11 n 11.00

3 Discount rate 6 ¼ 6.00

4 Enter future value 10000 Þ M –10,000.00

Safety step to assure 0 in PMT 0 P 0.00

5 Calculates present value $ 5,267.88

b. Practice problem. The reversion value of a commercial property three 
years from now is estimated to be $900,000. What is the present value 
of the property if the discount rate is 9 percent?

N  3 I   9  PV   ?  PMT   - 0 -  FV  $900,000 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 3 n 3.00

3 Discount rate 9 ¼ 9.00

4 Enter future value 900000 Þ M –900,000.00

Safety step to assure 0 in PMT 0 P 0.00

5 Calculates present value $ 694,965.13
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5. Present value of $1 per period

Present value of one per period (an). A compound interest factor that 
indicates how much $1 (or other unit of currency) paid periodically is 
worth today; … also called present worth of one per period or ordinary 
level annuity factor.

a. What might an investor pay to receive an income stream of $120,000 per 
year for 18 years if the investor wanted a 6% yield?

N  18 I   6  PV   ?  PMT  $120,000 FV   - 0 - 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 18 n 18.00

3 Desired yield 6 ¼ 6.00

4 Enter income PMT 120000 Þ P –120,000.00

Safety step 0 M 0.00

5 Calculates present value $ 1,299,312.42

b. Practice problem. Willis is analyzing an investment that will pay $20,000 
per year over a period of 8 years. If Willis wants to yield 8%, what might 
he pay for this investment?

N  8 I   8  PV   ?  PMT  $20,000 FV   - 0 - 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 8 n 8.00

3 Desired yield 8 ¼ 8.00

4 Enter income PMT 20000 Þ P –20,000.00

Safety step 0 M 0.00
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6. Installment to amortize $1

Installment to amortize one. The compound interest factor that 
represents the installment needed to repay one unit of currency with 
interest at a specifi ed rate for a specifi c number of periods; the reciprocal 
of the level annuity factor. Sometimes abbreviated ITAO; also called the 
partial payment factor or amortization factor. When expressed annually, 
it may be referred to as the mortgage constant, loan constant, annual 
constant, or mortgage capitalization rate.

a. Smith loaned $65,000 to his business partner for a 5-year term at 6% 
annual interest and with annual payments. What is the payment amount?

N  5 I   6  PV   $65,000  PMT   ?  FV   - 0 - 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 5 n 5.00

3 Interest rate 6 ¼ 6.00

4 Enter PV 65000 Þ $ –65,000.00

Safety step to assure 0 in FV 0 M 0.00

5 Required annual payment P 15,430.77

b. Practice problem. Matthews negotiated a refi nance with her bank for a 
$285,000 mortgage based on a 5.75% rate and a 25-year term. What is 
the monthly payment for this mortgage?

N  25 I   5.75  PV  $285,000 PMT   ?  FV   - 0 - 

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 # of periods 25 g n 300.00

3 Interest rate 5.75 g ¼ 0.48

4 Enter PV 285000 Þ $ –285,000.00

Safety step to assure 0 in FV 0 M 0.00

5 Monthly payment P 1,792.95
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18.1  Problem

Using Financial Tables to Solve Problems

Instructions.  Use the fi nancial table on the prior page to solve 
the same six questions that you previously worked out with your 
fi nancial calculator. The questions are reprinted below, and all are based on 6% 
(compound) annual interest.

1. What will an investment of $12,000 grow to if it earns 6% annually over 
15 years?

$12,000 × 2.396558 (Column 1) = $28,758.70 

2. What will an investment of $5,000 per year grow to in 6 years at 6% 
annual interest?

$5,000 × 6.975319 (Column 2) = $34,876.59 

3. What amount must be deposited annually in an investment earning 6% so 
that you will have $25,000 in 10 years?

$25,000 × 0.075868 (Column 3) = $1,896.70 

4. What should an investor pay for the right to receive $10,000 in 11 years 
at 6%?

$10,000 × 0.526788 (Column 4) = $5,267.88 

5. What might an investor pay to receive an income stream of $120,000 per 
year for 18 years at 6% annual interest?

$120,000 x 10.827603 (Column 5) = $1,299,312.36 

6. Smith loaned $65,000 to his business partner for a 5-year term at 6% 
annual interest and with annual payments. What is the payment amount?

$65,000 × 0.237396 (Column 6) = $15,430.74 

Note: For Questions 5 and 6 above, the answers will be different by a few cents 
from answers derived from a fi nancial calculator. This is because the fi nancial 
table is limited to 6 decimal places to the right of zero.
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Practice Test  Section 6 

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 6. This is a “closed book” test. Choose 
the most correct answer.

1. Kramer put $12,000 into an investment on August 10th and took out $3,000 on 
September 31st. How should the cash fl ows be recorded (that is, money direction)?

A. +$12,000 and –$3,000

B. +$12,000 and –$9,000

* C. –$12,000 and +$3,000

D. –$12,000 and –$3,000

2. What does RPN represent?

A. rational positive numbers

B. really powerful numbers

C. return on net principal

* D. Reverse Polish notation

3. Which of the following terms is commonly referred to as an average?

A. array

* B. mean

C. median

D. mode 

4. Wheatley is considering a mortgage with a face amount of $195,000 and is 
debating whether to get the 30-year mortgage at 6% or the 20-year mortgage at 
5.5%. What is the difference between the two monthly payments?

A. $61.93

* B. $172.26

C. $227.92

D. $2,150.93
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5. Peterson began saving $10 per week and deposited it every month in her money 
market account, earning 4.25% and compounding monthly. If she continues this 
practice, how much will she have after 10 years?

A. $5,968.29

B. $6,289.15

C. $6,316.04

* D. $6,465.65

6. What amount must be deposited annually in an account earning 7.5% interest that 
compounds annually to accumulate $100,000 in 15 years?

A. $302.01

* B. $3,828.72

C. $3,979.46

D. $7,068.59

7. What should Greenberg pay for the right to receive $60,000 in 7 years at 10% 
interest compounded quarterly?

A. $29,976.06

B. $29,991.67

* C. $30,052.67

D. $30,789.49

8. A simple measure of dispersion of the difference between the highest and lowest 
value in a data set is known as the

A. mean.

* B. range.

C. standard deviation.

D. variate.

9. An annuity functions in a similar manner to what time value component?

A. future of $1

* B. future of $1 per period

C. present value of $1 per period

D. sinking fund factor

 Practice Test Answers for Section 6
HP 12C Calculations for Questions 4 – 7

4. B. $172.26 (Difference of $1,169.12 and $1,341.38)

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 30 g n 360.00

3 Interest rate 6 g ¼ 0.50

4 Present value of mortgage 195000 Þ $ −195,000.00

5 Calculate payment P 1,169.12

Calculations for 20-year mortgage

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 20 g n 240.00

3 Interest rate 5.5 g ¼ 0.46

4 Present value of mortgage 195000 Þ $ −195,000.00

5 Calculate payment P 1,341.38
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5. D. $6,465.65

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Convert weekly to annual 10 \ 52 µ 520.00

3 Convert to monthly deposit 12 z Þ P −43.33

4 Number of periods 10 g n 120.00

5 Interest rate 4.25 g ¼ 0.35

6 Future value M 6,465.65

6. B. $3,828.72

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Number of periods 15 n 15.00

3 Interest rate 7.5 ¼ 7.50

4 Future value to accumulate 100000 Þ M −100,000.00

5 Calculate required payment P 3,828.72

7. C. $30,052.67

Calculations

Step Explanation HP 12C Display

1 Clear memory f H 0.00

2 Future value 60000 Þ M −60,000.00

3 Number of quarterly periods 7 \ 4 µ n 28.00

Quarterly interest 10 \ 4 z ¼ 2.50

4 Present value $ 30,052.67
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II. Characteristics of Market Areas

On the previous page, the identifi cation of a market area was briefl y discussed. The 
content presented here looks at that process in more detail by breaking it down 
into four areas; geographical boundaries, change and transition, the life cycle of a 
neighborhood, and gentrifi cation. 

A. Geographical boundaries

1. The appraiser starts the process of identifying the market area by fi rst roughly 
defi ning the physical boundaries. This is a starting point, and the analysis will 
be tempered by the other characteristics (that will be discussed).

a. Begin with the subject property, and then look around at the physical 
characteristics of the area, types of structures, land use, topography, 
access, etc., and see how they identify with the subject property.

b. Draw a preliminary boundary on a map, and start testing the boundary 
against the other characteristics you will uncover as the process continues.

2. Boundaries of a market area refl ect the forces that infl uence values on all 
surrounding properties in the same way as they do on the appraised property.

3. Boundaries may be established by physical attributes or changes in use.

a. Physical attributes and landmarks

  Natural features

Rivers, wetlands, lakes, canyons, elevated areas, forests 

 

  Man-made features

Freeways, railroads (and light rail transit), power lines,  

subdivisions 

b. Changes in use

  From agricultural to residential, or a change to industrial uses

  From one-unit residential to higher-density residential or to 
commercial uses
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be tempered by the other characteristics (that will be discussed).

a. Begin with the subject property, and then look around at the physical 
characteristics of the area, types of structures, land use, topography, 
access, etc., and see how they identify with the subject property.

b. Draw a preliminary boundary on a map, and start testing the boundary 
against the other characteristics you will uncover as the process continues.

2. Boundaries of a market area refl ect the forces that infl uence values on all 
surrounding properties in the same way as they do on the appraised property.

3. Boundaries may be established by physical attributes or changes in use.

a. Physical attributes and landmarks

  Natural features

Rivers, wetlands, lakes, canyons, elevated areas, forests 

 

  Man-made features

Freeways, railroads (and light rail transit), power lines,  

subdivisions 

b. Changes in use

  From agricultural to residential, or a change to industrial uses

  From one-unit residential to higher-density residential or to 
commercial uses
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C. The life cycle of the subject neighborhood helps to defi ne the characteristics of 
the market area.

1.     Growth      A life cycle stage in which the neighborhood gains 
public favor and acceptance.

2.     Stability     A life cycle stage in which the neighborhood 
experiences equilibrium without marked gains or losses.

3.     Decline      A life cycle stage of diminishing demand in a 
neighborhood.

4.      Revitalization      A life cycle stage characterized by renewal, 
modernization, and increasing demand.

D. Gentrifi cation

Gentrifi cation. A process of community change in which middle- and upper-
income persons purchase properties in a neighborhood and renovate or 
rehabilitate them, causing property values to rise and often displacing earlier, 
usually poorer (low-income) residents.

1. Gentrifi cation is not easily defi ned nor described.

2. Gentrifi cation typically occurs in older urban market areas where the current 
residents moved in during a declining period in the life cycle of the market 
area. Through a natural resurgence of demand, the current occupants 
are displaced one by one, and the dwellings are renovated leading to a 
transformation in the economic and social characteristics of the area.

3. Gentrifi cation and revitalization are related, but the terms have different 
meanings. Revitalization usually comes about by an organized (often public) 
renovation, restoration, or building program. Gentrifi cation doesn’t have 
this organized or public effort; it is private and more random in how it takes 
place. Nonetheless, it results in revitalization of the market area. The current 
occupants are displaced but not through public takings such as eminent 
domain as might be the case in an urban renewal (publicly-sponsored) project.
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3. Appraisers should use factual descriptions rather than subjective phrases.

19.1  Discussion Question. Market Area Description

An abandoned and boarded-up property is located next to the subject 
property you are appraising in a market of 40 residences. You fi nd that 
another vacant property is located a block away.

How should you report this?

 Clients (such as HUD) can be sensitive about this  issue. Talk about cause and 

effect relationships in market observations.

Suggestion: “There are 40 residential properties in the defi ned market

area of which 5% are vacant. This is typical of competing areas and is

accepted in the marketplace.” 

IV. District Types

A. One-unit residential districts

A one-unit residential district is an area dominated by owner-occupied, residential 
homes where residents often take an active role in maintaining or enhancing the 
value of their properties.

B. Multifamily residential districts

Multiunit residential districts are generally subject to the same infl uences as one-
unit residences with an increased emphasis on certain aspects such as parking 
and vacancy rates.

C. Commercial districts

Commercial districts are groups of offi ces or stores. There are several types of 
districts included in this category.

1. Highway commercial districts

2. Retail districts
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area. Through a natural resurgence of demand, the current occupants 
are displaced one by one, and the dwellings are renovated leading to a 
transformation in the economic and social characteristics of the area.

3. Gentrifi cation and revitalization are related, but the terms have different 
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Review Quiz

Write a number on the line opposite each item below to indicate whether the item is 
best described as

1. One-unit residential districts

2. Multifamily districts

3. Central business districts

4. Retail districts

5. Offi ce districts

6. Industrial districts

7. Agricultural districts

8.   Specialty districts 

9.   Historic districts 

10. Growth

11. Stability

12. Decline

13. Revitalization

14. Gentrifi cation

 4  Regional shopping center

 3  Downtown business area

 1  A cluster of condominium projects

 4  A mix of big box stores, fast-food restaurants, and a car dealership

 1  Vintage, one-unit residential homes

 7  Grain elevator, corn fi elds, low density, distant linkage

 6  Acme Fluid Power, Advanced Metal Etching, Jimson Anodizing

  13   City organized effort to invigorate a declining retail district

 2  Duplexes and apartments

  10   Open land transitioning to new residential developments

  12   A stage where vacant and abandoned industrial buildings are observed

 8  Medical research center, hospital, physician’s offi ce center
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Part 20. The Nature of Appraisals Suggested Solutions
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Part 20.
The Nature of Appraisals

It’s time to look back at some of the ethical concepts introduced at the beginning of 
this course. In the Introduction to Part 1, you thought about the question—“What is an 
appraiser?”—and you also looked at the various types of services within appraisal practice. 
Part 20 presents appraisal practice within the broader aspect of valuation services and 
then digs a little deeper into scope of work.

I. Valuation Services and Appraisal Practice

A. Valuation services

  

Valuation service. “A service pertaining to an aspect of property value, 
regardless of the type of service and whether it is performed by appraisers 
or by others.” (USPAP, DEFINITIONS)

1. Valuation services pertain to all aspects of property value and include 
services such as

a. Appraisal practice

b. Brokerage

c. Auctioning

d. Property management

e. Real property consulting

f. Advocate consulting

g. Collecting market data

2. Valuation services are performed by appraisers and by others.

3. An appraiser has an obligation to not misrepresent his or her role when 
performing valuation services outside of appraisal practice.

Part 20 – 320 Basic Appraisal Principles

Appraisal Institute / American Society of Farm Managers and Rural Appraisers / American Society of Appraisers

B. Appraisal practice

1. Appraisal practice is a property service “performed by an individual acting as 
an appraiser” (USPAP, DEFINITIONS), including the following:

a. Appraisal

b. Appraisal review (USPAP, DEFINITIONS)

c. Other services while acting an appraiser, which may include

  Providing sales data

  Trend analysis

  Zoning study

  Assessment study

  Teaching an appraisal course

20.1  Discussion Question. In the Real World

Brokerage Services

Janssen, a real estate broker who is also an appraiser, has been retained to 
list and sell a property. As part of her brokerage services, Janssen provides 
a competitive market analysis (CMA) to determine the asking price of a property listing.

Is the CMA service she provides her client considered appraisal practice? 

 If Janssen is acting as an appraiser, her service is  appraisal practice. If she is 

acting as a broker, it isn‛t appraisal practice.  Janssen needs to be clear about her 

role and state it clearly to her client,  “I‛m not acting as an appraiser in providing 

this service. Instead, I‛m acting as  a broker.”

Instructor guidance:

These services cannot have 
a valuation component; 
otherwise, they would fall 
under appraisal or appraisal 
review.
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II. Scope of Work

A. Solving a client’s problem involves a master plan called the valuation process, 
which will be the focus of our next course. A critical component of the valuation 
process is scope of work.

1. Defi nition for scope of work

Scope of work. “The type and extent of research and analyses in an 
appraisal or appraisal review assignment.” (USPAP, DEFINITIONS)

2. Defi nitions of three key elements within the problem identifi cation process. 
These elements are essential to the appraiser’s scope of work determination.

Intended user. “The client and any other party as identifi ed, by name 
or type, as users of the appraisal or appraisal review report by the 
appraiser, based on communication with the client at the time of the 
assignment.” (USPAP, DEFINITIONS)

Intended use. “The use(s) of an appraiser’s reported appraisal or 
appraisal review assignment results, as identifi ed by the appraiser 
based on communication with the client at the time of the assignment.” 
(USPAP, DEFINITIONS)

Purpose of an assignment. The objective of an assignment—e.g., in an 
appraisal assignment, to develop an opinion of the defi ned value of a 
specifi ed interest in real estate.

  The term purpose used in the process of defi ning a client’s problem was 
edited in prior versions of USPAP to mean type and defi nition of value 
and requires citing the source of the defi nition.

Note. Also, see SVP for the defi nitions of scope of work, intended user, 
and intended use.
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The Scope of Work Decision Process in Appraisal Practice
Source: Flowchart adapted from content published by The Appraisal Foundation
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Review Quiz

Fill in the answers to the following questions.

1. Appraisal practice is a subset of     valuation services    .

2. An individual performing a valuation service while acting in the role of an appraiser 
falls under the category of     appraisal practice    .

3. The act or process of developing an opinion about the quality of another’s work is 
called     appraisal review    .

4. When a value type is defi ned in the scope of work, such as an opinion of market 
value in a real property assignment, this is also referred to as the   purpose    
of the assignment.

5. If the     scope of work     decision is fl awed, there is a strong chance 
the assignment results will be misleading.

Check the appropriate box for each question. TRUE FALSE

6. An appraisal is the process of developing an opinion 
of value.

7. A prospective value has an effective date in the past.

8. The party the appraiser identifi es by name or type as a 
user of the appraisal report is an intended user.

9. An appraiser teaching an appraisal course is performing 
appraisal practice.

10. A broker’s competitive market analysis if performed by an 
appraiser is always exempt from being classifi ed as 
appraisal practice.
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Part 21. Appraisal Principles in Practice Suggested Solutions
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II. Problems for Scope of Work Decisions

For the fi rst problem, there are step-by-step questions to lead the class through the 
problem identifi cation process and show how it logically leads to the scope of work 
determination.

21.1  Problem

Determining Scope of Work

A fi nancial institution has asked you to appraise a one-unit 
residence so the borrower can fi nance the purchase of the 
property. The lender wants the appraisal completed on a form report typically 
used by Fannie Mae and Freddie Mac.

1. Who is the client, and who are the intended users?

The lender is the client and intended user.

2. What is the intended use?

To assist the fi nancial institution in making a lending decision

3. What is the type and defi nition of value and its source (that is, what is the 
purpose)?

An opinion of market value as defi ned in lending regulations

4. What is the assignment type?

Appraisal

5. What type of property is the subject property?

Real property

6. What is the effective date?

Current date
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21.1  Problem, cont.

Determining Scope of Work – cont.

7. What is the subject of the assignment and what method 
(approach) to value is most relevant?

One-unit residence in fee simple interest. The sales comparison 

approach is the most relevant method of analysis.

8. What are the assignment conditions?

None. The value is current and based on market trends within a 

reasonable market exposure time.

9. What does the problem identifi cation process tell you about determining your 
scope of work for this assignment?

The appraiser’s scope of work would address

  The degree the appraiser needs to identify the subject property;

  The degree the appraiser observes the physical property;

  The type and extent of data investigated; and

  The type and extent of analytical processes applied to form  

opinions  or conclusions

The class can discuss each of the four issues. 
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21.2  Problem

Scope of Work for Multitenant Offi ce Building

A bank has contacted you to appraise a proposed LEED Silver 
multitenant offi ce building that will be completed in 12 months. The 
bank wants three values—one current in the property’s current condition, one at 
the future completion date, and the other at stabilized occupancy. The bank is a 
regulated institution, and the loan is a federally-related transaction.

 

 
 yranidroartxE yranidroartxE  eulav tnerruC 

 is the vacant land site Assumption Assumption 
 
 
 
 
 
 
 
 
 
 
 

1. Who is the client, and who are the intended users?

The client is the bank, and intended users are other parties identifi ed 

by the appraiser based on communication with the client.

2. What is the intended use?

To assist the lender in making a lending decision in a federally-

related transaction.

3. What is the type and defi nition of value and its source (that is, what is the purpose)?

An opinion of market value as defi ned in lending regulations

4. What is the assignment type?

Appraisal
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21.2  Problem, cont.

Scope of Work for Multitenant Offi ce Building – cont.

5. What type of property is the subject property?

Real property (versus personal property or intangible property)

6. What is the effective date?

A federally-related transaction requires a current value based on the 

current condition of the property. In this case, that would be the 

value of the vacant site. The bank also wants prospective values when 

completed and at stabilized occupancy. Thus, more than one effective 

date is required.

7. What is the subject of the assignment and what method (approach) to value is 
most relevant?

Income-producing characteristics of this multitenant offi ce building 

would make the income capitalization approach the primary approach 

for valuing this building, but the sales comparison and cost 

approaches might also be applicable methods of analyzing value, 

depending on data availability. The LEED Silver certifi cation indicates 

the buildings will have energy-effi cient and green features that may 

command higher-quality tenants, higher rents, and possibly lower 

vacancy rates.
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21.2  Problem, cont.

Scope of Work for Multitenant Offi ce Building – cont.

8. What are the assignment conditions?

The prospective values would be based on an extraordinary assumption. 

The current value would have no special conditions. If the bank wanted a

current value “as if complete, with a minimum LEED Silver certifi cation,” 

that would be a hypothetical condition. It is important to make the LEED 

rating part of the “as complete.” Developers often raise or lower 

the green rating based on the circumstances that arise during 

construction. The appraiser should require a copy of the rating 

worksheet showing the categories rated and points achieved in each 

category. This will assist the appraiser in understanding the green 

and energy-effi cient features that may materially affect the income 

and expenses of the property.

9. What does the problem identifi cation process tell you about determining 
your scope of work for this assignment?

Discuss the four issues addressed in the fi rst problem.

  The degree the appraiser needs to identify the subject property;

  The degree the appraiser observes the physical property;

  The type and extent of data investigated; and 

  The type and extent of analytical processes applied to form opinions

or conclusions
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21.3  Problem

Scope of Work for a Land Acquisition

A county attorney has contacted you regarding 100 acres of 
farmland used for growing corn that will be bisected with a proposed 
county road. The attorney wants to know the amount that should be offered to the 
property owner for the land the county is taking. The land is designated for future 
residential development, and its proximity to new developments suggests the 
current use will change in fi ve years if not sooner.

Work through the problem identifi cation process and lay out your scope of work.

1. Client and intended user is the county.

2. Intended use is to assist the county in establishing a reasonable offering 

price.

3. The purpose is an opinion of market value (as defi ned in the appraisal 

report, the source is from the jurisdiction taking the property) of 

the property before and after the acquisition of the land for the roadway.

4. Appraisal is the assignment type.

5. The subject property is real property.

6. Effective date is the date of taking as established by the county. 

7. Relevant characteristics—agricultural farmland with likely change in 

use suggests development of the sales comparison approach.

8. Assignment conditions include a current value of the property before the 

county road is constructed and an “after” value based on a 

hypothetical condition that assumes the new county road is in place 

on the same date.
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21.3  Problem, cont.

Scope of Work for a Land Acquisition – cont.

The appraiser should also consider the following in the scope of 

work decision:

  The degree the appraiser needs to identify the subject property;

  The degree the appraiser observes the physical property;

  The type and extent of data investigated; and

  The type and extent of analytical processes applied to form opinions 

or conclusions
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Practice Test  Section 7

This multiple-choice test is for your benefi t and provides a review of 
everything covered in Section 7. This is a “closed book” test. Choose 
the most correct answer.

1. A group of complementary land uses defi nes a

A. community.

B. district.

C. market area.

* D. neighborhood.

2. A fully developed neighborhood continues to experience good demand and a modest 
rise in property values. How would you classify the life cycle period of this area?

A. decline

B. growth

C. revitalization 

* D. stability

3. Appraiser Mills described the market area as a blue-collar area with good pride of 
ownership in the area residences. This is an example of

A. conformity.

B. homogeneity.

C. lessor interest.

* D. stereotyping.

4. A district has a research center, high-tech companies, and a university. This 
describes what kind of district?

A. commercial

B. industrial

C. offi ce

* D. specialty
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5. In a scope of work decision, an opinion of market value and its defi nition are the 
elements that are also known as

A. intended use.

B. objective.

C. opinion type.

* D. purpose. 

6. Partners Bank had questions about an appraisal, so it decided to get a 
second opinion from another independent appraiser. What is this second 
assignment called?

* A. appraisal

B. appraisal review

C. broker’s price opinion

D. real property consulting

7. Rivers, forested areas, and marshlands are examples of natural features that 
defi ne what type of boundaries within a market area?

A. economic

* B. geographic

C. legal

D. social

8. The area surrounding Independence Hall in Philadelphia, where the Constitution of 
the United States was signed, is an example of this kind of district.

A. educational

* B. historic

C. single-family

D. specialty

9. What is the process called when a market area goes from agricultural to 
residential?

A. change

B. conversion

C. transformation

* D. transition
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10. An appraiser provided advice on various commercial building sites to a client, 
including a value opinion on the optimum recommended site. What type of 
appraisal practice did the appraiser perform?

* A. appraisal

B. appraisal review

C. property management

D. real property consulting

11. Trotter performed an appraisal with an “exterior-only” inspection. The degree to 
which a property is inspected is which part of the appraisal development process?

A. appraiser’s certifi cation

B. appraiser’s statement of disclosure

C. limiting conditions statement

* D. scope of work

12. Moyer completed an appraisal for a bank on a property that was being refi nanced. 
The owners of the property paid for the appraisal when they completed the 
application at the bank and were promised a copy of the appraisal report. In this 
case, what is the property owner?

A. an intended user only

* B. a party who is neither the client nor an intended user

C. both the client and an intended user

D. the client only

13. A declining market area experiences resurgence in demand due to buyers wanting 
to move closer to the center of the city. As a result, the current tenants are 
gradually displaced from the area. What is this process called?

* A. gentrifi cation

B. growth

C. market cycle

D. renaissance
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14. A real estate agent who is not an appraiser provides a client with an asking price 
that will be used to list a property on the market. The agent

A. cannot provide this service.

B. has performed appraisal practice.

* C. has performed a valuation service.

D. is practicing appraisal without a license. 
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