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Lincoln Institute Foreword

The Lincoln Institute of Land Policy is an educational institute
dedicated to the development and exchange of ideas and information
pertaining to land policy and property taxation. It is a school offering
opportunities for instruction and research. It welcomes government offi-
cials, working practitioners, and students to the pursuit of advanced
studies.

The Lincoln Institute is also a center for linking the university and
the practice of government; for bringing together scholars, professionals,
and officials; and for blending the theory and practice of land policy.
Often, the Lincoln Institute joins with others to sponsor seminars and
conferences designed to foster creative thinking and rethinking of land
and tax policy issues. This book ia the result of one of these joint seasions.

The 1984 Valuation Colloguium brought together the leading the-
orists and writers in the field of real estate valuation. They came from
both academic and practitioner ranks; many participants represented
both areas. The Colloquium was jointly sponsored by the Lincoln Insti-
tute of Land Policy, the American Institute of Real Estate Appraisers,
the Appraisal Institute of Canade, and the Scociety of Real Estate
Appraisers. These proceedings represent the highlights of the Collo-
quium through edited versions of the prepared papers and assigned
response commentary. Taken together, they reveal the state of the art
of real estate valuation as well as its needs and prospects for at least
the near-term future.

Frank Schnidman
Senior Fellow
April 1985

xil

Editor’s Preface

The materials included in these Proceedings represent all of
the formal papers and assigned commentaries presented during the 1984
Real Estate Valuation Colloquium. Although technical recording dif-
ficulties made it impossible to include transcriptions of general discus-
sions that both preceded and followed the prepared papers and
comments, paper presenters and assigned commentators alike took full
advantage of the opportunity to edit their written contributions for incor-
poration into this volume. In addition, the concluding commentary by
Drs. Dasso and Kinnard summarizes in large measure the results of
the two and one-half days of both formal and informal discussion. Fur-
ther, Dr. Lusht has added an Appendix to his paper that adds an impor-
tant dimension not only to that paper but also to the entire Colloquium.
These Proceedings constitute an important contribution to the con-
tinuing literature of real estate valuation. They are a tribute to the
far-sightedness of the Lincoln Institute of Land Policy, especially its
Executive Director, Arlo Woolery, and its Director of Research, Charles
C. Cook. The organization, funding, and realization of the Colloquium
are also an important example of cooperative effort among the Ameri-
can Institute of Real Estate Appraisers, the Appraisal Institute of
Canada, and the Society of Real Estate Appraisers for the benefit of
their profession and of their intellectual discipline. Further, the Collo-
quium signaled an important and successful attempt to bring academics

xiii



xiv / Editor’s Preface

and practitioners into intellectual, as well as physical, proximity ina
field frequently noted for its schismatic approaches to beth conceptual
and applied issues.

Reading these papers and comments, one is struck first by the cooper-
ative and conciliatory tone of all those involved, in striving for a more
nearly cohesive and useful framework of precepts and techniques: the
“400ls and rules” so often expounded by the sadly absent George F. Bloom
and Robert O. Harvey. Real estate valuation is, after all, an applied
discipline. The character of the sponsorship of the Colloguium and the
make-up of the participants underscore this important fact.

The seond major impact on the reader of these papers and comments
is that there are still many fundamental unresolved issues impeding
the construction and acceptance of an analytical framework that is con-
sistent both in concept and in practice. Yet, the joint sponsorship and
varied backgrounds of participants would seem to augur well for the
future prospects of the field. In particular, the expressed desires both
of participants and of representatives of the gponsoring organizations
that the colloquium format should be repeated, regularly and frequently,
argue strongly for eventual achievement of the still elusive goal of in-
tellectual satisfaction coupled with practitioner (and user) comfort.

The process of editing and compiling these Proceedings was facilitated
greatly by the inspired and dedicated efforts of Gail L. Beron, MAI,
SREA and Mary Beth Geckler, MGA. To both of them, all the par-
ticipants and sponsors, as well as readers of these Proceedings, owe con-
siderable thanks.

The demanding task of transcription and manuscript preparation was
ably handled by the staff of the Center for Real Estate and Urban Eco-
nomic Studies at The University of Connecticut. Under the supervi-
gion of Judith B. Paesani, who also served unstintingly as copy editor,
Nancy Easton and Sandra Mazzola produced a complicated product im-
peccably. To them and to the administrative staff of the Lincoln Insti-
tute of Land Policy, a real debt of appreciation is owed.

William N. Kinnard, Jr.
April 1985

PARTI

Introduction to the
Colloquium
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Opening Remarks

William N. Kinnard, Jr.

On behalf of the sponsoring organizations and in the name of
the Planning Committee, I am most pleased and honored to call the 1984
Real Estate Valuation Colloguium to order. Conceived by Professors
Jerome J. Dasso and James A. Graaskamp; stimulated by John D. Dor-
chester, Jr. in his leadership roles in the American Institute of Real
Estate Appraisers; encouraged by the initial support of the Lincoln Insti-
tute of Land Policy and its Director of Research, Charles C. Cook; and
organized by the five-person Planning Committee, this Colloguium has
been nearly three years in the making. The attendance here today, the
papers that will be presented and the discussions that they will stimu-
late, and the contributions to real estate valuation theory and practice
that will emerge, all make that lengthy effort well . worthwhile.

It is especially fitting that the three major professional valuation
organizations in North America have joined together to sponsor this Col-
loquium, along with the Lincoln Institute. Their representatives and
observers are particularly welcome, and I acknowledge on behalf of all
of us here today the critical importance of their support.

However fine the ideas for this program and however much financial
support and encouragement were forthcoming from the sponsoring
organizations, this Colloquium would not be starting here today with-
out the continuing and creative administrative support of the Lincoln
Institute and its fine professional staff. I want to acknowledge in par-

3
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ticular the superb efforts of Charles C. Cook, Director of Research, and
Lisa Breit, Administrative Assistant.

And now, to provide formal greetings on behalf of the Lincoln Insti-
tute, in whose facilities we are holding these Colloquium proceedings,
it is my pleasure to present to you Arlo Woolery, its Executive Director.

Greeting and Introduction to
the Colloquium

Arlo Woolery

Semanticists tell us that if you wish to find out what people really
think about a word or an idea, pay attention to what they do with it,
not what they say about it. The title of our Colloquium, “A Redefinition
of Real Estate Appraisal Precepts and Processes” is an impressive string
of words conveying the idea that either language has changed or the
precepts and processes described by our language have changed. Lan-
guage environment changes more slowly than economic environment,
so our greatest concern must be for changes in the indicators of value
and the tools for its measurement rather than changes in language itself.

Percy Bridgeman in The Logic of Modern Physics said that if you tell
how you measure something, you tell what that something is. Process
defines the product, If our discussions focus on explaining the valuation
process, they may lead us to that elusive, but long sought-after goal: an
improved definition of value and a better understanding of its underly-
ing appraisal precepts.

Value is of necessity a logical construct. It cannot be measured directly.
Value is a second-, or even third-order abstraction. It8 measurement begins
with observations of human behavior in the economic arena and ends
with a numerical estimate based upon analysis and judgment. We are
like meteorologists without anemometers. Although we cannot see the
wind, we can estimate its velocity and direction by careful observation.
We note how far the treetops bend and the direction of their bending.

5
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From these observations we infer the force and direction of the wind.
Value estimates derive from the same type of indirect inferential mea-
surement.

Value is a many splendored thing, and our conclusions about it must
eventually be reduced to words, the currency with which we exchange
ideas. We must be aware of both the reach and limit of our ability to
define something as deceptively simple as the word value, for in the words
of Justice Holmes: “A word is not a crystal, transparent and unchanged;
it is the skin of a living thought, and may vary greatly in color and con-
tent according to the circumstances and the time in which it was used”

Chapter 1

Organization and Structure of
the Colloquium

William N. Kinnard, Jr,

It seemed appropriate to provide a preview of the topic cover-
age and the method of handling the discussions in this Colloquium be-
fore we turn to the substantive part of the program. Every participant
was selected by the Planning Committee, and by his professional and
academic peers, as someone who has a significant contribution to make
to these proceedings. Everyone, except the appointed observers from the
gponsoring organizations, is expected to be an active participant
throughout all the discussions in all the sessions. The discussions will
be recorded for possible inclusion in the published Proceedings.

FORMAT AND CONDUCT OF
THE COLLOQUIUM

Because we have both formal papers prepared for presentation
and specific assigned discussants, we will follow the traditional format
of paper presentation, formal discussion, and then open discussion. How-
ever, since there are no competing meetings or sessions to attend and
since we do have some flexibility within the framework of our overall
time schedule, discussions that prove to be especially productive or
stimulating or interesting will simply be allowed to continue beyond
the tentative time limits printed in the program. Alternatively, if it ap-
pears that the paper presenter and the assigned discussant have effec-

7
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10. Lusht, op. cit, p. b4.

11. Wiley, Robert J., “Real Estate Investment Analysis: An Empirical Study,” The. Ap-
praisal Journal (October 1976) pp. 586-602; and Arnold H. Diamond, “Tax Consider-
ations Affecting Muiti-Family Housing Investments” (Paper presented at Annual
Meeting of AREUEA, New Orleans, December 28, 1971).

Chapter 3 ‘

The Need for Redefinition and
Reform of the Appraisal Process

James A. Graaskamp

The appraisal function and methodology are pivotal to decisions
involving social equity and efficient allocation of capital on a vast scale.
The first imperative is the necessity of ethical institutions that are sen-
sitive to the responsibility of their social functions. Social equity is be-
coming more complex, and therefore valuation models require continual
redefinition to allocate real estate taxes, income taxes, available mort-
gage capital, and eminent domain compensation. Land ownership is
a trusteeship, and as the public reasserts its control over historical pri-
vate rights financial reimbursement depends on sound valuation
procedures.

Capital is also a trusteeship, and the malfunction cf appraisal in defin-
ing collateral values and real estate feasibility can result in great eco-
nomic losses to existing financial institutions. These institutions are
really congregations of individuals with whom the appraisal profession
has a social compact to do the best professional work possible. In addi-
tion to validation of institutional collateral, appraisal serves to bench-
mark the performance of assets and asset managers. To the degree that
its methods fail to use the best forecasting techniques available, ap-
praisal contributes to the misallocation of capital and the short-changing
of those enterprises that might otherwise have been financed to the
social benefit of all.

The failure of the professional appraisal organizations to advance

26
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standards or even issue position papers on innovative techniques or is-
sues raised by contemporary appraisal assignments is first a crisis in
business ethics and secondly a frustration that drains the best talent
and most creative energies away from further contributions to a profes-
sional appraisal group.

Appraisal functions and methodology are a specialty in the larger dis-
cipline of information processing and decision-making, a field which
has been moving forward at an accelerating and exhilarating pace. In-
formation processing and therefore appraisal procedure always requires
some structure or model with which to qualify, edit, format, and focus
data with relevance to a problem or decision. Such models have six con-
straints and current appraisal thinking is failing to accommodate any

of the six:

1. Definition of the issue or question for which value is required as
a benchmark is seldom correlated to the definition of value or legiti-
mate conditions to the value conclusion. The market value required
to define liquidating value of a pension fund is not the same as
market value required for eminent domain or market value re-
quired to collateralize mortgage loans, assess taxes, or compare
asset managers.

2. Recognition of data with relevance to the issue is continually shift-
ing as the market comparison method suffers from engineered
prices, data processing permits cash flow forecasting, and physi-
cal replacement costs shrink as a proportion of project loss.
Nonetheless, appraisal organizations have not issued a single white
paper as to their positions on emerging methodology and disavow
their own textbooks as statements of policy.

3. Identification of hypotheses which focus data on the issue is re-
garded as suspect when practiced by the appraiser using statisti-
cal inference, simulation models, or even financial instincts
developed in non-real estate fields.

4, Credibility and skill levels of the analyst limit the choice of models.
The appraisal organizations have failed to disseminate the brilli-
ant innovations of their best members for simulation by the typi-
cal analyst. Professional discipline and incentive to acquire new
gkills is weak due to the institutional economics of the field.

5. Acceptability and credibility of a model with a decision maker great-
ly affects his perception of the analyst. Sophisticated decision mak-
ers perceive simplistic appraisal models and deductive formats of
the 1930’s as characteristic of the mind set of the appraiser and
therefore the minimal use value which can be accorded the ap-

praisal product.
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6. Use of a model for information processing to be cost effective in terms
of focusing data in a timely fashion without significant bias toward
an error of economic significance. Given the explosion of urban
land data and the falling costs of data processing, how does one
e.xplain the rigidity of appraisal models developed for simple ques-
tions, a shortage of data, and some questionable hypotheses as to
how that data should be adjusted to fit the problem at hand?

The traditional real estate appraisal model using the three approaches
to value and the format prescribed for a narrative appraisal report has
been so firmly implanted in the minds of both appraisers and consumers
that it has been easily formatted for word processor and printed forms
for repetitive application to all types of property. As a result appraisal
form does as much for credibility as the substance of the report con-
f,ent. More often than not, the relevance of form is not matched to the
issues for which appraisal is sought and appraisal consumers speed-
read the letter of transmittal with a value conclusion and the picture
pages of comparable sales.

The conditioning of the appraisal market to format, and terminology
by rote has made the appraisal process a prime tool in the art of disin-
forr.nation. Disinformation is a technique from military intelligence
?vhlch attempts to mislead the enemy by communicating information
in a media format which gives it credibility or inferences which are
not appropriate. The fair market value appraisal has become the tool
of the borrower, syndicator, or deal maker for misleading the investor
or_those who regulate the financial enterprise. Indeed, there is an im-
plicit conspiracy between the appraiser and his client which tends to
polish the appraisal art form as a device for disinformation.

The Bar Association has found it necessary to create a special canon
of ethics which prohibits lawyers from using appraisals where the ap-
praisers lack proper qualifications and the conclusions fail the test of
reasonableness. One legal writer stated, relative to appraisal, that “pur-
poseful naivete” on the contents of appraisal is tantamount to construc-
tive fraud. The 1984 tax law provides sanctions against appraisers
whose values are considered “aggressive” under IRS court challenge
and these sanctions are to be 30 percent of the income tax savings which
would have resulted from the appraisal distortion. Needless to say, this
tendency of appraisal to be used for disinformation purposes seriously
undermines the credibility of the process and the ability of legitimate
gppraisers to charge fees appropriate to the cost of professional and ob-

Jjective work.

Given the fact that appraisers have been implanted with a given for-
mat by their professional training, the cost of redefinition and reform
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of techniques and communication methods falls on thfa individual.ap-
praiser. Costs include re-education fees, the opportunity coat's of time
dedicated to continuing education, the inefficiency of changing work
patterns, and the costs of re-educating the customers. Moreover, there
are many customers who can exploit the current format and wpuld boy-
cott objective, analytical appraisers. For the established appraiser there
are many disincentives for changing his modug operandl‘whlle Phe
young appraiser lacks the credibility required to introduce innovation
via the appraisal report. . .

The ultimate cost of appraisal reports as media for dlslnformatlpn
is shifted to all of those who pay their debts in the form of higher_m-
terest costs, higher guaranty fees, and the failure of lending institu-
tions at the expense of the FDIC and FSLIC. The losses are not
specifically pinpointed to appraisal malfeasance nor do they fall on an
identifiable political constituency. As a result, the cost bgngﬁt ratio to
the public is kept vague and insufficient to cause a Pubhc investment
in the appraisal reform for which individual appraisers have no eco-
nomic incentive. IRS sanctions in the 1984 law do not place the full
cost of disinformation on the appraiser and may only receive court sup-
port if the appraisal is 900 percent of what is determined to be market
value. A tacit implication that error of less than 100 percent can be
expected in an appraisal should be an embarrassment to current stan-
dards. . '

The ethics of disinformation are also hazy gince American business
condones the use of misinformation where it is provided by a third party
to frustrate the objectives of public regulation. The ability to follow regu-
lations in form rather than spirit is a part of American business
knowhow so that most appraisers receive peer group approval for shoddy
or superficial appraisal work. o ‘

The increasing exposure of American financial institutions to the r.mk
of commercial real estate investment is the subject of much publica-
tion. These sources of expensive funds generate an oversupply of space
and accelerated obsolescence on older locations and structures. Col-
lateral values on new properties are suspect and are diluted on older
properties. Tremendous losses accumulating at FDIC, FSLIC, ERISA,
and SBIC will generate several alternative scenarios to reform and rede-
fine the appraisal process:

1. Federal regulators of financial institutions will retake direct con-
trol and responsibility for the appraisal function of income prop-
erty, such as reemphasis on R-41(b) or IRS sanctions and rules.

9. Customers for critical appraisal services, such as asset managers
of pension funds, will take explicit action by developing a stan-
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dardized leiter of engagement controlling appraisal methodology
for their members. The Pension and Real Estate Association
(PREA), attorneys who provide tax counsel, and others are mov-
ing toward the detailed engagement letters developed in Europe
with input from Royal Institute of Chartered Surveyors.

3. The appraisal process will become a specialty within larger infor-
mation processing fields like accounting, investment banking, or
physical design where professional credibility already exists. Firms
in each of these fields already have appraisal divisions, some of
which avoid professional appraisal designations as a matter of
policy.

4. Appraisal standards and definitions will be imposed by a federa-
tion of existing financial monitoring groups controlling acceptable
methods and definitions for both collateral values and investment
performance measurement. National residential brokerage chains
have their own definition of market value which deducts for costs
of redecorating, a value they call fair market value with impunity.

5. Existing appraisal organizations which are generic and non-
specialized will reorganize as a single federation of appraiser/cus-
tomer groups of common interests in a private/public consortium
to negotiate appraisal redefinition in the immediate future.

It is our position that the last scenario is the most desirable resolu-
tion but the most difficult to accomplish with speed, objectivity, and
imagination. It offers the hope that professional control of appraisal
will survive outside a federal bureaucracy or the control of accountants
and investment bankers where advocacy of client and consultant self-
interest has its own history of ethical failure. Scenario 5 should permit
valuation to survive as an economic function, an independent thought
process, and a profession although it will come at the cost of the evolu-
tionary demise of generic appraisal organization and generic formats.

Underlying these comments ig the hope, nay, the position of the
speaker, that it is best for the social and business ethics of our society,
as well as the remaining vestiges of a price economy, that appraisal
survive as an independent field of expertise, practiced by generalists
who maintain empirical objectivity in the process of valuing the facts
and assumptions provided by specialists. However, the time remain-
ing for redefinition, reform and reenergizing thoughtful, independent
appraisal is rapidly disappearing.

The trend for high-volume, low unit-price appraisal work for residen-
tial properties is becoming automated, perfunctory, and in the nature
of a physical audit. There is a growing suspicion that single family
residential appraisal is less cost effective than statistical toleration of
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variance in a mortgage portfolio with the result that a significant com-
ponent of the appraisal business will be reduced to spot checking of
values and of properties falling outside some standard classification.
At the same time, high fee appraisals, with lower unit volumes, are
ghifting toward execution by nationally known accounting firms, in-
vestment banking subsidiaries that have inside information on mar-
ket comparables, and real estate research firms who have proven their
willingness to collect market data.

Much of the remaining volume of appraisal work in traditional form
is required only to satisfy regulatory audits and fiduciary liability. Ob-
solete court perceptions and precedents relative to appraisal cause old
appraisal definitions and format to survive well past their useful life.
These negative incentives for appraisal and the boredom most judges
show for valuation testimony is a precursor to society dispensing with
independent appraisal altogether in order to find pricing agencies which
will better serve social equity, efficient capital allocation, not to men-
tion more straightforward presentation of evidence in court.

All of the forces for redefinition and reform of the appraisal process
and its role in decision making are already at work to overcome defi-
ciencies of the traditional appraisal process. The problem is these agents
of change are principally external to the appraisal profession, and the
urgency of this Colloquium is for the appraisal profession itself to re-
gain control of its modus operandi and its historical evolution.
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Chapter 14

Institutional Constraints on
Redefinition and Reform of the
Appraisal Process

James A. Graaskamp

INTRODUCTION

The appraisal process is pivotal in our society relative to deci-
sions involving social equities, efficient capital allocation, land use, and
management of real estate wealth. Issues or questions for which ap-
praisal serves as an important benchmark are becoming continually
more complex. Often thoge requiring valuation mistakenly presume a
universal relevancy in the appraisal process to meet specific needs. A
suggestion of the multiple roles where appraisal value shifts in defini-
tion and scope as a part of an institutional ethic is provided by Exhibit
1. Institutional ethice may, however, be undermined by the institutional
economics governing appraisal innovation. A grass-roots response, some-
times characterized as a guerilla movement by leading appraisal profes-
sionals, adapts and applies the best of current pricing theory and infor-
mation processing technology to appraisal problems. Although these
efforts are consistent with the assertion that America is a grass-roots
society,’ it strikes us as singular that there has been no effort to incor-
porate grass-roots redefinition, restructuring, and innovation of the ap-
praisal process into some standardized guidelines that can be promul-
gated from the top down within the specialized area of information
management called “professional appraisal.”

Professional appraisal societies have yet to produce a single white
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Exhibit 1.

Purpose

Definition of Value

Economic Interests To Be Valued

A. Social Equity

Highest Cash Market Value before income Tax

Economic surplus attributable to land and buildings

Compensable real estate elements taken

1. Real Estate Taxes

Cash Market Value reasonable for both seller and buyer

2. tegal Compensation

B. Validation

Cash Market Price under duress

Exit value of asset in liquidation

1. Regulation of Lending
2. Auditing of Assets

Confirmation of book value or equated value

Historical value of asset acquisition

Capital asset pricing limited by market behavior and tax

code definitions

Financial surplus allocated to reflect economic

substance

3. Income Taxation

Cost to replace or defined cash value

Insurable interest in burnable components of real estate

4. Insurance
C. Benchmarking Performance

Cash Market Price under duress

Exit value of asset in liquidation
(Involuntary conversion value)

1. Pension Fund Adequacy

Most probable sales price at terms characteristic of mar-

ket for combined real estate and personalty

Most probable cash sales price

Entry value of asset in normal course of business cycle

for next investor

Adequacy

2. Comparative Management
3. Management Compensation
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Marginal value added attributable to management after
deductions for cost of capital from economic surplus

D. Counseling Changes in

Real Estate Commitments
1. Setting Market Prices

Most probable price and terms

Future economic surplus, income and positioning to

control tax shelter appreciation, and related profit

centers

Most probable price and terms

Market perception of future surplus and positioning for

control of other profit centers

2. Forecasting Purchase Prices

Cost to create and operate

Present value of net outlays for public buildings

Present value of all future outlays

3. Life-Cycle Costing of

Alternatives
4. Constructing Risk/Payoff

Present value sensitivity arrays of combined land, build-

ing, and management contributions

Matrices Under Uncertainty
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paper in response to current appraisal issues, let alone a response
parallel to the accountants’ Financial Accounting Standards Board
(FASB) 33 belated response® to government’s meddling in accounting
via Securities Exchange Commission’s (SEC) ASR 190.2 The American
Institute of Real Estate Appraisers’ appraisal principles textbook,* much
quoted as an authority in the courtroom and other argumentative prose,
carries a disclaimer that it has any intent to suggest a standard. The
laissez-faire of appraisal organizations relative to matlers of theory and
methodology is in sharp contrast to the voluminous pronouncements
of accounting standards by FASB, particularly so when the appraisal
of income property and pools of real estate investment are accelerating
a merger of interest between accounting and appraisal in some aspects
of income forecasting and operations monitoring.

The observable lack of effort by professional appraisal groups to pro-
vide a continuous and vigorous review of method and concepts to con-
trol a dynamic appraisal process responding to current issues and
competitive encroachments of other professions must have an explana-
tion. The leadership of appraisal groups is dedicated and intense, squan-
dering energy on organizational matters and delegating issues of
substance to inbred, part-time committees of elders. The brilliance of
individual appraisers is seldom reflected in the professional standards
of the group. The general argument of this essay is that the static pub-
lic posture of appraisal theory is a classic demonstration of institutional
economics at work.® Despite the general recognition that the appraisal
business will be swept along as a part of the revolution of information
systems and decision modeling disciplines, this essay will argue that
reform and redefinition are frustrated because they both are counter-
productive in the short run for established appraisal institutions, and
adverse to the short-term institutional economic interests of their ma-
jor customer groups. Of course, in the long run the failure to act as
professionals by addressing change will be fatal to both appraisal and
financial institutions.

The structural weakness of appraisal organizations in the United
States has permitted the consumer of appraisal services to co-opt the
process of defining appraisal procedure as a de facto conspiracy to di-
lute regulatory constraints on business activity. Since the 1900s the
rise and fall of real estate finance institutions have always been aided
and abetted by the corrosion of the appraisal process by their customers
in banking and finance. The only meaningful reforms of the appraisal
process have depended upon the fact that cost/benefit ratios to the pub-
lic welfare favor government agencies pressing hard for upgrading of
appraisal techniques and concepts.® At the least, implementation of con-
temporary appraisal procedures will be initiated by federal agencies
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concerned with social equity and institutional solvency of banking and
pension institutions. At best, such strong interference in the domain
of professional appraisal societies will energize these groups to a profes-
sional response and review. At worst, major regulatory groups will usurp
the professional function of redefinition.

APPRAISAL PROCESS AS A
DECISION MODEL

Appraisal methodology is a model for information processing
with which to edit and structure information to focus on topical ques-
tions involving the elusive and evolving concept of real estate value.
Value is a dynamic element, sometimes reflecting the value of the util-
ity contribution of real estate to the establishment housed, sometimes
the financial value of claims on the asset, sometimes the going concern
value of real estate as a captive customer for services, and other times
its commodity value as a long-term speculation in fungible space-time
units. Continual redefinition and reform of appraisal methodology is
a requirement for the dynamies of any information processing model
when the technology of information, techniques of systematic interpre-
tation, and complexity of issues are evolving quickly in matters related
to land. Market value today as an objective need not be any more static
in character than the substance of rights implied by the aging term,
fee simple title.

The model for information processing for any topic of inquiry has cer-
tain opportunities within six basic constraints on any modeling effort,
sketched as follows:

1. The question or issue for which the appraisal is required as a bench- -

mark must be clearly and precisely stated. Reference to Exhibit
2 suggests how each change in question alters the property in-
terests and the most appropriate valuation methodology. While ac-
countants debate proper application of entry value, exit values,
historical costs, replacement costs, or remaining productivity
values, appraisers seem to believe that fair market value measures
cash solvency values for the pension fund, most probable price with
geller financing and with proper timing, or justified purchase value
with seller financing, or assumptions about non-vested interests
in inflation, as the same value applicable to all questions.

2. Data with a plausible tie to the question must exist, and certainly
there has been an explosion of information and data systems for
retrieval that can be assimilated into the appraisal process with

Exhibit 2. Critical Issues That Define Appraisal Process

Allocation of Buyer Motivation

Relevant Definition

Function of
the Appraisal

of Valuve Productivity Presumed

Propenty Rights
Fee simple private rights un-

encumbered

Purchase of economic

Share of economic produc-
tivity contributed by capital
Share of economic produc-
tivity contributed by capital
plus share in selected man-
agement returns plus posi-
tioning against devaluation
due to changing conditions

productivity

Fixed income pledged from
all sources less costs of

creative management
plus share of reversionary

Variable Income pledged
interest

attributable to fand and

Present value income
structures only

(As opposed to most prob-
Regulations—market value
Underwriting —solvency
price or liquidating value
Present value of all future
cash flows

Cash market present value
able selling price)

private rights plus additional

rights pledged
vested interest in selected

Encumbered title plus non-
future revenues

Encumbered fee simple

Tax assessment
Mortgage loan
(nonparticipating)
Mortgage loan
(participatory)

Increase in liquidity value of

increase in spendable cash
estate; Positioning 1o maxi-

tures, personalty, and se-

Returns from land, struc-
lected entitlements

minimum acceptable alterna-

Most probable price above
tive opportunity

vested entitlements plus go-
ing concern profit center

Encumbered title plus
opportunities

Sale of an
investment

301

of benefits despite changing

conditions
increase in liquidity value of

estate; Positioning to maxi-
of benefits despite changing

conditions
tncrease in liquidity value of

estate; Positioning to maxi-
of benefits despite changing

conditions

Increase in spendable cash;
increase in spendable cash;
mize probability of survival

mize probability of survival
mize probability of survival

Land, structure, personalty,

and intangible assets Jess

profit centers for

management
Land, structure, personalty,

and intangible assets and
good will plus artificial
profit centers for
management

Most probable price within
Most probable sales price
within perceived costs of
creating an alternative

tioning for access to entitle-  perceived peril point limit

ments
control of monopolistic mar-

tioning for access to entitle-
ments plus reduction in risk
for business start-up plus
ket position controls

Encumbered title plus posi-
Encumbered title plus posi-

Going concern
purchase of a

Purchase of in-
business

vestments
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sorting concepts that go beyond intuitive, subjective manual proce-
dures.

3. There must be a proven, reliable hypothesis to focus data into a
decision format. The gross rent multiplier is such a hypothesis
about the relationship of market price to gross rent when those
are the only data points available for comparative purposes. But
today investors buy cash flow with complex twists and turns, or
environmental diversity and unique physical resources, or busi-
ness opportunities that involve a large piece of real estate.

4. The hypothesis about the data must be applicable in a way that
is cost effective for both the client in terms of the dollar significance
of the decision to be made and the consultant in terms of his time
and overhead.

5. The model chosen must have credibility with the client who will
make the decision, and who in most cases has simply required the
appraisal for the peace of mind that comes with believing in the
certainty of the value.

6. Compatibility of modeling techniques with the abilities of the ap-
praiser are the final constraints. The Ellwood model not only lacked
credibility with the lenders but was limited in part to those ap-
praisers who could use decimals and long division, not to mention
understanding the abstract implications of compound interest.

Because the profession is careless in working with clients to deline-
ate the issue for which the appraisal is sought as a benchmark, the
appraisal model has become stereotyped. Clients are more sophisticated
than appraisers in many aspects of investment and engineering and
are disappointed with traditional models. The explosion of data, progres-
give declines in the cost of data processing, advances in investment the-
ory and decision theory all suggest the real constraint on appraisal
models i8 the commitment of those who implement the models as ap-
praisers and their professional organizations that advance the credi-
bility of innovative models. However, even the traditional three
standard approaches to value have their historical origins in a confu-
sion of purposes, modeling assumptions, and emphasis on the normative.

HISTORICAL APPRAISAL MODELS

No hint of the need or desirability of synthesizing three ap-
proaches to value appears in appraisal literature’ until the disarray
of real estate markets and financial institutions in the 19308 required
a new consensus on the substance and methodology of appraisal for the
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public good and for renewed trust in financial institutions. The synthe-
sis of three approaches which dominates appraisal form is a pragmatic
political accommodation to co-opt the three major powers needed to en-
dorse national efforts to legitimize the appraisal process and a national
appraisal organization. Major consumers of appraisal services were in-
surance companies and banks who were biased toward the cost approach
to feel assured that the borrowers would have substantial amounts of
their own money spent on development before institutional dollars were
laid out.

At the same time, the income approach was advocated by Frederick
Babcock, the academic, who was then forming the appraisal thinking
of the Federal Housing Administration (FHA) so that his text and theory
had unusual leverage for an academic. The market comparison approach
was advocated by the Realtors who controlled the National Association
of Real Estate Boards (NAREB), under whose umbrella an appraisal
group was to be formed. The Realtors not only controlled market data
sources and had need of appraisal fees to sustain business income, but
the Realtors also represented the conventional wisdom that “the value
of a thing was the price it would bring.” A consensus to create a unified
front of these major market forces on matters of appraisal could be
neatly served in the time-honored American way of synthesizing the
protagonists into a three-approaches model. The model could be
conveniently legitimized by reference to Marshallian economics with
its premise that short, intermediate, and long-term prices tended to
converge toward cost to replace. The result was a single answer: fair
market value intended to serve most questions in a general way, just
as GAP accounting was intended to provide a generalized format for
balance sheets and income statements. The generalized format did not
stress cash flow or current investment prices or futures—just
standardization for purposes of comparison at a specific point in time.
But accounting has continued to grow in terms of definitions and formats
for specific purposes, while appraisal metaphysics has remained
officially static.

COMPARISON WITH MODELS OF
ACCOUNTING PROCESS

Although appraisal is concerned with future events and
behavioral economics, and accounting is primarily tied to reporting
of historical business transactions, accounts provide some useful ana-
logs as to what should be expected of an economic value reporting
model. A hierarchy of standards in accounting is provided in Ex-
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hibit 3. These guidelines address the very issues that militate for redefi-
nition and reform of the appraisal process:

1. Relevance of the accounting product?® to the purposes for which the
data was assembled requires flexibility from cash to accrual ac-
counting, entry or exit value under normal or liquidation modes,
and more or less precision in allocation among tangible and in-
tangible assets. Appraisers have only recently made value ex-
plicitly sensitive to terms of sale, and cash to the seller.?

2. Verifiability makes it possible for accountants to replicate their
conclusions following general principles, while appraisers have
grown into the practice of concealing their adjustments and data
sources and insisting that the user trust the appraiser’s black box.

3. Freedom from bias has to do with matching of revenues and ex-
penses or mismatches of asset values and salvage values, for ex-
ample. Appraisal bias is well illustrated by the difference between
the British technique for rolling future leases at current market
rates, while Americans roll future leases at an inflation-indexed
market rate, which tends to bias values upward with nonvested
interests in future inflation made explicit in the rent schedules,
rather than operating implicitly through the discount factors.

4. Independence of the accountant is critical in the monitoring and
auditing of financial activity.

5. Quantifiability of assumptions means that each financial product
has a mathematical algorithm with an explicit set of assumptions
for which there is a recognized logic. Many appraisal reports ap-
pear to be poetically whimsical in terms of quantities assigned.

6. Accountants match the issue or focus of accounting rules to both
the relevant definition of value and the nature of the event required
to realize value, as illustrated in Exhibit 4. The adequacy of pen-
sion funding is a function of expected Net Realizable Exit Values,
while investment performance may involve the present value of
hypothetical expectations. Similarly, insurance regulators and
bank regulators should be interested in liquidating values of home
office or mortgage collateral properties. Since appraisers are per-
mitted to fudge exit values for liquidation and fair market value
assuming most favorable ongoing business scenarios, many cor-
porate assets of financial institutions are overstated.

Representational
Faithfulness

Neutrality

Reliability

|

[ Verifiability J

Decisionmakers
and Their Characteristics
{For Example, Understanding
or Prior Knowledge)
Benefits > Costs
Understandability
Comparability
{including Consistency)

l Timeliness J

Feedback
Value

Predictive
Value

Secondary and
Interactive Quahties

Pervasive
User-Specific
Qualities
Ingredients of
Primary Qualities

Certainly, the appraisal process needs to examine the role of the Finan-
cial Accounting Standards Board, the accounting protocols for fees and
client relationships, and the tight affiliation of those developing theo-
retical standards with universities. Indeed, in many business schools,
accounting dominates the curriculum and resources. Structuring of

Users of
Accounting information
Primary
Decision-Specific
Qualities

Exhibit 3. A Hierarchy of Accounting Qualities
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Materiality

Recognition

Threshold for
ford. Conn.: FASB, May 1980), p. 15, Figure 1. Copyright by FASB, High Ridge Road, Stamford, CT 06905. Reprinted with permission. Copies of the com-

plete document are available from the FASB.

Source: Financial Accounting Standards Board (FASB), Qualitative Characteristics of Accounting Information, Statement of Financial Concepts No. 2 (Stam-



Exhibit 4. Comparison of Attributes
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accounting partnerships to incorporate a group of professionals with var-
ious specialities around a field force that is continually trained in data
collection and assembly cannot be shrugged off by an appraisal indus-
try that has romanced itself on the one-man, jack-of-all-trades profes-
sional who cannot afford to hire a college graduate assistant. Accounting
firms are moving quickly into the related field of appraisal and are held
in check by accounting standards of performance without conflict of in-
terest. Conflicts of interest have no explicit checks where financial in-
stitutions do their appraisals inhouse, where investment bankers employ
designated appraisers on salary for the creation of investment product,
or where the appraiser contaminates his objectivity with the euphoria
of brokerage assignments.

Accountants as a group are much more nervous than appraisers about
cash flow forecasting techniques and representations. Appraisers as a
group are not even uneasy about their homespun accounting analysis
of income properties and their general account ledgers. In short, ap-
praisal education lacks the detail of accountants’ hopes for its member-
ship standards and the acute sensibilities of the accounting organization
about their need for independence. Accountants feel the pressure of lia-
bility to those who rely on accounting judgments, even where there is
no privity of contract between the accountant and those who rely on
his work. Few believe that the accounting process has met all of its stan-
dards and, indeed, unrecognized bias in accounting has led to many ex-
cesses such as manipulation of earnings through mergers in the early
1970s. Prompted by the SEC, accountants modified merger accounting
and introduced replacement value alternatives to correct for distortions
of previous practices.

But the potential bias in appraisal manifested by current syndica-
tions, reported appreciation in pooled funds, and excessive lending
by those in mortgage credit have precipitated no similar reform action
on the part of appraisers. Nor do appraisers have such a mechanism
for reform. The lethargy of appraisal organizations to treat methodol-
ogy as a dynamic evolutionary process of data management and com-
munications could be explained by three major propositions or
hypotheses:

1. Suppliers of appraisal services are represented by organizations
in which the institutional economics are counter to reform.

2. Consumers of appraisal services may already perceive appraisal
models as irrelevant or no longer cost effective in decision proce-
dures.

3. Consumers of appraisal services may have a vested interest in ex-
ploiting the potential sophistry of historical appraisal models to
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arbitrate between models of value for lenders and decision models
of value for investors. ‘

4. Appraisers have proven invulnerable to damages caused by their
malfeasance and have avoided sanctions instituted by those who
regulate financial institutions or administer taxes, so that nega-
tive incentives are ineffective prods to improvement.

INSTITUTIONAL ECONOMICS OF
APPRAISAL ORGANIZATIONS

The success of appraisal organizations in proselytizing the model
that synthesizes the three approaches to value into fair market value
has itself created institutional economic barriers to change. Indeed, the
economic self-interest in the status quo of the members in the short
run is an underlying cause in appraisal organizational reluctance to
research or to advocate significant redefinition, refinement, or endorse-
ment of newer methods. Without heavy pressure from important cus-
tomer groups to adapt alternative methods, there is a natural inertia
of appraisers because:

1. The burden of the financial cost of change inherent in continual
reeducation, reprogramming and updating task patterns, and the
costs of error inherent in exercising discretion dictates the choice
of method, format, and data collection. Certified appraisers fear
the effort to reeducate the public will detract from the mystique
and status of the designation.

- 2. Change accelerates the shift of earning capacity from the old to
the young, from the intuitive to the systematic, from the ex-
perienced to recently trained, and from those who value the profit
margins of old methods to those who defer profits for new learn-
ing experiences. '

3. Marketing appraisal service is more difficult when generic certifi-
cations with implicit levels of competence are replaced with a hi-
erarchy of explicit specialties.

4. Costs of malfeasance and malpractice rise with the loss of politi-
cal collectivization, ambiguity of methodology, and the advent of
contracts of engagement that specify elements of performance.

5. Administrators of appraisal organizations lack intensive under-
standing of appraisal and/or commitment to sustained theoretical
development. Given short-term committee leadership of the mem-
bership, factionalism by region and specialties, and confusion of
appraisal with brokerage and lobbying objectives, natural vested
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interests of bureaucratic administrators are in noncontroversial
business-as-usual.

Certainly, institutional economic incentives are negative in the short
run, although the long term economic justification for independent ap-
praisal is being challenged by encroachments of other specialistg in in-
formation processing such as accounts, investment management con-
sultants, consulting engineers, and even physical planners. As will be
discussed in the next section, there is also lack of recognition among
appraisal clientele of the potential relevance and decision value of con-
temporary appraisal which justifies the learning cost curve and more
expensive data models with higher levels of reliability, relevance, and
representativeness of real economic behavior. In any event, the ap-
praisal organizations have failed to issue a single position paper on ap-
praisal standards, acceptable alternative methodologies, or caveats
when performing appraisals on topical issues of broad concern. Curi-
ously, the recent clarification of market value® to require a statement
of cash equivalency value, followed by price subject to explicit terms
of financing, and the increment in value created by financing, has
prompted efforts by some appraisers to squash the clarification. They
believe the ambiguity of earlier language was important to the arbitrag-
ing of property values through sale of interest by means of syndica-
tion. In short, appraisers are not pressed to innovate in the marketplace
because consumers have an institutional vested interest in appraisal
ambiguity.

Of course, those who employ accountants consistently pressure for
ambiguity as well, but independent professional guardians of account-
ing standards have brought to the surface such factors as long-term
leases, replacement values of submerged assets, and pension fund lia-
bilities. Accounting, like appraisal, can be undercut by financial insti-
tutions. For example, loss reserves for real estate acquired by foreclosure
by REIT’s were to include discounting of future proceeds and outlays
at the cost of capital, whereupon the Federal Reserve Board consented
implicitly to contingent discount rates of one percent to frustrate ac-
counting reforms intended to remove the water from real estate bal-
ance sheet assets.

INSTITUTIONAL ECONOMICS AMONG
USERS OF APPRAISAL SERVICES

Consumers of appraisal services, specifically those who hire and
pay for those services but not necessarily those who integrate the ap-
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praisal into their decision process, have always been a force defining
appraisal methodology or impeding redefinition and refinement when
it suited their short-term interests. Creative contributions to the ap-
praisal process by consumers include not only the early origins of the
three approaches noted earlier, but standard forms of the secondary
mortgage market and private mortgage guarantors, farm appraisal in-
novations of the farm banking system, and statistical work of the equali-
zation boards and assessment organizations. The federal government
has made imaginative, sometimes lyrical, contributions when redefin-
ing fair market value to service its legislative need of the moment
(remember urban renewal and fair market value rents in Section 8)
so that the word “value” means no more and no less than government
chooses it to mean in the Wonderland-on-the-Potomac. However, it is
generally more efficient to exploit existing ambiguities than to legis-
late and then promulgate self-serving interpretations, pushing them
upstream against the institutional inertia of established practice.

Those who purchase appraisal services knowledgeably have gener-
ally found it useful to exploit the semantics of appraisals to achieve
values supportive of their peripheral objectives. The American busi-
ness ethic finds it acceptable behavior to shop among appraisers for
price and a predetermined bias toward a higher or low value conclu-
sion, not to mention editing the final report indirectly by withholding
payment for services. To confuse regulatory auditors and income tax
collectors, the borrower, his appraiser, and the lender play out an im-
plicit conspiracy that will capitalize income from management or in-
tangible assets like franchises as though it were attributed to land and
building collateral. The understandable bias of citizens to shift short
term real estate tax burdens toward those with the largest acreages
and the tallest buildings is supportive of the assessor’s unwillingness
to delineate relative contributions to going concern value of land, build-
ings, tangible personalty, managerial efficiency, financial packages, or
other intangible assets that are part of a commercial enterprise utiliz-
ing real estate. In short, appraisal has become a significant tool in de-
veloping diginformation in communication of value to others.
Disinformation is a technique of military intelligence for planting the
wrong idea in the enemy decision process by transmitting misleading
facts in a format which seems to legitimatize the source and content.
The game of disinformation works best when the stylized codes of the
appraisal process are taken for granted as indications of relevance and
accuracy by those to whom one is communicating.

Customers for appraisal can be divided among those who have occa-
sional, expensive appraisal requirements and those who can offer a large
volume of repetitive, low-fee work. The latter customer can control ser-
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vices through a letter of engagement which prescribes a specified form
and procedure. Not only does this apply to class properties like single-
family homes, but to custom properties like apartments and income
properties such as controlled by R41-b."* The alternative method of con-
trol of appraisal methodology is through purchasing power and occurs
in such areas as the appraisal of large income properties for pension fund
real estate pools. Forty or 50 asset managers control placement of the
appraisal business and are organized through the National Council of
Real Estate Investment Fiduciaries (NCREIF), The Pension Real Estate
Association (PREA), or the National Council of Real Estate Investment
Trusts (NAREIT). Asset managers estimate there are no more than 100
appraisal firms throughout the country on whom they rely. Such buy-
ing power permits significant definition of appraisal methodology by
means of a standardized letter of engagement. Purchasing power con-
centrated in the hands of such a small trade group can be far more sig-
nificant than the indirect power of those who regulate and audit finan-
cial institutions.

The Federal Deposit Insurance Corporation (FDIC), the Federal Sav-
ings and Loan Insurance Corporation (FSLIC), and those who regulate
pensions, face a variety of subtle political and cost limitations on their
ability to impose reform and redefinition of appraisal practice on thou-
sands of institutions, as a result of failure to use appraisal wisely by a
minority of lenders, FDIC and FSLIC are accumulating hundreds of mil-
lions of dollars of real estate which represented collateral overvalued by
an appraisal process which leaves little opportunity to assess damages
on the incompetent appraiser. Even the effort to require designated ap-
praisers on farm and home loans has faltered since there are not desig-
nated appraisers in many small town areas of the United States.
Nevertheless, the huge sums of money and critical dependence on ap-
praisal to measure yield and management performance of the private
pension asset field will soon lead pension organizations to co-opt control
of the appraisal product relative to their area of special interest, just as
FHA co-opted residential appraisals for its purposes in the 1930s.

Appraisal as an element of courtroom presentation and social compen-
sation must serve two masters; legal precedent and the practical pres-
sures of justice through advocacy of a viewpoint, Judges are a dominant
influence on consumers of appraisal services and have had occasion to
see the art of disinformation for the appraisal process practiced in its
highest form. Judges prefer to believe that there i a fixed point certainty
in values in order that the appraisal become the fulcrum for the scales
of justice in a way that contributes to an image of decisiveness and equity.
Judges are conditioned to accept the ponderous pace of legal precedent
and real estate philosophy at the same time they have reason to fear the
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sophistry of new appraisal techniques which may be introduced to ad-
vocate one viewpoint at the expense of another. Nonetheless, better
methods of information processing, of forecasting future returns with
more than replication of historical evidence, and statistical probabili-
ties of a social process are a threat to judges and property courts. Sig-
nificant changes in the rules of evidence or aging, intuitive definitions
of value, or previous precedent is intimidated by the appeal process.
Courtroom complexity is squashed by the increasing ability of lawyers
to select juries most likely to decide on emotion rather than intellect.
The appraisal is sold as a product in which the package has received more
thought than the content. The courts in turn condition the lawyers and
the lawyers in turn edit the appraisal process and the admissibility of
new techniques. Only a few attorneys can accept the spookiness of an
innovative, independent appraisal intellect and at the same time a
majority of appraisers advocate that the less the appraiser knows about
the legal issues, the better the appraiser can be in his execution of fair
market value.

Major textbooks argue'* that the appraiser should not become informed
on the law even though the appropriate appraisal model must be cho-
gen to relate to the issue under litigation. Lawyers perceive an appraisal
to be cost effective when it is an advocate, or do not believe the appraisers
can be cost effective in defining the information to be communicated in
the litigation. The costs of stereotyped courtroom appraisals, miszed op-
portunities to use cross examination of the charlatan appraiser to achieve
equity, and unnecessary litigation occasioned by erroneous appraisal
viewpoints and precedents must be staggering. Ironically, lawyers
remember the cases they won by exploiting the weaknesses of the ap-
praisal process, and judges recall with favor those cases in which the ap-
praisals were stereotyped by precedent and sterile in terms of technique.

The ability of consumer groups to impose the economics of their self-
interest on appraisal doctrine and technique and on the many well-
intentioned appraisers who have eschewed court work, mortgage loan
appraisals, or syndication work is the direct result of impotent profes-
sional organizations. Independent arbiters of appraisal practice are non-
existent to parallel the partially successful models of the accountants,
the engineers and the doctors.

INSTITUTIONAL VACUUM:
APPRAISAL ORGANIZATIONS

The inherent weakness of appraisal organizations historically
has permitted the consumer of appraisal services to co-opt the process
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of defining appraisal procedure to the long-term disadvantage of social
equity. Purchasers of appraisals, which are required by lenders, prospec-
tive buyers, or regulatory agencies have the ability to intervene in the
control of appraisal information because they select and pay the ap-
praiser. There is seldom any blatant subordination of the appraiser and
the audience for the appraisal report reserves the right to reject or limit
selection to an approved list. Nevertheless, those who sign the check
maintain the subtle ties of reciprocity in the American business scene
which influence the appraisal process through Veblen’s “insensible bias
of position.” There is virtually an identity of interest between the ap-
praisal, financial, and real estate brokerage fraternities to oversimplify
appraisal concepts in order to frustrate regulatory objectives. Loss of eco-
nomic independence and responsiveness to economic pressure from those
who are repeat customers for services has diluted appraisal objectivity
and undermined the perceived cost/benefit ratio of rigorous appraisal
among consumers of appraisal service,

Failure to advance recognized appraisal procedures to encompass con-
temporary techniques and problems, and failure to retain control of stan-
dards, have resulted in some appraisal consumer groups perceiving that
better appraisals, perhaps at higher cost, are irrelevant to their deci-
sion procedures. Weak appraisal organizations make it impossible for
those with reason to doubt appraisal performance to secure efficient and
effective sanctions against the incompetent. Weak appraisal organiza-
tions are not effective conduits for public auditing and monitoring agen-
cies to advance appraisal standards to serve the ultimate user who must
rely on appraisals paid for by the regulated.

A variation of Gresham’s Law is operating so that superficial and
cheap appraisal products are supplanting intellectually intensive and
more expensive report models. Weak appraisal organizations which are
unable to apply strict standards on their membership lose public re-
spect for the appraisal process so that:

1. Universities disregard appraisal as an important area for research
of cost effective methodologies.

2. Monitors of financial failure believe it futile to catalog the costs
of appraisal failure leading to investment errors.

3. Voters seek alternatives to taxation of real estate valuation in lieu
of public investment in improved methods of mass appraisal.

The individual appraisers who represent the best in technique, per-
sonal skills, and contemporary thought, are frustrated by the commit-
tee process of the appraisal organizations, the compensation pressure
of the consumer, and the absence of promulgated methodologies from
those who audit or monitor the public interest. The aggregate conse-
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quences of discouragement of the earnest and the cynicism of those who
benefit from the current state of affairs is that the subject of appraisal
lacks sufficient status to attract research funds of sufficient scale so that
the cost/benefit advantages of redefinition, reform, or even strict polic-
ing of present processes could be demonstrated. Such a demonstration
of public benefit must precede effective action by the quasi-public agen-
cies which have positive economic incentives to intervene in the evolu-
tionary development of the appraisal process.

INSTITUTIONAL ECONOMICS
FAVORING CHANGE

It has been argued that economic motivations for broader con-
cepts of valuation in the style of Ratcliffian contemporary appraisal are
negative in terms of both traditional appraisal organizations and the
majority of financial and tax institutions which generate effective de-
mand for appraisal services. However, there are two institutional forces
at work which could bring about recognition of more sophisticated, con-
temporary appraisal assignments and techniques. First, there is the na-
tional tendency to disaggregate from monolithic organizations,
gpotlighted by Naisbitt in Megatrends, a trend manifested by participa-
tory rather than representative government, specialization of media in
terms of topic and reader profile, federation of business departments
rather than monolithic conglomerates, and a variety of other manifesta-
tions of clubbiness at the local level. At the very time that the major
appraisal groups are once again considering merger with only lukewarm
enthusiasm among the membership, the institutional trend suggests
that what is needed is a federation of appraisal interests grouped or
structured by specialties. Just as the Urban Land Institute is organized
around nine councils of special development topics, perhaps a single na-
tional federation of appraisers should be organized in councils which
focus on specific interests such as these found in the left hand column
of Exhibit 5. A federation of councils on valuation specialties like those
in the exhibit would provide a common base of principles, enforcement
of ethical codes, representation in legislative halls, and administrative
support. Each council could focus on appraisal techniques and standards
germane to their interests without the impediment of educating the
other 90 percent of generic appraisers as to the technical justification
for departure from normative formats.

Each such council would interface with a regulating framework where
social equity and institutional security would be a positive economic
incentive to implement improvements, redefinitions and more far-
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Exhibit 5 A Preliminary Suggested Set of Appraisal Councils Representing
Federation of Appraisal Users with Positive Economic Incentives for Ap-

praisal Reform

Appraisal Council Specialties
on the Supply Side

Agents of Appraisal Reform
on the Demand Side

-

. Residential for finance and tax
assessment, RM, SRA, IAAO

. Appraisal of income properties as

»

HUD, FHLMC, FNMA, FSLIC, EDIC, PMI,
and state housing agencies

SEC, CPA, MBA, ABA, FSLIC, and FDIC

collateral for mortgage loans and
security financing

w

. Appraisal of industrial process Council of Economic Develop.ment SEC
properties GSA , ,

4. Tax assessment appraisal of IAAQ, AIP, state boards of equalization
commercial properties

5. Appraisal of land and mineral Department of the Interior, The National
resources Park Service, the National Fish and

wildlife Service, and GSA

6. Apprajsal for planning and eminent The AR, HUD, and the National Board of
domain Transportation

7. Appraisal of real estate equity pools ERISA, PREA, NCREIF, and NREIT

8. Appraisal of personal property, IRS, NBFU

including arts, jewelry, and intangibles

9. Appraisal of machinery, transportation  IRS, NBFU
equipment, inventories, etc.

rgaching reforms for the appraisal process. A representative identifica-
tion of those representing the public sector is provided in the right hand
cc?lurpn of Exhibit 5 and in some cases these agencies are already be-
ginning .to operate with a de facto set of councils or specialties.
Early in this essay, institutional economics was defined as studying
how associations of persons operate collectively 8o that their behavior
cou'ld be modified collectively. An illustration is the area of real estate
for investment purposes of private pension funds where appraised value
plays a major role in measuring the adequacy of funds provided, as well
as the performance of asset managers in terms of yield on cap,ital em-
ployed. On the one hand, government is represented by both the IRS
and those administrating the Employees Retirement, Insurance and
Security Act (ERISA). Both are introducing sanctions and financial
penglties for gross appraisal error or “aggresgiveness” in advancing cli-
ent interests. The dominating pension asset management teams are rep-
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resented by the Pension Real Estate Association (PREA) and The Na-
tional Council of Real Estate Investment Fiduciaries, NCREIF), both
of which are investigating use of a standard letter of engagement con-
trolling definition of appraisal methods, assumptions, and responsibili-
ties to the fund managers. There is an obvious common interest between
those who would apply government sanctions and those who would ap-
ply consumer standards on the practice of appraisal for pensions. Both
of these latter organizations agree that there are a limited number of
appraisal firms which are considered qualified to set pension asset
values, a number too small for a generic organization to police.

The appraiser in turn needs support from the accountant in defining
acceptable income forecasting methodology. The accountants have al-
ready begun, through the FASB, to review and to standardize gener-
ally accepted principles for real estate accounting that could impact
appraisal at every level.”® At this point appraisers do not agree whether
the income approach to valuation should reflect cash or accrual account-
ing, stabilized or inflationary rollover rents, and current or existing
financing on the property. Nevertheless, the institutional self-interest
for establishing standardization of the appraisal process exists both on
the public side in terms of the ERISA guarantees of funding, much like
FDIC guaranteed bank deposits, and on the private side where asset
managers must maintain credibility, as well as a basis for comparative
competitive performance. The result will be a council of appraisers with
special accreditation procedures who are acceptable to both the public
and private sides of the pooled equity fund industry.

At the opposite end of the spectrum from large income investment
properties is the accelerating movement to adapt the mini-computer to
processing of residential mortgage loan appraisal and assessment valu-
ations. As in the pension scene there are monolithic federal agencies
with an immense interest in the reliability of asset value estimates in-
cluding FNMA, FHLMC, GNMA and FSLIC who are moving toward
a consensus on appraisal content, format and reliability. Standardiza-
tion and computerization of the appraisal product also serves their ac-
tuarial approach to investment and underwriting risk. At the same time
there are pressures at the state level to automate residential tax as-
sessment, reducing the vagaries of the local art form of assessment and
the statistical crudities of equalization. Both investment stability and
social equity are leading to some sort of accreditation of appraisal firms
which understand the opportunities and pitfalls of set theory and statis-
tics in the valuation of small residential property.

As much as academics would like to believe that intellectual elegance
and work quality are sufficient motivation to move a professional group
forward, the fact is that improvements in technique occur only when
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social institutions become self-conscious about the inadequacy of a proce-
dure because dissatisfaction makes the benefits of improvement appar-
entl.y greater than the costs of implementation. We believe the route
to mgmﬁcant updating of the appraisal process and broadening of the
official metaphysical base will occur if academics and public regulators
educgte and c<f>erce the users and consumers of appraisal services to de-
mand more of appraisers. Indeed, one could hope that by pr i
ERI.SA and PREA to introduce a standardized al;;raisal rie?h%‘:i?)];g
for income properties enforced with a letter of engagement, we would
eventually goad the appraisal organizations into a creative flurry of more
far-reaching reforms in order to reassert their domain of authority.

‘ A similar drama has already been written in the effort by the SEC
in 1974 to reform inflation accounting via ASR 190" which provoked
the much needed, long delayed response by FASB and accounting aca-
demics, the FAS 33 as amended by FAS 41, and continuing waves of
resegrch on how to report value of business real estate assets.

This colloquium is reaching the wrong audience and the next effort
shoyld focus on pension fund real estate or automated residential ap-
praisal, theory and practice in order that contemporary appraisal propo-
nents or gadflys can convert & sting on the rump of the appraisal herd
of content bovines to a painful spur causing a stampede on ERISA bulls.

Editor’s Note: Lest it be thought that some of the ideas put forth by
Dr. Graaskamp are beyond the realm of current reality, it should be
noted that the October 1984 issue of The Atlantic Monthly has as its
lead article a discussion entitled “Beyond Demographics” by James Atlas
(Pages 49-58). This article discusses the applications in the marketing
ﬁ'e!d of Maslow’s work and teachings, and their applications by adver-
tising and market research firms. Further, the October 1984 issue of
Real Estate Finance Today, published by the Mortgage Bankers Associ-
atior} of America, contains a front page story dealing with concerted
public agency and professional organization efforts to “reform” appraisal
analysis in the residential valuation field. Sometimes a prophet is with
honor in his own country; Dr. Graaskamp certainly is.

NOTES
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. N.aisbett, John, Megatrends (New York, NY: Warner Books, 1982).
2. Fmaz:} Accounting Standards Board Report 33, in response to SEC Accounting Re-
port 180.

3. SEC Accounting Series Release #190.

4. The Appraisal of Real Estate, Eighth Edition (Chicago, IL: American Institute of Real
Estate Appraisers, 1983).
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11.
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13.

The flyleaf of the eighth edition says: "FOR EDUCATION PURPOSES Ot ne
opinions and statements set forth herein are those of the individual mern - the
Institute’s editorial staff and do not necesaarily reflect the viewpoint ot 1. ameri-
can Institute of Real Estate Appraisers or its individual members.”

- The following was quoted from “Institutionalism and Urban Land Economics,” In

Richard U. Ratcliff, Recent Perapectives in Urban Land Economics (Vancouver: Brit-
ish Columbia, University of British Columbia, 1976).

“Professor Edwin Witte was a labour economist trained by Dr. Richard R. Ely. He
was a Wisconsin institutionalist, one-time President of the American Economic As-
sociation, and expressed the essence of institutionalism so reasonably and so lucidly
that since his essay was published in 1954, his has been my final authority. Here
is my interpretation of Witte's views on inatitutional economics:

(1)1t is not a complete, self-contained and connected body of thought, but a method
of approaching particular economic problems.

(2) It is problem-oriented economics.

(3) Its concerns are more than solely economic motives and thus include whatever
leads man to act in economic matters.

(4) 1t is interdisciplinary in recognition of the broad range of interacting social and
technical factors which affect economic affairs.

(6) It recognizes that the institutions which are active or which are restraints
in our economy are man-made and changeable. In problem-solving, it is the present
form of the institution and its evolutionary origins which are the materials of
anlaysis.

(6) The method is heavily inductive, based on a direct observation of all the facts.

(7) It comprehends the associational aspects of our society which lead to group pat-
terns of thinking and action.”

. The FHA was responsible for creating a more rigorous single family home appraisal

process; the Federal Home Loan Bank Board took a firm stand against the excesses
of the Ellwood approach when appraising income properties for loan collateral value;
the California Board of Securities first established controls on computerized cash flow
forecasting to estimate investment value of real estate in a proepectus. Watch the
SEC and ERISA as they bring real estate value determination under control in their
respective fields of interest. See also Frederick Babeock, Real Estate Valuation New
York: McGraw-Hill, 1932).

. See Chapter 8, "Analysis of the Appraisal Process as Applied to Land Corridors”,

by Terry V. Grissom, an unpublished Ph.D. dissertation at the University of Wisconain-
Madison in January 1981.

. Statement of Financial Concepts, No. 2, Qualitative Characteristics of Accounting In-

formation, p. xxi.

. See the definition of the implicit conditions in fair market value on p. 33, The Ap-

praisal of Real Estate, Eighth Edition (Chicago, IL: American Institute of Real Es-
tate Appraisers, 1983).

Ibid.

The Federal Home Loan Bank Board has developed a very explicit set of auditing
rules, R 41b Memorandum “Appraisal Policies & Practices of Insured Institutions
& Service Corporations.”

See Chapter 1, Real Estate Valuation for Litigation, by J.D. Eaton (Chicago, IL: Ameri-
can Institute of Real Estate Appraisers, 1982).

The FASB began to address certain parts of the real estate value problem in 1979
by means of the requirements of SFAS 33, later amended by SFAS 41. Currently
the AICPAs real estate accounting committee is undertaking an experiment on the

14,
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application of current value accounting to the financial statements of real estate com.
panies. As reported in “Real Estate Financial Reporting: User’s Perspective,” by
Michael J. Brenner, The CPA Journal, Spring 1984, pp. 32-35.

The SEC was the first policy-making body to require disclosure of inflation-adjusted
financial information with regulation S-X, amended by rule 3-17, with the disclosure
requirements set forth in Accounting Series Release #190, (ASR 190) on March 23
1976. In September 1979 the Financial Accounting Standards Board (FASB) issueci
a counter statement on “Financial Reporting and Changing Prices” (FAS 33) which
essentially replaced SEC requirements and re-established FASB turf after a long period
of dilatory delay on reforms required.



