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ABSTRACT
A STUDY OF THE APPRATSAL PRACTICES

OF COMMINGLED REAL ESTATE EQUITY FUNDS

Robert Alexander Gibson, Jr.

Under the supervision of Professor James A. Graaskamp

In 1974 Congress passed the Employee Retirement Income Security
Act, a section of this legislation called for investment portfolios of
pension funds to meet the test of full diversification. While stocks and
bonds were the more traditional investment vehicles, income producing real
estate assets became a natural investment allowing pension funds to
diversify.

Unlike publicly traded stocks and bonds, no pricing system exists for
the easy valuation of real estate assets. As a result, real estate assets
held by pension funds must be appraised periodically to determine the value
of pension fund assets.

This study was intended to determine if the state-of-the-art in
appraisal of pension fund real estate assets leads to consistent
valuations. Results indicate that there is little consistency in appraisals
prepared for pension funds. The appraisals do not conform to accepted
appraisal theory and are not in line with desires and goals set forth by
real estate asset managers. Inconsistencies can distort share values in
commingled real estate funds, distort pension fund assets in relation to
the present value of future liabilities, and provide no accurate picture of
both asset and asset manager performance. On the surface, the problem
seemed to rest with the appraisal profession (a study of appraisals
resulted in a relatively low average score). However, the research of
procurement procedures indicates that at least some of the unevenness of
appraisal performance is caused by failure of the consumer of appraisal
services to communicate needs and expectations for the appraisal product.
Regardless of the source of the problem, unless cured, continued investment
in real estate by pension sponsors might be curtailed.

This study presents the findings from a questionnaire completed by
asset managers on appraisal, the results of a study of appraisals performed
for asset managers and recommends a proposed appraisal policy statement, a
prototype set of protocols between the appraiser and other professionals,
and a letter of engagement that is intended to provide the consumer of
appraisal services a standardized means of communicating needs and
expectations to the provider of appraisal services. Implementation of the
appraisal policy statement, appraisal protocols, and letter of engagement
should lead to more consistent valuations for asset managers and thus for
their pension sponsors. Standardization, by eliminating bias and unevenness
in the appraisal product, will contribute to trust and encourage continued
investments in the real estate medium.
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CHAPTER 1

INTRODUCTION

In 1974 Congress passed the Employee Retirement Income Security Act
(ERISA), which covered a broad range of issues with regard to pension
funds. A section of this legislation called for investment portfolios of
pension funds to meet the test of '"full diversification" [1] mandated by
ERISA. While stocks and bonds were the more traditional investment
vehicles of pension funds, income producing real estate assets became a
natural investment allowing pension funds to diversify their portfolios
[2]. Data are not presently available on the total real estate investment
by pension funds; however, a June 1985 Pension World survey of firms that
manage real estate portfolios for pension sponsors indicated total real
estate assets of over $181 billion and $80 billion in pension fund assets
for the responding 93 asset management firms [3].

Unlike publicly traded stocks and bonds, no pricing system exists for
the easy valuation of real estate assets. As a result, real estate assets
held by pension funds must be appraised periodically to determine the value
of pension fund assets. This study was intended to determine if the state-
of-the-art in appraisal of pension fund real estate assets leads to
consistent valuations. If the valuations show inconsistencies, then
documents could be developed that will help control the appraisal process
for the pension industry.

The results of the study indicate that there is little consistency in
appraisals prepared with respect to real estate interests owned by pension
funds. The appraisals, in great measure, do not conform to accepted
appraisal theory and are not in line with desires and goals set forth by
real estate asset managers of pension funds.

Ownership Form

Pension fund investment in real estate has included direct investment
in real estate or investment through a real estate asset management firm.
Investment can be in the form of equity, joint venture, debt, participating
or convertible debt, or some combination thereof. With direct investment,
the pension fund manages the asset on its own.

Investment with a real estate asset management firm relieves the
pension fund of the day-to-day responsibility of managing real estate and
the firm can hold real estate assets for a pension sponsor in a
segregated account or a pooled fund. In a segregated account the pension
sponsor's capital is invested in real estate assets managed by the asset
manager, with the pension sponsor being the sole beneficiary of each
individual preoperty interest in the portfolio of real estate assets.

In a pooled fund the pension sponsor's capital is combined with other
funds' capital to purchase a portfolio of real estate assets. Pooled funds
can be either a closed fund or an open end commingled real estate £fund
(CREF). Closed funds and CREFs both involve the purchase by the pension .
sponsor of a security in the form of a share in the fund; the asset manager



then purchases and manages real estate assets with the capital raised.
Closed funds typically identify the real estate assets to be owned, specify
a holding period and disallow increasing or decreasing its investments by
the pension sponsor over the holding period.

An open end CREF allows pension shareholders to make periodic
investments or withdrawals (usually quarterly), based on a current share
value, which in turn is dependent on the value of the real estate assets
being held in the fund. Exhibit 1.1 summarizes some of the key attributes
of the various real estate ownership vehicles currently in use by pension
funds.

EXHIBIT 1.1
ATTRIBUTES OF PENSION FUND
REAL ESTATE OWNERSHIP VEHICLES

FUNDS ENTRY/
VEHICLE MANAGEMENT COMMINGLED EXIT
Direct Investment PFlal NO BUY/SELL REAL
ESTATE
Segregated Account AM[b] NO BUY/SELL REAL
ESTATE
Closed Funds AM YES END OF TERM
ONLY
Open Ended Funds AM YES PERIODIC SALE/
PURCHASE OF
INTEREST

a. Pension fund.
b. Asset manager.

Valuation of the Asset

Unlike publicly traded stocks and bonds, whose current market value
can be ascertained from open market trading at almost any time, pension
fund real estate assets in segregated accounts or in the form of shares in
a pooled fund must be valued in terms of the resale value of the real
estate asset at a given point in time to determine total pension fund
assets and unit share values. Valuation is necessary to measure pension
fund assets in relation to the present value of future obligations, to
provide a measure of the asset manager's performance, and to set the exit
and entry share values for CREFs'. The valuation process generally
involves an annual appraisal (usually on the anniversary date of purchase)
of each real estate asset by an independent fee appraiser and quarterly
reviews by real estate asset managers' staffs.

With the growth of real estate investments in pension fund
portfolios, a concern has evolved about the valuation process for real
estate assets.



The returns being reported to investors (pension funds)
include estimates of capital appreciation which, by definition,
involve the subjective input of the individual performing the

asset valuations.... [Tlhe appreciation component of reported
yields is not an absolute result but, rather, an estimate which
incorporates subjective biases [4].

Since real estate appraisal is, at best, an estimate of what a property
would sell for rather than its actual "value'--which can be determined only
by putting the property on the market for sale--any mistake in fact,
assumption, technique, or calculation could cause the "estimate" to vary
substantially from the "value" and thus distort the pension fund's reported
assets with respect to future obligations. Errors could also lower or
raise the CREF's share price for those entering or leaving the fund and
distort the apparent measure of asset manager's performance [5].

The Present Study

In late 1984 the Homer Hoyt Institute (HHI) funded an independent
study of pension fund valuation procedures by the Real Estate and Urban
Land Economics Department of the Graduate School of Business at the
University of Wisconsin. The original research concept was initiated by
Bill Wendt, Research Chairman of the National Council of Real Estate
Fiduciaries (NCREIF) [6], as a basis for developing an engagement letter to
standardize appraisal practice and strengthen credibility of a national
real estate index. NCREIF membership became reluctant and then hostile to
any analysis of actual appraisal reports and instead encouraged a
comparison of property sales to appraisal values of sold properties in a
study directed by Professor Mike Miles [7].

The broader study was then endorsed by the research Committee of the
Pension Real Estate Association (PREA) [8], chaired by Allen Anderson, with
Professor James A. Graaskamp as Chairman of the Appraisal Research
Subcommittee. The ideas and language of Wendt, Anderson, and Graaskamp
have been assimilated into the thought process of the researcher to a point
where adequate credit for a turn-of-phrase in this dissertation is no
longer possible. Consolidated Capital, through PREA, matched the HHI grant
for the study.

A most desirable goal would have PREA and NCREIF synthesize their
final conclusions into a single statement of appraisal objectives for
those who manage pension fund real estate assets. No formal exchange of
ideas or results has taken place. At this point the PREA Board of
Directors has taken no action on the study.

The initial goal was to explore the need and possible effectiveness of
a letter of engagement, that would provide a nminimum standard of
performance for appraisal services required for pension fund real estate
assets. The appraisal was presumed to play a role in the acquisition
decision, the disposition decision, and the intermittent adjustment of
asset values during the period of ownership. After discussion with PREA
Appraisal Research Committee members [9], a decision was made to focus on



appraisal standards relative only to the valuation of assets during the
ownership phase. It is interesting to note that those in acquisition or
disposition of properties felt that an appraisal was not relevant to deal
making.

The preliminary review of a cross-section of actual appraisals
performed indicated that appraisal quality was a matter of both the
professional methods of the appraiser and the procurement ability of the
client.

General Professional Objectives
for the Appraisal Process

Real @estate property investments are unique, one-of-a-kind
investments that lack the daily market quotations of fungible stocks and
bonds in organized markets so that the investor depends on periodic
independent appraisal to measure asset values, appreciation or depreciation
of investment, comparative performance of alternative real estate
investments, and, in some cases, comparative performance of the asset
manager. Fiduciary accounting requires fund managers to bring assets '"to
market value" monthly, quarterly, or at least annually, while traditional
appraisal methods have been fairly insensitive to short-term changes in
value. The lack of precision previously found in the appraisal process
was of less concern when applied to mortgage lending, eminent domain, or
other issues when the appraisal was only one benchmark among many in the
decision process and when the relevance of the appraisal was contingent on
other factors such as foreclosure, negotiation, and other adjustments.

Accurate appraisals assume a greater importance to pension funds where
investors are allowed to enter or withdraw from real estate investment
pools based on the precisely appraised value of the real estate asset
without mitigating adjustments, and the adequacy of pension benefit funding
is measured annually in terms of the current value of assets relative to
the present value of future benefits to be paid. These funding needs can
have a significant impact on profit and loss performance and the working
capital resources of the pension sponsor.

If investment capital is to be effectively diversified with optimal
performance, investment efficiency requires continual feedback of data ‘on
income and appreciation of alternative investment media. The result is
that pension funds exhibit a much lower tolerance for variance between the
appraised value and the actual value. Variance can be introduced by
misstating critical appraisal assignment specifications such as:

1. Definition of the issues for which the appraisal is
sought as a benchmark,

2. Definition of the value or values to be determined,
3. Definition of the assets to be valued,
4, Definition of the acceptable appraisal methodologies,

5. Definition of the data procurement protocols required to



accomplish independence, replicability, and comparability of
valuation [10].

Aside from the general interest of the ultimate pension beneficiary,
four major groups have responsibility for a consensus on these critical
specifications--namely, pension plan investment trustees, the asset manager
responsible for a specific real estate item, professional societies
responsible for the appraisal process, and professional societies
responsible for the asset managers.

More accurate appraisals will result if the assignment 1is more
carefully described and controlled through contract. Since much of the
nonsystematic risk in real estate investment decisions and valuation is
found in the quality of the data that are the basis for decisions and for
the willingness to invest in good data, the specifications process is
ultimately reduced to a contract for services between a knowledgeable
client and a professional appraiser. A contract shall be termed, for this
study, a Standard Letter of Engagement. Drafting of such a contract can
only follow directions provided by three major sources of control--in many
cases, formal control documents that can be incorporated by a reference in
the Letter of Engagement:

1. A standard appraisal policy statement from pension plan
trustees or the real estate asset manager regarding the
issues for which the appraisal is required as a benchmark,
the values to be determined by the independent appraiser or
the in-house appraisal review committee, and certain rules
that will be observed in the appraisal procurement process
to improve reliability and comparability. Reliability is
defined as being reasonably free of systematic bias,
subjectivity, or self-serving, convenient assumptions that
lack empirical or ethical validation.

2. A standard set of professional ethical standards defining
the critical premises of the appraisal process and the
expected levels of performance by the appraiser as reviewed
and policed by appraisal peers [1l1].

3. A standard set of appraisal protocols that control the
source and exchange of data and critical assumptions among
the appraiser, the other professions such as accounting,
law, and engineering, and the client in order to identify
those sensitive areas of information exchange that mnight
encroach on the independence of the appraisal function.
Protocols are concerned with defining where professional
ethics must be absolute relative to the appraisals use and
occurrence of certain types of data, and where the appraiser
can rely on the expertise of other professionals on a hold-
harmless basis.

Appraisal assignment specifications must grow out of the centers of
control listed above and eventually must be manifested in a Letter of
Engagement format, providing both a set of minimum provisions and standards



common to all pension real estate and a set of specific goals deemed useful
by the asset management team and pension sponsor. Yet the letter of
engagement must remain flexible enough to handle the wide range of
different types of real estate assets, ownership vehicles, and property
types currently in the portfolios of asset managers.

Organization of the Study

The focus of this study is on the procurement practices currently used
by real estate asset managers in hiring outside fee appraisers and the
appraisal quality that results. The research procedure for this report
included a survey of pension fund sponsors and asset managers for examples
of their written appraisal policies in use. Copies of letters of engagement
supplied by asset managers, pension sponsors, and/or appraisal firms to
reveal subject matter and protocols believed to be in need of contract
definition were requested. A sample or cross-section of appraisal reports
was asked for to give an indication of what appraisers thought was required
of them. Finally, asset managers were asked to complete a formal
questionnaire. Many additional interviews of influence centers to focus on
current thinking among asset managers relative to valuation were conducted.

This introductory chapter is followed by a literature review focusing
on the key issues in the appraisal of pension fund real estate assets. Key
areas of concern are the appraisal problem as it affects pension funds, the
appraisal accounting interface, recent works concerning the protocols
between professionals in the appraisal process, changing standards of the
appraisal of income-producing real estate, key recent works by the
appraisal societies, and legislation that has impacted on appraisals and
fiduciary responsibilities of those ordering appraisal services.

Chapter 3 presents the hypothesis and covers, in detail, the
methodology used in the study. Due to the small sample size for the usable
questionnaires received (44), the usable original appraisals received (39),
and the update appraisals received (17) the control of bias is discussed at
length.

To facilitate an wunderstanding of the data, Chapter 4 provides
aggregate summary statistics on the asset managers that took part in the
study and aggregate summary statistics on the properties for which
appraisals were received from asset managers as part of the study.

Chapter 5 is a report and analysis of data collected in a
questionnaire filled out by real estate asset managers concerning both
their procurement practices for outside fee appraisals and for in-house
review appraisals.

Findings from the analysis of the appraisals in the study will be
covered in Chapter 6. Findings include a rating of twelve different
sections of each appraisal and a comparison of where the appraisal deviated
from either appraisal policy or from what asset managers indicated in the
questionnaire that they wanted from the outside fee appraiser.

Chapter 7 sets forth conclusions from the research, suggestions for
future research in the area of valuation of pension fund real estate



assets, and recommendations, including a proposed standardized appraisal
policy, a proposed standardized set of appraisal protocels, and a proposed
standardized letter of engagement for procuring appraisal services from an
outside fee appraiser for pension fund real estate interests.

In addition to reducing the variance in appraisal results due to
misunderstanding of the assignment, the Letter of Engagement, the
protocols, and the policies from which they stem can push the appraisal
profession toward superior performance and appropriate compensation. Much
perceived risk in real estate is attributable to information risk in that
better financial information and less skepticism about appraisal should
reduce overall capitalization rates by a few basis points so that the extra
money spent on proper appraisal work will be recovered eventually from
value added to the real estate portfolios. In the long run, a greater
consistency of purchased appraisal services will permit pension real estate
asset managers to better manage their assets and to communicate to their
clients the exact nature of the asset enhancement accomplished with their
stewardship so that real estate will continue to enjoy a stream of
investment dollars.



NOTES

1. Mike Miles and Tom McQue, "Commercial Real Estate Returns,"
AREUEA Journal, 12:3, (Fall 1984), 356.

2. For a thorough discussion of reasons for movement of pension funds
to real estate see Blake Eagle, 'Delayed But Moving Right Along," Pension
World (July 1980).

3. The questionnaire was sent to 535 asset management firms; slightly
‘over 18 percent responded. "1985 Real Estate Portfolio Manager Directory,"
Pension World (September 1985), pp. 61-79.

4, Vincent F. Martin, "How Reasonable Are Your Manager's Valuation
Techniques?," Pension World (September 1980), p. 22.

5. Several efforts, such as the Frank Russel Index, have been made to
develop a real estate index to measure real estate performance; since the
index depends on the final sale assumption, the appraisal issue is wide
spread and not limited to pension funds.

6. NCREIF is an association of real estate asset managers for pension
funds.

7. Robert Cole, David Guilky, and Mike Miles, "Toward an Assessment of
the Reliability of Commercial Appraisals," The Appraisal Journal (July
1986), pp. 428-431.

8. PREA, like NCREIF, is an association of real estate asset managers
for pension sponsors and related firms. Its membership is much larger but
NCREIF members make up the largest asset managers in terms of asset size.
Many of the firms are members of both associations.

9. The PREA research committee reviewed the study methodology, data,
and conclusions from its inception at their October 1984 meeting.

10. These five factors are the foundation of the contemporary
appraisal process.

11. As an example see "Code of Professional Ethics and Standards of
Professional Practice" (Chicago, IL: American Institute of Real Estate
Appraisers, 1985).



CHAPTER 2
LITERATURE REVIEW

Introduction

As noted previously, since the passage of ERISA, pension fund
investment dollars have shifted to real estate. One of the results of
changing investment strategy has been a copious output of articles by both
academic and industry constituents in trade and scholarly journals. This
chapter will peruse the harvest of publications with respect to pension
funds and appraisals.

Six specific themes are explored. The first reviews works that
discuss pension funds' need for independent appraisal services to value
real estate assets in order to set share values, potential problems that
could arise if imprecise valuation techniques are used, and other attempts
to standardize the procurement process. The second deals with the almost
universally accepted valuation technique, discounted cash flow, and how
the appraiser should approach accrual accounting records in arriving at an
estimate of cash flow. The expanding role of protocols between the
appraiser and professionals from a diversity of callings will be examined
third. Changing standards of professional practice for appraisers with
respect to the protocols are surveyed fourth. Fifth, the impact that
legislative and administrative reform has had and is having on the
appraisal profession will be reviewed. And finally, the international view
of standardization of the appraisal process, specifically the European
status, will be briefly explored.

Pension Funds and Appraisal

Because real estate assets have no daily public open market trading as
do stocks and bonds, periodic valuation by an outside independent
professional 1is necessary for pension funds to value assets. As Martin
states, an appraisal is "an estimate which incorporates subjective bias"
[1] and thus runs the risk of inaccurate estimates of real estate values
and thus fund assets.

No argument has been made that periodic valuation of real estate
assets, particularly for CREFs, is unnecessary. Miles, Martin, and others
use the dissimilarity between the stock and bond markets and real estate
markets in explaining the need for appraisals. Similarly, those authors--
along with Graaskamp, Roulac and still others--stress the need for more
reliable appraisals for the pension industry.

Pension fund real estate investors need reliable real estate
values to bring unit values of commingled funds and owned real
estate to market value at least quarterly, to measure asset
performance in terms of cash income and realizable appreciation,
and to evaluate the relative performance of the asset manager.
This creates an wurgency for greater quality control in the
procurement of appraisal services [2].



Essays covering the role of appraisals for pension funds usually
discuss the reasons for the lack of quality in commercial appraisals and
include:

1. A reluctance on the part of some appraisers to move beyond a
) strict application of traditional methodologies [3].

2. Subjective bias in estimating appreciation noted above by
Martin.

3. Pension fund sponsors and asset managers...had little to
say in terms of written policy controlling the procurement
of appraisals [4].

4., Misspecification of what the appraiser is valuing or "know
what you are valuing" [5].

A recent study by Cole, Guilkey, and Miles highlighted the problems of
reliability for commercial appraisals for the pension industry. Actual
sales of 147 properties owned on behalf of pension funds by asset managers
were compared to the most recent appraisal prepared by an independent fee
appraiser on the property. Results showed an absolute average difference
of 9.5 percent between the sales price and appraised value with a range of
+181 percent to -28 percent differences [6].

In perhaps the most critical article concerning appraisal and pension
fund ownership, Rosenberg and Sack [7] discussed open-end real estate funds
and their reliance on appraised values for setting entry and exit values
for fund participants.

First of all, open-end real estate funds are brought and sold on
the basis of current appraised values, something we deem one
gigantic potential bugaboo. It is curious to us that
institutional trustees have few qualms about cash transactions
based on appraised real estate values when experienced real
estate practitioners would hardly consider such reliance.
Although appraisals are necessary for bookkeeping and reporting
purposes, ask an objective real estate expert whether he would
purchase properties on the basis of appraisals and you will get a
response similar to: "Are you Kidding?" [8]

While a few independent asset managers (13 of the 44 in this study)
have developed engagement letters to retain appraisal services, until this
study, only one other attempt has been made in the United States for an
industry wide standardized letter of engagement. NCREIF, on two occasions,
has attempted to produce an engagement letter for its membership. The
first attempt resulted in guidelines but no letter of engagement. Because
of membership pressure a second committee was formed and a letter of
engagement resulted. The result was a letter dealing primarily with the
business arrangements between the asset manager and the appraisal firm and
not with the specifics of how the appraisal was to be prepared. The
guidelines discuss some of the important issues, such as the use of
discounted cash flow, but fall short of making recommendations as to which
technique should be used.
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No direct study has been made until now that ties appraisal theory,
asset managers' needs/desires, and actual appraisals into a statement of
what the state-of-the-art is for pension fund real estate assets and the
appraisal process.

Appraisal/Accounting Interface

The appraisal/accounting interface issue involves the widely-accepted
convention of using accrual accounting versus the need for the appraiser to
use actual cash flow estimates to complete a discounted cash flow analysis.
Presumably, the appraiser starts his estimate of net operating income with
historical accounting records completed on an accrual basis. To adjust for
non-cash entries, the appraiser must deduct from income any revenue
recognized as an accrual, add to income any cash revenue not included in
the profit and loss statement, and then, similarly, add to income any
accrued expenses and deduct any cash expenses not recognized.

The issue became evident as the PREA research committee authorized a
concurrent study to the present investigation regarding accounting
standards for real estate asset managers. With that study still in
progress, many relevant issues have been recognized by the accounting
standards committee. Issues include methods with which accrual accounting
handles rent concessions, leasing commissions, and tenant improvements, and
the impact on cash flow [9]. I. Richard Johnson recognized these same
issues in an unpublished dissertation [10] and in subsequent journal
articles [11]. The Financial Accounting Standards Board (FASB) has also
addressed these issues, particularly in their bulletin on accounting for
leases [12].

Because this topic is so relevant to appraising income-producing real
estate (whether owned by pension funds or not) and because a major portion
of Chapter 6 is devoted to findings along these lines from the appraisals

received, Exhibit 2.1 illustrate the problem (both Johnston and the PREA
research committee give similar, but not as detailed, examples).

EXHIBIT 2.1
A DEMONSTRATION OF THE DIFFERENCE BETWEEN USING
ACCRUAL ACCOUNTING AND CASH FLOW ESTIMATES
Assumptions:

1. A new five year lease on 5,000 square feet at a rental
rate of $18 per square foot.

2. A rent concession for the first two years of the lease.

3. Leasing commissions equal to 10 percent of rental
contract payable upon occupancy.

4. Tenant improvements supplied by landlord of $10,000.

5. Discount rate of 15 percent.

11



Valuation at the time of lease inception:

Using accrual accounting:
Year 1 2 3 4 5

Income 54,000 54,000 54,000 54,000 54,000

less leasing comm. 5,400 5,400 5,400 5,400 5,400
less tenant impr. 2,000 2,000 2,000 2,000 2,000

Net income 46,600 46,600 46,600 46,600 46,600
Present Value Fct. .8696 .7561 .6575 .5718 .4972

Present Valu 40,522 35,236 30,640 26,643 23,168

Total Present Value-- $156,209

Using cash flow:

Year 1 2 3 4 5
Income 6 ------ 6_;6:556-;6:566-;6:666
less leasing comm. 27,000 0 0 0 0
less tenant impr. 10,000 o 0 0 0
Net income (37,000) 0 90,000 90,000 90,000

Present Value Fcf. .8696 .7561 .6575 .5718 .4972

Present Value (32,175) 0 59,175 51,462 44,748

Total Present Value-- $123,210
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Valuation at the end of the second year of lease:
Using accrual accounting:
Year 3 4 5

Income 54,000 54,000 54,000

less leasing comnm. 5,400 5,400 5,400
less tenant impr. 2,000 2,000 2,000

Net income 46,600 46,600 46,600
Present Value Fct. .8696 .7561 .6575

Present Value 40,522 35,236 30,640

Total Present Value-- $106,398

Using cash flow:

Year 3 4 5
Income 90,000 90,000 90,000
less leasing comm. 0 ¢ 0
less tenant impr. ] 0 0
Net income 90,000 90,000 90,000

Present Value Fet. .8696 .7561 .6575

Present Value 78,264 68,049 59,175

Total Present Value-- $205,488

Accrual accounting smooths the income and expenses over a period of
time, in this case, the lease term. This smoothing process distorts the
actual cash flow for the lease (on an expanded basis for the property). An
appraiser valuing the lease from inception should recognize the timing of
cash receipts and disbursements and thus arrive at a lower present value
($123,210) than with accrual accounting ($156,209--a difference of 27
percent). At the end of two years, accrual accounting (through smoothing)
would recognize the same annual income and thus a lower present value
($106,398) for the remainder of the term of the lease. Cash flow would
recognize that expenditures for leasing commissions and tenant improvements
had already been made and that the entire actual lease payments were still
to be made and would result in a present value of $205,488, almost double
the accrual accounting estimate. The large difference emphasizes the
diversity in goals of the two professionals. The accountant attempts to
match revenues and expenditures over a lease period while the appraiser
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tries to simulate how a prospective purchaser would value existing
encumbrances.

An  excellent demonstration of the difference between accrual
accounting and cash flow and a generic model to reconcile between the two
is presented by Kroll. He makes the case for necessary working capital to
carry an operation through periods when accrual income might be positive
while cash flow is negative, as was the case in Exhibit 2.1. His simple
model can serve as an excellent starting point for the appraiser when
converting an historical accrual accounting profit and loss statement to an
estimate of future cash flow (see Exhibit 2.2).

EXHIBIT 2.2
A MODEL FOR CONVERTING FROM
ACCRUAL ACCOUNTING TO CASH FLOW

CF PAT + NC - C - I
where, PAT = Profits after taxes
NC = Non-cash expenses minus non-cash
revenues (already recognized for
accrual accounting purposes),

C = Cash expenditures minus cash
receipts as yet unrecognized for
accrual accounting purposes,

and I = The investment minus sales of
fixed assets (although I is
shown separately here, note that
it could be treated as part of
c) [13].

Appraisal Protocols

Graaskamp, in his essay on feasibility in 1972, states that the
"(f)easibility analysis must become a process of collaboration among the
professions" [14]. Accepting Graaskamp's statement that an appraisal is a
narrowly-defined feasibility report, then it too must be a collaboration
among professionals. The alternative would be to allow the appraiser to
avoid such vital issues as structural integrity and asbestos pollution, to
name just a few, through a statement of limiting conditions. In addition,
because of the data explosion brought on by electronic data processing,
appraisers are being asked at an increasing rate to accept data prepared by
others [15].

Some recent prospectuses have contained appraisal value
conclusions wherein leases were read by one professional group of
investment bankers who forecast revenue, while an accounting firm
studied expenses and forecast outlay - with or without
engineering assistance - requiring the appraiser to place a value
on a net income figure estimated by others [16].
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To the extent that the appraiser is not allowed to assume away the validity
of data collected by others, and professional societies argue they cannot,
protocols governing the relationship between the appraiser and other
professionals are essential. Protocols are needed between the appraiser
and accountant, engineers, building management [17], as well as lawyers and
any other professional supplying data to the appraiser.

In discussing the role of the appraiser in the future, Dorchester
recognized the need for reliable data: "Ultimately, the question of
databasing and information processing boils down to a single issue: To
what extent is an appraisal a judgment' by the appraiser and to what
extent is it an objectively researched conclusion?" [18]. While his essay
concerned internally-generated databases by appraisers, it is only a short
step to Graaskamp's view that at least some of the relevant data will come
from other professionals and thus the need for protocols.

Miles, in discussing appraisals for  institutional clients,
specifically discusses the use of outside professionals by the appraiser
and warns of the danger of eschewing data supplied by others.

The proper opinion of value may require an appraiser to seek
outside help. No one knows everything and the appraiser should
not hesitate to use architects to evaluate design, engineers to
evaluate construction programs, land planners to deal with
peripheral land issues, and lawyers to deal with possible 1legal
problems. The appraiser does not assume away the problem or
delegate it; he or she uses the other professional and remains
personally responsible for the opinion of value as it will be
used. This 1is possibly a higher role than many appraisers are
taking with their institutional clients; however, a lessor role
will lead eventually to the certified public accountant doing the
appraisal and the independent fee appraiser will be bypassed
altogether [19].

Miles, while recognizing the need for collaboration between the
appraiser and other professionals, falls short of calling for protocols
between professionals. Protocols would seem to be even more important if,
as Miles states, the appraiser should remain personally responsible' while
using data from other professions. He does however call for a letter of
engagement for the appraiser, similar to that of the CPA, to make the
appraiser more independent [20].

Changing Standards of Appraisal

The need for protocols between professionals is best defined by
professional societies that govern the appraisal process. Current
standards of professional conduct implicitly indicate that the appraiser
is responsible for all data used in an appraisal, whether gathered by the
appraiser or supplied by others.
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responsibility would greatly aid the appraiser.
such an explicit policy statement.

In the performance of an appraisal assignment, Members and
Candidates must assume responsibility for the contents of the
entire appraisal report unless the report clearly indicates
otherwise [21].

In performing appraisal services an appraiser must be certain
that the gathering of factual information is conducted in a
manner that is sufficiently diligent to ensure that no data that
would have a material or significant effect on the resulting
appraisal analyses, opinions, or conclusions are omitted " from
consideration. Further, an appraiser must use sufficient care in
analyzing such data to avoid errors that would significantly
affect his or her appraisal analyses, opinions, and conclusions
[22].

Since the background and experience of appraisers varies widely
and a lack of knowledge or experience can lead to inaccurate or
inappropriate appraisals...This may be accomplished (by)
retention of third parties such as engineers, architects,
lawyers, or accountants who posses the required knowledge or
experience [23].

While these excerpts indicate an implicit requirement that the

appraiser solicit outside assistance when necessary and that the appraiser

then responsible for the data used, an explicit statement of

Graaskamp calls for just

The appraisal societies and asset managers must define the following:

1. Responsibility of the appraiser to flag legal, engineering,
traffic, or structural issues requiring professional review;

2. Legitimacy of the appraiser's accepting audits of leases,
operating budgets, and revenue collections provided by other
professionals;

3. Legitimacy of the appraiser's accepting data on such
electronic media as floppy disks for use in cash flow or data
management models provided by the asset manager client, the
accountant for the client, independent purveyors of software
and operating data, and investment broker/marketing;

4. Legitimacy of the appraiser's accepting a property management
program implemented by the asset manager as a point of

departure for future revenues, expenses, and project
characteristics of extrapolating the status quo [24].

Miles (quoted earlier) implicitly called for the same definitions

16

in

the form of a warning to appraisers that the CPA instead of the appraiser
would end up performing valuations.



Legislative and Administrative Impact on Appraisal

Control of the appraisal profession and the appraisal process by the
federal government first took the form of “internal memorandum of the
Federal Home Loan Bank Board (FHLBB) Office of Examinations and
Supervision concerning appraisal policies and practices of insured savings
and loan institutions and their service corporations' [25]. The initial
redraft of the none informative R-4la was the shocking detail of R-41b
issued in March 1982. The purpose of R-41b was to establish objectivity
and economic substance in appraisals for mortgage loans on real estate made
by institutions insured by the Federal Savings and Loan Insurance
Corporation.

Lennhoff, in his conclusion concerning R-41b, emphasized that "to
avoid problems with the guidelines is simply good, fundamental appraisal
technique that applies equally to work done for clients other than savings
and loan associations'" [26]. For a more detailed discussion of guidelines
and how the appraiser should interpret them, see Kinnard and Swango [27].

In September 1986 R-41b was rescinded by FHLBB and replaced by another
internal memorandum, R-4lc. As its synopsis indicates, changes concern
greater detail and a new definition of market value.

This memorandum revises and replaces R-41b. It does not represent
any shift in board policy but it does encompass significantly
greater detail, specifically with - regard to "appraisal
management,' adding guidelines which are appropriate to ensure
acceptable appraisal procedures in the current market. The
guidelines listed are generally standards of practice utilized by
the leading national ptrofessional appraisal organizations. The
memorandum also contains the new definition of market value, as
recently adopted by both the Federal National Mortgage
Corporation (Freddie Mac) and the Federal National Mortgage
Association (Fannie Mae) [28].

A report that could have even more impact on the appraisal profession
was released by the Committee on Government Operations in September 1986
[29]. Selected findings in the report are most damaging to the appraisal
profession and include:

1. Hundreds of savings and loans chartered by the FHLBB or
insured by the FSLIC have been severely weakened or declared
insolvent  because faulty and fraudulent real estate
appraisals provided documentation for loans larger than
justified by the collateral's real value.

2. Estimates suggest that from 10 percent to as much as 40
percent of the VA's $420 million loan guaranty program loss
for (fiscal year) 1985 was caused by inaccurate or dishonest
appraisals and internal appraisal-related administrative
deficiencies.
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that

As a result of these findings,

In (fiscal year) 1985, the FHA's mortgage insurance program
lost more than $200 million, attributable to a number of
factors, including faulty and fraudulent appraisals.

At least 10-15 percent of the $1.3 billion in losses
experienced by private mortgage insurers in 1984 and 1985 can
be attributed to faulty and fraudulent appraisals...

Highly inflated and fraudulent appraisals played an essential
part in an intricate scheme that resulted in losses of some
$95 million to the Bank of America.

Appraiser ineptitude, negligence, and misconduct are
widespread. Of greatest concern is client advocacy
appraising,' where-in large numbers of appraisers willingly
agree, or otherwise succumb, to pressure brought to bear by
lenders, borrowers, and others involved in the loan
origination and underwriting process.

The real estate appraisal industry is fragmented and its
members are not generally subject to effective discipline.

Only 12 states have appraiser-related 1licensing or
certification procedures [30].

would greatly affect the appraisal industry:

1.

Congress should provide the bank regulatory agencies with
express authority to directly discipline appraisers who have
willfully or through gross negligence misrepresented the
value of real property serving as collateral for a loan made
by a federally insured financial institution. Such
discipline should include temporary  suspensions or
prohibitions from submitting future appraisals to any
federally insured financial institution and/or civil
penalties.

A coordinated, concerted effort should be undertaken to
establish a national, industry self-regulated appraiser
certification and review system, to which all real estate
appraisers would be subject.

All federal agencies concerned with real estate finance or
mortgage insurance/ investment should collect comprehensive
data on appraisals and appraiser performance.... These
efforts should concentrate on preventing problem appraisers
from being able to continue to work for institutions insured
or regulated by these government entities, once a pattern of
unacceptable performance has been identified [31].
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While the findings have generated no legislation yet, they are quite
damaging to the appraisal profession. If government agencies insuring or
regulating institutions are this concerned, how long will it be before
ERISA, behind the fiduciary responsibility provisions of the Act, attempt
to control appraisals being prepared for pension funds or asset managers
who act on the behalf of pension funds?

The International View

In Europe the International Assets Valuation Standards Committee of
London have been concerned with appraisal standards, - policies, and
procedures for the Common Market. This committee has worked in concert
with the Royal Institute of Chartered Surveyors (RICS), also of London to
produce a series of Guidance Notes on the valuation of fixed assets for
various purposes. Cne Guidance Note, GN 26, concerning valuation of
pension fund property. Their definitions of categories of properties for
pension funds were suggestive of the definitions put forward in this study
and include:

1. Properties held as investment are those on which construction
work has been completed and which are owned for the purpose
of letting to produce a rental income which is negotiated at
arm's length with third parties.

2. Properties in the course of development include properties
which have been acquired with vacant possession with
intention of seeking an early arm's length letting to a third
party with or without works of repair or improvement being
required. Apart from properties where work is in actual
progress there should be included in this category any
property where a start is eminent because all appropriate
consents have been obtained and a building contract has been
exchanged.

3. Properties held for development are those acquired with the
intention to redevelop at some future date, with or without
further properties not yet acquired, and which also do not
fall within the other three categories.

4., Properties in owner occupation include any property which is
subject to any form of intercompany leasing or 1licensing
arrangement between the Fund and a  subsidiary. Such
arrangements should, therefore, be ignored. Properties which
are partly occupied by the owner should only be included in
this category if the occupation is substantial, say one-third
[32].

For Dpurposes of this study these European categories were restated as
follows:
1. Investment grade properties (operational and 80 percent
occupied),
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2. Development properties (vacant, in transition, or less than
80 percent leased and occupied),

3. Financial participation contracts (custom-crafted, hybrid
equity contracts unlikely to meet presumptions of fair market
value).

The existence of the very detailed Guidance Notes make it unnecessary
to provide very detailed letters of engagement since the appraisal
assignment need only reference the appropriate Guidance Note. In the long
run the definitions, methods, and protocols described in the European
Guidance Notes should provide a model for parallel professional standards
in the United States.

Conclusion

The 1literature has emphasized the need for appraisals for real estate
owned by pension funds and has chronicled the dangers of using estimates of
values. While there have been attempts to develop some standardization for
the procurement of appraisal services, no study has been conducted to date
concerning the state-of-the-art of appraisal for pension funds and then, as
a result, develop a complete appraisal policy statement, set of protocols
governing the relationship between the professions and a standardized
letter of engagement.
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CHAPTER 3

HYPOTHESIS AND METHODOLOGY

Hypothesis

The question addressed by this study is whether the current practices
in procuring appraisal services by real estate asset managers, _and the
resulting reports provided by the independent fee appraisers, lead to
uniform accurate valuations of real estate assets owned by pension funds.
Accurate valuations are necessary for measuring pension fund assets against
future liabilities, to set entry and exit values for CREFs and measure both
asset and asset manager's performance. If these appraisal procurement
practices lead to inconsistent valuations, a potential arises for a
distortion of reported pension fund assets, inaccurate specification of
exit and entry share values for CREFs, and imprecise measures of asset and
asset manager's performance.

In the event that the hypothesis proves out and there is no uniformity
in the valuation of pension fund real estate assets, the researcher
proposes to develop:

1. A standard appraisal policy statement that communicates from
the executive board of the asset management firm to the
pension sponsor, the management staff who procure appraisal
services, and the independent fee appraiser certain rules to
be observed in the appraisal process,

2. A standard set of appraisal protocols defining the
relationship between the appraiser, the client, and other
professionals, and,

3. A standard letter of engagement with a set of minimum
provisions for preparing the appraisal.

The Research Design

To ascertain whether appraisal practices for pension funds are uniform
in their valuations required a sample of appraisals actually performed for
asset managers. The sample then could be systematically checked for
accuracy, consistency with accepted appraisal theory, consistency with the
desires of the client (the asset managers), and graded for comparison.

As the first step in evaluating the current practice in the appraisal
of pension fund real estate assets, the research team [1] first sent a
letter to pension fund real estate asset managers requesting that they
provide:

1. Any written policy on appraisal procedure specified by
pension sponsors or generated by the asset managers used

a. in the direction and control of outside appraisal
professionals engaged to appraise properties in the
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portfolio(s) managed by PREA members, or

b. when performing in-house appraisal for quarterly or
other periodic asset valuation to set unit values.

2. Current drafts of any letters of engagement required by PREA
members for outside appraisal services, supplied by appraisal
firms prior to supplying appraisal services to the PREA
member, and/or provided by pension sponsors as a requirement
for securing an asset management contract.

3. Any real estate accounting classification manual used for
real estate assets.

4. The most recent annual report on each of the funds for
pension investors.

5. Any spreadsheet that the firm requires and provides to
outside appraisers for analysis of individual leases.

6. Two sample outside appraisals received for each of two
separate owned properties, preferably dated between January
1982 and December 1984, and the in-house review appraisals
completed in the interim. (Appraisal materials will be kept
confidential and immediately returned after data on appraisal
methods is extracted.)

7. A list of firms presently approved by the PREA member for the
appraisal of owned real estate assets to clearly define the
number of firms engaged in pension fund real estate
appraisal. (The 1list will remain confidential and only a
count of firms and individual appraisers will be kept.)

8. ‘Answers to the enclosed questionnaire [2].
While the study was partially funded by PREA, to avoid potential bias,
correspondence was sent to both PREA members and non-PREA member asset

managers [3]. In addition, appraisal firms responsible for appraisals
received were interviewed by telephone.

The Resulting Data

Collected data resulted in four data bases:

1. Policies and/or practices of the pension sponsor and asset
managers relative to obtaining appraisals--a result of the
compilation of the data from the questionnaire filled out by
asset managers about current practices of hiring an outside
appraiser and performing in-house reviews, written policy
statements received, and letters of engagement currently in
use that were received;

24



2. Results from a systematic review of the original appraisals
received from asset managers;

3. Results from a systematic review of the update appraisals [4]
received from asset managers;

4, Results from a telephone survey of appraisal firms that
prepared the appraisals under study.

The data bases allowed for the research team to: tabulate the
desires of the asset managers with respect to appraisals and compare those
desires to the actual original and update appraisals received; compare the
appraisals to accepted appraisal theory [5]; check the appraisals for
mistakes in calculations; and, finally, grade each appraisal by scoring
individual sections of each report received. Each of the appraisals was
scored on a point basis for 12 separate sections of the report. They
included:

Market analysis section,

Land valuation,

Market approach to value,

Determination of market rents,

Estimation of gross income,

Estimation of vacancy losses,

Estimation of operating expenses,

Estimation of alterations; replacements and additions to the

capital account,

Derivation of the discount rate used in present value

calculations,

10. Estimation of the resale price at the end of the projection
period,

11. Income approach to value, and

12. Overall opinion of the appraisal.

o~V WN -
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The scoring was based on 5=excellent, 4=good, 3=average, 2=fair, l=poor,
and O=the appraisal omitted that section (see Chapter 6 for details of
grading the appraisals).

The Sample

A total of 255 companies were initially identified as potential
respondents. Of these, 19 mailings were returned with no listing for the
firm, 70 responded that their firms did work with pension funds but outside
the area of asset management of real estate, and two firms worked together
in the management of real estate assets. Of the remaining 165 firms,
responses were received from 46 firms, or almost 28 percent. Of the 46
responses, two were discarded because of the high percentage of unanswered
questions.

A total of 71 appraisals were received from asset management firms and

were divided into two data groups--43 original appraisals and 28 wupdate
appraisals. Of these, four of the original appraisals were discarded; two
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because they represented property being appraised for sale [6], and two
because they were short-form appraisals of convertible mortgages [7]. Two
properties have two originals in the data set, each done by a different
appraisal firm, and each is treated as an original appraisal.

Of the 28 update appraisals, six were excluded from the data set
because the original appraisals were not received and thus references to
the original could not be verified for accuracy and completeness. The
remaining 22 update appraisals were performed on 17 different properties,
with three properties having two updates and one having three. Because of
the lack of multiple update appraisals on the same property and to maintain
data consistency, only the seventeen update appraisals performed closest
chronologically to the original were used.

The research team would have preferred ideally more questionnaires,
original appraisals, and updates in the data sets. The response rate was
low for three reasons: the length of the questionnaire (14 pages); the
proprietary nature of the requested data, including appraisals; and that
research on appraisals is a sensitive issue. Sensitivity of the issue was
probably the most important factor in suppressing the supply of appraisal
reports. Most NCREIF members refused to participate in terms of furnishing
appraisals and strongly urged PREA to abandon analysis of appraisals.
However, while NCREIF represents only asset managers, the PREA membership
includes many pension sponsors and the sponsors were curious about
appraisal wvalidity. Some members of PREA and NCREIF believe that the
research should not have been conducted by an independent university (with
a history of critical appraisal review) because any negative conclusions
might reduce the flow of capital to real estate commingled funds. An
alternative opinion held by the research team is that a standardization of
the appraisal process that would provide more reliable measures of value
which would dispel skepticism as to open end fund performance and would
help the flow of funds to the asset managers. Nevertheless, with the
dispersion of managers by asset size (see Chapter 4), and the property type
and geographical location of appraised properties, the research team saw
the sample received as representative of the state-of-the-art in the
appraisal of pension fund real estate assets.

Controlling Bias

Bias has certainly every opportunity to enter the various data sets
since controlling which asset managers responded to the questionnaire is
precluded in the methodology. Of the 44 usable responses, 30 were from
PREA members, 14 from non-PREA members, and one was received from a NCREIF
member- who also belongs to PREA. Of those firms answering the asset size
questions, the average firm had $366 million in real estate assets under
management, less than the average of $838 million in the Pension World
study, This variance can be attributed to NCREIF member's refusal to
cooperate in the study (only 2 of 26 filled out the questionnaire, while
all filled out the Pension World survey) who are the largest asset managers
in terms of asset size.

That an asset manager would deliberately send a poor appraisal to be
studied is_ difficult to imagine; in fact, the research team assumed a
degree of adverse selection' that asset managers would send their best.
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But a systematic rating of the appraisals (see Chapter 6) indicated that a
broad range (from very good to poor) were received. To maintain
consistency in the review of appraisals, one researcher conducted the
review for all of the original and update appraisals, always using the
appropriate checklist. Once collected, the data were entered on floppy
disk and verified by different research assistants.

Telephone interview of the appraisal firms were conducted by a single
research assistant using a set form and asked only nonproprietary
questions, such as number of offices and number of analysts employed in
each office.

Annual reports received were used to confirm and in some cases fill in
missing data items. Too few accounting classification manuals (1), spread
sheets used for lease analysis (2) and approved appraisal firms (1) were
gathered to draw any conclusions.

The following chapter provides aggregate summary statistics on asset
managers who completed the questionnaire, and on properties for which
original and update appraisals were received. The chapter is meant to set
the stage for detailed reporting and analysis of the four data bases used
in the study.
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NOTES

1. The research team consisted of Professor James A. Graaskamp,
Chairman of PREA's subcommittee on appraisal, the author, Robert A. Gibson,
and Terry Esquivel a graduate assistants from the Real Estate Department of
the University of Wisconsin-Madison.

2. Extract from letter sent to real estate asset managers.

3. Additional asset managers were identified from the NCREIF
membership list and from Pension World's Asset Managers Directory.

4. "Original appraisals" refers to the first appraisal prepared on a
specified property by that appraisal firm. "Update appraisal" refers to a
subsequent appraisal prepared by the same firm on the same property.

5. The text of the American Institute of Real Estate Appraisers, The
Appraisal of Real Estate, Volume 8, AIREA: Chicago, 1983, was used as the
basis for judging the appraisals consistency with accepted appraisal
theory.

6. One was a condominium conversion, the other an industrial lot sale
appraisal.

7. Dr. William B. Brueggeman of Southern Methodist University is

currently conducting a parallel study funded by PREA on the valuation of
convertible mortgages.
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CHAPTER 4

SUMMARY DATA ON ASSET MANAGERS, PROPERTIES
APPRAISED AND APPRAISAL FIRMS

Introduction

To facilitate an in-depth discussion of the data collected in the
study, summary data will be presented on the asset managers that completed
the questionnaire, on properties for which original appraisals were
received, on the properties for which update appraisals were received, and
on the telephone survey of the firms that performed the appraisals. The
intent is to give background statistics to support the discussion of the
data sets in Chapters 5 and 6.

Summary Data on Asset Managers

Forty-four asset managers completed the questionnaire. Exhibits 4.1
through 4.5 summarize the make-up of the surveyed companies and their
individual funds. Without adjusting for zero entries for any respondent,
responding firms manage 169 funds with an asset value of over $18 billion
and have annual management fees of over $90 million. 0f the 169 funds, 69
(or just over 40 percent) were closed funds; 41 (or almost 25 percent) were
segregated accounts; 20 (just short of 12 percent) were CREFs; and 18 (10.5
percent) represented joint venture funds. The other 21 funds (just over 30
percent) were either a form of debt fund or other hybrid fund type.

EXHIBIT 4.1
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
TYPE FUND MANAGED, ASSET SIZE, AND FEES

NO. ASSETS FEES
FUNDS $ MM $ M
Open end commingled funds 20 7,129 46,862
Closed funds 69 5,632 31,443
Segregated accounts 41 4,888 8,682
Mortgage funds 5 0 496
Joint venture funds 18 31 1,385
Participating or
conventional
mortgage funds 8 248 1,541
Other 8 693 0
TOTAL 169 18,621 90,409
Source: Questionnaire sent to asset managers, supplemented

by data from annual reports of asset management firms and
Pension World Survey.
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Adjusting data for zero entries (no answer to either the number of
funds, asset size, or management fees) dropped the number of funds to 81
(Exhibit 4.2) with assets of $13.6 billion and management fees of $86.5
million, just over .6 percent of asset. While twice as many closed funds
responded, their average asset size is less than a third of the CREFs.
Segregated account funds were also more numerous than CREFs, but their
average asset size was one-fifth that of the CREFs. Management fees were
almost identical between the closed fund and CREFs, .69 percent of assets
for CREFs and .66 percent of assets for closed funds. Segregated
accounts had a significantly lower management fee average of .42 percent of
assets.

EXHIBIT 4.2
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
TYPE FUND MANAGED, ASSET SIZE AND FEES
EXCLUDING ZERO ENTRIES IN EITHER ASSETS OR MANAGEMENT FEES

NO. NO. ASSETS FEES
CO'S. FUNDS $ MM $ M
Open end commingled 14 17 6,756 46,862
Closed funds 13 35 4,471 29,727
Segregated accounts 7 25 2,053 8,682
Mortgage funds 0 0 0 0
Joint venture funds 1 1 31 165
Partipating or
conventional
mortgage funds 2 3 240 1045
Other 0] 0 0 0
TOTAL 37 81 13,551 86,481
AV ASSETS AV FEES FEES/
$ MM $ M ASSETS
Open end commingled 397 2,757 0.69 %
Closed funds 128 849 0.66 %
Segregated accounts 82 347 0.42 %
Mortgage funds 0 0 0
Joint venture funds 31 165 0.53 %
Participating or
conventional
mortgage funds 80 348 . 0.44 7
Other 0 0 0]
TOTAL 167 1,068 0.64 Z

Source: Questionnaire sent to as<et managers, supplemented
by data from annual reports of asset management firms and
Pension World Survey.

Just over one-half of the responding firms, 19 of 37, have total
assets under $100 million; however, five have assets in excess of $1
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billion (Exhibit 4.3). Fifteen of the 38 responding firms manage one fund
and 29 firms manage fewer than five; however, four firms manage at least
ten separate funds (Exhibit 4.4). The number of properties under
management also varied greatly, with 22 firms managing 14 or fewer
properties while six manage in excess of 50 (Exhibit 4.4).

EXHIBIT 4.3
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
SUMMARY OF ASSET SIZE OF RESPONDENTS

MILLIONS OF $ No. FIRMS
ZERO 7
>0 <100 19
100 <200
200 <300
300 <400
400 <500
500 <600
600 <700
700 <800
800 <900
900 <1000
>1000

MO OFNWNO M &~

Source: Questionnaire sent to asset managers, supplemented
by data from annual reports of asset management firms and
Pension World Survey.

EXHIBIT 4.4
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
SUMMARY OF PROPERTIES MANAGED

No. OF FUNDS No. FIRMS No. OF PROP. No. FIRMS

0 6 0 5
1 15 0- 4 6
2 4 5- 9 8
3 6 10-14 8
4 4 15-19 2
5 1 20-24 4
6 1 25-29 2
7 2 30-34 2
8 1 35-39 0
9 0 40-44 1
10 2 45-49 0
>10 2 >50 6

Source: Questionnaire sent to asset managers, supplemented
by data from annual reports of asset management firms and
Pension World Survey.

31



Office buildings were owned by more firms than any other property type
(Exhibit 4.5), and comprised the largest share of the properties managed
(379 of the 1,278 properties, 30 percent), followed by industrial

buildings, warehouses, and shopping centers. Other property types--
apartments, hotels and motels, mixed-use structures, acreage and
miscellaneous property types - accounted for 198 of the 1,278 properties,

or 15.5 percent.

EXHIBIT 4.5
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
TYPE PROPERTIES OWNED

CO'S i PROP AVE
Apartments owned 5 76 15
Office buildings owned 37 379 10
Shopping centers owned 27 167 6
Industrial buildings owned 21 301 14
Warehouse buildings owned 19 233 12
Hotels/motels 8 29 4
Mixed use structures 6 7 1
Agricultural land owned 2 10 5
Speculative acreage owned 3 15 5
Other 14 61 4

TOTAL 1,278

Questionnaire sent to asset managers, supplemented
and

Source:
by data from annual reports of asset management firms
Pension World Survey.

Exhibit 4.6 details the number of appraisals required, 1076, and their
costs for the asset managers for 1984, Adjusting for nonresponse (either
no answer to number of properties requiring appraisal or annual cost of the
appraisals) the 26 firms answering expended over $3 million on 867

EXHIBIT 4.6
DATA SUMMARY FOR QUESTIONNAIRE OF APPRAISAL POLICIES
NUMBER OF APPRAISALS AND COSTS

Number of interests requiring

outside appraisal 1,076
Actual cost expended $3,123,000
Number of different firms used 206
Average cost per appraisal $2,902
Observations excluding zero entries 26
Number of appraisals 867
Actual cost $3,040,000
Average cost $3,506

Source: Questionnaire sent to asse
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appraisals, at an average cost of $3,506. The average is for both original
and subsequent update appraisals, which, should be much less expensive than
the original since the data are already collected.

Summary Data on Properties With
Original and Update Appraisals

Exhibit 4.7 details the property type for the original and the update
appraisals were performed. While three appraisals on industrial buildings
were received, the figures for office buildings, warehouses, and shopping
centers are in line with the ownership patterns seen earlier.

Appraisal dates have an almost even spread between 1982, 1983, and
1984 (Exhibit 4.8), with just five prior to or after those dates. The
updates were all performed after 1982.

Nine of the appraised properties are in California, eight in Texas,
four in Florida, and three in Illinois. The other 15 are geographically
spread from Rhode Island to Washington state and from Minnesota to
Louisiana.

EXHIBIT 4.7
SUMMARY OF DATA FROM CHECK LIST OF APPRAISALS RECEIVED
BY PROPERTY TYPE

NUMBER OF NUMBER OF

PROPERTY TYPE ORIGINAL APPRAISALS UPDATE APPRAISALS
Apartments 1 0
Office buildings 15 9
Shopping centers 7 2
Industrial buildings 3 2
Warehouse buildings 13 4

Total 39 17

Source: Checklist prepared on the original and update
appraisals.

EXHIBIT 4.8
SUMMARY OF DATA FROM CHECK LIST OF APPRATSALS RECEIVED
BY YEAR PERFORMED

NUMBER OF NUMBER OF
YEAR ORIGINAL APPRAISALS UPDATE APPRAISALS
1980 1 0
1981 2 0
1982 10 0
1983 12 8
1984 12 6
1985 2 3

Source: Checklist prepared on the original and wupdate
appraisals.
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Summary Data on Telephone Survey of Appraisal Firms

To complete the data, a telephone survey was made of the 23 firms that
performed 38 of the 39 original appraisals (one appraisal was received
unattributable to any firm). Of the 23 firms, one had gone out of the
appraisal business and thus could supply no information, and three refused
to cooperate; as a result, data on appraisal firms covers 19 firms who
performed 33 of the 39 original appraisals and all 17 of the update
appraisals.

Results regarding size of the appraisal firms and geographic location

vis-a-vis the properties under appraisal will be discussed in Chapter 5,
wherein the questionnaire data from asset managers is analyzed.
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CHAPTER 5

RESULTS FROM QUESTIONNAIRE
FILLED OUT BY ASSET MANAGERS

Introduction

To draw conclusions about the consistency and reliability of
appraisals prepared for asset managers by outside fee appraisers requires
that the appraisals be reviewed with respect to both features desired by
the client (the asset manager) and those required by accepted appraisal
theory and independent professional practice. This chapter presents, in
detail, desires, procedures, and standards of the asset managers in hiring
outside fee appraisers, the in-house appraisal review process, and the
method of altering fund values based on each.

Data from the questionnaire completed by the 44 asset managers have
been separated into three categories: (1) descriptive data about the funds
under management, presented in Chapter 4; (2) data detailing managers'
methods of hiring outside appraisers, how managers attempt to regulate
the appraisal processes, and what review procedures and standards are used
to assure the quality of submitted report will be covered first in this
chapter, (3) procedures for preparing in-house review appraisals between
outside independent valuations will be covered, and (4) the procedures for
changing fund values will be explored.

Chapter 6 will then concentrate on the original and wupdate
appraisals received in the study with respect to the desires of the asset
managers discussed in this chapter and accepted appraisal theory.

Where applicable throughout Chapters 5 and 6, results from the fourth

data base - the survey of the appraisal firms that performed the original
and update appraisals -will be brought into the discussion.

Criteria for Hiring Outside Fee Appraisers

This portion of the analysis will encompass four areas of inquiry:
1. Existing policy in the asset management organization,

2. Factors that lead the asset manager to hire and/or replace an
appraisal firm,

3. Information supplied to the appraiser and by whom,
4, Attempts to control the appraisal process by the asset

manager.

Existing Policy in Asset Management Organizations

Of the 44 respondents, 21 have an official written appraisal policy at
least some of the time [1] (17 all the time), five have an unofficial
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written policy, and five others have a policy at least some of the time.
Eleven firms have no written policy concerning the hiring of, or control
of, the appraiser or the appraisal process. Of the 21 with written
policies, 13 use letters of engagement for hiring appraisal firm. Letters
of engagement from the appraisal firms are used by 11 firms at least part
of the time. The pension sponsors for these 44 firms have never provided a
letter of engagement, and only five have a written policy from a pension
sponsor regarding the valuation process [2].

The original appraisal is required by 41 of the 43 managers to be a
full narrative report [3]; one requires a form report and the other a
letter report. An update appraisal by the same appraisal firm is required
by 20 asset managers to be a full narrative report; two require a form
report, and 20 a letter report. An update by a different firm is required
by 33 asset managers to be a full narrative report; one requires a form
report, and four a letter report . Seven asset managers indicated that
they would supply a copy of the old appraisal to the new firm [4].

With respect to timing of the outside appraisal, the vast majority of
the firms (30, or 70 percent) require an outside appraisal of all
properties every year, 19 (43 percent) all of the time, and 11 firms (25
percent) require an annual appraisal on their properties some of the time.
Seven firms (16 percent) require an outside appraisal every two years at
least some of the time, and six (14 percent) require an outside appraisal
more often than once a year. The balance of the respondents require an
outside appraisal 1less often than every two years or had no specific
schedule.

With respect to updating the original appraisal by an outside firm, 33
of the 44 asset managers use the same firm each year, and 11 indicated that
they used a different firm each year. Of the 33, 25 indicated that they
would use the same appraiser each year. Of the 11 asset managers that used
different appraisal firms each year, nine change every three years, while
one firm changes every year and the other every two years.

Factors For Hiring and/or Replacing an Appraisal Firm

In the process of hiring an outside appraiser, a professional
designation from one of the appraisal associations is evidently of utmost
importance. Thirty firms stated that a professional designation was
required by their organization (in some instances at the insistence of the
pension sponsor) and nine additional firms eschew a designation, but
usually use a designated appraiser. Only two firms stated that they
preferred an analyst other than a designated appraiser. Nine of the asset
managers indicated they had a list of approved appraisal £firms; however,
none supplied the list to the research team as requested. An earlier
dissertation by I. Richard Johnson [5] attempted to explore appraisal
qualitv for pension property by collecting a cross section of appraisals
directly from appraisers. Appraisers stonewalled the effort, apparently
threatened by review of their work and defending the refusal to cooperate
on the grounds that the appraisals were privileged information of the
client. The cloak of privileged information on the financial information
of a public fund to avoid an anonymous statistical study of the appraisals
suggests that the appraisal profession still does not understand its role
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in  the industry of financial data presented with credibility,
replicability, and freedom from systematic bias.

Asset managers were asked to rank important considerations in hiring
an outside appraiser. Results of a weighted score of 5 for the most
important factor to 1 for the least important factor are included in
Exhibit 5.1. Asset managers rank the importance of a local firm (a
weighted score of 165) as by far the most important consideration in hiring
an appraiser. One-half (22) of the firms responding considered a local
firm's knowledge of the market the most important item, another quarter
(11) ranked it second, two ranked it third, two ranked it fourth, and one
ranked it fifth. Only six of the 44 asset managers failed to rank this
factor. The importance of a firm that the asset manager had worked with in
the past ranked second (a weighted score of 127), with only five asset
managers failing to rank this factor as important. The third highest
consideration was the importance of a national firm (a weighted score of
81); nine of the managers ranked it the most important factor and 13 others
considered it important enough to rank.

EXHIBIT 5.1
RANK OF MOST IMPORTANT FACTORS IN HIRING
AN OUTSIDE APPRAISAL FIRM

TIMES

RANKED

SCORE FIRST

Importance of

National firm 81 9
Local firm 165 22
Nationally specialized firm 62 3
No. of designated appraisers 44 2
Firm you have worked with 127 6
Cost of appraisal 70 1
Referral 72 2
Other 35 3

Source: Question 7 in questionnaire filled out by asset
managers.

Note: The number of times ranked first exceeds 44
because several firms selected multiple number one rankings.

Initially, the 1low score for the importance of a designated
appraiser was surprising in relation to the results mentioned above.
However, in answering this question asset managers appeared to assume that
they would hire a designated appraiser (the question regarding designated
appraisers preceded the ranking question) and then ranked the most
important factors. This theory is borne out by the fact that, of the 71
appraisals received, 67 were signed by an MAI or SREA [6]. Cost, which did
not fare well on the weighted score, was the third item in terms of the
number of times ranked in the top five: 75 percent of the firms (33) ranked
cost as one of the five most important factors. However, cost appears to be
important only if the first two or three factors are met.
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Specialization by property type was considered important by almost
half of the asset managers (21). Direct specialization with hotels/motels
(75 percent of the firms that hold hotels in their portfolios deemed
specialization important) and warehouse buildings (32 percent of the firms
that have warehouse buildings in their fund deemed specialization
important) were the most significant specializations required.

Responses from the telephone survey support the findings from asset
managers with respect to the importance of a local firm and the importance
of working with a firm that they had done business with in the past.
Exhibit 5.2 separates the 23 firms who performed the 38 identifiable
appraisals into three categories; those with a single office, those with
multiple offices (more than one), and those who could or would not answer
the survey.

EXHIBIT 5.2
RESULTS FROM THE TELEPHONE SURVEY OF APPRAISAL FIRMS
BY NUMBER OF OFFICES

SINGLE MULTIPLE NO
OFFICE OFFICES RESPONSE TOTAL
NO. OF FIRMS 11 8 4 23
NO. OF APPRAISALS 15 18 5 38
AVERAGE NO. OF
APPRATSALS 1.4 2.3 1.3 1.7
OFFICE LOCATED IN
LOCALE OF SUBJECT
YES 11 10 4 25
4 OF TOTAL 29 % 26 Z 10 2 64 Z
NO 4 8 1 13
Z OF TOTAL 11 % 21 % 32 33 2
NUMBER NUMBER NUMBER NUMBER
OF APPRATISALS OF FIRMS OF FIRMS OF FIRMS TOTAL
1 7 5 3 15
2 4 1 1 6
5 0 1 0 1
6 0 1 0 1

Source: Combined results from checklist of original and
update appraisals and phone survey of appraisers that
performed the studies.

Sixty-three percent (24) of the 38 appraisals were performed by firms
that had an office in the immediate vicinity of the subject property and,
of 14 appraisals performed by firms located apart from the subject, 57
percent (eight) were performed by firms with multiple offices. Seven of
the eight were performed by the two firms that prepared more than two
appraisals under study; both are well-known national firms.
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National firms, while not scoring well on a point basis in the asset
managers' ranking, was second in the number of times ranked first by the
asset managers. In addition, of the four appraisals prepared by single-
office firms from outside the locale of the subject property, two were by
firms who had performed an appraisal for the asset manager in their locale,
and the other two were performed by a single-office national firm.

Similar to the ranking and scoring of the five most important reasons
for hiring an appraisal firm, asset managers were asked to rank the five
most important considerations in changing appraisal firms. Exhibit 5.3
summarizes the scores and number of times each question was ranked first.
Errors in facts (score--191, with all 43 asset managers ranking it in the
first five) and errors in computations (score--146, with 40 of 43 asset
managers ranking it in the first five) were far ahead of any other reasons.
Failure to meet deadlines (score--99), failure to use discounted cash flow
(score--81), and failure to disclose information on comparables (score--79)
round out the five most important reasons for dismissing an appraisal firm.

EXHIBIT 5.3
RANK OF MOST IMPORTANT FACTOR IN DISMISSING
AN OUTSIDE APPRAISAL FIRM

TIMES
RANKED
SCORE FIRST
Importance of
Failure to meet deadlines 99 5
Errors in facts 191 28
Errors in computations 146 8
Quality of prose 43 2
Fajilure to use DCF 81 7
Failure to disclose info on
omparable sales 79 3
Unwillingness to accept
pro formas 13 0
Over restrictive qualifying
and limiting conditions 42 2
Variance in values each year 23 1
An increase in costs 15 0
Photo and drawings quality 7 0
Other 29 3

Source: Question 8 in questionnaire filled out by asset
managers.

Note: The number of times ranked first exceeds 44 because
several firms selected multiple number one rankings.

Forty-one of the asset managers put no limits on the total annual fees
paid to any one appraisal firm. While not a consideration by asset
managers or by appraisal professional societies, the American Institute of
Certified Public Accountants states that:

39



(T)he appraiser should not have a relationship that would affect
his objectivity toward the entity audited or the property being
appraised. The appraisers' objectivity may be affected by any of
these considerations:

1. He has a direct or indirect material financial interest in
the entity or its real estate assets.

2. His fee is contingent or based on his valuation conclusion.

3. The type and extent of other services he performs for the
entity are significant [7].

The appraisal certification provided in most appraisals refers only to
an interest in the building and not a vested interest in the client.
Accountants and others that provide data must choose between auditing and
other bookkeeping services. This issue might be unimportant if asset
managers' lists of approved appraisal firms are unrestricted or if the
number of real estate interests that require outside appraisal stays
stable.

To summarize, asset managers are apparently hiring a designated
appraiser with local roots in the subject properties' community with whom
they have previously worked. Familiarity with the firm's work will offset
the need for a local firm in some cases, particularly if the £irm is
national. No limits are put on fees paid to any firm. Certain property
types require specialization. Errors in facts and/or computations will
cause the asset manager to look elsewhere for outside appraisal services.

Information Supplied to the Appraiser and by Whom

Exhibit 5.4 indicates the frequency with which selected information is
provided to the appraiser. In the majority of the cases, information is
being supplied by the asset management firm, secondarily from the property
management firm and only in a few instances from a certified public
accounting firm that performs the audit.

Additional information available to the appraiser and its frequency of
availability is included in Exhibit 5.5. The question asked was ''Does the
appraiser have access to the information?" rather than if the information
was always available.
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EXHIBIT 5.4
FREQUENCY WITH WHICH TECHNICAL INFORMATION
WAS SUPPLIED TO THE APPRAISER

ALL THE NEVER
TIME PROVIDED
Gross revenue 30 2
Operating expenses 30 2
BTU usage 23 5
KW hour usage 23 4
Reimbursables collected 31 2
Tenant improvements amortized 27 3
Leasing commissions amortized 26 4
Leasing comm payable 25 4
Rent delinquencies 31 2
Space rented but not occupied 31 2
CAM charges 33 2
Relative reimbursables collected 28 2
Non real estate income 31 2

Source: Question 31 in questionnaire filled out by asset
managers.

EXHIBIT 5.5
INFORMATION THAT IS AVAILABLE TO THE APPRAISER

ALL THE MOST OF SOME OF
TIME THE TIME THE TIME NEVER

architectural review 29 4 6 2
structural engr audits 29 3 6 3
energy audits 27 2 8 4
thermography studies 25 3 5 6
legal counsel 19 0 7 12

Source: Question 30 in questionnaire filled out by asset
managers.

Attempts to Control the Appraisal Process

Any attempt by the asset manager to control the appraisal process may
be the result of a desire to specify the definition of value or which
specific real estate parcels or interests are to be valued separately. The
asset manager may wish to 1limit the appraiser to only those techniques
and/or assumptions that the asset manager views as relevant for the
valuation of the property. A starting point of what the asset manager
wants from the appraisal must begin with the definition of rights to be
valued. The following two-part question was asked in the asset managers'
questionnaire:
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11. Which of the following represents, in terms of definition of
interest to be appraised and definition of value, full
disclosure to the investors in your fund?

a. Would you report only the net investment value of a
property encumbered by existing leases, benefited
by assumable financing and other entitlements, and
including personal property, cash reserves, OR

b. Would vyou report fair market value as defined by
the institute, assuming a cash sale and then report
the net investment value which could be attributed
to assumable financing, existing leases, personal
property or intangible assets.

c. Do you give the appraiser direction as to the
definition of wvalue to be applied and any
segregation of interest such as assumable
financing, leasehold encumbrances, or non real
estate assets to be valued separately.

Results from question 11 are split; of the 34 who answered, 16 would
report only net investment value and 18 would report both market value and
then net investment value. Nineteen of the asset managers indicate they
provide the appraiser with the definition of value to be used in the
appraisal and designate any interests to be valued separately. Exhibit 5.6
lists assets that managers directed the appraiser to value separately.
Along with land and buildings; surplus land, leasehold values, and the
value of assumable financing are valued separately most often.

EXHIBIT 5.6
SEGREGATION OF INTERESTS
TO BE VALUED SEPARATELY

MOST SOME
ALWAYS TIMES TIMES NO
Land 29 1 5 7
Surplus land 18 3 11 5
Building/structures 27 2 7 6
Working capital 2 1 4 27
Personal property 2 1 15 18
Financing package
(if transferable) 14 2 11 10
Existing leaseholds 17 3 10 7
Amortizing assets 4 2 10 20
Intangible assets 1 0 6 27
Other 2 0 1 7

Source: Question 10 in questionnaire filled out by
asset managers. :
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As a follow-up question to the definition of interest to be appraised,
the following question was asked:

12, Would you think it might be a useful measure of
investment performance to provide annual comparisons of
market value and investment value to indicate the efficiency
with which asset managers are recapturing leasehold values,
managing cash assets, and creating value for capital
invested in property improvements or deferred expenditures.

While the research team could think of no reason why such a comparison to
measure asset managers' efficiency should not be made, only 23 of 42
answering (54.8 percent) agreed, 19 (45.2 percent) thought it would be
useless.

With regard to controlling techniques and/or assumptions, Exhibit 5.7
depicts the tabulation of the asset managers' responses to a series of
questions regarding techniques and assumptions to be used in the appraisal
process. Answers are disparate: while over 88 percent of the asset
managers require the appraiser to identify comparable properties and
identify terms of sale, only 9 percent limit the appraisers' qualifying and
limiting conditions, and 25 percent (11) limit techniques or methods used.
Of these 11, the predominant comment was to require discounted cash flow
analysis and, while 40 percent supply the appraiser with a range of
inflation adjustments, the appraiser is allowed the freedom to establish
the rates 95 percent of the time. Significantly, over 47 percent attempt
to control the potential conflicts between cash flow forecasts and
historical accrual accounting methods--a subject that will covered in
detail in Chapter 6.

Finally, questions were asked regarding the appraisal review
processes. Twenty asset managers always have their CPA firms review the
appraisals for reasonableness of financial projections, while three do most
of the time, and six some of the time. Fourteen never have their CPA
review the appraisal. In addition, 36 of 40 have an established appraisal
review process by a combination of property managers (involved 80.5 percent
of the time), the investment committee (involved 42.9 percent of the time),
and the pension sponsor's account manager (involved 11.4 percent of the
time).

In-house Appraisal Review Process

With appraisals being performed in most cases on an annual basis, in-
house review of values between annual outside valuation can be needed.
Eighteen asset managers indicated that such a review was conducted
quarterly, five annually, and seven have no specific schedule. Sixteen of
the managers indicated that they had some policy regarding in-house review,
while 15 had no policy statement. In~-house review is conducted by a staff
appraiser in eight cases, the account manager 10 cases, and a committee
made up wusually of the account manager and members of the investment
committee in 17 cases. 1In over half of those responding (15 of 29), a
memorandum for the file was all that was required, for five a full
narrative report was prepared, and for nine a preprinted form report was
used.
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EXHIBIT 5.7
ASSET MANAGER'S CONTROL OF TECHNIQUES
AND/OR ASSUMPTIONS

YES 7 YES NO

Supply appraiser with a range of

inflation adjustment 14  40.0 21
Appraiser sets own percentage

adjustments 35 94.6 2
Supply appraiser with GIM [a] or

NIM [b] or other formula 4 9.3 39
Put limits on methods and

techniques to be used 11 25.6 32
Limit qualifying & limiting

conditions 4 9.1 40
Reserve right to audit appraiser

files 10 22.7 34

Require appraiser to specify terms of
sale and define and

identify comparables 39 88.6 5
Control conflict between cash and

accrual accounting 18 47.4 20
Appraiser supplied with cash flow

format 5 11.4 39
Appraiser allowed to use their own

spread sheet 35 87.5 5

Source: Question 24-29 Questionnaire filled out by
asset managers.

a Gross income multiplier.
b Net income multiplier.

Requirements for an in-house review varied between fund managers, with
11 requiring on-site inspection of the property, 11 others requiring that
only the income data be reviewed, and 1l others indicating some other
procedure including update of market information, comparable sales,
regional economic analysis, and checking for any condition that might
justify a change in value.

Altering Fund Values

Responsibility for changing a property value and thus the fund value
rested with the investment committee in 14 of 35 responses (40 percent),
the account manager five times (14.3 percent), the chief officer of the
asset management firm three times (8.6 percent), and for 13, a committee or
individual other than that specified above.

Virtual unanimity obtained in the lack of any rule for changing value
because of such things as lease cancellation, change in occupancy
percentage, an announcement of significant competition, natural
catastrophe, or physical impairment of the building; rather, all but three
rely on subjective judgment to alter the valuation in the event of the fore
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mentioned factors.

A specific query was made concerning capital improvements that modify
the property and how they are treated by the in-house review appraiser.
Nine of 31 responding indicated that the capital expenditures are included
in income value and amortized as expenses, seven indicated that capital
expenditures would be considered only if they modified net operating
income, five indicated that the expenditure was added to the wvalue and
carried forward till the next outside appraisal, and ten others detailed
the accounting treatment of the capital expenditure and did not go into
detail about the impact on actual value of the property and thus fund
value.

Chapter 6 will analyze results of the checklist prepared on the 39
original appraisals followed by an analysis of the 17 wupdate appraisals
provided by the asset managers. Results of the asset managers' responses
to the questionnaire, as presented in Chapter 5, along with established
appraisal theory and the results of the phone survey of appraisal firms,
will be guides in judging the appraisals and the effectiveness of asset
managers in hiring appraisal firms.
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NOTES

1. Questions of this nature asked the managers to answer either: all
the time, most of the time, some of the time, or never.

2. While the question was not asked, each asset manager can be
presumed to have multiple pension sponsors.

3. Where less than the whole population of 44 is referred to indicates
that the question was not answered by an asset manager.

4. The reason for switching appraisal firms periodically was presumed
to avoid built-in bias; supplying the new firm with the old report might
transfer some of the bias, and thus defeat the reason for the switch.

5. I. Richard Johnson, op. cit.

6. MAI and SREA are designations given by two 1leading appraisal
associations to members that have qualified through testing, experience,
and demonstration appraisals; MAI by The American Institute of Real Estate
Appraisers and SREA by the Society of Real Estate Appraisers.

7. Accounting Standards Division of the American Institute of
Certified Public Accountants, "Exposure Draft on the Proposed Guide on the
Use of Real Estate Appraisal Information,'" Committee on Real Estate
Accounting, (New York 1984).
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CHAPTER 6

ANALYSIS OF APPRAISALS RECEIVED

Introduction

The goal of this chapter is to determine if the current state-of-
the-art in appraisal for pension fund real estate assets leads to
valuations that are both consistent and of high quality. Consistency and
quality are measured with respect to accepted appraisal theory, the desires
of the asset managers (set forth in Chapter 5), and valuation conclusions

that can be replicated by the reader. To measure consistency each of the
39 original appraisals was evaluated and scored (basis for scoring is set
forth below). If the appraisals are consistent then the scoring should

show little variation for the data set. Quality will be measured by the
level of the actual scores received by the sample. The 17 wupdate
appraisals were analyzed with respect to the original appraisal on that
property.

The original appraisals will be analyzed first. The discussion will
follow the conventional appraisal sequence, covering general information
followed by the market and marketability section, land valuation and cost
approach, market approach, income approach, and overall evaluation of the
appraisals. Individual appraisals will then be scored on their content,
techniques used, and conclusions drawn from the questionnaire and appraisal
sections. The telephone interview with the appraisal firms that prepared
the sample of appraisals will then be brought into the analysis. The
update appraisals are analyzed before final conclusions are drawn.

Analysis of the Original Appraisals

The analysis of the 39 original appraisals received in the study will
discuss three areas of interest:

1. Explain the data gathered as a result of the study,

2. Uncover any discrepancies between content of the
appraisals and appraisal theory, and

3. Detail any discrepancies between content of the
appraisals and what, according to the questionnaire,
asset managers expect (discussed in the preceding
chapter).

Scoring the Appraisals

Each of the appraisals was scored on a point basis for 12 separate
sections of the report. They included:

1. Market analysis section,
2. Land valuation,

47



3. Market approach to value,

4. Determination of market rents,

5. Estimation of gross income,

6. Estimation of vacancy losses,

7. Estimation of operating expenses,

8. Estimation of alterations, replacements and additions
to the capital account,

9. Derivation of the discount rate used in present value
calculations,

10. Estimation of the resale price at the end of the
projection period,

11. Income approach to value, and

12. Overall opinion of the appraisal.

The scoring was based on 5=excellent, 4=good, 3=average, 2=fair,
l=poor, and O=the appraisal omitted that section. The criteria used in
assigning scores to each section was based on whether that section was in
accord with accepted appraisal theory as presented by AIREA, the desires of
the asset managers (as presented in Chapter 5), and, where pertinent, if
the reader was able to replicate the conclusions drawn by the analyst.
Specifically, if there was a discrepancy with accepted appraisal theory
and/or the reader could not replicate the analysts findings a score of fair
or poor was assigned. Discrepancies from the desires of the asset managers
are noted but did not affect the scoring because few asset managers
currently use a letter of engagement to transmit their desires to the
appraiser.

General Information

All 39 original appraisals are full-narrative reports; a summary of
property type, location, size and valuation is contained in Exhibit 6.1.
Thirty-three appraisals stated that their objective was to appraise the
leased fee of the subject property; the other six appraised the
unencumbered fair market value of the subject property. All but one
appraisal valued the subject as defined.

Exhibit 5.5 indicated that studies and access to information on the
subject property were available to the appraiser the majority of the time.
Available legal counsel scored lowest with the information never provided
by 27 percent of asset managers. Of the 39 appraisals reviewed, one
structural engineering study was cited by the appraiser and none referenced
architectural reviews, energy audits, thermography studies, or assistance
from the client's ¢ounsel. Either the studies were not as available as
asset managers indicated, or the studies were available and the appraiser
either did not ask for them, did not use them, or they were used but not
referenced.
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EXHIBIT 6.1

SUMMARY OF THE APPRAISALS RECEIVED IN THE PREA APPRAISAL STUDY

# 5Q FT
PROPERTY TYPE CITY ST DATE UNITS VALUE $MM VAL/UNIT # UPDATES
L e L T Yy T IRyt e e e Py e e I T P e R e R T T R AT I T T Ty
1 SHOPPING CENTER SUN CITY ca 8503 85058 4.300 51 0
2 OFFICE/WAREHOUSE DALLAS TX 8407 202236 4.100 20 0
3 SHOPPING CENTER DURHAM NC 84 64052 4.550 71 C
4 APARTMENTS HOUSTON X 8210 545  18.000 33028 0
5 SHOPPING CENTER COLORADO SP €O 8301 250804 8.500 34 0
6 OFFICE BUILDING BELLEVUE WA 8u09 82894 8.000 97 0
7 OFFICE/WAREHOUSE MOUNTAIN VI €A 8312 119041 9.000 76 0
8 OFFICE BUILDING SACRAMENTO CA 8307 50701 5.900 116 0
9 OFFICE/WAREHOUSE SO SAN FRAN CA 8u12 67058 3.765 56 0
10 OFFICE/WAREHQUSE NAPERVILLE IL 8502 40500 1.050 26 0
11 INDUSTRIAL BUILDING ELK GROVE IL 8409 82620 2.075 25 0
12 OFFICE BUILDING PLEASANTON CA 8312 50820 7.900 155 0
13 OFFICE BUILDING SAN FRAN ca 8312 25267 6.550 259 0
14 OFFICE/WAREHQUSE NILES IL 8405 61675 1.620 26 0
15 OFFLCE BUILDING LONG BEACH CA 8303 54800 2.610 48 0
16 OFFICE/WAREHCUSE MEMPHIS TN 8409 586642 11.500 20 o
17 SHOPPING CENTER NEW SMYRNA FL 8410 104434 5.000 48 0
18 OFFICE BUILDING FORT WORTH TX 8404 239070 15.750 66 0
19 OFFICE BUILDING WARWICK RI 8312 61273 3.660 60 1
20 OFFICE/WAREHQUSE NASHVILLE N 8207 23875 0.591 25 1
21 INDUSTRIAL BUILDING OMAHA - NE 8212 47577 1.040 22 1
22 INDUSTRIAL BUILDING SANTA CLARA CA 8309 120400 4.800 40 1
23 OFFICE BUILDING ORLANDO FL 8412 247609 24.500 99 1
24 OFFICE/WAREHQUSE GRAND PRAIR TX 8208 100000 2.880 29 0
25 OFFICE/WAREHOUSE GRAND PRAIR TX 8409 100000 2.880 29 0
26 OFFICE BUILDING ADDISON TX 8303 121190 9.750 80 1
27 OFFICE/WAREHOUSE SPRINGFIELD VA 8303 105600 3.348 32 1
28 SHOPPING CENTER DAYTONA BCH FL 8406 402176 46.100 115 1
29 OFFICE BUILDING ATLANTA GA 8303 197870 7.750 39 1
30 OFFICE BUILDING CAMBRIDGE MA 8206 11811 14.100 119 1
31 OFFICE/WAREHOUSE TEMPE AR 8109 88582 3.135 35 1
32 OFFICE BUILDING KNOXVILLE ™~ 8007 49731 3.630 73 2
33 OFFICE BUILDING ORLANDO FL 8312 124800 5.300 42 1
34 OFFICE BUILDING METHIRIE LA 8207 111199 7.950 7 3
35 OFFICE/WAREHOUSE HOUSTON TX 8112 168387 3.170 19 1
36 OFFICE/WAREHQUSE HOUSTON TX 8212 168387 3.100 18 1
37 OFFICE BUILDING IRVINE CA 8312 34767 5.650 163 2
38 SHOPPING CENTER MINNETONKA MN 8206 57861 4,600 80 0
39 SHOPPING CENTER BURNSVILLE MN 8206 66142 3.200 48 2

Source: Checklist of original and update appraisals.
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Market and Marketability

Review of the market and marketability section of each appraisal
included tabulation of demographic data, tabulation of information on the
subject property's competition, and tabulation of data on the subject
property's market; the last two are an indication of supply and demand--the
ingredients to scarcity--one of the factors of value' in appraisal theory

[1].

Exhibit 6.2 indicates selected demographics presented in the
appraisals for current, past (time series), and future projections. Of the
210 (35 appraisals X 6 data items) potential listings of data in the three
categories, data were provided for current levels 81 times (38.6 percent),
for past or time series data 54 times (25.7 percent) and for future
projections eight times (3.8 percent). Out of the 630 total potential
data entries for all three categories combined, data were presented in only
143 cases (23.4 percent), a remarkably low figure given availability of
data for current, past and, future projections, and emphasis that appraisal
theory places on such information:

General data are essential in valuation because they (1)
provide a background against which to place specific properties
being appraised; (2) supply information from which possible
trends affecting land values can be inferred and figures for
appraisal calculations within the three approaches can be
derived; and (3) form a basis for judgments about highest and
best use, reconciliation of value indications within the
approaches, and the final estimate of defined value [emphasis
added] [2].

EXHIBIT 6.2
NUMBER OF TIMES DEMOGRAPHIC
DATA WAS PRESENTED

. CURRENT PAST PROJECTIONS
Population 30 22 6
Employment general 11 8 0
Employment by industry 17 7 1
Household income 11 8 0
Construction permits 10 8 0
Other 2 1 1

Total 81 54 8

Source: Checklist of original and update appraisals.

Note: Four appraisals presented no regional analyses.

A second dimension of market analysis concerns the supply of
competitive space. Data on the supply of competitive space was gathered
from regional, community, and neighborhood sections of the report, as well
as from the income section in the determination of market rents. Exhibit
6.3 indicates the number of competing properties identified by each
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appraisal. In only three appraisal was the identification of competing
properties the total population of competition for the subject property.
Most of the subject properties were in relatively large metropolitan
areas, making identification of all competing properties virtually
impossible.

EXHIBIT 6.3
NUMBER OF COMPETING PROPERTIES
SPECIFICALLY IDENTIFIED PER APPRATSAL

NO. OF PROPERTIES NO. OBSERVATIONS
0 2
2 1
3 2
4 9
5 6
6 2
7 3
8 3
9 2
10 3
11 3
15 1
34 1
50 1
TOTAL 39
AVERAGE 8.4

Source: Checklist of original and update appraisals.

Of the 37 appraisals that recognized competing properties, all
" included data on the competition's rent structure, but just over half (20,
or 54.1 percent) provided data on the competition's vacancy rate. In
determining earning power for a subject property, AIREA recognizes seven
necessary forms of data; the fourth is "actual vacancy levels for the
subject and competitive properties'" [emphasis added] [3]. Disregarding data
on the competition's vacancy level makes a thorough supply and demand
analysis impossible, and would seem to make estimation of the subject
property's projected occupancy levels a judgment that is, at best, ill-
supported by data or, at worst, a guess at what might happen in the future.

Current and projected supply is of importance in the determination of
the subject's vacancy rate [4]. The number of competitive properties under
construction along with current competition would make up the projected
future supply. Competitive properties under construction add to the
available space and often, because they are new construction, are superior
to the subject. Only 15 (38.5 percent) appraisals contained mention of
projects under construction. In the balance of the appraisals, possibly no
projects were under construction that would compete with the subject. A
mention of that fact would have clarified the issue regarding any new
competing supply of space coming on-line in the near future.
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More subjectively, each appraisal was judged as to whether the
information provided about the supply of competitive space was used in the
valuation process and whether it should have been. Of the 30 appraisals
that should have used the data on competitive space in the valuation
process, only 7 (23.3 percent) actually did. Twenty-three of the
appraisals omitted information on the supply of competitive space in the
valuation process.

The third dimension of market analysis concerns the demand for space.
Demand for space is usually calculated in one of two methods: 1) define a
primary trade area (used primarily in retail analysis), estimate its size,
and then project a capture rate, or 2) prepare an estimate from historical
absorption rates (used in office, warehouse and industrial markets) for
various types of space. A projection can then be made about future
absorption levels and the rate of capture for the subject property. 0of 39
appraisals, a total of 19 (48.7 percent) made an estimate of demand for the
space being valued. Eleven (28.2 percent) identified the primary trade
area and the size of the market and eight (20.5 percent) identified
historical absorption rates. Only eight discussed current and future
economic factors and their impact on demand, and, of the 31 appraisals
which should have used current and future demand in the appraisal process,
only three (9.7 percent) actually used estimates of demand or economic
conditions relative to demand to adjust the valuation.

The three sets of data - general data on the region, level of
competitive supply, and 1level of demand - are the keys to the economic
environment in which the subject property must compete. The majority of
the the appraisals under study did not use these data effectively in their
valuation. The data were either omitted or, if present, were more often
than not ignored when an assumption had to be made about short- and long-
term vacancy rates for the subject property.

Of the 39 appraisals under study, only one received an excellent grade
with respect to the market and marketability section including the regional
economic analysis; six were graded good, 15 were average, 12 were fair, and
five poor.

Cost Approach to Value

Of the 39 appraisals in the study, 32 performed a cost approach to
value. However, in only one appraisal did the cost approach add to the
valuation, and as a result other than the land wvaluation, the cost
approach is ignored [5]. Valuation of the land, as part of the cost
section, is pertinent added data concerning the market comparison approach
to value and will be included in that analysis.

Market Comparison Approach to Value

Asset managers' responses to the questionnaire indicated that the
market comparison section of the appraisal report carried specific
requirements--namely, to identify comparable properties and specify terms
of sale. Failure to identify comparables and terms of sale was the fifth-
most important reason for an asset manager to dismiss an appraisal firm.
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Exhibit 6.4 details the analysis of comparable properties for both the

land valuation and market approaches to value.
and a separate market comparison
was presented for the subject in 36--or a total of 68 observations.

was presented in 32 appraisals

EXHIBIT 6.4
MARKET COMPARISON APPROACH TO VALUE
LAND SUBJECT
OBS. Z TOT OBS. Z TOT
Market comparison
included 32 82.1 36 92.3
Comparable sales
specifically
identified 28 87.5 35 97.2
Number of comparables
2 1 3.3 1 2.8
3 0 3 8.3
4 5 15. 6 16.7
5 11 3 5 13.9
6 5 15. 6 16.7
7 2 . 4 11.1
8 4 12, 3 8.3
9 1 . 2 5.6
10 0 2 5.6
11 0 2 5.6
13 2 6.3 1 2.8
17 0 1 2.8
21 1 . 0
AVERAGE . 6.6
Terms of sale identified 7 21.9 20 55.6
Adjustments for terms
Yes 0 8 40.0
All-cash sales 3 42.9 2 10.0
No, ignored 4 57. 10 50.0
Adjust. for terms were
Specifically computed O 4 50.0
An assertion that
adjust. were made 0 4 50.0
Overall adjustments were
Calculated--$ per
difference 4 12.5 3 8.3
An assertion that
adjust. were made 28 87.5 33 91.7
Rating of market comparable
Excellert 0 2 5.6
Good 5 15.6 6 16.7
Average 19 59.4 16 44.4
Fair 5 15.6 9 25.0
Poor 3 9.4 3 8.3

Source: Checklist of original and update appraisals.

»
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COMBINED
OBS. Z TOT
68 87.2
63 92.7

2 2.9

3 4.4

11 16.2

16 23.5

11 16.2

6 8.8

7 10.3

3 4.4
2 2.9

2 2.9

3 4.4

1 1.5

1 1.5
6.6

27  39.7
8 29.6

5 18.5

14 51.9
4  50.0
4 50.0
7 10.3
61 89.7
2 2.9
11 16.2
35 51.5
14  20.6
6 8.8

A market-derived land value

section
Both



valuations averaged between six and seven comparables, with four (16.2
percent), five (23.5 percent), and six (16.2 percent) being the most
frequent.

Comparable properties were identified over 92 percent of the time,
but, of the combined total of 68 market comparison approaches, only 27
(39.7 percent) specifically identified terms of sale. Over 60
percent omitted terms of sale (as was the case with competing properties
under construction; if comparable sales were all-cash transactions, then
the appraiser should state such) and yet, of the elements considered in
making comparisons, terms of sale is identified first in appraisal
literature as data that must be supplied [6]. Over 88 percent of the asset
manager