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InTRODUCTION

Ti'h.:" economic value of raw land
ultimately depends on the use to
which the land can be put, and the
timing associated with that use, Once

political and legal constraints are
satisfied, highest and best use is the
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projected use which vields the
highest present value for the land.
The present value will depend on the
“development-ready” or “retail”
value of the land in a given use, and
the time period for which the land
st be held before that value can be
achieved. In the southwestern United
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States at the present time, for example,
the highest and best use of industrially
romed land is frequently for mediume-
to high-density residential purposes.
This is because the long holding
perind for the industrial land elimi
nates the advantage it has in terms of
a higher development-ready value,
The simple concepts of use and
timing have not been given adequate
attention as they relate to the acguisi-
tion of rights of way. In particular,
they can play an important role in the
determination of just compensation in
condemnation proceedings, and they
can provide a guide for planners in
budgeting right-of-way costs. In the
process of examining these applica-
Hons, several other relevant issues will
be examined including:
L V.-'Iklli.'-'la'_l; af |‘|I':'|id\"‘1 o hancoemonta

* the relation of economic value and
market value

* pronomic value as foundation
evidence for the appraiser and

= definition of comparable sales

Economic VaLUE
REeal estate economists |-H,,‘|,1l,5g"l'l|.|}'
work with land L:lulwcrhJ .u.hihin!_'. them
on the worth of parcels of raw land,
When determining the value of such
land, there are two essential questions
that must be answered — “what” and
“when.” Specifically:
+ What use cal 1‘-&; L,IL“rk-']HI.JI_'(_'] an t]'n'_'
land?



* When can the land be developed?

Answering the “what” question
implies a specific land value at the
time of development. The more in-
tense the use, the higher the develop-
ment-ready value. For instance, land
appropriate for apartment develop-
ment is worth more at time of devel-
opment than land suitable for single

the less he can pay for the land be-
cause of the opportunity cost of tying
up his capital,

Throughout the article, the term
TECONOMIC value” Tefers o the value
that results from the use/timing com-
bination that maximizes the present
value of a parcel subject to legal and
physical development constraints. As
mentioned before, a near-term resi-

Land buyers routinely determine the value of raw land hﬂ:‘ﬂé
on use discounted for the time to development.

family residential development, be-
cause more money can be generated
by the apartment land use than by
the single family residential land use.
By the same logic, a parcel which
would accommodate the develop-
ment of a shopping center is more
valuable than land appropriate for
apartments, land appropriate for
hotels is more valuable than land
appropriate for shopping centers, and
S0 0N,

Answering the “when” question
affects the present value of a parcel
once its ultimate use is determined.
The further into the future the land
buyer must wait to develop the use,

dential opportunity may have a
higher present value than a long-term
commercial opportunity. If this is the
case, the economic value is based on
the discounted, development-ready
residential value. The term “eco-
nomic value” corresponds to the con-
cept of “highest and best use” as
commaonly accepted by the appraisal
profession. It makes explicit the
analysis that must be carried out to
determine highest and best use.
Land buyers routinely determing
the value of raw land based on use
discounted for the time to develop-
ment. This is reflected in the market
as well. For instance, in the Phoenix

metropolitan area, large market-
ready parcels (that can be developed

within two and one half years) appro-
priated for quality suburban develop-
ment generally sell 1or aboug Hod,000
per acre. By comparison, similar par-
cels with a short-term hold (averag-
ing five years from development) sell
for approscamately $40,000, while
parcels with a medium hold (10
years) generally sell for $20,000 per
acre. These different values, based on
the average holding periods, imply
that buyers are discounting from the
market-ready value at a rate of be-
tween 8 and 12 percent annually.
Projected emplovment and popu-
lation change establishes both the
market viability of particular land
uses and when those uses will be
ready for development. There can be
no development unless there is de-
mand to support it. In essence, there
will be no demand for a neighbor-
hood shopping center unless there is
a neighborhood to support it.
Estimating approximate develop-
ment timing is not as difficult as it
sounds. All market participants, in
both private and public sectors, make
working assumptions about the rate
Corttimuwd ow Page 10
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and direction of growth. For example,
the Maricopa Association of Govern-
ments projects that the Phoenix met-
ropolitan area will increase by ap-
proximately 700.000 people between
1990 and 2000. Population growth is
likely to occur in areas that can be
most easily developed, and that have
quick and easy accessibility to em-
playment cores. Figure 1 illustrates
the Maricopa Association of Govern-
ments’ projection of how the addi-
tional 700,000 people anticipated in
the Phoenix metropolitan area will be
distributed over the next 10 years.
Substantial growth is expected to
occur in the metro area’s southeast
quadrant which is a major employ-
ment area, and in the west where

there is plentiful and cheap land that

will be accessible via newly con-
structed freeways.

The economic value of this land
along the periphery of development
can then be determined based on
considerations of use and timing, and
this is in fact how purchase decisions
are analyzed by our investor/devel-
oper clients. This same analysis has
important implications for the plan-
ning and acquisition of public rights
of way. In the before condition, the
highest and best use is first deter-
mined based on a thorough analysis
of supply and demand conditions.
Issues such as location, accessibility
and visibility are also considered.
Mext, the ime until development is
determined based on analysis of an-
ticipated population and /or employ-
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ment growth. The market-ready
value is then discounted for the re-
quired hold until development, vield-
ing the economic value in the before
condition,

Ta determine the economic value
in the affer condition, the proposed
improvement is added, This may
change the use or the timing, Gener-
ally, transportation improvements
gither intensify the use or accelerate
when that use is demanded by the
market. The same analysis of “what”
and “when" is then performed again,
which vields the economic value in
the affer condition.

The difference between the eco-
nomic values in the before and after
conditions provides a measure of
enhancement due to the transporta-
tion improvement. For example, a 20-
acre parcel of land in a freeway align-
ment may have a highest and best use
in the before condition for apartments.

But demand for those apartments
will not materjalize for five years

from the date of the take, resulting in
an economic value of 380,000 per
acre, In the after condition, the highest
and best use for the same parcel may
still be for apartiments. But now the
time until the site is development-
ready mayv be shortened to two vears,
resulting in an economic value for the
land of $100,000 per acre. The value
of the land has been enhanced by
520,000 per acre because the freeway
has accelerated the timing of the de-
velopment.

Ecomomic Varue Anp Marker VaLue

[l is important to recognize that
market value can fluctuate either
above or below economic value. Most
of us have had first-hand experience
with market values that made no
economic sense in terms of use and
timing. In these cases, speculative
elements have entered the market
and created value expectations which
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can not be achieved in the market. On
the other hand, there are cases where
a buyer is successful in the market
buying at a price below economic
value. The buyer will, of course, al-
ways buy at the lowest price possible.
Economic value simply sets the limit
that the buyer should not exceed.

[f appraisal were a science and
market value a known value that
everyone agreed upon, right-of-way
acquisition and the determination of
just compensation would be a much
simpler and less contentious task.
However, appraisal is not an exacl
science, and market value can be a
very elusive concepl, For thal reason,
the concept of economic value has
considerable relevance o both con-
demmnation litigation and the budget-
ing for right-of-way acquisition.

Economic Vawe Apprucamons IN
CONDEMNATION LITIGATION

It is not uncommon in condemna-
Lion litigation tor contradictory evi-
dence on market comparable sales to
be presented to a jury. The condemn-
ing side may be low, and the prop-
erty owner side may be high. The
contradictions only serve to confuse

the jury, who may be unintormed
about real estate values. Not knowing
which set of comparable sales to be-
lieve, the jury may throw up its
hands and split the difference,

The confusion can be greatly re-
duced if use and development timing
of the condemned land are deter-
mined in the before condition. Once
the highest and best use in the before
condition is determined, the effects of
the proposed project can then be
gauged on use, timing or both.

This provides very valuable evi-
dence of what a knowledgeable
buyer would be willing to pay in both
the betore and after conditions. It al=o
provides use and timing criteria for
choosing appropriate before and after
comparable sales. If there is good
economic evidence that, for example,
highest and best use in the before
condition is apartments with a five-
year hold, while in the after condition
apartments are the highest and best
use with a two-year hold, market
comparable sales can be selected ap-
propriately.

The economic value analysis pro-
vides solid foundation evidence for
appraisal opinions, but is by no

means a substitute for them. The goal
in using economic value in condem-
nation litigation is to mold the jury's
perception of market forces, establish
highest and best use based on market
torces, provide a complete and well-
reasoned context from which apprais-
ers can form their opinion of market
value, and provide a standard af
comparability to be applied to market
transactions. From this basis, a jury
will be able to decide what is truly
just compensation for the property
OWTIeL,

Economic VALUE APPLICATIONS TO
RicHT-oF-WAY Acauismon PLANNING
Right-of-way acquisition planning
can be greatly aided by considering
economic value for land in transpor-
tation alignments when preparing
budgeting and acquisition strategies,
Right-of-way acquisition cost over-
runs can be a serious economic and
political problem, particularly for
states, counties and cifies with 5Ig]‘|lll'
cant tran:spu-rtul‘inn imprm'emtut
programs underway. The budget for
a fransportation improvement, such
as a new freeway, a commulter rail-
way, an airpart, ete,, can be quickly
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devoured because the original acqui-
sition budget is not well-planned or
reasoned, or because project en-
hanced values are confused in the
avuisition process willl befue
project values.

A well-planned acquisition strat-
egy involving pre-condemnation
economic value analysis must place
great emphasis on before project
valuation. Bconomic value analysis is
very important here. It determines
the land uses and their timing in the
absence of the project. This analysis
provides appraisers with a complete
and well-reasoned basis for their
selection of before comparable sales
and for their value opinions. It also
helps clarify values in proposed
transportation corridors, allows rea-

sonable acquisition budgets to be set,
and identifies unjustified speculation.

Economic value analysis can also
be the starting point for right-of-way
nl_l.lui:it'nru negoliolioms., Offera for
rights of way can be much easier to
defend when based on economic
value. And overstated or understated
land use and walue claims can be
reasonably judged by analyzing pro-
jected land uses as well as when
those uses are likely to be demanded
by the marketplace.

SUMMARY

Onee we understand the highest
and best use and development Hming
of land, we have a reasonable per-
spective from which to determine its
value.
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In most situations, more weight
should be given to land’s highest and
best use and development timing in
the condemnation appraisal process,
becausc the market foreco that deter
mine its highest and best use and
Himing directly influence its value. If
there are highly comparable sales to
draw value conclusions, then natu-
rally these market transactions
should take precedence. But if the
market transactions are either incon-
clusive or non-existent, then more
weight needs to be placed on eco-
nomic value conclusions, because this
is how buyers make decisions in the

market. {RWA)
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