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COST APPROACH TO VALUE

Cost Approach to Value:
The cost approach is based on the understanding that 
market participants relate value to cost.

Principles and Concepts

Approaches to Value

Principles and Concepts
•Substitution
•Contribution
•Balance

When to use the Cost Approach?
•Should always be considered
•New or newer construction (includes proposed or 
renovated)
•Special use properties

Cost Approach Basics:
RCNLDPLV=Value

1) Replacement/Reproduction Cost New1) Replacement/Reproduction Cost New
2) Less Depreciation
3) Plus Land Value
4) Equals Value (fee simple)
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Step 1:
Estimate the costs of the improvements, including direct, indirect, and profit.

Basis
• Reproduction
• Replacement

Cost Data
• Construction contracts
• Contractors or professional cost estimators
• Historical data (market extraction)
• Cost estimating servicesg

Cost Estimating Methods
• Unit‐in‐place (segregated)
• Quantity surveyy y
• Cost indexing
• Comparative‐unit (calculator)
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C t E ti ti M th dCost Estimating Methods
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Class
• Class A
• Class B
• Class CClass C
• Class D
• Class S

QualityQuality
• Excellent
• Good
• Average
• Low Cost• Low Cost

Condition
• Excellent
• Very GoodVery Good
• Good
• Average
• Fair
• PoorPoor



Basis Replacement Cost

COST APPROACH TO VALUE

Basis Replacement Cost
Cost Data Cost estimating services (Marshall Valuation Service)
Cost Estimating Method Calculator Method
Property Type Class C, Average Quality Distribution Warehouse

Class C, Good Quality Distribution Warehouse $44.40 per sf
HVAC Adjustment $0.00 per sf

Marshall Valuation Service

Sprinkler System (wet) $2.25 per sf
Building Height Adjustment (18 ft.) 1.086
Perimeter Adjustment 0.839
Current Cost Multiplier 1.030
Local Cost Multiplier 1.100
Site Improvements $3.50 per sf
Developer's Overhead 5%
Developer's Profit 10%
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Replacement Cost

Base Cost 60,000 sf x $44.40 psf $2,664,000
HVAC Adj t t 60 000 f $0 00 f $0

Class C, Average Quality Distribution Warehouse Building
Calculator Method

p

HVAC Adjustment 60,000 sf x $0.00 psf $0
Sprinkler System 60,000 sf x $2.25 psf $135,000
Subtotal $2,799,000

Adjustments to Base Cost
B ildi H i ht Adj t t 1 086Building Height Adjustment 1.086
Perimeter Adjustment 0.839
Current Cost Multiplier 1.030
Local Cost Multiplier 1.100
Total Adjustments 1.032

Subtotal Building Improvements Replacement Cost $2,889,513
Subtotal Site Improvements Replacement Cost 55,385 sf x $3.50 psf $193,848

$3,083,360

l ' O h d % $1 168Developer's Overhead 5% $154,168
Subtotal $3,237,528

Developer's Profit 10% $323,753
Total Replacement Cost $3,561,281

d d $Rounded $3,550,000



Step 2:

COST APPROACH TO VALUE

Step 2: 
Estimate the depreciation in the improvements and deduct the depreciation from the total cost of the 
improvements.

Depreciation
Diff t f b k d i ti•Different from book depreciation

•A loss in property value from any cause
•Difference in cost of improvements and site value compared to market value

Economic Life
•A period over which improvements contribute to property value

Actual (Chronological) AgeActual (Chronological) Age
•The number of years that have elapsed since construction

Effective Age
Th f h i b d b d h f d i i d b l i h•The age of property that is observed based on the amount of depreciation  and obsolescence it has 
sustained

Curabilityy
•The test of curability is economic rather than physical
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Depreciation Estimate Methods
• Breakdown Method Chronological Age of Improvements 0 years

Effective Age of Improvements 0 years

Depreciation Analysis of Warehouse Building

• Market Extraction
• Economic Age‐Life Method
• Modified  Economic Age‐Life Method

Effective Age of Improvements 0 years
Economic Life of Improvements 45 years
Physical Condition of Improvements Excellent
Chronological Age of Equipment 15 years
Effective Age of Equipment 15 years

Causes of Depreciation
• Physical Deterioration
• Functional Obsolescence

Effective Age of Equipment 15 years
Economic Life of Equipment 20 years
Deferred Maintenance None observed nor reported
Functional Utility Excellent
E t l F t B ildi i l t d i l ith• Functional Obsolescence

• External Obsolescence
External Factor Building is located in a rural area with a 

soft industrial market
External Factor Broker's are quoted as seeing buildings 

selling at a 15%‐25% discount to 
lreplacement cost

Market Observation REO Warehouse in the subject's 
submaket sold at 20% discount to 

replacement cost
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Total Replacement Cost $3,550,000
Less:   Physical Depreciation 0.00% $0
Net Depreciated Value of Improvements $3 550 000

Replacement Cost Less Depreciation

Net Depreciated Value of Improvements $3,550,000
Less:   Functional Obsolescence 0.00% $0
Net Depreciated Value of Improvements $3,550,000
Less:   External Obsolescence 20.00% ($710,000)
Total Depreciated Value of Improvements $2,840,000

Rounded $2,850,000



COST APPROACH TO VALUE

Step 3:
Estimate the value of the site as if it were vacant and available to be developed to its 
hi h d bhighest and best use.

Six Methods to Land Value
• Sales comparison
• Market extraction

• Land residual
• Ground rent capitalization

• Allocation • Subdivision development
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SLand Value by Subdivision Development Analysis

Raw As Is 
Land Value

Land Value with 
Entitlements

Construction 
Completed, No Lot 

Sales i e “As Built”
Remaining Lot 

InventoryLand Value Entitlements Sales, i.e., As Built Inventory
Discount Future 

Proceeds to Time Zero

Permitting 
Phase

Construction 
Phase

Absorption 
Phase

12 MonthsTime Zero 18 Months 24 Months 30 Months 36 Months

Value Increase from 
Purchase Date
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Typical Value Pattern of a Proposed Development Project

PV of Holding and Sales Costs

Sum of Retail Values

Timeline and Value

al
ue Bulk Sale Value

PV of Holding and Sales Costs 
Over Absorption Period

Date of 
Value

V
a

Raw Land Value

Land Value with 
Entitlements PV of Net Proceeds

Permitting 
Phase

Construction 
Phase

Absorption 
Phase

Time Zero 12 Months 18 Months 24 Months 30 Months 42 Months36 Months
TimeTime
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Size Sale Price

(SF) PSF

1 xxxx Minnesota Avenue NW Light-industrial 65,315 12/28/12 $1.91

Intended Use

B-2, Highway 
Business

Sale DateZoningLocationSale

SUMMARY OF COMPARABLE LAND SALES Conditions of Sale Assemblage parcels command a 10% 
premium based on market evidence

Industrial Land Market Increasing at a rate of approximately 
3.0% annually since 2009.  Current 
listings are selling at a discount of 

Market Observations

2 xxxx Minnesota Avenue NW Light-industrial 43,537 09/01/10 $2.18

3 SEC of 263rd Street & Pillsbury Avenue Light-industrial I-1 88,862 05/27/10 $0.84

B-2, Highway 
Business

g g
approximately 15% compared to 
listed asking prices.

Location Properties along Minnesota Avenue 
are selling at a premium of 
approximately 30% compared to the 
subject's submarket, while properties 
i S th b k t hi h i l d

4 866 Rolling View Lane Light-industrial 79,610 Listing $1.22

5 SWC of County Road 24 & Highway 52 91,476 Listing $1.09

C-2, Highway 
Commercial

B-2, General 
Business District

Light-
industrial/other

in South submarket, which includes 
Rolling View Lane, are selling at a 
15% discount compared to the 
subject's submarket.

Zoning Properties zoned for I‐1, Industrial 
are selling at a 10% discount 

2877 520th Street Light-industrial 115,385 04/09/12 N/A
Pine Island, Minnesota valuation date

Subject 
Property

C-2, Highway 
Commercial

g
compared to properties zoned 
Commercial or Business

Size Properties under two acres in size 
sell at a discount of 5% compared to 
properties between two and five 
acres.

Shapes Irreg lar shape parcel sell at a
Land Sale Summary

Shapes Irregular shape parcel sell at a 
discount of between 5% and 20% 
compared to rectangular shape 
parcels

Topography/Soils Parcels with rolling topography must 
be adjusted upward by 15%.

Development Stage Parcels that involve raw land must be 

Sale 1 Located along Minnesota Avenue and has an irregular shape parcel of land.
Sale 2 Located along Minnesota Avenue and had rolling topography.  Assemblage parcel for buyer.
Sale 3 Located in subject's submarket with nearly identical location.  Involved raw land.
Sale 4 Located in South submarket along Rolling View Lane.
Sale 5 Involved raw land.

adjusted upward by 35%.
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Category Sale 1 Sale 2 Sale 3 Sale 4 Sale 5
Sale Price PSF $1.91 $2.18 $0.84 $1.22 $1.09
Real Property Rights Conveyed 0% 0% 0% 0% 0%

COMPARABLE LAND SALES ADJUSTMENT CHART

Real Property Rights Conveyed 0% 0% 0% 0% 0%
Financing Terms 0% 0% 0% 0% 0%
Conditions of Sale 0% -10% 0% -15% -15%
Expenditures Made Immediately After Purchase 0% 0% 0% 0% 0%
Market Conditions -1.5% 4.5% 6% 0% 0%
Subtotal Price PSF $1.88 $2.05 $0.89 $1.04 $0.93
Location -30% -30% 0% 15% 0%
Zoning 0% 0% 10% 0% 0%
Size 5% 5% 0% 5% 0%
Shape -7.5% 0% 0% 0% 0%
Topography/Soils 0% -15% 0% 0% 0%
Development Stage 0% 0% 35% 0% 35%
Other 0% 0% 0% 0% 0%
Net Adjustments -32.5% -40% 45% 20% 35%

$1.26$1.25$1.29$1.23$1.27ADJUSTED PRICE PSF

115,385 square feet x $1.25 per square foot = $144,231
Rounded $150,000
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Step 4:
Add the land value to the total depreciated cost of the improvements to conclude a 
market valuemarket value.

Total Replacement Cost $3,550,000
Less:   Physical Depreciation 0.00% $0
Net Depreciated Value of Improvements $3 550 000

Replacement Cost Less Depreciation

Net Depreciated Value of Improvements $3,550,000
Less:   Functional Obsolescence 0.00% $0
Net Depreciated Value of Improvements $3,550,000
Less:   External Obsolescence 20.00% ($710,000)
Total Depreciated Value of Improvements $2,840,000Total Depreciated Value of Improvements $2,840,000
Plus:   Land Value $150,000
Concluded Market Value $2,990,000

Rounded $3,000,000
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Adjustment for Property Interestj p y
Step 5:
Adjust the value conclusion for the property interest being appraised, if not the fee 
simple interest.
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When is the Cost Approach most often used?
• New or newer construction
• Special use propertiesSpecial use properties
• Insurance Appraisals

Questions???


