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Vacant Land: A Nightmare for an Appraiser

By Claudia Gaglione, Esq., National Counsel for Lia bility Insurance 
Administrators

For many appraisers, the biggest nightmare of their career begins when 
someone requests a vacant land appraisal. The problem is that the 
appraiser does not even know the nightmare has begun until the appraisal 
is complete and the claim served. For a fact, too many appraisers accept 
vacant land assignments when they lack the experience to approach these 
assignments correctly. 

It may or may not be surprising to learn that most claims arising from 
vacant land appraisals are caused by the appraiser actually appraising the 
wrong property. It is especially frustrating when, after the claim is made or 
the lawsuit is filed, the appraiser admits that he or she was not certain they 
inspected the correct parcel, but went ahead and did the report anyway. 
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Other claims problems arise from parcel misidentification, such as 
determining the access. The appraiser drives up to what he or she thinks is 
the right property on a paved road, and so assumes that access is not an 
issue. Counsel comes to learn that the lot that was supposed to be 
appraised is the adjacent lot which does not have access to that road. 

There may be unrecorded easements or other issues that the 
appraiser would not and could not discover during the course of the 
inspection. Besides looking at the right parcel, make sure there is sufficient 
scope of work language in the report: 

"Appraiser cannot guarantee that property is free of encroachments 
or easements, and recommends further investigation and survey." 

Whether or not a parcel of land is buildable will likely have significant 
impact on value. And of course if the appraiser appraises the wrong lot, a 
flat and seemingly buildable parcel, while the lot actually assigned is a 90-
degree slope causes problems. Also note that a flat parcel may be 
buildable, but not always. There could be soil problems, water table issues, 
et cetera that the appraiser would know nothing about. 

Because these concerns might not be covered by the limiting 
conditions it is important to include language declaring the appraiser is not 
responsible for and has not undertaken an investigation of unapparent 
conditions, and cannot render a definitive opinion about buildability. It 
should be stated that the value is given based on the assumption that the 
land is buildable: 

"The appraisers conclusion of value is based upon the assumption 
that there are no hidden or unapparent conditions of the property that might 
impact upon buildability. Appraiser recommends due diligence be 
conducted through local building department or municipality to investigate 
buildability and whether property is suitable for intended use. Appraiser 
makes no representations, guarantees or warranties." 

Summary 
No appraiser should take on an assignment to estimate the value of 

vacant land without requisite experience, and unless willing to do the level 
of research necessary to complete the assignment. If you accept such an 
assignment, this is not the time to shortcut any step of the appraisal 
process. 

In fact, it may mean a lot more research, a lot more contact with city 
records and officials, and communication with local real estate brokers and 
other appraisers familiar with vacant land in their area, as well as the past 
history of the site. 

If you don't believe the fee you charge will compensate you for the 
amount of work that is required, you are better off to not accept the 
assignment in the first place. 
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TELL TALE CLAIMS - Real Claims from LIA Files

No Access 
An appraiser in Arizona estimated value for 2.0 acres of vacant land 

at $160,000 for his client, a mortgage broker. This broker, unbeknownst to 
the appraiser, worked with a hard money lender. The borrower defaulted 
on the $88,000 loan, declaring bankruptcy 90 days after the hard money 
lender provided the loan. A second appraiser was retained by the lender to 
determine value after the foreclosure was finalized. This appraiser 
estimated value to be approximately $90,000 for the land, based on the 
fact that the lot had no access, i.e., it was land-locked. 

The hard money lender first filed a complaint with the Arizona State 
Board. The Board concluded the appraisal did violate USPAP and imposed 
certain discipline. The hard money lender used the findings as a 
springboard to file a civil lawsuit against the appraiser for damages, 
contending professional negligence. 

It became clear that the appraiser did not properly research the land 
he was appraising. The appraiser had been shown the wrong property by 
the owner/borrower, who knew that there was no access to the site, but 
failed to tell the appraiser. Instead, he had led the appraiser to think he was 
supposed to inspect an adjoining parcel. The appraiser could have easily 
discovered the problem had he consulted the appropriate maps, clearly 
showing the location of the 2 acres serving as security for the loan. 

Despite the liability problem, damages were nominal because the 
value of the land was still about enough to cover the hard money loan the 
lender had made to the borrower. 

The Wrong Lot 
An appraiser in California accepted a vacant land assignment from a 

mortgage broker despite the fact that the appraiser had done no more than 
2 or 3 such appraisals in his young career. When he tried to do his 
inspection, the appraiser was confused by the undeveloped, and narrow, 
winding streets in the hillsides of an affluent community. Finally, the 
appraiser came upon what looked to be the lot he was supposed to 
appraise, which was flat and fronting a public street. He had some doubts 
but figured this had to be the site. Comparing similar vacant land sales, he 
valued the lot for $465,000. 

When the borrower defaulted, the lender had the property appraised 
by another appraiser, who was very familiar with the area in question. He 
quickly determined his client had a big problem. The actual lot that secured 
the loan was land-locked and far up a slope, obviously rendering it 
unbuildable, even if access could be secured. The mortgage company had 
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loaned $190,000 on a lot that could only sell for $5,000 to an adjoining 
landowner. 

Needless to say, a lawsuit for damages was filed. The appraiser had 
to admit to us that he only guessed where the lot was located. No one met 
him out on the site to show him where it was, and he never questioned, or 
told his client about the difficulties he had encountered when trying to 
locate the lot. As it turned out the appraiser wasn't even on the right street! 

To defend the appraiser, we were able to shift some of the blame to 
the mortgage broker. It turned out that the broker knew there was a 
problem with the lot because another appraiser retained to do an appraisal 
had reported being unable to locate the property. This information was not 
passed along to the insured or to the lender. 

The mortgage broker also failed to convey to the lender that the 
borrower had credit problems. The lender violated its own guidelines by 
agreeing to a loan on property located outside the acceptable geographic 
area stated in its own lending guidelines. The lender from northern 
California would not have ordinarily made a loan on property outside its 
area without performing a second inspection, or without having the property 
inspected by one of its own loan officers. 

In the end, despite showing negligence on the parts of both lender 
and mortgage broker, the insurer for the appraiser settled for over 
$100,000. 

Verdict for the Appraiser 
Not every vacant land appraisal results in a big settlement. An 

appraiser in Ohio was asked to appraise a 135-acre vacant land site. He 
estimated value to be $3.24 million. The lender made a loan to the 
borrower of over $3 million. Only 37 days after the money was disbursed to 
the borrower, the loan defaulted. The borrower was an internet company 
whose business failed. The lender took possession of the land, but made 
no real effort to resell. Instead of marketing it with a professional 
commercial realtor, a little wooden "For Sale" sign was posted on the 
property, and the appraiser was sued for negligence.

The Bank had an appraisal done estimating the value of the property 
to be only $515,000. At trial, the Bank claimed the actual value was $0 
because it had never been sold. 

Our appraiser expert supported the original estimated $3.24 million 
value. In addition, we retained a banking expert who severely criticized 
many aspects of the bank's conduct in qualifying the borrower for the loan. 
We had a realtor testify about the value of a large parcel with freeway 
access, that was zoned commercial, and the efforts required to market 
such property appropriately. 

In order to avoid the uncertainties of trial, settlement was actively 
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discussed. The Bank's insistence that nothing less than $1 million would be 
acceptable made trial unavoidable. 

The jury rendered a 9-0 verdict in favor of the appraiser, and did not 
see fit to reward the Bank for its failure to mitigate damages by properly 
attempting to resell the security. 

As it turned out, the working-class jury related to the appraiser who 
they saw as just "doing his job" rather than to the Bank who they thought 
had "dropped the ball". 

Editor's Note: This article was originally written in 2004 and was 
updated for 2021. Many, or most, appraisal topics have been around for 
decades, but we all need reminders! 

About the author
Claudia Gaglione is a partner at Gaglione, Dolan & Kaplan, and the 

National Claims Counsel for LIA's Errors & Omissions program.
She graduated from the University of Southern California Law Center 

in 1982 and specializes in the defense of professional malpractice claims.
Since 1987, Claudia and her colleagues have supervised over 8,500 

claims and lawsuits filed against real estate appraisers, and other real 
estate professionals, across the country.

By virtue of this experience, Claudia can discuss the types of errors 
that are avoidable and how real estate professionals can take steps to 
make themselves more defensible in the event they are the subject of a 
claim, and making her the authority on appraiser litigation and defense.

========================================================

Is it okay to compare two detached units with two a ttached 
units?

By Ryan Lundquist
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Is it okay to compare two detached units with two attached units? 
Or in other words, can we compare a traditional attached duplex with 

2 detached houses on one lot? 
I find sometimes the answer is YES, but other times NO. Let's 

consider a few ideas together. 

Four things to consider about detached vs. attached :

1. Two Units : This sounds basic, but let's remember an attached duplex 
(sometimes called a "duet" in other parts of the country) is two units, which 
is the same number of units as two houses on one lot. This naturally helps 
us lump both types of properties into a similar pile, though we still have to 
ask a few questions when it comes to value.

2. Difference in Rent : One of the questions I ask is whether the attached 
units and detached units are commanding the same rent (assuming the 
locations are equal). This could be a clue whether there is a value 
difference or not. If all units are attracting the same rent and the lot cannot 
be split, we could be looking at properties with a similar value. 

On the other hand, if the detached units are commanding higher 
rents, that might be a clue of a value premium. Of course the only way to 
discover a value difference is to study the market (this is one reason why 
there is no such thing as a quick "comp check"). 

As an example, I recall a "fourplex" where there were four detached 
tiny single family homes on one lot in Sacramento. While the owner's 
property was special, the lot could not be split and the rents were exactly 
the same as other traditional attached fourplexes. 

Moreover, the property sold previously on the open market and did 
not command a price premium during its previous sale, which also helped 
show there was no value premium for being detached.

3. Lot Split:  One of the big issues to consider when making comparisons 
is whether the lot can be split. If there are two detached homes on one lot, 
an investor might purchase the property to split the lot and sell the 
individual properties. 

I saw this happen recently in Midtown where there were two houses 
on one lot that were side-by-side on the street. 

The owner purchased these units a few years ago as a duplex 
(technically that's what it is since we are talking about two units), but after 
the lot was split the owner sold off one unit and kept one for himself. 

In many cases it's common to see one house in front and the other in 
back, so a lot split might not be possible with that set-up (or maybe it is 
possible, but awkward). 
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However, if the possibility of a lot split exists, it could be worth 
something in the market, right?

4. The Buyer Pool : There are some duplexes that are best for investors 
because they simply look and feel like rentals. 

It's hard to describe this without sounding pompous, but you 
probably know what I'm talking about. 

On the other hand, some multi-unit properties might attract more 
owner occupant buyers than investors. 

When this happens, the units might actually command a price 
premium because of the larger pool of buyers. 

This underscores the importance of considering who the potential 
buyer might be and researching the market. What have buyers actually 
paid for similar properties in the past? What are current listings doing?

Conclusion:
 In short, it is technically okay to compare two attached units with two 

detached units, but for reasons listed above we ought to be cautious to be 
sure we are making an "apples to apples" comparison. 

What I mean is we need to give strong weight to the properties that 
are most similar and let the market speak to us instead of our assumptions.

Ryan’s copyright information
This article was originally published on March 1, 2016 on 

www.sacramentoappraisalblog.com
It is the copyrighted property of Ryan Lundquist and Lundquist 

Appraisal Company. Content on this website may not be reproduced or 
republished without prior written permission from Ryan Lundquist. 

Re-printed with written permission. For lots more information, to sign 
up for updates, and read/post comments go to Ryan's blog 
www.sacramentoappraisalblog.com

There were many comments. To read them, google the title and the 
date published. 

About the author
Ryan Lundquist is a Certified Residential Appraiser in the 

Sacramento, California area.
Ryan has been appraising full-time since 2003. His clients include 

home owners, real estate agents, governmental agencies, buyers, CPAs, 
and attorneys. He handles appraisals for estate settlement, divorce, pre-
listing, and other types of private matters. He is an expert witness in court 
as well.

Ryan speaks monthly in real estate offices to share what the real 
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estate market is doing as well as teach appraisal-related classes. He also 
speaks at most local real estate related associations in the region. 

Beyond work, Ryan's passions include woodworking, walking, and 
family. When he retires he plans to have a woodworking business. 

The Sacramento Appraisal Blog is a top-ranking appraisal blog and it 
exists to help illuminate the housing market and be a resource for the real 
estate community and public. Topics include market trends, appraisal 
issues and anything Ryan finds interesting or entertaining.

Increasingly, Ryan is in the news. The press section of his blog has 
quotes in local and national publications. 
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=========================================================

Don't use only automated valuation (weighted averag e) from 
your appraisal forms software without  additional r econciliation 
analysis

By Doug Smith, SRA

Editor's note: a la mode and Bradford's Clickforms both include this 
automated valuation method in their appraisal software on the same line as 
gross/net adjustments. SFREP and ACI do not use it. Doug Smith uses a la 
mode so he was able to write about it. Bradford's Clickforms also uses it. 
Per Jeff Bradford, he developed this weighted average of gross 
adjustments 13-14 years ago. I had never looked at this calculation before, 
so I had never used it. The calculation does not appear on the printed 
forms.  

Note: This article was originally written in December, 2015.  I was 
only able to check Clickforms, the software I use. See if your forms 
software calculates weighted average.

I put a very big disclamer under the calculation as I am unable to 
override the calculation. “This calculation is not used and cannot be deleted 
in this forms software program”
---------------------------------------

Author’s comment: "An AVM is a computer software program that 
analyzes data using an automated process. For example, AVM's may use 
regression, adaptive estimation, neural network, expert reasoning, and 
artificial intelligence programs."

Having completed 150 desk reviews of appraisal assignments 
around Montana for USPAP compliance, I have gained some insight into 
the general competency of at least one segment of the population of 
appraisers who accept work from Appraisal Management Companies. 

Unfortunately, I cannot confirm good news on this for fully 25% of the 
reviews were found to have serious USPAP compliance issues. There 
were some areas of the state where failure rates were 85%. 

I was very concerned to find that in almost every area of Montana, a 
fair number of appraisers are completely relying on the a la mode Appraisal 
Software AVM that purports to prepare a weighted average of the 
comparable sales found in the report. 
   Appraisers are adopting, without any type of reconciliation the results of 
this AVM, and, in some cases, including both sales and listings within the 
sample. 

The a la mode company never intended that this tool be adopted by 
appraisers for the final determination of value. It claims that the result is a 
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"suggested" value. 
I encourage any appraiser now using this AVM or is contemplating 

using this AVM to read Advisory Opinion 18(AO-18) "Use of an Automated 
Valuation Model (AVM)" and understand this section of USPAP completely. 

The most relevant portion of AO-18 is: "The output of an AV is not, 
by itself, an appraisal. An AVM's output may become a basis for appraisal 
or appraisal review if the appraiser believes the output to be credible for 
use in a specific assignment. An appraiser can use an AVM as a tool in the 
development of an appraisal or appraisal review. However, the appropriate 
use of an AVM is like any tool, dependent on the skill of the user and the 
tool's suitability to the task at hand,"

In order to review reports using the a la mode AVM, I conducted an 
investigation as to how it worked. I was very surprised to find that the 
formula used was both bad math and worst statistics. I am guessing that no 
one using this model has taken the time to fully investigate the way the 
"weighted average" is calculated. 

The reports in question use a weighting system that is part of the   a 
la mode software system. The following is the means to calculate a given 
comparable weight (Comp Y). To calculate a given comparable weight, the 
program uses the following formula where Y represents a unique 
comparable (i.e. Comp 1, Comp 2, Comp 3, etc.)

CompY Gross Adj %  X100 = A
Total Gross Adj%

100- A= B

{Total number of Comps) -1 = C

B = Weight of Comp Y
C

This weighting system is offered by the appraisal software company 
as a means of "suggesting" a value. As can be seen in the formula, the 
algorithm uses percentages to arrive at yet another percentage which is 
weighted by allocating the distribution by one less than the comparable 
sales used. 

The allocation system, in effect, then evens out the distribution and, 
therefore, the results do not truly represent a weighted average. In this 
instance, USPAP weighs in with the following:
Standards Rule 1-1(a): An appraiser must be aware of, understand and 
correctly employ those recognized methods and techniques that are 
necessary to produce a credible appraisal.  

Standard Rule 1-6(b): An appraiser must reconcile the applicability 
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and relevance of the approaches, methods and techniques used to arrive 
at the value Conclusion(s).

The typical report using the AVM explains the weighting system as 
follows:

"Estimated indicated value is determined by using the Gross 
Adjustment of sale price for each comparable as a measure of the relative 
quality of the comp. A lower adjustment indicates a better comp, and vice 
versa. The ratio of gross dollar adjustment to sale price for each of the 
comps is used to calculate the weight each comp should have in a 
weighted average calculation. This weighted average is used as the 
indicated value of the subject."

As with any method, this technique is not perfect. However, it does 
do a very good job of giving more weight to the most similar comps while at 
the same time minimizing values near the extremes of the indicated value 
range.

In every case, I found the opinion of value in the report was the value 
determined by the weighted average. Despite the fact that the explanation 
cited that the sample included only the sales, in some cases, the sample 
included both the sales and the listings and these listings were included 
without comment or explanation.

In Montana, where there is likely a wide variance of the elements of 
comparison among the comparable sales and where appropriate 
comparable sales require larger than typical adjustments, putting the 
emphasis on an AVM that emphasizes the least amount of adjustments is 
singularly illogical. The use of this AVM as the sole means to determine an 
opinion of value is not appraising. 

In most cases, the appraisal report never reconciles the approaches 
to value and the appraiser never exercises judgment in the reconciliation 
process giving weight to individual Comparable Sales.  

The reports would have, in most cases, benefited by a clearer 
statement within the reconciliation as to why the results of the weighted 
average analysis were emphasized. They need a clearer explanation as to 
how the weighted average was derived. Also needed is the reason for the 
emphasis on the level of the gross adjustments rather than other qualitative 
and quantitative elements of the appraisal analysis.

I recommend that appraisers using the a la mode AVM suspend its 
use until all the elements of AO-18 are met, and that appraisers relying on 
this AVM, introduce accepted reconciliation techniques, stop including 
listings within the sample or explain why listings are appropriate. 

Because this tool is based on faulty math and worst statistics, its use 
should be confined to its original use, merely to determine a "suggested" 
value not a value on which an appraiser is ready to stake his or her license 
and credentials. 
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Authors note for appraisers doing residential revie w work: 
Per USPAP AO-18: "An appraiser may be asked to review an 

appraisal report that includes an opinion of value based on the output of 
the AVM; this is an appraisal review assignment under USPAP which must 
follow the requirements of STANDARD 3. This kind of appraisal review 
assignment may be accepted if the appraiser performing the review 
understands how the AVM works and can form an opinion as to the 
adequacy and relevancy of the data and the appropriateness of the 
analysis, based on the information provided in the report under review." 

A copy of the Excel spreadsheet that calculates the weighted 
average from the data within the OA report is available by e-mail.: 
hotelman@montana.com . 

About the author
Doug Smith has an appraisal practice in Missoula, Montana, and is a 

certified general appraiser doing both residential and commercial 
appraising with a specialty in hotel appraising and feasibility studies. 

He has an MBA from the University of Montana and the SRA 
designation from the Appraisal Institute. He can be contacted at 
hotelman@montana.com .
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=======================================================

I'm Just Going to Check the Box - Highest and Best Use 
What Fannie, Textbooks and USPAP Say

By Tim Andersen, MAI

Editor's Comments: When residential appraisers ask me questions about a 
property they are appraising, I often ask first about highest and best use. I 
was trained at an assessor's office in the late 1970s to always determine 
the highest and best use first and appraise the land on every parcel. I was 
assigned specific areas and appraised every residential property. When 
you work for a lender, you only appraise properties that conform to lender 
requirements. Also, you don’t see the “big picture” of an area. 

Residential appraisers can get into a lot of trouble by just "checking 
the box." on the form. Of course, since the box is already checked in our 
templates, it means unchecking the box.

Unfortunately, residential appraisers who focus on lender appraisals, 
often do not even recognize highest and best use problems. This is a 
relatively unusual problem with homes. Appraisers don't see them very 
often. 

If you check that the current use is not the HBU, the loan will 
probably be denied. If you notify the client, they will cancel the appraisal, so 
you will not get experience in appraising them.   

New appraisers typically did not get adequate training on this 
requirement, so they did not learn how to recognize HBU issues. 

How do you know if uses are changing? I drive down nearby streets. 
Are small homes being demolished for much larger new homes? Are there 
two blocks on a busy street where most of the homes have been converted 
to commercial uses? Or, only a few have been converted. 

Highest and best use issues are often the reason for a large 
difference in value between two appraisals, for both vacant and improved 
properties.  

Homes on lots that can easily be subdivided is an issue. Google 
"Fannie Mae Appraiser Update March 2020",  "More about 4 multiple 
parcels" section, for more information. It depends on the location of the 
improvements. 

Houses converted to commercial uses are a regular issue for 
residential appraisers. See my example below. 

Sometimes the issue is whether or not the lot can be split. I did an 
appraisal with 4 homes on a large lot. The local regulations on lot splits 
were very complicated, requiring specific distances between homes and 
setbacks from lot lines. It was not for a lender. 
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For commercial properties, in the older cities where I appraise, HBU 
is often not the current use. I appraise them at highest and best use for 
lenders. 

Editor's Note: When editing I sometimes used HBU in stead of 
"highest and best use." 

Sometimes when it comes to highest and best use, just checking the box 
certainly looks easy. Sometimes, when it comes to highest and best use, 
you want to spend a lot of time. 

It's a house in a neighborhood. Hello, it can't be that difficult. 
This article goes through USPAP Standard Rule 1-3, which is the 

market analysis and highest and best use Standard Rule.
We're going to look at each of its components carefully, and we will 

ask some questions about them. It will become clear what USPAP is really 
looking for and, by extension, what Fannie Mae is really looking for when it 
comes to a highest and best use analysis. 

If you go to my website, www.TheAppraisersAdvocate.com , then to 
my products page, I have a highest and best use template that may help 
you with this. It will help you understand the context of highest and best 
use before getting into the template. 

This article discusses Standard Rule 1-3. The 2020-21 edition of 
USPAP starts on line 504 and goes to line 516. In other words, it's a whole 
12 lines, so it's not complicated. It's obviously not very long. So let's take a 
look at it so we can learn how to make sense of it.

When necessary for credible assignment results in developing a 
market value opinion, there are two things the appraiser must do (Parts A 
and B). A and B are the entire highest and best use requirements for 
USPAP.

========================

Standard Rule 1-3 (Part A) Identify and analyze the  effect on use 
and value (Summary)

 There are five subcomponents in Part A. When necessary for 
credible assignment results in developing a market value opinion, an 
appraiser must identify and analyze the effect on use and value of 
1. Existing land use regulations 
2. Reasonably probable modifications of such land use regulations
3. Economic supply and demand 
4. The physical adaptability of the real estate 
5. And market area trends 

The comment says an appraiser must avoid making an unsupported 
assumption or premise about market area trends, effective age, and 
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remaining life.

========================

Editor’s Example
House on a street with some other houses converted to commercial 

uses (retail, medical, dental, etc.)   
In my city, these areas were close to industrial/retail uses in the past. 

Homes were built nearby for workers. Over time, some homes were 
converted to commercial. You can check with the planning department and 
local long time real estate agents. Maybe some were listed in the MLS. 
Contact those agents. You can always check with local appraisers who 
have been appraising there for a long time. 

First, before you do anything, find out if the lender will loan on homes 
in commercial zoning (if done for a lender or AMC). 

As you see below, if you are not familiar with the issues where the 
subject is located, the appraisal can take a lot of time. You may want to 
decline it, or get assistance from a commercial appraiser. 

Most of my highest and best use issues are on commercial 
properties in older cities, where uses have changed over time. I charge 
higher fees for the time it takes. 

1. Existing land use regulations . Zoning is commercial (get specific 
name and details of what can be done (copy and paste from zoning 
regulations). Zoning allows single family homes. Conforms with General 
Plan (read and quote the plan if necessary). 
2. Land use modifications . General Plan does not have any possible 
future changes. Changes to commercial have been gradual over the years 
and are expected to continue. Check with planning department and local 
real estate agents. 
3. Economic supply and demand . Supply: Very few residential vacant 
lots for new homes nearby. Last sale was over 15 years ago in a marginal 
location. Demand: Very strong demand for homes and lower demand for 
commercial. However, commercial zoning makes getting mortgage loans 
more difficult and more expensive than for homes in other locations, even 
close to apartments. Check with local agents about the issues above. And 
check MLS records.  
4. Physical adaptability . Conversion of a home to commercial uses is 
usually easy to do, but can be tricky on two story homes with bedrooms on 
the second floor. There are sometimes parking issues for commercial uses, 
if there is no, or limited, off street parking. Does your subject have 
problems with this? Does it matter in the market? 
5. Market area trends . In my city, there is very strong demand for homes, 
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with higher prices than for commercial property. This has been going on for 
decades, since at least since 1980, when I moved here. Homes with 
commercial zoning, and close to commercial uses, sell for lower prices 
than homes a block away not near commercial uses. 

Whatever type of HBU issue you see, vacant land sales can help tell 
you what is happening. Compare vacant residential and commercial land 
sales, with similar size sites and utility (off street parking for example). 

Look at price per sq. ft. for similar size lots. In my market there are 
no residential or commercial vacant land sales, unfortunately. I compare 
prices of similar nearby homes in commercial zoning to residential zoning. 
Going back in time is the best way to find them. 

This type of analysis also applies when appraising a home on a lot 
that can be subdivided. Or, a large lot with room for an ADU or additional 
rental units in the rear. 

Note: Tim discusses these 5 factors in much more detail below

END OF EDITOR’S EXAMPLE
========================

Standard Rule 1-3 (Part B) Develop an opinion (Summ ary)
Part B says an appraiser must develop an opinion of the highest and 

best use of the real estate. 
Then the comment says an appraiser must analyze the relevant 

legal, physical, and economic factors to the extent necessary to support the 
appraiser's highest and best use conclusions. 

HBU only applies to market values
Let's go back and break some of this down so that it begins to make 

sense. Going back to USPAP line 504 (the beginning). 
It is necessary for credible assignment results in developing a market 

value opinion to do HBU. This means that if you're not developing a market 
value opinion, don't get all excited about highest and best use. 

How many times have we ever appraised a property for a purpose 
other than market value? It happens sometimes: insurable value, ad 
valorem tax value, etc. If you do non-lender work, it happens. Sometimes I 
make up my own definition of value for complicated situations. That's not a 
problem. It happens. It just doesn't happen very often. 

When necessary for credible assignment results in developing a 
market value opinion, an appraiser must identify and analyze HBU.

What does "analyze" mean?
To analyze means to take something apart, so we understand its 

components. When we take something apart, and put it back together 
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again, we understand how it works. We see it not only as to its individual 
parts, but also how and, even more importantly, why it works as a whole. 

Identify and analyze existing land use regulations (Part A #1)
USPAP says identify and analyze the effect on use and value of the 

first one, existing land use regulations. That's zoning. And you say, "Tim, 
it's obvious that's R1 or whatever it is. And you're right; the zoning typically 
is obvious, assuming there is zoning, and occasionally there isn't. If you live 
in Houston, you might be familiar with that. 

USPAP doesn't just say state the zoning. It says identify and analyze 
the effect on use and value of the existing land use regulations, which is 
the zoning, the land use plan, among other things. 

When we state the highest and best use, zoning, and that the 
present improvements meet the zoning, then we have done more than just 
identify them. We've analyzed the effect of the zoning, and its use on 
value. So we say the subject value is R1 which permits use 1, use 2, use 3, 
use 4, use 5. The subject is use 1. therefore, the subject complies with the 
zoning. Therefore the subject is legal. 

Editor's Note: Many appraisers just say "R-1, Single family 
residential" when the actual might be Planned Development (with non-
residential uses included). Or, there is no "R-1" zoning. 

This is a "red flag" for reviewers and means there may be other 
problems with the appraisal. 

Reasonably probable modifications of such land use regulations (Part 
A #2)

The second one is that the appraiser has to identify and analyze the 
effect on the use and value of reasonably probable modifications of such 
land use regulations. 

For the typical residential appraisal, the land use probably isn't going 
to change, at least isn't going to change any time soon. 

It's always been R1. It will always be R1 because the subject is a 
residential house in a residential neighborhood surrounded by residential 
houses. 

Okay. So that's not going to change, so you're going to put in the 
report the subject zoning is R1. It has been R1 forever, and the zoning 
people indicate that the zoning will stay R1 forever. Therefore, the subject 
is a legal use of the site, and it is going to continue as the legal use of the 
site because the land use, the zoning, etc., is not going to change.

Economic supply and demand (Part A #3)
The third factor says the appraiser has to identify and analyze the 

effect on use and value of economic supply and demand. 
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Economic supply and demand includes not only the number of 
houses that are for sale, the number of houses that have sold recently, and 
the number of houses that will probably come on to the market, all other 
things being equal. 

But, it also includes how many new houses that may be built 
(increased supply). What if there aren't going to be any new houses built in 
the neighborhood because it's an older, well-established neighborhood, all 
the lots are sold, etc., etc. Say so! That's perfectly acceptable. 

For example, there will not be any new houses built in the 
neighborhood because there are no vacant lots available. Then say, for 
example, there is absolutely no evidence in the current market that buyers 
are buying existing properties, razing them to get at the now-vacant land, 
and then improving the land through its highest and best use. That's just 
not happening currently. 

There is a demand for houses. There isn't demand for vacant land. 
The houses haven't depreciated far enough, or market demand is not high 
enough such that people are buying houses, tearing them down, and 
starting all over again.

Demand has a classic definition. Demand is the number of people 
who want thing A and can't afford to purchase thing A. For example, if you 
are in a $500,000 neighborhood, there is no demand from people who can 
afford a $200,000 house. You're looking at people who can afford to live in 
a $500,000 neighborhood. And you say, "Tim, how do I know it's a 
$500,000 neighborhood before I do the analyses?" Simple. 

You take ten sales in the neighborhood. Where are they coming in? 
If they are coming in around $500,000, it's a $500,000 neighborhood. 
That's not difficult. So appraisers have to analyze supply and demand.

Most of those data comes from the local MLS system. The MLS 
system will show you how many sales there have been in a particular 
neighborhood per year for X many years, going as far back as it will go. It's 
perfectly acceptable to project forward by looking at the trends of what has 
happened in the past. 

So if typically, 20 houses have sold in the neighborhood per year for 
the last 15 years, but last year instead of 20, it was only 16. For whatever 
reason, that suggests a downward trend, and you would say so. There is 
still demand for houses in this neighborhood. However, the trend is slightly 
downward. 

There is a risk that prices will drop in this neighborhood over time. 
But, there are risks prices will drop in any neighborhood over time for many 
reasons. The neighborhood has life cycles.

Physical adaptability of the real estate (Part A #4 )
The next component of highest and best use says the appraiser 
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must identify and analyze the effect on use and value of the physical 
adaptability of the real estate. Does this mean that somebody is going to 
buy a house and completely change it? Sometimes people buy houses and 
then re-do the interior. That's a fairly common thing to see on television 
real estate series. 

Is that because it's a TV show, or is it because that is what the 
market is looking for? If that happened twice in the last six years, then no, 
it's not a market trend. However, if people are indeed buying houses and 
then completely renovating them, including re-doing the interior or re-
demising (moving) the interior walls, that's a market trend, and we have to 
account for that. It's not difficult to get those costs and call up contractors, 
call up the brokers, etc., and ask them what the buyers spent inside the 
house once they bought it.

Even changing the interior, such as moving interior walls, doesn't 
change the physical adaptability of the real estate. It's still a house. For 
example, this is talking about changes in land use plans where a 
neighborhood goes from being residentially zoned to commercially zoned. 

People might keep the houses, but then turn them into private office 
spaces, say for doctors, attorneys, or something like that. That's fairly 
common, especially in older residential neighborhoods around hospitals. 

Investors will buy the houses, gut the interior, turn it into office space, 
and then use it as their own office, and then down the road sell the property 
as commercial property to another attorney, another doctor, etc.

What about predicting the future?
Is that going to happen (change to commercial for example)? You 

say, "Tim, I can't predict the future," and you're right. You can't predict the 
future. Nobody expects you to. 

But if that hospital is in an area of older homes and that hospital is 
expanding, maybe it's adding a new cardiac care wing, or perhaps it's 
getting rid of its neonatal unit to go into geriatrics or something like that. 

You might find a demand for houses in that neighborhood to be 
turned into doctors' offices, especially if the zoning permits it. 

Frankly, that's a rather complex assignment. And you probably want 
to bring in a state certified general on that because that highest and best 
use analysis could get a tad sticky.

Market area trends (Part A #5)
In developing a market value opinion, the last one says the appraiser 

must identify and analyze the effect on use and value of market area 
trends. Obviously, it's fairly simple to say, yes, there were this many sales 
in the neighborhood last year, and there are currently this many listings, the 
absorption rate, and the days on the market. Also, there are houses offered 
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for sale that didn't sell, and here's why, and blah, blah, blah. Those are all 
market trends.

But, the comment says an appraiser must avoid making any 
unsupported assumptions or premises about market area trends, effective 
age, and remaining life. Let's concentrate on market area trends. 

The reason I want to focus on market area trends is that in Standard 
Rule 2-3, it begins, "I certify that, to the best of my knowledge and belief, 
the statements and fact in this report are true and correct." 

=========================

Fact vs. opinions (Part B)
Market area trends aren't opinions. They're not your opinion. They're 

facts because you look at the market area trends, you look at the sales 
data, you look at the listing data, you look at the days on market data, and 
you say, okay, here's what the trends are telling me. That's a fact. 

Therefore, when USPAP says it has to be true and correct, what that 
means is you have to have support for it. And again, the comment says, 
"The appraiser must avoid making any unsupportive assumptions or 
premises."

So to go over that again, the appraiser must identify and analyze the 
effect on use and value of existing land use regulations, reasonably 
probable modifications to those land use regulations, economic supply and 
demand, which is basically the 1004MC form, the physical adaptability of 
the real estate and market area trends. 

Then there's the comment again, "An appraiser must avoid making 
any unsupported assumptions or premises about market area trends, 
effective age, and remaining life. 

Then 1-3B says, okay, after you've done A and the five components 
of A, then B, develop an opinion of the highest and best use of the real 
estate. Typically, this means as improved. 

There's the comment, "An appraiser must analyze the relevant". This 
is the important part. "An appraiser must analyze the relevant legal, 
physical, and economic factors to the extent necessary to support the 
appraiser's highest and best use conclusions."

When it says "conclusions," sometimes you have to appraise the site 
as if vacant, sometimes you don't, but that's what it means by conclusions. 
Although again, typically, for your basic residential real estate appraisal, 
you are looking at the highest and best use as improved.

Criteria for highest and best use from USPAP, Fannie and an appraisal 
textbook

The highest and best use criteria as in the 15th Edition to the 
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Appraisal of Real Estate is different from this. It says "The use must be 
physically possible, legally permissible, financially feasible, and result in the 
highest value to the property, the greatest profit, or, in incredibly rare 
cases, the least amount of loss. 

Then Fannie Mae says we just want to know if the improvements are 
the highest and best use of the site. And you prove that by showing the 
improvements add one net dollar to the value of the underlying site as if it 
were vacant. 

All three of them (USPAP, Appraisal of Real Estate and Fannie) 
have the same criteria. They go about supporting those conclusions 
somewhat differently, and we're looking specifically at the USPAP model of 
highest and best use. 

The key here is, it's two parts. The appraiser has to identify and 
analyze the effect on use and value and those five things we went through, 
and only then can the appraiser develop an opinion of the highest and best 
use of the real estate.

The highest and best use includes Standard Rule 2-2 A12 (Reporting)
Standard Rule 2-2A12 assumes an appraisal report, not a restricted 

appraisal report. 
Standard Rule 2-2A12 says if an appraiser, you, formed an opinion 

of the property's highest and best use as an integral part of the report, you 
must summarize the support and the rationale you have for those 
conclusions or that conclusion.

In other words, you are going to say, "My analyses of the market 
indicated the highest and best use of the subject as improved is in its 
present improvements. Period. Here's why: And then you're going to list 
reason 1, reason 2, reason 3, reason 4, reason 5. 

I suggest you look in the 15th Edition of the Appraisal of Real Estate 
and talk about the physically possible use or uses, the legal use or uses, 
and the financially feasible use or uses. 

And then the use, the one use, the highest and best use is excellent. 
It means there's one. There aren't two highest and best uses. There is one 
use that brings the greatest value, the greatest profit, or, in very rare 
instances, the lowest loss.

HBU and site value 
The sentence "The subject's highest and best use is as improved" is 

a great starting sentence. It's a great ending sentence, but it has no 
support for the rationale, logic, and reasoning behind the conclusion. So 
you have to summarize those. That's why we just went through these 
points. 

Or you may choose to say, "The existing land use regulation is so 
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and so, and the subject meets the zoning." Therefore, that part of highest 
and best use is met using the same model. 
What Fannie Mae says

If you want to use what Fannie Mae says, you may have to come up 
with a highest and best use of the site as if vacant, which you really should 
do anyway. 

How can you adjust the value of the comparable sites to the subject 
if you don't know the subject's value as if it were vacant, which also means 
you have to know the value of the comparable sites as if vacant.

This can be a difficult concept to grasp. 
To adjust the comparables to the subject, you compare the value of 

the comparable sites to the value of the subject site, assuming all of them 
were vacant. You have to know what their values are as if they were 
vacant. You have to come up with the subject's site value before you can 
start making adjustments. 

Next you support your conclusion that the highest and best use is the 
present improvements by showing it needed the cost approach or the sales 
comparison approach or ideally both. 

The improvements in their present condition add at least one net 
dollar value to the value of the underlying subject site as if it were vacant. 

Once you've done that, you've met Fannie Mae's criteria for highest 
and best use as improved.

Editor's comments: what I am doing now
Prior to reading this article, I had always used the "textbook" method 

for HBU and had not considered Fannie's approach or used USPAP much.
Now, I will be using the USPAP methods in this article. They are 

much more detailed. Tim wrote a great explanation of what it all means. I 
had been doing the USPAP research, as discussed in my Editor's 
Example, but did not understand the USPAP connection. 

Where to get more information
There's no way possible that we can go over all of the subtleties of 

highest and best use in this article. 
Therefore, please let me recommend that you pull out the 15th 

Edition of the Appraisal of Real Estate, published by the Appraisal Institute. 
and you read Chapter 11. Or, read Appraising Residential Properties book 
chapter 11.

Also read the Fannie Mae Selling Guide highest and best use 
section. It's not very long. It's not very explanatory, but at least that way, 
you'll know what Fannie Mae expects as part of your highest and best use 
analysis when you turn it into the client. To find the info, google "Fannie 
Mae selling guide highest and best use".
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And then finally, as I wrote above, if you go to my website 
www.theappraisorsadvocate.com , go to the product page. I have there an 
analysis, a template of highest and best use. 

The template is copyrighted material. Once you have purchased it,  I 
authorize you to use it as a template for your highest and best use 
summaries included in your report.

Again, highest and best use is more than checking a box. Highest 
and best use is a series of analyses that you have to go through on every 
market value report. The analyses are fairly straightforward. The analyses 
are fairly easy to find in textbooks. If you have any questions on them, 
please, give me a call. I'll be happy to help.

23



About the author
I'm Tim Andersen, The Appraiser's Advocate. I am here to her help 

you. Contact me at  tim@theappraisersadvocate.com . 
My phone number is 561-635-5265. www.theappraisersadvocate.com

I look forward to helping you. Thank you so much. Be safe, be well, 
hug your families, and we're clear.

Editor’s comment on this article 
This is one of the best explanations of HBU I have read. 
I had Tim's podcast, "Tim, I'm Just Going to Check the Box", dated 

Feb. 20, 2020, professionally transcribed. 
I edited it and wrote my comments. 
I listen to many podcasts, mostly science and business as that is 

what I studied in college. Very few have transcripts. When technical topics 
are discussed, such as USPAP, I often have to scroll back and forth in the 
audio recording to replay what I needed to hear again. This is a big hassle. 

I really liked the podcasts with transcripts, so I decided to transcribe 
and edit some appraisal podcasts. Tim knows much more than I will ever 
know about USPAP and is an excellent teacher.  

MBA Loan Volume Application Index – 1/16 to 8/21
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