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INTRODUCTION

This article will focus on how lawyers and apprais-
ers can work together to tackle difficult appraisal
problems that don’t lend themselves easily to a
simple comparable sales approach or where such an
approach requires larger adjustments than are typi-

GENERAL EMINENT DOMAIN CONCEPTS
SUPPORT EXPANSIVE EVIDENTIARY RULES

When dealing with difficult valuation problems,
referring to bedrock eminent domain concepts can
help guide the process.

cal because of a dearth of similar properties.

We will first provide legal and appraisal resources
supporting the use of alternative appraisal tech-
niques and then, because these are the kinds of
cases that often require litigation to determine
value, we will discuss examples of how they have
been applied.

A valuation trial seeks to replicate the market-
place, and any competent evidence that would
be considered by a prospective buyer or seller is
generally admissible. As early as 1879, the United
States Supreme Court established that “in determin-
ing the value of land appropriated for public pur-
poses, the same considerations are to be regarded
as in a sale of property between private parties. The
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inquiry ... must be what is the property worth in the
market.”

State courts have recognized these principles as
well. In replicating the marketplace, “the fact finder
is tasked with determining how much a willing
buyer would pay for the property if the owner had
voluntarily offered it for sale.”? The factfinder should
consider any competent evidence “which would be
considered by a prospective vendor or purchaser or
which tend to enhance or depreciate the value of
the property taken is admissible.”

Thus, recognition should be given to all relevant fac-
tors which tend to provide a means for arriving at a
fair valuation in eminent domain proceedings.*

Difficulty in determining compensation doesn't
eliminate the obligation to do so. A condemnee
must recover all damages upon the trial of the con-
demnation suit, no matter how difficult their ascer-
tainment may be.?

Supreme Court holdings recognize that market
value “is not an absolute standard nor an exclusive
method of valuation,” and will depart from it when
justice requires.®

In United States v. Commodities Trading Corp., the
Court indicated that it “has never attempted to pre-
scribe a rigid rule for determining what is ‘just com-
pensation’ under all circumstances and in all cases.””

In United States v. Fuller, the Supreme Court explained
that fair market value “is not an absolute standard
nor an exclusive method of valuation. The constitu-
tional requirement of just compensation derives as
much content from the basic equitable principles of
fairness as it does from technical concepts of prop-
erty law.”® When fair market value is “too difficult to
find, or when its application would result in mani-
fest injustice to owner or public, courts have fash-
ioned and applied other standards.” State courts
have recognized similar indemnity principles.”

There are no set formulas for determining just com-
pensation. Many state courts have recognized that
just compensation is the central question to be

decided and have rejected rigid adherence to spe-
cific methods or formulas, even when determining
market value. “These formulas are all means to this
end; there is no artificial formula by which alone
such compensation may be determined.”" Instead,
courts have tried “to find working rules and practi-
cal standards that will accomplish substantial justice
such as, but not limited to, market value.”"

SPECIFIC APPRAISAL APPROACHES
AND TECHNIQUES

Case law has also addressed the use of various
appraisal techniques when valuing unique or scarce
properties.

The Comparable Sales Approach

The comparable sales approach is the most used
approach to determine value in condemnation pro-
ceedings, and some courts suggest it is the only
method to be considered when adequate sales
data is available. The following concepts should
be remembered when applying this technique to
unique or scarce properties.

Comparable sales are not necessarily identical prop-
erties.”® Property can be similar but “possesses vari-
ous points of difference.”™

The admissibility of allegedly comparable sales is
typically within the discretion of the court or com-
mission.”” When a comparable sale is admitted only
in support of the appraiser’s opinion, it generally
does not have to possess the same degree of com-
parability as when submitted as direct evidence of
value.’

An even greater degree of difference in compara-
ble sales may be allowable when there is little else
available.”

Other Techniques and Approaches to Value

Courts and appraisal literature also recognize the use
of other traditional and non-traditional approaches
to value and alternative valuation techniques when
dealing with special and unique properties. Other

PROVING THE VALUE OF UNIQUE OR SCARCE REAL PROPERTY ASSETS | 31



techniques may also be applicable when there is a
dearth of comparable sales.

In jurisdictions that generally allow only the com-
parable sales approach, or that favor it over other
techniques, the lack of comparable sales may justify
using the income or cost approach to value.”®

Lack of market evidence may also support using
less traditional valuation techniques. For example,
when a property “is of a kind seldom exchanged,
it has no ‘market price,’ and then recourse must be
had to other means of ascertaining value, including
even value to the owner.”” In such cases, parties
may have to “resort ... to [using the] best available
data which, even though speculative, under some
circumstances may be sufficient to allow a jury to
make an informed estimate of value.”*

SPECIAL PURPOSE AND LIMITED
MARKET PROPERTIES

There is abundant case law and appraisal literature
dealing with the valuation of special purpose or
unique and scarce properties.

Definitions

The terminology and definitions used for such prop-
erties varies, but some common examples are pro-
vided below.

A special purpose property is defined by the
Appraisal Institute as “[a] property with a unique
physical design, special construction materials, or a
layout that particularly adapts its utility to the use
for which it was built.”?' Such properties are “rarely if
ever sold in the market, except by way of a sale of the
business or entity of which it is a part, due to unique-
ness arising from its specialized nature and design,
its configuration, size, location, or otherwise.”

The unique characteristics of these properties often
create a limited demand which “may result in unique
pricing.”?? Special purpose buildings generally can-
not be converted to other uses without “extra
expense and design expertise. This conversion pro-
cess may not be economically feasible or practical in

many situations depending on a building’s design
and special construction features.”??

Special-purpose structures include:

« Historic residences;

« Houses of worship;

« Refineries and power stations;
« Museums;

« Properties located in a particular geographic
location for operational reasons;

+ Theatres;

« Greenhouses;

+ Schools;

« Medical office buildings;

« Rail and transportation facilities;

- Specialized or high-tech manufacturing plants;
+ Sports arenas; or

« Other specially designed and constructed
buildings.*

When a market does “not have ready substitutes for
special-purpose properties ... the appraiser may
have to research substitute properties in a broader
market or employ analytical techniques appropriate
for limited-market properties.”?

In Real Estate Valuation in Litigation, J.D. Eaton
devotes an entire chapter to the valuation of special
purpose properties. Eaton states that the identifying
features of a special-purpose property are: (i) “The
property has physical design features particular to
a specific use”; (i) “The property has no apparent
market other than to an owner-user”; and (iii) “The
property has no feasible economic alternate use.”?*

The terminology used for such properties may
vary, but the central concepts remain the same,
and all recognize that certain properties have spe-
cially designed buildings and other improvements
that may have great value to the owner or user,
but because there is little or no market for such

32 | THE PRACTICAL REAL ESTATE LAWYER

SEPTEMBER 2024



properties beyond similar users, there are very few
market transactions to determine value.

Case law recognizes these concepts as well.?’

Special purpose properties tend to have certain
defining characteristics: (i) they are unique and spe-
cially built for their use; (ii) there is a lack of a market
or comparable sales; (iii) the improvements typically
cannot be converted to other uses without substan-
tial economic expenditure; and (iv) the improve-
ments would likely be replaced or reproduced if
destroyed.?

VALUATION TECHNIQUES AND STANDARDS
FOR SPECIAL PURPOSE PROPERTIES

The Cost Approach

The valuation of these unique properties usually
employs the cost approach. This method calculates
the value of a property by adding the estimated
value of the land to the current cost of construct-
ing a reproduction or replacement for the improve-
ments, then subtracting the amount of depreciation
in the structures from all causes. Richard Duvall and
David Black describe the use of the cost approach
to value in detail.”® They also cite instances where
the reproduction cost was admissible as opposed to
replacement cost. In an old building, the difference
can be significant. Note that in federal takings, it
may be necessary to demonstrate that applying the
cost approach to a specific type of property would
be relevant to market participants before allowing
its admission.

The Income Approach

The income capitalization method is also some-
times used for income-producing properties.’! The
examples where this technique has been admit-
ted include a sand and gravel lease, a commercial
space leased to a bar, a restaurant, a barber shop,
a garage, a historic home that could be developed
as premium office space, a commercial dump, and
cemeteries. But this approach may not be applica-
ble when the property is not used as part of a profit-
making venture, such as a nonprofit corporation.??

Other Value Standards

Courts generally try to adhere to some semblance
of market value concepts in the valuation of spe-
cial-purpose properties but have relaxed the rules
regarding relevant evidence and comparabil-
ity to evaluate the properties and determine just
compensation.®

Some appraisal literature advocates for different
standards than market value or different approaches
to determining compensation. This is because fair
market value is value in exchange. It assumes a
hypothetical sale. An alternative would be value
in use. Value in use is: “[tlhe value of a property
assuming a specific use, which may or may not be
the property’s highest and best use on the effective
date of the appraisal. Value in use may or may not be
equal to market value but is different conceptually.”*

John Murphy and Emily Madueno have argued that
this concept is more likely to make the property
owner whole when the property at issue is a spe-
cial purpose or special use property.** Market value
may not be sufficient to satisfy the standard that
puts an owner “in as good a position pecuniarily as
before the taking if the owner is compensated so as
to allow the owner to replace the property and con-
tinue the owner’s use elsewhere.”*® The authors are
attorneys practicing in California where compen-
sation under such standards may be allowed. They
also cite Florida, New York, lllinois, and New Jersey
as jurisdictions where the compensation rules allow
for awards of full replacement costs without deduc-
tions for depreciation. The authors also advocate for
a tort standard for determining compensation if any
of the following criteria are present:

. Little market data exists;

« The market is not relevant to the property
sought to be condemned because the sellers
are experiencing financial distress, the sellers
are motivated by charitable or nonmonetary
impulses, or the sellers have no personal stake
in the sales prices; and

- Even if market data does exist, the data is diffi-
cult to compare.*’
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Others have focused on the issue of the highest
and best use of a special purpose property.*® The
discussion focuses on whether a special use prop-
erty could be modified and repurposed for a higher
use. Naturally all the conversion costs would have
to be deducted, but in the end another financially
feasible use could be achieved. However, this does
not necessarily mean the converted use would be
the maximally productive use. It is hard to imagine
many examples where a conversion would provide
a better outcome for the property owner.

LAND RESIDUAL TECHNIQUE

Sometimes even vacant land can have peculiar
or unique characteristics making them difficult to
value, such as regulatory permits or approvals allow-
ing for special uses or physical characteristics mak-
ing them uniquely adaptable for certain uses. Sev-
eral courts have approved the use of a “land residual
technique” to determine the value of vacant land in
such circumstances.*

The land residual technique is “[a] method of esti-
mating land value in which the net operating income
attributable to the land is capitalized to produce
an indication of the land’s contribution to the total
property.”° The technique essentially determines the
value of vacant land by considering the value of an
actual or hypothetical improvement, deducts for the
time and cost of constructing it and other impermis-
sible elements of value (such as business profits), and
then determines the underlying land value based
upon the possibility of realizing such improved values.*

CASE STUDIES AND EXAMPLES OF TECHNIQUES

Sheridan City Hall Case—Cost Approach

This eminent domain case took place in Colorado in
the mid-1990s.* The condemnor in this matter was
the City of Sheridan, Colorado. The property was a
relatively new building that included under one roof
the Sheridan city offices, city hall, the police station,
and the fire station. Sheridan had earlier issued
bonds to pay for the development. Technically the
bondholders’ group was the property owner. If ever
there was a special purpose property, this was it. Due

to a poor forecast for future municipal revenues, the
city found itself having a hard time repaying the
bondholders. Instead, the city filed a condemnation
action for the property. It was to be a total take.

The city’s appraiser considered the property to be
of little value because a buyer would have to sub-
stantially redesign and reconstruct the facility if it
were to be marketable as an alternative use. The
appraiser did not consider it to be a special pur-
pose property. The city’s appraiser used the sales
comparison approach and concluded the market
value to be about $600,000, due to all the costs
that would need to be incurred. The bondholders’
appraiser concluded it was a special purpose prop-
erty and used the cost approach, arguing that were
no market sales of a property so uniquely designed.
Replacement cost less minor depreciation was about
$2,500,000. The court accepted the cost approach as
appropriate and found in favor of the bondholders.

Heartland Biogas Plant Case—Cost Approach

This was a regulatory takings case in Weld County,
Colorado.” The property to be appraised was the
largest biogas plant ever built in North America. The
specialized plant was designed to take cow manure
and other organic waste products and then convert
the material to natural gas and liquid soil amend-
ments (fertilizer). The cost to design and build the
plant was over $100 million. After the plant was
up and running, the county received a number of
complaints regarding the smell coming from the
plant and the county commissioners suspended the
permit.

At trial the property owner relied solely on the cost
approach after demonstrating there were no market
sales of such large, specialized properties anywhere
in North America. This approach was admitted into
evidence at trial.

Denver Waste Transfer Case—
Land Residual Technique
This case involved a vacant property that had

received necessary permits and approvals to
construct and operate a waste transfer station
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immediately prior to the condemnation case being
filed. The evidence demonstrated that such permits
and approvals were very difficult to obtain, and that
the use of properties as a waste transfer station was
very profitable.

Because it was virtually impossible to find sales of
vacant land with similar characteristics, the owner’s
appraiser utilized a version of the land residual tech-
nique described above to determine the income
that could be generated if the property was used as
a waste transfer station and used an income mul-
tiplier to determine value. He then backed out the
costs associated with constructing the facilities, as
well as accounting for and deducting for time, risk,
profit, business value and similar factors, to develop
a value opinion for the land as benefitted by the per-
mits and approvals. This technique was approved by
the Colorado Court of Appeals.**

RDHI Case—Sales Comparison Approach

This case involved one of the last remaining large
tracts of development land near a major highway
interchange in the Denver metro area.** The prop-
erty was unique because it was still zoned in an
Open District zoning category and being used for
agricultural purposes but had long been desig-
nated under the relevant land use codes as the last
remaining opportunity for high-density mixed-use
development and was surrounded by development
infrastructure and other intensive development.

The property was valued using a sales comparison
approach, but because such sales were scarce, the
appraisers for both sides used sales with significant
differences with respect to location, age, entitle-
ments, development infrastructure, and anticipated
uses. The owner’s sales were challenged in pretrial
motions in limine but were admitted. The case is
currently on appeal.*®

AW Race—Hybrid Approach

This case involved a large industrial facility with a
pipe manufacturing and storage yard being taken
for one project, but the property was also heavily
influenced by multiple other separate public projects

and surrounding development that changed its
highest and best use.” The other projects included
a new light rail station, significant roadway expan-
sions and highway improvements, parks and trails,
and numerous private redevelopment projects. The
owner'’s appraiser concluded that the highest and
best use of the property was for an adaptive re-
use of the existing industrial building to convert it
to office, retail, restaurants, and similar commercial
uses, and to develop the storage yard with multi-
family housing. There were numerous examples
of industrial properties being converted for similar
uses in other nearby areas where light rail stations
had already been developed, but the subject prop-
erty’s neighborhood was just beginning to show
such signs. Many properties in the area were also
being condemned for the various public projects,
thus eliminating most market activity.

The property was valued primarily using a sales
comparison approach, but also by considering ele-
ments of the income and cost approaches to deter-
mine the financial viability of converting the build-
ing to a mixed-use commercial project.

CONCLUSION

Unique or scarce real property assets pose special
challenges to lawyers, appraisers, and courts when
attempting to determine just compensation. But dif-
ficulty in proving value does not excuse the obli-
gation to do so. Other methods and data must be
researched and evaluated to ensure that just com-
pensation is paid.

We hope the legal and appraisal resources provided
above give practitioners some guideposts in think-
ing through unique problems and a place to start
when looking for authorities supporting the use of
whatever data and techniques are most relevant to
determining the issue at hand.
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