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of Commercial Real Estate Cycles
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We often read about commer-
cial real estate trends such as 
industrial price appreciation 
or declining office pricing. But 

those observations typically fail to recognize 
that real estate market cycles are specific to 
submarkets and the distinct property types 
within those submarkets. Demand could be in-
creasing in a suburban submarket but decreas-
ing in an urban submarket. And in a suburban 
submarket, Class A office space might be in a 
completely different phase of the cycle relative 
to Class B space. 

National trends rarely perfectly reflect 
what’s happening in a given submarket. Nor 
do they account for the variability of consum-
er behavior. That’s why we need to be critical 
of the information we consume and apply to 
the markets and clients we serve.

Submarkets and property types
As commercial real estate agents, our job is 
primarily to advise clients and solve problems 
regarding buying, selling or leasing property. 
We can be a valued member of a company’s 
strategic operating process when we are able to 
provide counsel relative to where pricing and 
market conditions will be in the next six to 12 
months based on historical trends. This could 
influence the timing of relocation or expansion 
of, or departure from, a market. Identifying a 
market’s position in the cycle can also inform: 

 ▶ Length of time a list price may be relevant 
 ▶ Absorption rate for new or currently 

vacant supply
 ▶ Sources of future competition 
 ▶ Capitalization rate that applies to current 

income
 ▶ Expected yield rate in a discounted cash 

flow analysis
 ▶ Expected rent growth or decline during 

holding period

Power of the consumer mindset
Many external factors influence property 
value, including interest rates, overbuilding 
or underbuilding, tax law changes, con-
struction cost changes, population shifts, 
job creation or loss in a local or regional 
economy, changes in effective buying power, 
and market participant psychology.

Market psychology arguably affects commer-
cial pricing more than the other factors, essen-
tially driving markets through the four phases 
of the cycle: recovery, expansion, hypersupply, 
and recession (see page 18). Unlike investors in 
bonds and stocks, however, some commercial 
property owners prefer to force appreciation 
through their operating expertise. Therefore, an 
argument can be made that market psychology 
influences value-add investors less, because they 
are always in the market searching for deals. 

Nevertheless, buyers’ and sellers’ perception 
of the market, whether rational or irrational, 
will influence their decision-making processes.
Trends reported by the national media exert 
the most influence on that perception, even 
though the reports may have little or no rele-
vance to the property type or submarket.

Physical and capital markets
Two markets influence the cycle: the physical 
market and the capital market. 

1. The physical market analysis answers the 
question How much demand is there for 
space among users? 

2. The capital market analysis answers the 
question How much demand is there for 
investment properties among investors? 

Factors that affect the physical market are 
changes in employment, population growth 
and effective buying power. The physical 
market is defined by the interaction between 
users (demand for space) and developers and 
owners (supply of space) in an individual 
market. Except for residential property types, 

the physical market is influenced by demand 
among businesses. An individual business’s 
space requirement doesn’t always align with 
the overall market trend for that property type 
in that submarket. For instance, the office  
sector may be overbuilt in a submarket in 
which multiple companies are breaking 
ground on an office development during a 
recessionary or recovery period when building 
is not financially feasible.

For most commercial real estate asset 
classes, the physical market is incredibly 
inefficient, as a lack of transactional data 
precludes the analyst from determining the 
state of the market cycle in real time—a 
condition known as inefficient price discov-
ery. Simply put, with most commercial real 
estate property types, there are typically 
insufficient sales of a particular property 
type in a given submarket during a short pe-
riod of time to substantiate how pricing for 
the property type is trending. Contrast that 
with market pricing in the residential market 
cycle and the stock market; both exemplify 
efficient price discovery, which is based on 
plentiful transactions and timely data.

Furthermore, shifts in commercial real es-
tate pricing generally occur over a long time, 
because buyers and prospective tenants are 
accustomed to benchmark values or metrics 
in a given submarket. These benchmarks are 
reimagined over time, taking into account 
outlier transactions that we retroactively un-
derstand as the beginning of market shifts. 
Only in hindsight can we recognize that 
these once-outlier transactions were the start 
of a larger market trend.

In the capital market, vehicles such as bonds, 
stocks, mutual funds, venture debt and hedge 
funds compete with real estate investment. 
Real estate uniquely benefits from depreciation 
write-off and is uniquely diversified in that  
the return of and on capital can come from  

Factors like market psychology affect pricing and drive markets. 

MICHAEL J. ROHM, CCIM, MAI
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increasing net operating income in the physical market or price 
appreciation in the capital market. For these reasons, many 
investors allocate a portion of their holdings to real estate.

The essential role of buyer confidence 
Ultimately, three factors motivate many commercial real 
estate transactions:

1. Personal or collective investment criteria
2. Tax implications
3. Individual space requirements 

These factors are specific to each market participant
making a purchase or sale decision. Individual transactions are 
defined as investment value, a concept distinct from market 
value, which is what appraisers analyze in most circumstances. 
In the realm of commercial real estate, market value can be 
loosely defined as a range of potential sale prices evidenced 
by at least two similar transactions. These transactions are 
sometimes few and far between, and their buyers may be mo-
tivated by different factors. In this way, pricing is more of a re-
action to consumer dependence as a result of individual space 
or investment needs at a specific time rather than robust data 
that supports a list or sale price. A more appropriate way to 
analyze commercial real estate markets may be to characterize 
patterns as “behavioral cycles” rather than “market cycles.”

Whether you’re analyzing the physical or the capital mar-
ket, remember that pricing for most commercial real estate 

assets is relatively inconsistent, depending on the specific 
buyer’s or seller’s motivation. Therefore, consider the factor 
of consumer confidence. If enough people believe property 
values for a certain property type will increase or decline 
by 20%, the trend is likely to occur, regardless of whether 
the perception is rational. Real estate markets are driven by 
emotion and the fear of missing out. When the economy is 
good, optimism will influence negotiations to result in higher 
sale prices. In poor or volatile economic times, pessimism will 
influence negotiations to result in lower sale prices. If funda-
mental analysis reveals the anticipated pricing expectations 
are irrational, real estate agents can advise clients accordingly 
to capitalize on irrational market behavior. 

Differences of opinion make the market, and perceived 
value is sometimes more important than the fundamental 
relationship between supply and demand. As real estate 
agents, we are trying to balance historical pricing trends 
with current consumer behavior, which is often unpredict-
able and always uniquely motivated. Nevertheless,  
we need to consider the whole picture to provide sound 
counsel—even in the face of chaotic markets. 

Michael J. Rohm, CCIM, MAI, is owner and president of 
Commonwealth Commercial Appraisal Group and director 
of valuation advisory for Landmark Commercial Realty, both 
based in Camp Hill, Pa.
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Phase 3 – Hypersupply

Phase 4 – RecessionPhase 1 – Recovery

Phase 2 – Expansion

Long-Term Occupancy Average

Physical  
market cycle 
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SOURCE: MUELLER, REAL ESTATE FINANCE, 1996
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4 Phases of a Real Estate Cycle
Professor Glenn Mueller of the University of Denver’s Burns School of Real Estate produces 
a quarterly forecast that looks at real estate through the lens of cycles.
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A dive into the land residual model

What’s My

WRITTEN BY MICHAEL J. ROHM, MAI, CCIM

Residual land analysis is a method for calculating the 
value of development land and is done by subtracting all 
costs associated with development from the total value of a 
hypothetically complete development including profit but 
excluding the cost of the land. The amount left over is the 
residual land value — or the amount the developer is able to 
pay for the land given the assumed value of the “as complete” 
development, the assumed project costs, and the developer’s 
desired profit.

In its simplest form, residual land valuation follows the below 
formula:

AS COMPLETE VALUE — COST OF DEVELOPMENT = LAND VALUE

In other words, the land residual analysis answers the 
question: “What can I pay for land in order to maintain 
project feasibility?” It is important to note that this 
calculation is relevant and applicable in all types of project 
feasibility analyses (conversion, rehabilitation, renovation), 
not only land valuation.

The most understandable application of the land residual 
technique is with residential lots in a tract subdivision. This 
is due to the relatively small variations in completed home 
values in a developing subdivision, translating into more 
credible “as complete” value estimates. The residual land 
analysis will always begin with the “as complete” value of a 
proposed development alternative. For instance, in the case 
of a tract development, a custom homebuilder will offer a 
buyer seemingly endless upgrade options. Not all of these 
upgrade options will be financially feasible.  Some will be, 
but most will not, as the upgrades — and more importantly, 
the combination of the upgrades — will not perfectly reflect 

Land Worth?
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typical market desires. In essence, the combination of upgrades stems from personal preferences which are rarely 
consistent with typical market activity. In these cases, cost exceeds value added — a concept known as superadequacy.

Upgrades and alternatives for custom homes are not always limited to interior modifications; they can often include 
size and exterior building material modifications. For our discussion, we will focus on interior alternatives to 
communicate the concept of a residual land analysis. The land residual analysis based on three development alternatives 
is summarized below:

Definitions of the above terms are as follows:

  *Based on comparable sales or other market evidence
**Based on construction cost comparables

Analysis of Development Alternatives 

                  Alternative 1             Alternative 2           Alternative 3
Site Acres    0.50   0.50   0.50
Property Type               Single-family home      Single-family home      Single-family home
Beds/Baths                            4 bed/3 bath              4 bed/3 bath            4 bed/2.5 bath
Special Features               Carpet throughout   Hardwood throughout   Hardwood throughout
Estimated Approvable Building Sq. Ft.  2,500   2,500   2,500
1. Value of Brand New Construction*                  $600,000                  $625,000                   $575,000
Estimated Construction Costs, New**   
  Hard Cost PSF    $145.00                    $150.00                     $140.00
  Estimated Approvable Building Sq. Ft. 2,500   2,500    2,500
  Hard Cost ($ PSF x Bldg SF)   $362,500                    $375,000                     $350,000
  Soft Cost @ 10% of Hard Cost  $36,250                    $37,500                     $35,000
  Incentive @ 20% of H&S   $79,750                    $82,500                     $77,000
  Replacement Cost, New   $478,500                    $495,000                     $462,000
  Site Improvements @ 10% of RCN  $47,850                    $49,500                     $46,200
  Site Infrastructure @ 5% of RCN  $23,925                    $24,750                     $23,100
2. Total Construction Costs   $550,275                    $569,250                     $531,300
Residual Raw Land Value (1 - 2)  $49,725                    $55,750                     $43,700
Residual Raw Land Value ($/FAR)  $19.89                    $22.30                         $17.48
Residual Raw Land Value ($/Acre)  $99,450                    $111,500                     $87,400
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Hard Costs include all labor and materials 
required for construction. In this case, 
vertical hard costs (building material 
and labor) and horizontal hard costs 
(site development material and labor) are 
itemized separately.

Soft Costs include architectural, planning 
and engineering fees. They also may include 
legal fees, permits, and taxes, property and 
construction insurance. Construction loan 
application fees/origination fees, interest 
payments and other related financing fees.
Entrepreneurial incentive is the minimum 
amount of profit necessary to entice a 
developer to take on the time, effort and risk 
of a new development.

Site improvements are physical site 
improvements to the land that are 
depreciable components. Examples 
include sidewalks, driveways, curbing and 
landscaping.

Site infrastructure are physical site 
improvements to the land that are not 
depreciable. Examples include grading, 
storm basins, water & sewer line extension 
and connection and electrical line extension 
and connection.

Alternative 1:  2,500-square foot single-family home with 4 bedrooms and  
3 bathrooms with carpet throughout (with exception to kitchen 
and bathrooms). This home will be worth $600,000 when 
complete and costs $550,275 to develop — inclusive of hard 
costs, soft costs, entrepreneurial incentive, site improvements, 
and site infrastructure. The analysis translates into a residual 
land value of $49,725 ($600,000 to $550,275) for an approvable 
raw1 lot.

Alternative 2:  2,500-square foot single-family home with 4 bedrooms and 
3 bathrooms with hardwood throughout (with exception to 
kitchen and bathrooms). This home will be worth $625,000 
when complete and costs $569,250 to develop — inclusive 
of hard costs, soft costs, entrepreneurial incentive, site 
improvements, and site infrastructure. The analysis translates 
into a residual land value of $55,750 ($625,000 to $569,250) for 
an approvable raw lot.

Alternative 3:  2,500-square foot single-family home with 4 bedrooms and  
2 ½ bathrooms with hardwood throughout (with exception to 
kitchen and bathrooms). This home will be worth $575,000 
when complete and costs $531,300 to develop — inclusive 
of hard costs, soft costs, entrepreneurial incentive, site 
improvements and site infrastructure. The analysis translates 
into a residual land value of $43,700 ($575,000 to $531,300) for 
an approvable raw lot.

As is inferred via the analysis, hardwood costs more than carpet and bathrooms 
cost more than common areas. Bathrooms and hardwood also contribute more 
value to the property, all else being equal.
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Based on the residual land analysis, a 4-bedroom, 
3-bathroom home with hardwood throughout 
(Alternative 2) is the highest and best use for 
the vacant site because it produces the highest 
residual land value. Put another way, this is the 
development alternative that returns the most 
value to the land.

One weakness in the land residual approach is 
the sensitivity of the analysis. Limitations to this 
approach primarily include that value and costs 
are dynamic — which will change during course 
of development rather than a single period of 
time. For example, rising labor and material 
costs along with unforeseen expenses associated 
with site infrastructure could increase the final 
development costs, which in turn negatively 
impact the residual land value. This approach 
also does not explicitly consider holding costs2 
and time value of money3; therefore, it is 
important to consider land sales to support the 
conclusion.

In my experience, right of way appraisal — 
similar to appraisal for most purposes — place 
a heavy emphasis on the comparable land 
sales approach to determine land value. This is 
largely considered the most reliable approach 
on the basis of credibility. That is, within the 
land residual analysis, approvable building 
area, estimated cost to construct and overall 

development risk are difficult to credibly project with a raw piece of 
land. Land acquisitions are often use based rather than market based. 
That is, real estate decisions made by owner users are often influenced 
by external factors that are not motivated by real estate financial 
feasibility, thus resulting in a wide range of potential land sale prices.

Despite weaknesses inherent in residual land analysis, we should 
acknowledge that valuing land on the basis on comparable sales has 
substantial weaknesses as well. In the absence of a site survey to locate 
easements and adverses, or an engineer analysis of development 
potential based on zoning requirements, differences in development 
density between sites may significantly deviate, thus reducing the 
credibility of comparison between sites.

Ultimately, land receives value based on what you can build on it. This 
is difficult to assert via either approach but more directly addressed 
in the land residual analysis. Land residual analysis is also known as 
the developer’s approach and right of way appraisers would be wise to 
familiarize themselves with the process as a check for reasonableness 
against alternate valuation methodologies for development land. J

1  In land development, the term “raw” refers to land that is not approved for development and 
does not have site improvements or site infrastructure — specifically utilities hooked up and 
available.

2  Holding costs can include taxes, insurance, mortgage principal and interest, among others.
3  The time value of money (TVM) is the concept that a sum of money is worth more now than 

the same sum will be at a future date due to its earnings potential in the interim i.e., you can 
invest the future value of the property at a safe rate while the building is being constructed.

Michael J. Rohm, MAI, CCIM, R/W-AC, is a fee appraiser and real estate 
agent working throughout Pennsylvania. He is president and owner of 
Commonwealth Commercial Appraisal Group and is director of valuation 
advisory and senior associate with Landmark Commercial Realty.




