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This article discusses 

estimating external 

obsolescence. which is the 

least applied of the three 

types of depreciation/ 

obsolescence. 

Estimating 
External Obsolescence 
by Philip G. Spool, ASA 

My previous ~o articles were about 

estimating physical depreciation and 

functionaL obsolescence (find them at 

Workil1gRE. cam , Ubrary). In my article on 
functional ob~olescence, I indicated that 
it is very complicated to understand and 
to estimate. I also discussed calculating 

functional obsolescence in the cost and 

sales comparison approaches. This arti­

cle discusses estimating external obsoles­
cence, which is the least applied of the 
three types of depreciation/obsolescertce. 

The real estate appraisal books have 
very little discussion of external obsoles­

cence. Just like my article on functional 

obsolescence, I read and re-read many 
appraisal books regarding external obso­
lescence and how it is determined. Not 
much is written on it and I can under­
stand why. It is used very little and is 
good in theory but difficult to apply in 

the real world. Much of it is based on 

judgment, which is why it is easy to criti­
CIze someone else's report. I imagine this 
article will be the same, in that I can 
explain what it is theoretically but find 
that real-world examples are easy to state 
but diHicult to support. 

What Is External Obsolescence? 

External obsolescence consists of loca­
tional obsolescence and economic obso­
lescence. According to the Dictionary of 
Real Estate Appraisal. Fifth Edition (Appraisal 

Institute), if you look up locational obso­

lescence and economic obsolescence, 
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they would both indicate "see exter­

nal obsolescence." So that is what 

did. External obsolescence is defined as 

"an element of depreciation; a diminu­

tion in value caused by negative exter­
nalities and generally incurable on the 
part of the owner, landlord, or tenant." 

The Appraisal Institute's (AI) book, The 
Appraisal of Real Estate-Thirtemth Edition 
states, "External obsolescence may be 
caused by economic or locational tactors. 
It may be temporary or pennanent, but it 
is not usually considered curable on the 
part of the owner, landlord, or tenant." 

For those appraisers who have been 

in the business more than 25 years (over 

40 for me), we were taught that there 
was physical depreciation, functional 
obsolescence and locational obsoles­
cence. Economic and external obso­

lescence were never mentioned until 

much later. This article will discuss the 

composition of external obsolescence, 
which is locational and economic obso­
lescence. In either situation, locational 
or economic, the loss in value is caused 
by something outside of the property. 

Functional obsolescence is caused by 

something inside of the property. While 

external obsolescence is the loss in 
value caused by something outside of 
the property, it only affects the building 
portion of value in the cost approach. 
This is important to know and will be 

explained in this article. 

What Is Locational Obsolescence? 

It is easier to discuss and understand 
locational obsolescence as it is the most 
common fonn of external obsolescence. 

Some examples of locational obsoles­

cence include the subject property being 

located on a busy street or having access 
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from one direction only (either a one­

way street or divided highway), being 

located across from a school where 

access to your driveway is hampered 

by cars lining up to pick up children 

after school, a high noise volume affect­

Ing your peace and quiet or a residence 

located next to or backing up to a com­

mercIal property. 

Paired Sales Analysis 

Locational obsolescence can be esti­
mated by a paired sales analysis . For 

the purpose of this article, I will use 

the example of a single family resi­

dence to calculate Illocational obsoles­

cence. Estimating locational obsoles­

cence begins in the sales comparison 

approach. The best and perhaps easiest 

way to calculate locational obsolescence 
in a single family residence is by com­

paring two sales that are similar in all or 

most attributes except one, which is the 

negative aspect of the location of one of 

the two properties. 

This method is commonly known as 
the "paired sales analysis" For example, 
a house located on a very busy street or 

where access to the house is very dif­

hcult, might sell for $50,000 less than 

a house that is not on that street but a 

few blocks away where access is unaf­
fected. This is the easiest way to calculate 
the locational obsolescence in the sales 

comparison approach. Keep in mind that 

when calculating the loss in value by 

the paired sales analysis, all other dif­

ferences must be adjusted for first. An 

example would be one house has a two­
car garage while the other has a one­
car garage. The gross living area for the 

two properties might be different. All of 

these adjustments should be made first. 

It is best to pick the one sale that is not 

affected by the location and adjust the 
affected (subject) property differences to 
the non-affected property. Ideally, after 

these adjustments are made, the differ­

ence would be the result of the location 

of the subject. If the result is $50,000, for 

the difference between the paired sales 

after all other adjustments are made, then 

the $50,000 would be reflected in one of 

the line item adjustments, such as loca­

tion or view. 

Rent Loss Method 

A rarely used but perfectly acceptable 

way to calculate locational obsolescence 

for a single family residence is a compar­

ison of the rental rate difference between 

a house affected by its location, versus 

one not affected by its location, and 
then calculating the locational obsoles­
cence by using a gross rent monthly 

multiplier times the rent loss . The first 

step is to find the rental rate of a house 

affected by its location (assume a rental 

rate of $1,250 per month) compared 

to a house nearby that is not affected 
by its location (assume a rental rate of 
$1 ,500 per month ). The rental rate dif­

ference is $250 per month. This method 

only works if there are rentals of houses 

affected by their location- otherwise 

this method is not applicable . 

The second step is to calculate the 
E!'ross rent monthly multiplier (CRMM). 

. The CRMM number is based on the 

ul1iAifected houses that have been rented. 

The gross rent monthly multiplier is 

detennined by the sales price of a house 

divided by its monthly rental rate. 

Hopefully, there are several houses that 
have sold and rented in order to establish 

a more accurate CRMM. Let's say that a 

house sells for $300,000 and was rented 

for $1,500 per month. The· CRJ\l\M is 

200 ($300,000 divided by $1,500) . For 

this article , let's assume that the other 
CRMMs are also coming in close to 200. 
The CRMM is not a dollar amount or a 
percentage amount. It is just a number. 

The locational obsolescence by 

the rent loss method would be the 

$250 per month rent difference times 
the 200 CRlvIM, equal to $50,000. The 
$50,000 would be reflected in one of 
the line item adjustments, such as loca­

tion or view. 

Whatever method you choose to esti­

mate the locational obsolescence (paired 

sales analysis or rent loss method), the 

amount of locational obsolescence arrived 

at for the sales comparison approach con­

siders the entire property, both land and 

building. In the cost approach, only the 
bUilding portion is considered. This will 

be discussed in detail below. 

Cost Approach 

The cost approach separates the land 

(site ) value from the building value. This 

is very important because the appraIser 
should not use the total amount of loca­
tiona! obsolescence calculated in the 

sales comparison approach and apply 

that amount in the cost approach. This is 

considered "double dipping." The exam­

ples given above indicate a locational 

obsolescence of $50,000 that is applied 
in the sales comparison approach . For 
the cost approach , the appraiser must 

consider only the building portion as the 

land portion is detennined by estimating 

land (site) value that already reflects the 

location problem. 

Therefore, the building-to-total 
value must be determined. The best way 
to make this detennination is to first 

calculate the site value and compare it 

to the total value in the cost approach 

without considering any locational obso­

lescence. For example, you estimate the 
site value of the single family residence 
to be $100,000 and you estimate the 

total value by the cost approach to be 

$400,000. The land-to-total value ratio 

would be $100,000 divided by $400,000 
or 25 percent. This would leave the 

building-to-total value ratio at 75 per­
cent. The $50,000 in 10cationaJ obso­
lescence as calculated in the sales com­

parison approach should only consider 

the building portion or 75 percent of the 

$50,000, equal to $37,500. This would 

be the amount of locational obsolescence 
to be reflected in the cost approach. 

What 15 Economic Obsolescence? 

Just about all of the appraisal books over­

look economic obsolescence, yet it is 
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distinctively di fferent from locational 

obsolescence. Both economic and loca­

tional obsolescence make up external 

obsolescence. The best way to describe 

economic obsolescence is a loss in value 

due to market conditions. Examples that 
will cause a property to have economic 
obsolescence include an oversupply of 

inventory, loss in rental income, a decline 

in sales price due to the economy or an 

increase in vacancy, and collection loss 

due to an increase in unemployment. 

Most recently, many parts of the 
country have experienced an increase in 
the amount of foreclosures. There are 

many reasons for this but they are mostly 

attributable to an overzealous inflation 

of property values, including homes that 

should not have been considered an 

investment but homesteaded properties. 
People were buying up houses with the 
expectation of increasing values and then 

flipping them for a quick profit. As an 

appraiser, it was quite difficult to support 

an increase in market value every month 

as we utilized closed sales, which is his­
torical data. 

Those appraisers who utilized an 

increase in market conditions (time) adjust­

ment in the sales comparison approach 

had difficulty in the cost approach. In fact, 

the cost of bUilding materials did increase 
but nowhere near the rate of increase that 
the overall sales prices were increasing. 

If there was any support to increase 

the overall value in the cost approach, it 

would have been in land sales but pure 

land sales were not plentiful and again, 
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were of closed sales that occurred sev­

eral months prior to the date of valua­

tion. This scenario did not reflect any 

economic obsolescence. But when the 

"bubble" did burst, values spiraled down­

ward and , in many locations, decreased 

to around 50 percent of its peak, with 
some areas more and others less. 

Economic obsolescence occurs 

when the sales price of a property is well 

below the site and building costs com­

bined. An example would be a fee simple 

townhouse III a new development. Take 
a 1,200 square foot fee simple town­
house that sold for $150,000 at the peak 

of the market but now is being sold for 

$75,000. If the cost to build the town­

house is $80 per square foot, then the 

cost new for the building component 

would be $96,000 (1,200 sq.ft. times 
$80 per sqft.) . Let's also assume the 
site value is $15,000 (20% of $75,000). 

The total cost new, which is the market 

value by the cost approach (assuming no 

physical deterio ration , functional obso ­

lescence or locational obsolescence) 
is $111 ,000 ($96,000 plus $15,000) or 
$36,000 greater than the sales price of 
$75,000. Perhaps the $36,000 would 

be considered economic obsolescence. 

That is a judgment call in my opinion. 

Quantifying (Calculating) Economic 
Obsolescence for Any Property 

Economic obsolescence would probably 

be considered the difference between 

the value at its peak versus the current 

value . r would tend to disagree with 

this as the peak was a false value as 
it re8ected buyers not concerned with 
true value but knowing or thinking they 
could unload the property in a matter of 

months and make a profit. 

Economic obsolescence has to be 

within a defined time frame and a defined 

market area. A good example would be 
if a majority of the property owners or 
renters in a neighborhood are depen­

dent on a base industry such as a factory 

that closes due to the poor economy or 

where a business files for bankruptcy, 

etc. If the closing of the factory results in 

a greater than normal number of houses 

for sale or if the vacancy rate exceeds 

the typical vacancy rate for that area , 

this negative effect can be quantified. 

There would be no economic obsoles­

cence in the sales comparison approach 
as sales should be relatively recent and 

within the same general neighborhood 

as the subject, if the property is a single 

family residence. 

For single family reSidences, only 

the cost approach (building por­
tion only) would reflect the economic 
obsolescence; for a commercial prop­

erty it would be the cost and income 

approaches. But why do the cost 

approach at all? Most likely the cost 

approach is not applicable in estimat­
ing the market value of the property 
unless it is proposed, under construction 
or relatively new. Otherwise, don't do 

the cost approach Hopefully the lender 

urilderstands that the cost approach is 

not applicable in providing a credible 

opinion of market value . 
It is easier to quantify (calculate) 

economic obsolescence for commercial 

properties than residential properties as 

the best test of economic obsolescence 

is the loss in rent to the affected prop­

erty by the economy at a particular loca­

tion. Again , it has to be a defined time 
period and general area that is effected. 

The best example I can give is when 

I had to travel to Ft. Myers, Florida, to 

testify at a hearing for a deficiency judg­

ment. My attorney requested that I stay 

at a La Quinta hotel that was convenient 
to him. Not knowing Ft. Myers too well , 
I booked a room at the Interstate 751Ft. 
Myers airport location that was conve­

nient to his office and very convenient 

for me, as Interstate 75 was the highway 

I was traveling from Miami to Ft. Myers 
After I told the attorney that I booked a 
room there, he told me that he wanted 
me to change my reservation to another 
La Quinta in nearby Ft Myers Beach, 

that is right off of Sanibel Island where 

he lives, as it would be more convenient 



for him to pick me up at that location . I 

switched hotel locations with no prob­

lem. It was even better for me because 

of the lower price. The price would nor­

mally be higher near Ft. Myers Beach 

than near I-751Ft. Myers airport but this 

was at the time when the BP oil spill 

occurred in the Gulf of Mexico. There 

was a perception of possible oil con­

tamination on Sanibel Island, which is 

a tourist destination year round, causing 

many cancellations. 

I inquired at the front desk about 

the effect of the media's reporting of 

potential oil coming onshore from the 

location of the oil rig and was told 

that there was no problem at all with 

the beach nor would there be (which 

he was correct about). However, their 

occupancy level dropped Significantly 

due to the press coverage . The hotel 
rooms and amenities at each hotel are 

Identical (Ft. Myers Beach vs. I-751Ft . 

Myers Airport) but the perception of 
the oil spill affected the economy of 

the hotels in and near Ft. Myers Beach 

and Sanibel Island. 

An analysis of what the net rent 

would have been with and without the 

effect of the drop-off of the occupancy 

rate would have been easy to determine 

and it would have resulted in a lower 

value due to the effect of the oil spill 

(or perceived effect) at this particular 

location. Th~ result would have been 

a reduction in value due to the economic 
ohsolescEnce that resulted in this partic­

ular location as the occupancy level 

was not affected at the I-751Ft. Myers 

Airport location. 

As in estimating locational obso­

lescence, economic obsolescence has 

to reflect the building portion only. 

Therefore, the bUilding-to-total value 
must be determined just like in the cost 

approach for locational obsolescence. 

The best way of making this determina­

tion is to first calculate the site value and 

compare it to the total value in the cost 

approach without considering any eco­

nomic obsolescence. If the land-to-total 

value ratio is 25 percent, the building­

to-total value ratio would be 75 per­

cent . Multiply the capitalized rent loss 

amount with the building-to-total value 

ratio to arrive at the economic obsoles­

cence . This amount can be applied in 

the cost and income approaches . 

[n conclusion, if your subject 

property has external obsolescence, 

whether it is locational or economic, 

an adjustment for it in the sales and 

cost approaches could be made and sup­

ported for single family reSidences, and 

in the income approach (for two to four 

unit residential properties and commer­

cial properties). WIE 

We Have WALKED 
In Your Shoes! 

It's a fact of life...The economy goes up, it comes 
down or it becomes stagnant but costs increase. 
It is a trying experience and unfortunately it 
has an adverse affect on business owners . 
Wouldn't it be great if there was a way to make 
money during a topsy turvy economy? 

Answer: Yes and we've proven it by walking 
in your shoes! Certified Machinery & Equipment 
Appraisal is in demand by lenders, CPAs, attorneys 
and others .. . no matter the economy! 

Do you have to know anything about equipment? No! 
You are the expert at finding values. So are Certified 
Machinery & Equipment Appraisers (CMEA). A 
CMEA doesn 't go through the enormous amount of 
paperwork that you do. And, our risk of liability is lower. 
Here's the best part: A CMEA's aSSignment fees are 
significant! 

What are you waiting for? Now is the best time for you 
to "work smart" and maximize your income potential. 
Request our FREE CMEA Preview Pak and find out 

(866) 632·2467 
www.nebbinstitute.org 

....~J.r....~~~ how through our education, certification, tools, service, 
~~!!€c~!!!!!!4' and support you can once again enjoy the appraisal 

industry and make more money! 

Fall 2013 Working RE Iii 


