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PROMPT

Analyze and give arguments how a real estate valuation expert would convince the owner of
residential real estate and his accountant that, even where the application of book value, defined as
acquisition price minus depreciation is precribed by LAW, is NOT the correct valuation method and
that market value based on the DCF-method as used in the entire real estate industry, is the superior
and necessary valuation method, where application of book value is even forbidden by Law.

Analyze and give arguments how the owner and his accountant should operate within this
framework of conflicting legislation and write a 10 line Management Summary to support this Point

of View.
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Below is how a real estate valuation expert would structure the argument — technically, legally,
and economically — to convince both the property owner and the accountant.

1. Core Distinction: Accounting Value # Economic Value
The central issue is the confusion between:
e Book value (acquisition cost minus depreciation)
e Market value (value based on future cash flows and market risk)
Book value is a historical accounting construct.
Market value is an economic measurement of future benefits.
Real estate is not a depreciating machine — it is a cash-flow generating investment asset.
Therefore, its value is determined by expected income and risk, not by past purchase price.

2. Why Book Value Is Economically Incorrect for Real Estate
(A) Book value ignores market reality
Book value:

e Is backward-looking

e s based on historic cost

e Uses artificial depreciation schedules

e Ignores current rent levels

e lIgnores interest rate changes

e lIgnores location dynamics

e Ignores risk structure
Two identical buildings:

e One boughtin 1995

e One boughtin 2022
Under book value - completely different “values”
Under DCF = identical value if cash flows and risk are identical
This proves book value is owner-dependent, not asset-dependent.
Valuation must be asset-based, not owner-history-based.

(B) Depreciation # Economic Reality
Accounting depreciation:
e [staxdriven
Often linear
Ignores actual market appreciation
Ignores inflation
e Ignores land value growth
In prime markets (e.g. Munich, Zurich, New York City), buildings frequently appreciate overall —
even while being depreciated in books.
Thus book value can decrease while market value increases.
That is economically irrational for investment decision-making.

3. Legal Perspective: When Book Value Is Prescribed — and When It Is Forbidden
There are two different legal regimes:
(1) Accounting / Tax Law
May prescribe:
e Historical cost principle
e Prudence principle
e Systematic depreciation




Purpose:
Creditor protection and taxation.
Not valuation accuracy.

(2) valuation Law / Capital Market Law / Transaction Law
In:

e Financing

e M&A

e Minority squeeze-outs

e Inheritance disputes

e |FRS reporting

e Expropriation

e Fairness opinions
Book value is explicitly rejected because it does not reflect “fair value” or “market value.”
Under international standards such as:

e IFRS

e RICS

e TEGoOVA
o VS

Valuation must reflect market participant assumptions.
Book value is legally unacceptable in those frameworks because it is:
e Not market-based
¢ Not forward-looking
e Not risk-adjusted
Thus: in many legal contexts, using book value is not only wrong — it is legally impermissible.

4. Why the DCF Method Is Superior
The Discounted Cash Flow method reflects:

e Rental income

e Vacancy risk

e Operating costs

e (Capex

e Financing environment

e Market growth expectations

e Exityield

e Systematic and unsystematic risk
DCF measures what investors actually buy:
Future cash flow under risk.

That is how:
e Institutional investors
e REITs
e Pension funds
e Banks

e Private equity

e International valuation firms
value real estate.
Itis the global industry standard.

5. The Economic Risk of Using Book Value

If the owner relies on book value:
e He underestimates collateral value - weaker financing position
e He misjudges sale price




e He distorts return on equity
e He risks shareholder disputes
e He misallocates capital
e He may breach fiduciary duty
Management decisions based on book value are economically flawed.
Book value answers:
“What did | pay?”
DCF answers:
“What is it worth today?”
Only the second question is relevant for investment decisions.

6. How to Operate Within Conflicting Legislation
The solution is not to ignore accounting law.
The correct approach is dual framework governance:
1. For statutory accounts:
Use book value if legally required.
2. For:
e Internal management decisions
e Strategic planning
e Financing negotiations
e |nvestor communication
e Portfolio optimization
e Risk management
e Transactions
e Fairness assessments
Use DCF / market value.
This is not contradictory.
It is standard corporate practice globally.
Even large listed property companies:
e Report historical cost under certain local GAAP rules
e But communicate NAV and fair value based on DCF
The two numbers serve different purposes.

7. Fiduciary and Governance Argument
Directors and owners have a duty to:

e Preserve capital

e Allocate capital efficiently

e Avoid hidden reserves distortion

e Avoid misleading financial impressions
Ignoring market value when it materially differs from book value may constitute:

e Mismanagement

e Inaccurate capital allocation

e Breach of duty of care
Professional valuation protects management.

8. Strategic Framing for the Owner and Accountant

To the Owner:

“Book value protects the tax authority. DCF protects your wealth.”
To the Accountant:

“Book value ensures compliance. DCF ensures economic truth.”




To Both:

Compliance is mandatory.

Economic accuracy is essential.

You must satisfy both regimes simultaneously.

9. 10-Line Management Summary
Management Summary

1.
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Book value is a historical accounting metric, not an economic valuation.

It reflects acquisition price minus artificial depreciation, not market reality.

Real estate value is determined by future cash flows and risk, not past cost.

The DCF method captures rental income, growth, risk, and capital market conditions.
All institutional investors and banks rely on DCF-based market valuation.

In many legal contexts (IFRS, transactions, disputes), book value is legally insufficient.
Exclusive reliance on book value can distort financing, strategy, and equity assessment.
Accounting law and valuation law serve different purposes and must be separated.
Statutory reporting may require book value; strategic management requires DCF.

. To protect wealth, ensure governance compliance, and reflect economic truth, market

value based on DCF is the superior and necessary valuation framework.

If you would like, | can next provide a sharper, more confrontational version suitable for a board
presentation — or a legally toned memorandum suitable for submission to auditors.
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This is a substantive analytical request — I'll provide a thorough written analysis directly in chat,
which is the right format here rather than a document file (the user didn't request a Word doc or
PDF).

Real Estate Valuation: Book Value vs. DCF Market Value — Expert Analysis

The Core Legal Tension

The scenario presents a genuine conflict found in many jurisdictions: tax law or general
accounting law (e.g., local GAAP, civil code, tax codes) may mandate historical cost minus
depreciation (book value) for certain reporting purposes, while real estate sector regulation (e.g.,
IFRS 40 Investment Property, Basel Ill, mortgage lending directives, pension fund regulations, or
expropriation law) may simultaneously require or forbid deviation from market value based on a
recognised income capitalisation method such as DCF. This is not a theoretical edge case — itis
the daily reality of investment property accounting across most of continental Europe, the UK, and
jurisdictions that follow IFRS.

Part | — Arguments of the Real Estate Valuation Expert

1. Book Value Destroys Economic Reality

Book value is a backward-looking fiscal construct. It records what was paid, then mechanically
erodes that figure over a prescribed depreciation schedule (say, 2—3% annually over 33-50 years).
It says nothing about what the asset is worth today. A residential property acquired in Amsterdam
in 2005 at €300,000 may carry a book value of €150,000 after 20 years of depreciation, while its
market value is €900,000. Using book value for any decision — refinancing, sale, collateral,
partnership dissolution, estate planning — would be not merely inaccurate but financially harmful
to the owner.

2. The DCF Method Reflects What the Market Actually Prices

The Discounted Cash Flow method calculates the present value of all future net income streams
generated by the property (rent minus operating costs, vacancy, maintenance, management fees),
discounted at a market-derived rate that reflects the risk profile of the asset, its location, lease
structure, and comparable market transactions. This is precisely how every institutional buyer,
mortgage bank, pension fund, and REIT values property. Book value plays no role whatsoever in
market pricing. An owner who presents book value in a negotiation, a financing application, or a
litigation context will be immediately disregarded by every professional counterpart.

3. Specific Legal Regimes Where Market Value Is Not Optional

The expert's most powerful argument is that in several legal contexts, the application of book
value is itself unlawful:

a) IFRS 40 (Investment Property): Companies reporting under International Financial Reporting
Standards are required to measure investment property either at cost or at fair value, but must
disclose fair value regardless. Where the fair value model is elected — which is the norm for
professional landlords — DCF-derived market value is the mandated measurement basis. Book
value is non-compliant.

b) Mortgage and Bank Collateral Law: Under Basel Ill / CRR (EU Capital Requirements Regulation),
banks must lend against the "market value" or "mortgage lending value" of real property. A bank
that accepted a book value for collateral purposes would be in violation of its own regulatory
capital framework. The appraiser providing book value for a mortgage application would be
producing a non-compliant document.

c) Expropriation / Compulsory Purchase: In virtually every jurisdiction, expropriation
compensation is calculated at market value (often DCF for income-producing property), not book
value. Presenting book value in expropriation proceedings would forfeit the owner's legal
entitlement to full compensation.




d) Partnership and Inheritance Law: Court-appointed valuers in dissolution, inheritance, or forced
sale proceedings use market value. Contractual provisions based on book value have been struck
down by courts as economically unreasonable.

e) Pension Fund / Insurance Regulation: Under Solvency Il and pension fund regulations, property
assets must be carried at fair value (market value). Book value-based reporting would produce a
materially non-compliant solvency calculation.

4. The Depreciation Assumption Is Empirically False for Land

Book value accounting assumes the asset depreciates. For the land component of residential
property — which in most urban markets constitutes 40-70% of total value — there is no
depreciation. Land does not wear out. The statutory depreciation applied in book value accounting
thus overstates asset erosion in a way that is economically meaningless. DCF captures the land's
contribution through capitalised rental income and residual value.

5. DCF Enables Sensitivity Analysis and Risk Disclosure

A properly constructed DCF model allows the owner and his advisors to stress-test assumptions:
what happens to value if vacancy rises by 5%, if the discount rate increases by 100 basis points, if
rents are frozen by rent control legislation? Book value provides none of this analytical capacity.
From a governance and fiduciary standpoint, reliance on book value alone when a DCF is available
and material constitutes a failure of due diligence.

Part Il — How the Owner and Accountant Should Operate Within Conflicting Legislation

The practical answer is dual-track reporting with clearly segregated purposes, a framework used
routinely by sophisticated property owners and their advisors.

Track 1 — Statutory / Tax Compliance (Book Value): The accountant continues to prepare
statutory accounts and tax returns using the legally prescribed book value with permitted
depreciation. This satisfies the fiscal authority and avoids any allegation of non-compliance with
tax and civil accounting law. No argument is made against this obligation — it is simply fulfilled.
Track 2 — Economic / Management Reporting (DCF Market Value): In parallel, the owner
commissions a formal market valuation using DCF methodology from a certified independent
valuer (RICS, TEGOVA, or local equivalent). This valuation is used for all economic decisions:
financing, insurance, asset management, portfolio reporting, negotiation, and any legal or
regulatory context where market value is mandated.

Reconciliation Note: In any document where both figures appear — an annual report, a loan
application, a due diligence file — a reconciliation note explains the difference between book
value (statutory) and market value (DCF), its purpose, the methodology applied, and the
regulatory basis for each. This is standard practice and entirely transparent.

Key Practical Steps:

The owner should instruct his accountant to include a fair value disclosure note in the annual
accounts even where book value is the measurement basis, citing the independently appraised
market value. This protects the owner's interests, satisfies lenders and investors, and
demonstrates good governance without violating the statutory accounting obligation.

The accountant should flag in every relevant filing where book value is legally required that this
figure does not represent and should not be interpreted as the economic or market value of the
asset. This professional caveat protects both the accountant's liability and the owner's interests.
Where a legal proceeding, financing transaction, or regulatory submission requires market value,
the DCF appraisal is the document that must be produced — the statutory accounts are neither
relevant nor admissible for that purpose.

Management Summary (10 Lines)

Valuation of Residential Investment Property: Book Value vs. DCF Market Value Management
Summary — Prepared for the Attention of the Owner and his Accountant




Book value, defined as acquisition cost minus accumulated depreciation, satisfies statutory
accounting and tax obligations but bears no relationship to the economic or market value of real
property. The DCF method — discounting projected net rental income at a market-derived rate —
is the universally accepted valuation standard across the real estate industry, the banking sector,
and institutional investment. In multiple legal contexts, including IFRS 40 investment property
reporting, bank collateral regulation under Basel IlI/CRR, expropriation proceedings, and pension
fund solvency frameworks, the application of book value is not merely inadequate but constitutes
regulatory non-compliance. The land component of real property, which typically represents 40—
70% of total value, does not depreciate, rendering statutory depreciation schedules economically
fictitious. The solution is not to choose one method over the other, but to operate a dual-track
framework: book value is maintained for statutory and tax purposes as required by law, while an
independent DCF market valuation is commissioned and maintained for all financing, commercial,
legal, and management purposes. A reconciliation note bridges the two figures transparently in
any document where both are relevant. The owner should instruct his accountant to include a fair
value disclosure note in the annual accounts, and the accountant should caveat any statutory filing
with an explicit statement that book value does not represent market value. Failure to maintain an
up-to-date DCF appraisal exposes the owner to material risk: underinsurance, insufficient
collateral, loss of expropriation compensation, and adverse outcomes in dissolution or inheritance
proceedings. Immediate action is recommended to commission a certified independent valuation
and to establish the dual-track reporting framework described herein.

This framework is the standard operating model for any professionally managed residential
property portfolio. The legal tension between the two valuation methods is resolved not by
ignoring either obligation, but by assigning each to its appropriate domain — statutory compliance
on one side, economic reality on the other.







