

Creating New Business: Insurance Replacement Valuation  
by Patricia Staebler, SRA 

Rising insurance rates, increasing base flood elevations on our coasts, heightened wind risks and escalating qualification requirements from insurance carriers mean that insurance replacement valuation is a good source of business for people providing this service.  The question for appraisers is, do we want to offer this service and provide a quality product to consumers or let home inspectors, insurance adjusters and others who are generally less qualified take the business? 

Who is Qualified?
The insurance carrier typically dictates who is qualified to perform insurance “appraisals.”  Appraisers typically are acceptable in most cases. Some carriers require licensed appraisers but most do not, allowing many different “professionals” access to the work.  In certain states, calling these insurance valuations “appraisals,” however, mandates the use a licensed appraiser.  In short, the answer is not clear cut as to who is qualified. 

Citizens is the insurance carrier of “last resort” in Florida, for all properties on the coastline and in the wind pools, serving those homeowners who otherwise could not get insurance. They operate according to statutory requirements. They published guidelines in 2010 for their insurance agents that make reference to both appraisers and “non-licensed appraiser alternatives,” in addition to a list of items that a replacement valuation or “appraisal” should contain.  But no definitive judgment is offered regarding which service providers are qualified.  With respect to the state passing more clarifying regulation on this issue, the Department for Business and Professional Regulation in Florida has issued an opposite opinion, stating that insurance replacement valuation is not an appraisal discipline in need of regulation by the state. I believe this stance is flawed and dangerous, given the potential for liability and financial loss. Here’s why. 
The following co-insurance calculation example illustrates the potential impact of underinsuring a property:
Building Value at the time of loss                                          $1,000,000
Limit of the Insurance at the time of loss                                  $600,000
Coinsurance                                                                                   80%
Amount of loss (partial fire loss)                                               $300,000
Policy deductible                                                                         $1,000

1. Determine the amount needed to comply with the coinsurance requirement: Property value $1,000,000  
80% = $800,000 (minimum amount needed to meet the coinsurance requirement)

2. Calculate the percentage by which the final loss settlement may be reduced: $600,000/$800,000 = 0.75

3. Calculate the payable loss amount: $300,000 x 0.75 = $225,000

4. Subtract the policy’s deductible to determine the final loss settlement amount: $225,000 - $1,000 = $224,000

The final loss settlement is $224,000 for a total loss/damage of $300,000. If the coinsurance requirements would have been met, the final loss settlement would have been $300,000 minus the deductible of $1,000 = $299,000.  (Citizens Agent Information E-mail IE #016-12, 2012)

This means the insured will be coming out of pocket for $76,000 rather than the $1,000 deductible, which they would have been responsible for had they been properly insured.  What if that homeowner was you?  Wouldn’t you want someone to make good on this loss? This example illustrates the disastrous impact of an underinsured property, which is most often based upon an appraisal that puts forward a valuation that is too low.

Non-Licensed Alternatives
“Non-appraisal alternatives” typically do not provide the same standard of quality as verified appraisals, and their quality most often falls within the range of bad to worse. Because they are not completed by appraisers, the reports are neither USPSP compliant nor meet Appraisal Institute standards, and in most cases, also fail to comply with state law.  Home inspectors, contractors, construction inspectors, and insurance adjusters are all non-appraiser alternatives.  

The core of the report, the valuation, can be of good quality in some cases, but unfortunately most are of very poor quality, especially in instances where the valuation falls far below reality. I have seen advertisements from “insurance appraisers” which claim that they can lower the insurance premiums “without a doubt.”  We as appraisers can do better! As we have seen, in the case of an underinsured property, the repercussions of a badly prepared report can be severe, a fact most often overlooked or misunderstood by poorly qualified valuation providers (see Citizens calculation above). According to my best estimates, based on this information, 30–40 percent of all property in the state of Florida is underinsured.

Appraisers Only
Although these other contractors are not appraisers, the end product they deliver to the client is often referred to as an “appraisal.”  Depending on the state, the law might dictate that only an appraiser can produce this type of “appraisal.”  To find out what the rules are in your state, search for State Statutes, Department for Business and Professional Regulation and similar offices.

In Florida, state statutes provide further context and definition:

Florida Statute 718.111 (11):
(a) Adequate property insurance, regardless of any requirement in the declaration of condominium for coverage by the association for full insurable value, replacement cost, or similar coverage, must be based on the replacement cost of the property to be insured as determined by an independent insurance appraisal or update of a prior appraisal. The replacement cost must be determined at least once every 36 months.
Therefore, in Florida, if a person or company produces a report and refers to it as an appraisal, it should comply with all applicable state laws and USPAP, and should be signed by a State-Certified General Appraiser. 
Appraiser Pitfalls
Now, let’s take a look at the licensed appraisers who provide insurance replacement valuation. In a lot of cases, licensed colleagues hide insurance replacement valuation behind the label of “cost replacement study” and identify their work as a “non-appraisal discipline.”  As such, they feel their reports do not have to comply with either state law, USPAP or Appraisal Institute standards. Is the result different from the non-appraisal alternatives? They are not inherently different, but most appraisers offer the caveat that this is not an appraisal in name, yet contains all the makings of an appraisal. 

The valuation quality I have seen from colleagues depends upon the level of construction background and construction valuation experience, and again, the quality of work I have come across ranges from excellent to incredibly poor. In instances of poor work, i.e. undervaluation, the individuals providing the service expose themselves to a frightening amount of liability. 

One of the worst mistakes a service provider can make is to operate under the assumption that insurance replacement valuation is based on the Cost Approach used in market value appraisals, with subsequent depreciated values of buildings, which are so low that, in many cases, the coinsurance requirements are unable to be met. Should an appraisal such as this find itself upon the desk of an uneducated or inexperienced insurance agent, it could very well result in a liability catastrophe for the appraiser. Many service providers, appraisers and non-appraisers alike, mistakenly assume the role of an insurance agent, in addition to the scope of work, applying percentages for demolition or ordinance of law. These are strictly the duties of the insurance agent or insurance carriers and should not be carried out by anyone else.

Compliance
Questions you may be asking are: How can an insurance appraisal be compliant with state law, USPAP and Appraisal Institute standards? And, should such compliance be pursued in the first place? Many appraisers continue to insist that insurance replacement valuation is not an appraisal discipline because:

         As long as the development of Highest and Best Use is not applicable, it cannot be an appraisal.
         A cost estimate is not an appraisal.
The following is my interpretation of these two points:
USPAP states: “When necessary for credible assignment results in developing a market value opinion, an appraiser must: ...(b) develop an opinion of the highest and best use of the real estate [emphasis added].”  (USPAP Standards Rule 1-3 (b))
It is not necessary to develop an opinion of highest and best use for an insurance replacement valuation because the scope of work demands the valuation of the improvements without the underlying land value.  Therefore, the lack of highest and best use is supported and does not make the appraisal a non-appraisal discipline. 
USPAP distinguishes between “cost” and “value” – an opinion of value is an appraisal, a cost estimate is not. Is an insurance replacement valuation a value opinion or a cost estimate?  In my professional opinion, only an engineer or general contractor can provide an exact cost estimate in the form of a division estimate. The construction industry provides sixteen different divisions (soft cost, masonry, metal, conveying systems, etc.) and in these divisions the professional calculates the exact amount needed to construct a building. This is a cost estimate.

An appraiser evaluates the existing building, recognizes its construction class, compares the building to recently constructed buildings in the market area (cost comparables), and uses a valuation software with a reconciliation of the software result and the cost comparables. This is a value opinion. If a value opinion is provided, the report automatically falls under USPAP regulations and has to meet all its requirements. For me, the answer is very clear: Insurance replacement valuation is serious appraisal work, and the lack of education and regulation regarding the matter demonstrates considerable neglect on the part of those state governments which do not pursue such measures of protection for its citizens.
I would like to see companies and individuals providing insurance replacement valuation be regulated and educated by their states, meaning the unlicensed persons should get an appraiser license plus construction and insurance law education and the licensed appraisers should also get the additional construction and insurance law education. This will only happen, when states start to recognize and accept insurance replacement valuation as an appraisal discipline. 
If you do these valuations or are considering it, it is not wise to hide behind the term “cost study” or “non-appraisal discipline.”  Go the extra mile to ensure that your report is compliant with your state’s laws, as well as with USPAP and Appraisal Institute standards. Colleagues who do not possess sufficient construction background, yet have an express interest in providing these services, are advised to hire an engineer or general commercial contractor until they reach the point at which they possess the knowledge necessary to feel comfortable in their ability to provide a quality product, which is compliant with the above institutions and protects both the service provider and the client. There is bountiful work in this area and more to come in the future. 
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