Standards Board
Member Alert – Valuation Uncertainty

25 March 2020
New Zealand is moving into Level 4 Status under the COVID 19 pandemic. Do not
breach social contact restrictions in undertaking banking essential services

Introduction
1.

As we move through the pandemic cycle the message is the same. Communicate with
your clients. We will be moving through this and as regions move to lower status
Levels. Keep communication relevant.

Status of Member Alerts
2.

The status of Member Alerts is that they are considered guidance only and may be
modified as information and the working environment evolve.

3.

Member alerts include all professional communities and relevant disciplines.

Preamble
4.

In making a valuation of real property valuers rely on empirical data to assess value.
The empirical data available today (24 March 2020) on which those valuation
decisions are being made in most cases would not have been influenced by the
current world events and the uncertainty created.

5.

In the case of the sharemarket there is instant empirical data however real property
decisions are generally made over a longer period of time with the reporting of sales
not being as instant as the sharemarket.

6.

This raises the question as to how accurate the valuer considers their assessment of
value is and if this should be qualified or quantified. Valuation uncertainty is not a
product of a restricted inspection it arises from the valuation process (valuation model
or inputs) or events external COVID-19 (novel coronavirus).

Valuation Uncertainty - Member Alert
The Nature of Valuation Uncertainty
7.

A valuation is not a fact; it is an estimate of the most probable range of possible
outcomes based on the assumptions made in the valuation process. Market
valuations are estimates of the most probable price that would be paid in a transaction
on the valuation date. However, even where assets are identical and exchanged in

contemporaneous transactions, fluctuations in the prices agreed between different
transactions can often be observed. These fluctuations can be caused by factors such
as differences in the objectives, knowledge or motivation of the parties. Consequently,
an element of uncertainty is inherent in most market valuations as there is rarely a
single price with which the valuation can be compared.
Valuation Uncertainty (definition)
8.

The possibility that the estimated value may differ from the price that could be
obtained in a transfer of the same asset or liability taking place at the same time under
the same terms and within the same market environment.

Causes of Uncertainty
9.

Material uncertainty can be caused by various factors. These are divided into the
following categories in this Market Alert, market uncertainty, model uncertainty and
input uncertainty. Model and input uncertainty arise from the valuation process, are
closely related and may be measureable. Market uncertainty arises because of events
external from the valuation process and is not normally measureable.

10.

Model uncertainty and input uncertainty are not covered in this Member Alert

Market Uncertainty:
11.

Market uncertainty arises when a market is disrupted at the valuation date by current
or very recent events such as sudden economic, natural disaster or political crises.
The disruption can manifest itself in a number of ways for example either through
panic buying or selling or by a loss of liquidity due to a disinclination by market
participants to trade. An outbreak of sudden trading activity in response to a crisis may
cause rapid price changes that are not necessarily representative of those that would
be agreed between parties acting “knowledgeably and prudently”. Conversely, a loss
of liquidity will mean fewer contemporaneous or relevant recent transactions which
may impact on the reliability of the valuation.

12.

Events causing market uncertainty may be macroeconomic, eg the terrorist attacks of
September 11th 2001, the Lehman Brothers insolvency in 2008, and COVID 19
pandemic in 2020 or microeconomic, eg an unexpected change in the law disrupting a
sector of the market or disruption to the supply chain of an industry.

13.

Such events create valuation uncertainty, because the only inputs and metrics
available for the valuation are likely to relate to the market before the event occurred
and the impact of the event on prices will not be known until the market has stabilised.

14.

Market uncertainty should not be confused with market risk. Market risk is the risk that
an asset may lose value over time due to changes in market conditions that occur
after the valuation date. The possibility of market conditions changing in the future and
the potential for the price of an asset to be affected by those changes is something
that is considered by market participants when negotiating a transaction and will be
reflected in market prices

Materiality
15.

IVS 103 Reporting, para 10.2 requires the valuation report to set out a clear and
accurate description of any material uncertainty that directly affects the valuation. As
indicated in para 8 most valuations contain an element of uncertainty but it is only to
be disclosed when it is “material” and has a direct effect on the valuation. A
requirement to discuss and disclose uncertainty in all cases would over complicate the
reporting of many valuations, and potentially raise unwarranted concern as to the
reliability of the valuation opinion, which would not be helpful to users.

16.

It is therefore necessary to consider whether uncertainty is material. Materiality should
be considered from two aspects; first whether the impact on the valuation figure is
significant and second whether it is of concern to a user of the valuation having regard
to the purpose for which it is required.

17.

In considering whether the impact of the uncertainty is significant, regard should be
had to the impact on the overall potential profit or risk of loss to which either the owner
of the asset or a third party relying on the valuation is exposed as a result of the
uncertainty. This cannot be expressed in absolute terms but will vary depending on
the purpose of the valuation and the nature of the asset.

18.

Even if it is judged that the uncertainty could have a significant effect on the reported
valuation, whether this is a matter of relevance to a user will vary depending factors
such as:
• whether the valuation is required for internal purposes by the commissioning
party or whether it will be disclosed to and relied upon by third parties. The
threshold of materiality is likely to be lower if the valuation is to be relied on by
third parties;
• whether it is the only asset in which the users of the valuation are interested
or whether it is part of a portfolio in which the other assets are not affected;
• whether the cause of the uncertainty was known to the commissioning party
or a third party relying on it when the valuation was commissioned
• whether the effect of the uncertainty could expose the commissioning party
or a third party relying on the valuation to significant risk of loss.

19.

When a valuation is being prepared for financial reporting, the relevant accounting
standard often stipulates when an uncertainty disclosure is required. For example
IFRS 13 Fair Value Measurements has extensive disclosure requirements. The most
relevant to valuation uncertainty, although the term is not actually used, are in section
93:

IFRS 13 93
Specific Disclosures Required (inter-alia)
for recurring fair value measurements categorised within Level 3 of the fair value hierarchy:
a narrative description of the sensitivity of the fair value measurement to changes in unobservable
inputs if a change in those inputs to a different amount might result in a significantly higher or lower
fair value measurement. If there are interrelationships between those inputs and other unobservable
inputs used in the fair value measurement, the entity also provides a description of those

interrelationships and of how they might magnify or mitigate the effect of changes in the unobservable
inputs on the fair value measurement
for financial assets and financial liabilities, if changing one or more of the unobservable inputs to
reflect reasonably possible alternative assumptions would change fair value significantly, an entity
shall state that fact and disclose the effect of those changes. The entity shall disclose how the effect
of a change to reflect a reasonably possible alternative assumption was calculated
© IFRS Foundation

20.

IFRS 13 sets out a “fair value hierarchy” of Levels 1, 2 and 3. It will be noted that the
disclosures required by IFRS 13 section 93 only apply where Level 3 inputs are used.
These are “unobservable inputs” which are defined in the IFRS as inputs for which
market data are not available and that are developed using the best information
available about the assumptions that market participants would use when pricing the
asset or liability.

21.

Where Level 3 inputs have been used, the IFRS only requires a narrative description
of the sensitivity of the valuation to changes in these inputs if this would result in a
significantly higher or lower figure.

22.

For financial instruments slightly different criteria need to be considered. Firstly the
alternative inputs considered must be “reasonably possible”. If it is decided that these
alternatives are reasonably possible and that that they would result in a significant
change to the value then it is necessary to calculate the effect of that alternative input.
Significance is judged by reference to total assets and liabilities or to total equity.

23.

For valuation purposes other than financial reporting under IFRS it is important to
recognise that valuation uncertainty can and does affect valuations that use inputs
that would be classified in either Level 1 or Level 2 in the IFRS 13 hierarchy and the
fact that an explicit disclosure is not required for financial reporting does not mean that
a disclosure may not be required to comply with IVS 103.

24.

Whether a potential alternative input is “reasonably possible” can be a useful concept
to help determine whether valuation uncertainty is material for purposes other than
valuations under IFRS 13. The term is not defined in IFRS 13 and no specific
quantitative probability level is implied. What is, or is not, reasonably possible will
depend on the facts of each situation and requires judgement. From a valuation
perspective a key consideration would be the distribution pattern and spread of
potential alternative inputs. If the data follows a normal pattern of distribution, or bell
curve, data in the tails could usually be safely disregarded as falling outside the range
of being reasonably possible. However, other distribution patterns may mean that
greater weight may need to be given to certain outliers.

25.

Although model or input uncertainty is less likely to arise where the inputs would fall
within Levels 1 or 2 if being undertaken for financial reporting under IFRS, any of the
levels in the IFRS hierarchy could be affected by market uncertainty. For example a
listed blue chip stock may still be affected by a sudden decrease in trading activity and
abnormal levels of price volatility immediately following a market shock.

Nature of Disclosure
26.

If valuation uncertainty is deemed to be material the next question to be addressed is
whether the disclosure to it in the valuation report should be only qualitative, ie
descriptive, or whether a quantitative, ie numeric, indication of the uncertainty should
also be provided.

27.

The requirement in IVS 103 is to provide “a clear and accurate description” of any
material uncertainty. This indicates that a qualitative description should always be
provided for all valuations for whatever purpose where any identified uncertainty
meets the materiality criteria. This requirement is also consistent with IFRS 13. As can
be seen from the extract above a narrative description of the sensitivity of the fair
value measurement to changes in the inputs must be provided, for all valuations which
meet the criteria listed.

28.

A qualitative description of valuation uncertainty should explain the source of the
uncertainty, the effect that this has on the market, the valuation process or both. In the
case of market uncertainty it may be possible to comment on any consensus view on
how long it may be until the effect of the event can be assimilated and stability returns
to the market. In the case of model or input uncertainty a description of the reason
why the selected models or inputs were used can be provided

29.

The question of whether a numeric indication of the effect of the uncertainty should be
also provided is more problematic. Valuation uncertainty often arises because of
either a shortage or lack of empirical data inputs to support the valuation. Where this
is the case, providing a quantitative statement of uncertainty may be unrealistic, as if
the data needed to quantify the uncertainty is available then it could have been used
to reduce the uncertainty in the valuation process.

30.

A related potential problem in providing a quantitative measure of uncertainty is to
avoid implying a false precision. While it may be possible to provide a quantitative
measure by using an alternative input, by definition that input must be one considered
to be less probable or relevant than the one used in the reported valuation. For this
reason it is always appropriate to provide a verbal explanation of the uncertainty and
any quantitative illustration of the possible effect of that uncertainty.

31.

A simplistic expression of valuation uncertainty might be to provide a range within
which the value is considered to fall. However, this is not recommended for the
following reasons:
• For many valuation purposes a single valuation figure is required and a
range would not be acceptable
.
• Determining the extremes of the range may also be unrealistic because the
very factor that created the uncertainty in the first place is likely to mean that
previously observed price fluctuations will no longer be relevant.
• Users may assume that an equal probability attaches to any outcome within
the range when this might not be the case.

32.

Users may assume that there is no possibility of a valuation falling outside of the
indicated range.

Measuring Uncertainty
33.

While caution is required in presenting any numeric indication of uncertainty, there are
circumstances where this can be reasonably provided and be useful to a user of the
valuation. As discussed in paras above, model and input uncertainty may be
measureable by observing the effect on the valuation of using either an alternative
model or input.

34.

The value of financial instruments is dependent upon the amount, timing and security
of future cash flows between the counter parties. Variations in these mainly numeric

inputs over a fixed time horizon are more readily measureable than those that might
be involved in the valuation of other types of tangible or intangible assets held for an
indefinite period, such as the comparative quality or utility of the asset or its potential
for an alternative use.
35.

Where the value of a financial instrument is uncertain because there is no market data
available for an identical or similar instrument it is necessary to make an estimate of
certain inputs into the valuation based on the assumptions that a market participant
might make. In these circumstances it is more likely that two or more alternative
figures that could be reasonably be chosen for a key input into the calculation. Where
this occurs it is recommended that the reported valuation is based on the most likely
of these outcomes, but a sensitivity analysis is provided showing the effect of the
range possible outcomes on the reported value.

36.

The principle of quantifying uncertainty by the use of a sensitivity analysis can also be
applied to assets other than financial instruments where there were a number of
reasonably possible alternative numeric inputs that could have been selected on the
valuation date.

37.

To establish what might be considered a reasonably possible alternative input,
statistical techniques may be used, although if there is market uncertainty at the
valuation date the relevance of input ranges based on previous fluctuations may be of
limited relevance.

38.

If a quantitative measure of valuation uncertainty is to be provided, the following
principles should be considered and applied as appropriate:
• A quantitative measure should always be accompanied with a narrative
describing the cause and nature of the uncertainty. A purely numeric
illustration will only confirm uncertainty, not explain it. There is no useful
purpose served by providing such a quantitative expression of uncertainty if
this will not result in a better understanding of the valuation by the user.
• Quantifying valuation uncertainty does not involve forecasting a worst case
scenario. The objective is not to stress test a valuation to an extreme case.
Any test of valuation uncertainty should address the impact on the reported
value of reasonable and likely alternative assumptions. When choosing
alternative assumptions to measure uncertainty, selection needs to be made
among possibilities that are not located in the tail of the distributions (where
events are very unlikely to happen) but rather in their central areas (where
events are likely to occur).
• The objective of any uncertainty analysis is not to provide a forecast of
possible fluctuations in the reported value at future dates but to provide
information about the variability of fair value measurement at the specific
valuation date.
•When quantifying the impact of uncertainty the interdependence or
correlation between significant inputs needs to be considered when it is
practical to do so. Incorporating correlation analysis is technically and
operationally challenging and potentially costly; but an analysis that does not
consider interdependence provides less relevant information to users. When
uncertainty is measured without proper correlation of interdependent inputs
the degree of uncertainty may be overestimated.

• When measuring a portfolio of financial instruments, interdependence and
potential netting effects across products should be considered. However,
such analysis should complement, rather than be a substitute for, a
disaggregated asset by asset uncertainty measurement. The reason is that
potential netting effects across assets are only relevant when a transaction of
all the products of the portfolio takes place at the same time.

Interim COVID-19 significant valuation uncertainty sample statement
39.

Given the unknown impact that the current COVID-19 outbreak will have on the New
Zealand real estate market, NZIV considers that Valuers should include a disclosure
relating to valuation uncertainty.

40.

A disclosure to the following effect should be included during this uncertain market
period:
The outbreak of the Novel Coronavirus (COVID-19) was declared as a ‘Global
Pandemic’ by the World Health Organisation on 11 March 2020. We have seen
global financial markets and travel restrictions and recommendations being
implemented by many countries, including New Zealand.
The local/regional/national/international (delete those that are not relevant) real
estate market that the subject property is transacted in is being impacted by the
uncertainty that the COVID-19 outbreak has caused. The landscape and market
conditions are changing daily at present. As at the date of valuation we consider
that there is a significant market uncertainty.
This valuation is current at the date of valuation only. The value assessed herein
may change significantly and unexpectedly over a relatively short period of time
(including as a result of factors that the Valuer could not reasonably have been
aware of as at the date of valuation). We do not accept responsibility or liability
for any losses arising from such subsequent changes in value.
Given the valuation uncertainty noted, we recommend that the user(s) of this
report review this valuation periodically.

41.

If there are any comments or feedback, please do not hesitate to contact PINZ via

standardsboard@property.org.nz
Ends:

