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The instant  case was t r ied de novo by th is  Cour t . ,  pursuant  to

the process for  appeal ing commerc ia l  rea l  proper ty  tax assessments.

The proper ty  in  quest ion is  a  downtown of f ice bui ld ing,  wi th

cer ta in  unique phys ica l  features.  The subject  proper ty  is  l -ocated

a t  I 9L9  Pennsy l van ia  Avenue ,  N .W.  i n  t he  D is t r i c t  o f  Co lumb ia .  A t

t r i a l  t he  pe t i t i one r  cha l l enged  the  assessmen t  f o r  t ax  yea r  1990  on

severaf  grounds and of fered t .he test imony of  an exper t  appra iser  in

suppor t  o f  i t s  v iew  tha t  t he  taxes  assessed  were  too  h igh .

In  pe r fo rm ing  the  assessmen t ,  t he  D is t r i c t  emp loyed  a

methodology known as the "capi ta l izat ion of  income approachl  or

more s imply  the " income approach.  "  The issues before the Cour t

ch ie f l y  conce rned  ce r ta in  a l l eged  f l aws  i n  two  aspec ts  o f  t he

assessmenL  under  th i s  me thodo logy ,  ch ie f l y :  (1 )  t he  fa i l u re  to

take in t .o  accounL the actual  expense and income h is tory  of  the

proper ty  and Q) the lack of  suf f ic ient  ev idence under ly ing the

cap i ta l i za t i on  ra te  tha t  was  emp loyed  by  t . he  assesso r .

Based  upon  the  fo l l ow ing  app l i cab le  l aw ,  t he  f i nd ings  o f  f ac t ,

and conclus ions of  law,  th is  Cour t  has determined that  the



pet i t ioner  should prevai l  and

o rde red .

t,hat a part. ial refund must be

I. THE CONTROLI.,TNG STATUTE AND CASE LAW

The factual  f ind ings must  be v iewed in  l ight  o f  the

fundamenta l  Iaw t .hat  appl ies to  the jud ic ia l  process of  f ix ing a

value on commerc ia l  proper ty  for  purposes of  prov id ing re l ie f  f rom

an excessive tax assessmenL.

ReaI property taxes are based upon the estimated market value

of  the subject  proper ty  as of . fanuary 1st  o f  the ca lendar  year  that

precedes the tax year  for  an annual  assessment  and,  as of  December

31s t  f o r  a  second  ha l f  supp lemen ta l  assessmen t .  Th i s  i s  p resc r ibed

c lea r l y  i n  t he  D is t r i c t  o f  Co l -umb ia  Code .  See  47  D .C .  SS  820  and

830  (1990  nep1 . ) ;  see  D is t r i c t  o f  Co lumb ia  v .  Wash inq ton  Shera t .on

Corp .  ,  499  A .2d  I 09 ,  I L2  (D .C .  1985 )  .  "Es t ima ted  marke t  va l - ue "  i s

de f i ned  as :

100 per  centum of  t .he most  probable pr ice at
wh ich  a  pa r t i cu la r  p iece  o f  rea l  p rope r t y ,  i f
exposed for  sa le in  the open market  wi th  a
reasonable t ime for  the se1Ier  to  f ind a
purchaser, would be expect.ed t.o t.ransfer under
prevai l ing market  condi t ions between par t ies
who have knowledge of the uses to which the
property may be put, bot.h seeking t.o maximize
t .he i r  ga ins and nei t .her  be ing in  a pos i t ion to
t .ake advantage of  the ex igencies of  the ot .her .

4 ' 7  D .C .  S  47 -802  (4 )  ( 1990  Rep l . ) .

The Cour t  o f  appeals  in  Washinqton Sheraton fur ther

emphasized,  r r ln  determin ing the est imated market .  va1ue,  the

assessment  sha1l  take in to considerat ion:

lA l  I I  avai lab le in format ion which may have a
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bear ing on the market  va lue of  the real
property including but. not l imited to
government  imposed rest r ic t ions,  sa les
informat ion for  s imi lar  types of  rea l
proper ty ,  mor tgage or  other  f inancia l
considerat ions,  rep lacement  costs  less accrued
deprec iat ion because of  age and condi t ion,
income earn ing potent ia l  ( i f  any) ,  zoning,  the
highest  and best  use to  which the proper ty  can
be put ,  and the present  use and condi t ion of
the proper ty  and i ts  locat ion.

I d .  a t  L L 2 .

A person who appraises a property for the purpose of

determin ing i ts  va lue for  taxat . ion

may apply one or more of the three generally
recognized approaches of  va luat ion when
consider ing the above factors. Those
approaches are t .he replacement  cost ,
comparable sa les,  and income methods of
va luat ion.  Usual ly  the appra iser  considers
the use of  a l l  three approaches,  but  one
method may be most appropriate depending on
the ind iv idual  c i rcumstances of  the subject
properry .

Id .  a t  113  [ c i t a t i ons  omi t . t ed ]  .

The " replacemenL cost  approach,  "  a lso ca l led s imply  the , 'cost

approach,  "  involves der iv ing the " 'cost  o f  rep lac ing proper t .y  wi th

new proper ty  of  s imi lar  u t . i l i ty  a t  present  pr ice level -s ,  less the

extent. t .o which the val-ue has been reduced by depreciat. ion because

o f  dg€ ,  cond i - t . i on ,  obso lescence ,  o t  o the r  f ac t .o rs . ,  i l  I d .  a t  113 ,

quo t i ng  15  DCRR S  108 (b )  ( 2 ) ;  9  DCMR S  307 .4 .  The  rep lacemen t  cos t

may  " '  be  es t ima ted  e i t he r  by  (1 )  ad jus t i ng  the  p rope r t y ,  s  o r i g ina l

cost  for  pr ice level  changes,  t r  Q)  apply ing current  pr ices to  the

proper ty 's  labor  and mater ia ls  components and tak ing in t ,o  account .

any ot .her  costs  typ ica l ly  incurred in  br ing ing the proper ty  to  a

f  i n i shed  sLa te . ' r r  I d .
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The "comparable sa les approach"  bases assessed value on the

price or prices at, which reasonably comparable propert ies have

recent ly  so1d,  in  accordance wi th  the fo l lowing guidel ines:

(a)  Sales which represent  arm's length
t ransact ions between buyer  and seI ler  shal l  be
used in  analyz ing market  va lue.  Sales which
t .o  do not .  represent  arm's length t ransact ions
sha1I  e i ther  be adjusted for  d i f ferences or
d isregarded;

(b) Sa1es comparisons should be made by
proper ty  type wi th in  an assessment  area, .
Prov ided,  that  i f  suf f ic ient  sa les data for  an
assessment  area is  not  avai lab le,  sa les data
f rom other  s imi lar  areas may be used.

9  DCMR S  307 .3 .

Regard ing t .he " income capi ta l izat ion approach, ' ,  the Dis t r ic t

o f  Columbia Cour t  o f  Appeals  has arL icu lated the fundamenta l

factors in  t .he appl icat ion of  th is  appra isa l  method.

Th is  me thod  en ta i l s  de r i v i ng  a  ' s t . ab i l i zed

annuaL net income' by reference t.o the income
and expenses of  the proper ty  over  a per iod of
severaL years.  That  annual  net  income is  then
div ided by a capi ta l izat ion rate a number
represent ing the percent .age rate that .
taxpayers musL recover annually t.o pay the
mortgage,  to  obta in a fa i r  re turn on
taxpayers '  equi ty  in  the proper ty ,  and to  pay
rea l  es ta te  t axes .

Rock  Creek  P laza -Woodner ,  L td .  v .  D i s t r i c t  o f  Co lumb ia ,  466  A .2d

857 ,  858  (O .C .  l - 983 )  .  Th i s  de f i n i t j - on  o f  wha t  mus t  be  i nc luded  i n

t .he capi ta l izat . ion rate has governed jud ic ia l  dec is ions through t .he

yea rs .  See  Wo l - J  v .  D i s t r i c t  o f  Co lumb ia ,  597  A .2d  1303 ,  1309  (1991 )  . 1

t see  Rose  Assoc ia tes  v .  D i s t r i c t  o f  Co lumb ia ,  Tax  Nos .  5282-
92  and  5772 -93  (November  30 ,  1995 )  ( Long ,  .T . ) ;  Squa re  118  Assoc ia tes
v .  D is t . r i c t .  o f  Co lumb ia ,  Tax  Docke t  Nos .  4084-88  and  4266  (Augus t
25 ,  1993  (Wagner ,  J .  )  ;  1111 -  l - 9 th  S t ree t  Assoc ia t .es  v .  D i s t r i c t  o f
Co lumb ia ,  Tax  Docke t  No .  4082 -88  (Feb rua ry  21 - ,  L992 )  (Su1 l i van ,  . I . ) .
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As a pract ica l  mat ter ,  the s tatute and case law c i ted above is

the most  usefu l ,  s tandard f ramework wi th in  which to  adjudicate

whether  a commerc ia l  rea l  proper ty  assessment  was fa ta l ly  f lawed

and the extent to which the Court ought to accept the worth of the

d i f f e ren t  app ra i sa l  o f fe red  by  the  pe t . i t i one r ' s  expe r t  w i tness .

In  the instant  case,  both par t i -es agree that  the income

approach was proper ly  ut i l ized j -n  assessing the subject  proper ty .

This  is  not  the contested issue.  Rather ,  the de novo issues in  the

case focus upon the correct  execut ion of  the income approach to

va lue .

I I .

The subject  proper ty

D is t r i c t  o f  Co lumb ia .  As  a

known  as  "Na t iona l  P lace .  "

1 9 9 0  ( a s  o f  ' J a n u a r y  L ,

$ 3  7  ,  8 I 7  , 2 0 6  f  o r  t h e  l - a n d

FINDINGS OF FACT

is  f  ound  i n  Square  1L8 ,  Lo t  29  i n  Lhe

combined of f ice and reta i l -  venue,  i t  is

1989 )  was  $53 ,  840 ,  000  .  Th i s  i nc l uded

po r t i on  and  $16 ,022 ,794  a tL r i bu ted  t o  t he

The  Pe t i t i one r  he re in ,  Square  l -18  Assoc ia tes  L im i ted

ParLnership,  QS L imi ted Par tnership and UB L imi ted Par t .nership,

genera l  Pa r tne rs ,  i s  a  l im i ted  pa r tne rsh ip  o rgan ized  and  ex i s t i ng

under  the laws of  t .he Dis t r ic t .  o f  Columbia.  Pet i t ioner  is  the

owner of  the subject .  proper ty  and is  responsib le for  payment  of

rea l  es ta te  taxes .

The Assessment .  The D is t r i - c t ' s  t ax  assessmen t  f o r  t . ax  vea r
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improvements.2 At  t r ia l ,  Pet i t ioner  amended i ts  c la im t .hat  the

fa i r  ma rke t ,  va l ue  o f  t he  p rope r t y  was  g38 ,95o ,ooo .  Th i s  r e f l ec t s

the va lue that  was der ived by Pet i t ioner 's  exper t  appra iser .

The  p rope r t y  i t se l f  cons i s t . s  o f  an  8 -s to ry ,  h igh - r i se  o f f i ce

bui ld ing that  was erected in  L979.  r t  has f i rs t  f loor  and

mezzan ine - Ieve l  re ta i l  space .  I t  i s  l oca ted  on  t . he  no r th  s ide  o f

Pennsylvania Avenue (between 19th Street  on the east  and 20th

Street  on the west)  and Eye Street  on the nor th.  There are three

Ieve l s  o f  pa rk ing .

The net  rentable area of  th is  bu i ld ing to ta ls  243,31,6 square

fee t  ( 20B ,B l -8  f o r  o f f i ce  space  and  34 ,498  f o r  r e ta i l  space )  .

Not .ab1y,  the bui ld ing conta ins a pEpco substat ion,  which

compr i ses  20  ,647  square  fee t .  o f  space .

The assessor  for  th is  tax year  was Phi l l ip  Appelbaum, then a

commerc i -a l  assessor  wi th  the Depar tment  of  F inance and Revenue.  He

was  ca l1ed  as  a  t r i a l  w j - t ness  by  the  Pe t i t i one r .

As t .o  the land por t ion of  the assessment ,  the t . r ia ]  record

ref lects  t .hat  the land under ly ing th is  proper ty  had not  been

assessed  cons i s ten t l y  on  an  annua l  bas i s .  The  l as t  re -assessmen t

had been per formed for  tax year  1989.  Appelbaum test i f ied that  he

increased the ]and assessment  for  th is  proper ty  speci f ica l ly  us ing

the developed f loor  area rat io  (FAR) of  the proper ty ,  ra ther  than

valu ing the land as i f  i t  were vacant .  The appl icable zoning

regu la t i ons  pe rm j - t s  an  "a I l - owab Ie "  FAR o f  G .5 .  The  ac tua l ,

2The  Pe t i t i one r
of  Equal izat ion and

did t imely  appeal  the assessment  and t .he Board
Rev iew uphe ld  the  assessmen t .
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developed FAR is  7.1.  F ina l1y,  Appelbaum admit ted that  he d id not

engage in a fresh market survey or data analysis in det.ermining the

assessment. of the l-and. Rather, he simply repeated the l-ast known

assessment  f igure wi th  an upward adjustment  for  a  d i f ferent  FAR.

To arrive at an assessmenL for the total propert.y, ds

improved,  Appelbaum test i f ied that  he used the mass appra isa l

technique.  He ut i l - ized the income approach to  va1ue.3

Appelbaum did not actually use or even part ial ly rely upon the

owner 's  par t icu lar  income and expenses h is t .ory  regard ing th is

proper ty  in  comput ing f igures that  led t .o  h is  assessment .a

The net operat. ing income (NOI) for this property was derived

by Appelbaum so1eIy through h is  reference t .o  marketp lace (or

i leconomic ' r  )  income and expenses data re la t . ing to  other  of  f  ice

bu i l d ings  tha t  were  e rec ted  i n  t he  1970s . As to income

informat ion,  he test i f ied t .hat  he co l lected data f rom newly-s igned

feases for  o f f ice bui ld ings in  the same age group as the subject .

proper ty .  Yet ,  a t  t r ia l  he could not  ident i fy  which proper t ies he

used.s He then averaged the rents  and used them as an assumpt ion

for  the subject  proper ty .  He stated that  the Depar tment  of  F inance

3The sale approach was used as a check.  He determined that
the cost  approach was not .  appl icable because the subject  proper ty
was a mature bui ld ing wi th  an establ ished income st ream.

-  nvaguely ,  he s tated that  he "considered"  i t ;  but  such
"considerat ion"  cannot  be connected to  any par t icu lar  formula or
concrete ro le  in  h ls  ca lcu lat ions.  Thus,  the Cour t  draws the
inference that  he ignored the actual  h is tory  of  the proper ty .

sThus,  there was no corroborat ing documentary ev idence that
the Government could have used (for de novo purposes) to
reconstruct  t .he soundness of  h is  conclus ions.
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and Revenue,  ds a "pol icy"  mat ter ,  d i rected h im to va lue the

property by using economic renLs on1y.

The repor ted gross of f ice income for  l -9BB for  the subject

p rope r t y  was  app rox ima te l y  $3 ,000 ,000 .5  However ,  t he  assesso r  more

t .han  doub led  tha t  f i gu re  i n  h i s  es t ima te  o f  ove r  gG,10o ,o0o ,  based

upon h is  purpor ted marketp lace s t .udy.7

Appelbaum admit.ted that he ignored the older leases that were

s t i l l  i n  p lace  a t  t he  sub jec t  p rope r t y .  Moreove r ,  he  t . es t i f i ed

that  the actuar  income h is tory  of  the subject  proper ty  had no

ef  f  ect  on h is  est . imate of  income.

In t .he f  ina l -  s tage of  developing the NOI,  the assessor  d id  not .

make any adjustmenLs for  actual  income,  actual  expenses,  or

vacancies.  He test i f ied that  he d id not  assume t .hat  the proper ty

owner or a potential buyer could achieve the net income that he

es t . ima ted .

The  assesso r ' s  cap i ta l i za t i on  ra t .e  tha t  he  app l i ed  to  h i s  NOI

was  .0983 .  I t  was  deve loped  i n  the  manner  desc r ibed  as  fo l l - ows .

Appelbaum test i f ied that  th is  par t icu lar  ra te was one of  on ly

two rates that  were suppl ied to  h im by t .he of f ice of  Standards and

Review, within t.he Department.. He chose the lower of the two

raLes .  s

6This f igure comes from a report submitted by the owner to the
Dist r ic t  o f  Col -umbia Government .

TThe current  o f f ice leases in  the subject  proper ty  were
approx imat .e ly  $15.00 per  square foot  be low market  renta l  ra tes.

8He test , i f ied that  s tandards and Review,  to  t .he best  o f  h is
knowledge,  had developed t .he capi ta l izat  j -on rates us ing the
mortgage equi ty  technique,  Akerson format .  rn  any event ,  the
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Upon examinat ion at  t r ia l ,  Appelbaum ef fect ive ly  acknowledged

errors in  the Depar tmenL's  use of  the mortgage egui ty  technique.

For  example,  he test i f ied that  there was an "apprec iat ion

considerat ion"  of  30? over  f ive years.  Appelbaum test i f ied that  he

personal ly  d id  not  assume that  t .he proper ty  would apprec iate by 3O?

over  f ive years.  Wi thout  t .he factor  o f  th is  apprec iat ion

considerat ion,  the capi ta l izat ion rate would have been .14L9.  At

th i s  pa r t i cu la r  cap i ta l i za t i on  raLe ,  even  us ing  t . he  assesso r ' s  own

NOI f igure, the value of t .he property woul-d have been calculated to

be  #37  , 296  , 920  (o r  $15 ,500 ,  000  l ess  t han  h i s  own  f i gu re  o f

$53 ,840 ,  ooo )  .

Appelbaum admit ted that .  h is  capi ta l izat ion rate was noL h igh

enough to pay the real  estate taxes on h is  assessment .  and that  i t

was not high enough t.o pay the assumed mortgage and to provide a

fa i r  re lurn on the equi ty  investment .  Moreover ,  h is  ra te was

demonstrated to  y ie ld  a substant ia l  negat . ive annuaL cash f low.

F ina1 ly ,  i n  t es t i f y i ng  conce rn ing  h i s  " check , ,  on  h i s  i ncome

approach f igures,  Appelbaum c la imed to have examined comparable

sales t .o  suppor t  h is  est imate of  va lue.  However ,  he admi t ted that

there were no sa les of  t . ru ly  comparable proper t ies.  Whi le  he

st .a ted that  he examined sales of  s imi lar ly-aged proper t ies in  the

same neighborhood,  he could not  recal l  which sa les he actual ly  had

rev iewed at  the t ime that  he per formed the assessment .  He a lso

admit ted that  he made no adjustments for  the deta i ls  o f

comparabi l i ty .  Thus,  the Cour t .  f inds that .  he d id not  per form a

a s s e s s o r  d i d  n o t .  p e r s o n a l l y  c a l c u l a t e  a  c a p i t a l i z a t i o n  r a t . e
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comparable sa les analys is .

Exper t  reet imonv.  on ly  the pet i t ioner  of fered exper t

testimony at, tr iaI. No expert was calIed by the Government to

suppor t  the assessment ,  once i t  was under  at tack by the Pet i t ioner

experc

The pet i t ioner 's  exper t  wi tness was Harry  Horstman,  dr r

appra isa l  exper t  and teacher  of  appra isa l  courses at  Amer ican

Univers i ty .  He is  a member of  the Appra isa l  Inst i tu te,  wi th  the

MAI designat , ion.  fn  Horstman's  opin ion,  the fa i r  market  va lue of

t he  sub jec t  p rope r t . y  f o r  t ax  yea r  1990  was  93g ,9Go ,  o0o ,  as

improved.

Horstman test . i f ied f i rs t .  about  the h is tor ica l  backdrop of  the

rea l  es ta te  marke t  f o r  t h i s  pa r t i cu la r  Lax  yea r .  He  s ta ted  tha t

the  o f f i ce  bu i l d ing  marke t  i n  1988  was  genera l l y  pos i t i ve .

However ,  whi le  renta l  ra tes remained l -evel ,  vacancy rates were

increasing,  due to  much new construct ion.  Thus,  the market  was

beginning to  show the ef fects  of  speculat . ive over-bui ld ing.

Accord ing to  Horstman,  iL  was impor tant  to  keep in  mind the

unique features of  the subject  proper t .y .  r ts  conf igurat ion was

unusual  because t .here is  a  PEPCO substat ion in  the proper ty  i tse l f

and th is  permanent ly  I j -mj - ts  the square footage that  is  avai lab le

fo r  l ease .  I n  h i s  op in ion ,  due  to  the  p resence  o f  t he  subs ta t i on

and the unusual  shape of  the bui ld ing,  the park ing garage is

cramped and d i f f icu lL to  nav igate.  Logica l ly ,  th is  has a neglat ive

impact  on the wor t .h  of  the bui ld ing overa l l .

As to  l -and va1ue,  Horstman det .ermined the va lue of  the land bv
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consider ing comparable land sa les and then adjust ing them for

d iss imi lar i t ies wi th  the subject  proper t ,y .  The sa les ranged f rom

#84 .24  pe r  squa re  foo t  o f  FAR,  to  $1 -40 .55  pe r  sgua re  foo t  o f  FAR.

Af ter  ad justments to  comparables,  Horstman used the f igure of

$120 .00  o f  a l - l owab1e  FAR.  He  u l t ima te l y  va lued  the  l and  a t

$30 ,750 ,000  (as  compared  t o  t he  assessmen t  o f  $37 ,81 -7 ,205 ) .

Horstman st ressed that  there were two factors that  impacted

the va luat j -on of  the 1and.  F i rs t ,  the locat ion of  the subject  is

bet ter  than most  of  Lhe locat ions of  the comparable vacant  land

sales that  he observed.  Second,  the odd shape and large s ize of

the parcel ,  in  h is  exper t  v iew,  negat . ive ly  impact  the land 's  vaIue.

As  fa r  as  FAR i s  conce rned ,  Hors tman  c r i t i c i zed  the  assesso r ' s

re l - iance upon "developed" FAR, s tat ing that  in  va lu ing land,  the

a1 lowab le  FAR i s  a lways  used .  He  a l so  c r i t i c i zed  the  assesso r ' s

fa i lure to  examine new sales of  vacant  land.

Where the improvemenLs ( i .e .  the bui l -d ing)  are concerned,  he

considered a l l  three major  approaches to  va lue and f ina l ly  dec j -ded

to ut i l ize the income approach.

The  NOI  de r i ved  by  Hors tman  was  $4 ,382 ,857 .  The  deve lopmen t

of  NOI proceeded as fo l lows.

Horstman examined the actual income and expense history of t .he

p roper t y  f o r  a  th ree -yea r  pe r iod ,  be tween  1986  and  1988 .  He  a l so

rev iewed the actual  rent  ro l ls  and leas ing h is tory  for  th is

bui ld ing.  He test . i f ied that  h is tor ica l  data prov ided the best

ev idence of  what  a proper ty  is  ab le to  achieve.  He learned,  for

example,  that  the of f ice por t ion had less than lZ vacancy for



r z

ca lendar  yea r  1988 .

Horstman test i f ied that  he based h is  s tab i l ized income f i rs t

on t ,he co l - Iected rents  for  l -985 through 1988.  He carefu l ly

analyzed what  was occurr ing wi th  the leas ing of  th is  bu i ld ing.  He

test i f ied that .  a  major i ty  o f  the t .enants '  leases were due to  expi re

in  1989  and  seve ra l  o f  t hem,  occupy ing  abou t  45 ,ooo  square  fee t ,

had already indicated that they were moving out. ot.hers had

indicated that  they were renewing the i r  leases.  Horst .man test i f ied

that  the contractual  o f f ice rents  for  f9B8 were approx imate ly

$20 .00  pe r  squa re  foo t  and  tha t .  marke t  ren ts  were  #27  .50  pe r  squa re

foot . .  The base rent  for  the renewed reases is  expect .ed to

inc rease .  However ,  a t  t he  same t ime , the  esca la t i on  i ncome i s  rese t

w i th  a  new base  yea r .  As  a  p rac t i ca r  ma t te r ,  t hen ,  t he  new

ef fect ive rent  is  noE expected to  be as h igh as market  rents .

Horst .man conduct .ed a s imi lar  analys is  of  the reta i l -  leases in

a r r i v i ng  a t  h i s  g ross  po ten t i a l  i ncome.  F rom th i s  f i gu re ,  he

subtracted a min imal-  s tab i l ized vacancy and credi t  loss factor  o f

52 ,  t o  a r r i ve  a t  an  e f f ec t i ve  g ross  i ncome  o f  $5 ,964 ,528 .  Expenses

were  sub t rac ted  i n  o rde r  t o  y ie ld  h i s  f i na l  NOI .

The  Pe t . i t . i one r ' s  expe r t  app ra i se r  cap i ta l i zed  h i s  s t . ab i l i zed

NOI  us ing  the  cap i ta l i za t i on  ra te  o f  t ] - . 25Z .  Th i s  resu l ted  i n  an

app ra i sed  va lue  o f  $38 ,  960 ,  000 .

The  deve lopmen t  o f  Ho rs tman ,s  cap i ta l i za t i on  ra te  i s

summar i zed  as  fo l l ows .

The mortgage equi ty  band of  investment  technique was a lso used

by  Pe t i t i one r ' s  expe r t .  Th i s  i s  a  L rad i t i ona r  me t .hod .  o f



l -3

capi ta l izat ion that  is  employed when suf f ic ient  market  data is

avai l -ab1e.  Under  th is  technique,  the appra iser  develops a weighted

component of the mortgagie and equity component t.o develop an

ove ra l l  r a te .

Horstman cons j-dered tytrr ical loan to value ratios, debt

serv ice,  equi ty  d iv idend rates,  and points  paid in  the mortgage

process.  He made a s t .udy of  t .he real  estate market ,  inc lud ing

int .erest  ra tes,  y ie ld  rates,  and surveys of  ra tes that  are

conducted by the Amer j -can Counci l  o f  L i fe  Insurance.  He test i f ied

that the survey is based upon loans made by insurance companies on

investment-grade proper t ies throughout .  the Uni ted States.

The comparat ive r isk  and lack of  l iqu id i ty  o f  a  rea l  estate

investment  suggest .s  the requi rement  of  the h igher  y ie ld  ra les.

Examples inc lude Corporate "Baa" bonds,  a t .  approx imate ly  10.41-? and

r f  Af f  bonds at .  approx imate ly  L0Z,  as opposed to Treasury bonds at

app rox ima te l y  8 .89? .  Based  upon  th i s  s tudy ,  Hors tman  conc luded  a

l oan  t o  va lue  ra t . i o  o f  73 .22 ,  9 .84?  i n te res t  r aLe  ,  25  yea r

amort izat ion,  and an equi ty  d iv idend rate of  52.

To ver i fy  th is  data,  Horstman used three ot .her  methods to

val idate h is  concl -us ion:  debt  coverage rat io ,  E1J-wood y ie ld

analys is  (Akerson format)  and impl ied va lue change.  In  addi t ion,

he appt ied the test .  t .hat .  is  requi red by the Dis t r ic t  o f  Columbia

Cour t  o f  Appea ls ,  wh ich  ca l - I s  f o r  a  cap i ta l i za t i on  ra te  tha t  i s

high enough to provide an adequate return t.o the equity posit ion

af ter  pay ing the reaf  estate taxes and a mort .gage.

F ina l I y ,  Ho rs tman  c r i t i qued  the  assesso r ' s  va lua t i on .  He



I +

test i f ied that  the assessor  fa i l -ed to  t .ake in to account  the actual

income h is tory  of  the proper ty .  He a l -so test , i f ied t .hat  the

di f ference between h is  and the assessor 's  NOI accounted for  over  $9

mi l l ion of  va lue.  He added that  the d i f ference in  capi ta l izat ion

rates accounted for  a lmost  $7 mi l l ion in  va lue,  for  a  to t .a l  o f

abou t  $15  m i l l i on  d i f f e rence  i n  va Iue .

I I I .  CONCLUSTONS OF LAW

The de novo adjudicat ion of  an assessment  appeal  requi res the

t r ia l  cour t  t .o  engage in  a two-pronged process.  F i rs t ,  the Cour t

must  determined i f  the or ig ina l  assessment  is  " f lawed" or

incorrect .  Pet i t ioner  bears the burden of  prov ing that  the

assessmen t  i s  f l awed  o r  i nco r rec t .e  I f  so ,  t he  Cour t  second ly  mus t

consider  the compet ing va luat . ions that  are of  f  ered at  t . r ia l .  On

both points ,  the Pet . i t ioner  here in must  prevai l  as a mat . ter  o f  1aw.

At  the very least ,  the f laws in  the presenL assessment  are:

(1 )  t he  assesso r ' s  a rb i t ra ry  and  i nco r rec t  va lua t i on  o f  t he  Land

por t i on  o f  t he  assessmen t ;  (2 )  h i s  who lesa l -e  fa i l u re  to  conc re te l y

use and consider  the actual  expense and income h is tory  of  the

proper ty  in  determin ing the NOI;  (3)  the Depar t .ment 's  appl icat ion

of  an arb i t rary  and unsuppor ted 30? apprec iat ion assumpt . ion;  (4)

t .he use of  a  capi ta l izat ion rate that  was not  h igh enough to

account  for  taxes,  mortgage,  and fa i r  re turn on equi ty .  The

int imate deta i ls  o f  how the assessmenL was der ived ref lect .  that

e  S a f e w a v  S t o r e s ,  I n c v .  D i s t r i c t  o f  Co lumb ia ,  525  A .2d  207 ,
D is t r i c t  o f  Co lumb ia ,  510  A .2d  1 -03 '7 ,2 L L  ( D . C .  a 9 8 7 )  ;  B r i s k e r  v .

1 0 3 9  ( D . C .  1 9 8 5 ) .
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the re  a re  l eve l s  o f  m iss teps  w i th in  the  l i s ted  fLaws .  However ,

these four  i tems are d iscrete,  categor ica l  mis takes that  are

read i l y  d i sce rnab le .

I t  is  s ign i f icant  to  not .e  that  the Dis t r ic t  o f fered no exper t .

test imony to  rebut  the cr i t ique of  i ts  assessment  by Mr.  Horstman.

Cer ta in  aspects  of  t .he f lawed assessment .  deserve emphasis .

F i r s t ,  ds  t . o  t . he  l and  assessmen t ,  t h i s  po r t i on  o f  t he  to ta l

assessmenL was der ived in  an incorrect  and arb i t rary  fashion.  This

a lone  i s  a  su f f i c i en t  bas i s  upon  wh ich  to  g ran t  re l i e f  t o  t he

Pet i t ioner .  I t .  is  fundamenta l  that .  t .he land under ly ing an improved

proper ty  must  be assessed as i f  i t  is  vacanE,  not  as i f  i t  has been

improved by bui ld ings wi th  par t icu lar  f loor  space.  C1ear ly ,  i f  the

Iand must be valued as vacant the only FAR that can be used for

taxat ion purposes is  t .he FAR that  is  "a l - lowable"  by zoning

regulat . ions,  not  the FAR that  is  actual ly  bu i l t  out  a f ter  the

p roper t y  has  been  deve loped  fo r  reLa i l  pu rposes . to

Second,  the fa i lure to  inc lude the actual  expense an income

h is to ry  i n  t he  ca l cu la t i on  o f  t . he  NOI  i s  i t se l f  a  f a ta l  f l aw  to  the

assessmen t .  Th i s  i s  a  sub jec t  t ha t  has  been  d i scussed  a t  l eng th  by

the Cour t  o f  t .he Appeals  and the Super ior  Cour t  as weI I .  I t .  is  not

a  c lose  ques t i on .

The Cour t .  o f  Appeals  has s tated,  "When an income producing

proper ty  has been in  operat . ion for  a  per iod of  t ime,  Lhe past

lo l ,og icaI Iy ,  the appl icable zoning regulat ions would s tate
ra the r  ob jec t i - ve Iy  the  pa ramete rs  o f  wha t  a  po ten t i a l  i nves to r
could legal ly  do wi th  t .he l -and i f  i t  were purchased on the date of
va lua t i on .
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earn ings  ass i s t  t he  assesso r  i n  p ro jec t i ng  fu tu re  ea rn ing  ab i l i t y .  r r

D is t r i c t  o f  co lumb ia  v .  wash inq ton  she ra ton  co rp . ,  sup ra ,  4gg  A .2d ,

a t  1 -15 .

The Court of Appeals has further emphasized, , ' the fundamental

not ion t .hat  the market  va lue of  income-producing proper ty  ref lects

t .he 'present  wor th of  a  fu ture income st ream'  is  a t .  the hear t  o f

the income capi ta l izat ion approach.  "  rd .  Moreover ,  Lhe cour t

subsequent ly  observed that  "actual  earn ings,  o f  course,  f f idy be

re levant  ev idence of  a  bui ld ing 's  fu ture '  income earn ing

po ten t i a l , '  bu t  i t  i s  t he  fu tu re  po ten t . i a l ,  no t  t he  cu r ren t

earn ings t .hemselves,  that  must  const i tu te the legal  bas is  of

va lua t i on .  "  Wo l - f  v .  D i s t r i c t  o f  Co lumb ia ,  sup ra ,  597  A .2d  a t  1309 .

The law does not  requi re that  an assessor  re ly  exc lueive ly  on

act.ual income and expense records and indeed the court of

Appeals  has warned that  est . imaLed market  va l -ue is  not  determined

merely  by a one-year ,  snapshot  re ference to  " income avaiLable to

the  p rope r t y  as  o f  t he  assessmen t "  da te .  D is t r i c t .  o f  Co lumb ia  v .

wash inq ton  she ra ton  Corp . ,  sup ra ,  499  A .2d  a t  115 .  rn  t . he  i ns tan t

case ,  t h i s  i s  no t  wha t  t he  Pe t i t i one r ' s  expe r t  d id .  Ra the r ,  he

recreated a mosaic  of  the sa l ient  par ts  of  both actual  data and

market  in format ion.  Moreover ,  he d id not  ext rapolate the est imated

market  va lue pure ly  upon examinat ion of  the most .  recent ,  s ing. le

year  of  the proper ty 's  h j -s tory .  He examined severa l  years in  order

to map a t rend.

The p ivota l  problem is  that  the assessor  (wi th  no

just i f icat . ion)  ut ter ry  ignored what  had been happening wi th  the
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subject  proper ty  over  a per iod of  t ime,  whi le  s t i l l  purpor t ing to

f ix  a  present  va lue on i ts  fu ture income st ream. The d i rect ion of

a "s t ream,rr  o f  course,  can scarcely  be determined wi thout  t rack ing

recent  h is t .ory .

I t  is  d i f f icu l t  to  env is ion how a pot .ent ia l  investor  can

re l iab ly  gauge the fu ture income potent ia l  o f  a  par t icu lar  proper ty

wi thout  resor t ing to  a carefu l  analys is  of  an of f ice bui ld ing 's  own

past history. Even the Court. of Appeals has not ventured how this

m igh t  be  done .  Thus ,  f o r  an  es tab l i shed  o f f i ce  bu i l d ing ,  such  as

Nat . ional  P lace,  Lhere is  no ready excuse for  fa i l ing to  consider

i t s  ac tua l  h i s to ry .  V iew ing  i t s  h i s to ry  i n  t he  con tex t  o f  t he

overa l l  rea l  estate market  is  the opt imum way of  est imat ing what  a

fut.ure buyer would be prepared to pay in order to acquire the

proper t .y .  This ,  a f  ter  a l - I ,  is  exact ly  what  the tax va luat ion

process is  mandated to  quant i fy .

This  Cour t  has addressed th is  ident ica l -  f law in  yet  another

assessmen t  appea l ,  i n  t ha t  op in ion  th i s  Cour t  conc luded :

I t  wou ld  be  v i r t ua l l y  imposs ib le  fo r  a
potent ia l  buyer  to  analyze the t rends
occurr ing wi th  the income sLream of  a
commerc ia l  proper ty  i f  such a potent ia l
investor  l i t .eraI1y ignores (or  is  not ,  to ld)
what  has actual ly  occurred wi th  the proper ty
as a prof i t . -seeking venture.  The
reference to  t rar r  fu t .ure income st ream is  that
of  the subject  proper ty ,  not  the income st ream
of  some other  par t icu lar  proper ty  or  sampl ing
o f  p rope r t i es

Rose  Assoc ia tes  v .  D i s t r i c t  o f  Co lumb ia ,  .W . ,  a t  18 -19 .

Th is  Cour t ' s  obse rva t i on  i n  Rose  Assoc ia tes  app l i es  equa l l y  i n

the instant  case and natura l ly  would apply  to  any case in  which an
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assessor  has to ta l ly  ignored the actual  income and expense h is tory

o f  a  ma tu re ,  o f f i ce  bu i l d ing  p rope r t y .

The Dis t r i -c t . ,  in  fa i l ing to  ca l l  an exper t .  wi t .ness at  t r ia l ,

has left the Court. with no competing experL view of why t.he fai lure

to inc lude actual  h is tor ica l  data about  the proper ty 's  own income

stream is  not  a  fa ta l  f law in  t ,he assessmenL.  l l  The Dis t r ic t  a lso

offered no legal argument as to why this f law should not emperi l

the assessmenL in  the instant  case.

Thi rd,  the Cour t  concludes as a mat ter  o f  law that  the

assessment  was a lso f lawed because i t  was based in  par t .  on an

arb i t rary  and unsuppor ted presumpt ion that  th is  proper ty  would

apprec iat .e  by 30? over  the nexL f ive years.  The Dis t r ic t  o f fered

no ev idence to  show the exact  or iq ins of  th is  assumnt ion or

l lunfor tunate ly ,  the Dis t r ic t  has not  become mot . ivated to  take
a  c lose  l ook  a t  how iL  assesses  th i s  p rope r t y .  Th i s  pa r t i cu la r
proper ty  has been in  constant  I i t igat . ion regard ing taxat ion s ince
tax year  1988 In a prev ious t r ia l  de novo,  Lhe Super ior  Cour t
se t  as ide  the  assessmen ts  fo r  bo t .h  tax  yea rs  1988  and  1989 ,  f o r
reasons  tha t  a re  s t r i k i ng l y  s im i l a r  t o  t hose  found  by  th i s  Cour t .
Square  118  Assoc ia t .es  v .  D i s t r i c t  o f  Co lumb ia ,  Tax  Docke t  Nos .
4084 -88  and  4266 -89  (Augus t  25 ,  1993 )  (Wagne r ,  J . ) .  The  i ns tan t
case  rep resen t . s  t he  th i rd  consecu t i ve  tax  yea r ' s  assessmen t  i n
wh ich  t . he  D is t r i c t ' s  va lua t i on  o f  t h i s  p rope r t y  has  been  se t  as ide .

In  the  ea r l i e r  case ,  t he  D is t r i c t  d id  ca l l  an  expe r t  w i tness ,
Ms . Shinn Back. One of the reasons why ,Judge Wagner re j  ected
Back 's  appra isa l  was i ts  fa i lure to  comport  wi th  the Rock Creek
de f in i t i on  o f  wha t  a  cap i ta l i za t i on  raLe  mus t  cove r .  Back ' s
app ra i sed  va1ue ,  once  sc ru t i n i zed  by  the  Cour t ,  r e f l ec ted  a
negat ive cash fLow for  th is  proper ty  and thus d id not  account  for
a fa i r  reLurn on equi ty .  The Dis t r ic t  undoubtedly  received ,Judge
Wagner 's  August ,  l -993 opin ion wel l  in  advance of  the t r ia l  in  the
ins tan t  case  ( commenc ing  Apr i l  24 ,  l - 995 )  .  The  app ra i se r  and  a l l
counsel  have remained the same.  By the begin ing of  t r ia l  in  the
instant  case,  the Dis t r ic t .  was a l ready on not ice that  the manner  in
wh ich  the  assessmen t  was  deve loped  was  1ega I l y  de fec t i ve .  Thus ,  i n
l i gh t  o f  t he  D is t r i c t ' s  f a i l u re  to  use  any  expe r t  w i tness  a t  t r i a l ,
t he  D is t r j - c t ' s  l i t i ga t . i on  s t ra tegy  i n  t h j - s  case  was  i I l us i ve .
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whether ,  in  re t rospect ,  i t ,  can now be suppor ted.  This  myster ious

fac to r  a l one  accoun ts  f o r  an  ove r - va lua t i on  o f  ove r  $1G,ooo ,ooo .

Four th,  the assessment .  must  be re jected as f lawed and

incorrect .  because t .he assessor 's  capi ta l izat ion rate d id  not

comport  wi th  the requi rements of  Rock Creek Plaza-Woodner  Ltd.

Pa r tne rsh ip  v .  D i s t r i c t  o f  co lumb ia ,  sup ra .  The  appe l l a te  cou r t , s

def in i t ion of  a  proper  capi ta l izat ion rate is  contro l l ing on the

super ior  cour t .  o f  the Dis t . r ic t  o f  co lumbia.  This  cour t  has

re i terated th is  po int  a t  length in  i ts  ear l ier  op in ion in  Rose

Associates,  supra.  The pract ica l  e f fect  o f  not  comply ing wi th  Rock

Creek renders the assessment  to  be an overvaluat ion of  the subject .

proper ty .  Here,  the assessor  made no pretense of  a t tempt ing to

comply wi th  Rock Creek.

It is import.ant t.o note that any one of Lhe above four defects

in  t .he assessment  is  legal1y suf f ic ient  to  invoke a de novo

valuat ion of  the proper t .y  based upon the t r ia l  ev idence.  Cer ta in ly

as a group,  dDy two or  more of  t .hese defects  ser ious ly  compound the

unre l i ab i l i t y  o f  t he  o r i g ina l -  assessmen t .  I n  t o to ,  t hey  re f l ec t  a

st . rong case presented by t .he Pet . i t ioner .

Since the Pet . i t ioner 's  exper t  is  very credib le  and

knowledgeable,  the Cour t  has no sound basis  upon which to  re ject

h is  op in ions or  h is  appra isa l .  His  test imony shows t .hat  he has a

f i rm and pract ica l  understanding of  the l -ocal  rea l  estate market

and a thorough understanding of  the subject .  proper ty  as weI I .

Having considered the ent i re  record at  t r ia l - ,  the Cour t  accepts the

op in ion  o f  Pe t i t i one r ' s  expe r t .  I t  makes  sense  and  i s  we l l
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suPPor ted '  
, ,  ^h

WHEREFORE, it is by the Court this xJU a^y of December, tg95

ORDERED, AD,JUDGED, AND DECREED that the estimated market value

o f  t he  sub jec t  p rope r t y  f o r  t ax  yea r  1990  i s  $38 ,960 ,000 ,  o f  wh i ch

$30 ,750 ,000  i s  a t t r i bu ted  t o  t he  l and  componen t  and  g8 ,2OO,0OO to

the improvements; and it  is

FURTHER ORDERED, ADJUDGED, AND DECREED that. the assessment

record card for t.he subject property, maintained by the Department

of  F inance and Revenue,  shaI1 be amended to ref lect .  the va lues

det.ermined by t.he Court, herein; and it  is

FURTHER ORDERED, ADJUDGED, AND DECREED t.hat Respondent shall

re fund to  the Pet . i t ioner  any excess taxes co l lected for  tax year

l -990 f rom the assessed value that  was used as the basis  for  such

taxes,  which exceed those determined by th is  order ;  and i t  is

FURTHER ORDERED that. entry of judgment. sha11 be withhel-d

pending submiss ion of  a  proposed order  under  the prov is ions of  Rule

15 of  the Super ior  Cour t  Tax Rules.
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