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A new look into the future

BY MISTY K RAY, MAI, AI-GRS AND DONALD J. SHERWOOD, MAI, SR/WA, R/W-AC

The Appraisal Institute defines highest and best use as 
“the reasonably probable and legal use of vacant land 
or an improved property that is physically possible, 
appropriately supported, financially feasible and that 
results in the highest use.”

Traditionally, highest and best use was limited to the four 
criteria including legal permissibility, physical possibility, 
financial feasibility and maximum productivity. Often, a 
funnel will be used whereby the five basic real estate markets 
(residential, commercial, industrial, agricultural and special 
use) are poured into the funnel, thus narrowing down the 
use by process of elimination. For example, assume one is 
valuing a 3.5-acre vacant tract of land located along a major 
highway at the edge of town, and the site is zoned “C” for 
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HIGHEST AND BEST USE

Commercial. In this case, the legal constraints of zoning would 
eliminate residential and industrial uses while its size would 
limit agricultural uses. The appraiser next looks at the site and 
concludes that the highest and best use is for commercial use. 
This, of course, assumes that market demand exists and that 
supply is in balance. This simplest analysis falls short of what 
is required within USPAP and often fails to properly identify 
alternative uses or simply glosses over market-driven trends.

Appraisers are taught that highest and best use is the 
cornerstone of the appraisal process. Additionally, highest and 
best use is often the source of divergences of value between two 
appraisers. The purpose of this article is to inform appraisers 
and users of appraisal services of new teachings in highest and 
best use analysis.
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Reprinted from The Appraisal of Real Estate, 15th ed. (Chicago: Appraisal Institute, 2020), 318.

Highest and Best Use and USPAP

According to the 2020-2021 Uniform Standards of 
Professional Appraisal Practice (USPAP), Standard Rule 
1-3, “when necessary for creditable assignment results 
in developing a market value opinion, an appraiser must 
(a) identity and analyze the effect on use and value of (i) 
existing land use regulations; (ii) reasonably probable 
modifications of such land use regulations; (iii) economic 
supply and demand; (iv) the physical adaptability of the 
real estate; and, (v) market area trends; and (b) develop an 
opinion of the highest and best use of the real estate.”

It should be noted that a more detailed highest and best 
may not be necessary in all circumstances. For example, 
if the subject is a single-family dwelling in an existing 
single family development with strong market activity, it 
is likely that an exhaustive analysis of highest and best use 
is not necessary. However in right of way projects, often 
the nature of the acquisition may require more analysis, 
particularly in partial acquisitions.

The Eight-Step Process of Highest and Best Use

In the 2020 “The Appraisal of Real Estate,” 15th Edition, 
Appraisal Institute, Chapter 18 expands upon the concept 
of highest and best use. Whereas many appraisers and 
users of appraisal services are aware of the basic concepts 
(such as the four criteria test), additional market data and 
marketability analysis may be warranted to produce a 
creditable opinion of value. The following chart, taken from 
the Appraisal of Real Estate, can assist the appraiser in 
better supporting their opinion.

Dividing the analysis of highest and best use into eight parts 
provides a new framework to better analyze this important 
concept.

Under the traditional method, Step One analyzes the property’s 
physical and legal constraints. This is the part of the analysis 
most appraisers grasp. In Step One, one should be delving into 
the property’s potential productivity. This includes a study 
of its ease of access, location, visibility, proximity to utilities, 
physical characteristics of the site and zoning/deed restrictions. 
However, moving into the remaining steps is often ignored or 
glossed over.

Under Steps Two through Six, the appraiser should delineate 
and analyze the market. In the example of the vacant 3.5-
acre site, one must determine the market for the tract of land. 
Under the zoning, what uses are permitted? Can the zoning be 
modified or changed? What is the level of competition? 

Using this example, assume that the 3.5-acre site is physically 
possible and legally permissible to develop a hotel, an office or a 
strip shopping center. Under the eight-step process, one would 
need to explore the potential demand for each use, analyze the 
supply of sites competing for this use and determine if there are 
pending projects that would compete with the subject. In our 
example of the 3.5-acre site, if we determine that the demand 
for office space (for example if the vacancy factor is 20 percent), 
we might question if new development is likely to occur. In the 
case of hotel use, we should explore if occupancy (demand) 
is sufficient to warrant new construction. Basically, one is 
determining if the existing supply satisfies the current market 
demand and if anticipated demand is sufficient to warrant  
new construction. 

Under Step Seven, construction 
costs and the availability of 
financing will play a role in the 
analysis. The use which produces 
the highest financial reward will be 
the highest and best use.

In our example site, we have 
found that office demand was flat 
and construction costs render 
new development as unfeasible. 
Thus, this use can be eliminated. 
However, we noted that within 
the neighborhood (or market 
area), several new hotels have 
been constructed. Also, the local 
retail market appears strong with 
new development and strong 
occupancy. In our research, we 

EIGHT STEPS OF THE HIGHEST AND BEST USE ANALYSIS PROCESS
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Nominations will be accepted from individual members or on behalf of a Chapter or Region.  
 
All nominations shall be postmarked no later than December 1, 2021 to be considered an official 
candidate for office. Any nominations received after this deadline will be considered “running from 
the floor” and will have no official candidacy until they announce their intent to run at the Board of 
Directors Meeting on June 8, 2022. 
 
Candidates meeting the deadline will have the option to submit a statement to be included in the 
January/February issue of Right of Way Magazine. However, IEC Candidate Statements in the Right of 
Way Magazine are not a prerequisite for election to the IEC. 
 
To nominate a candidate, please send the nomination form, recommendations, résumé, candidate 
statement and a color headshot to INEC Chair Jenni Kriner, SR/WA, at irwainecchair@gmail.com. The 
nomination form and further information about candidate qualifications are available on the IRWA 
website at www.irwaonline.org under Leadership Resources. 

Don’t wait for a leader. Be a Leader. 
CANDIDATES FOR 2022-2023 INTERNATIONAL EXECUTIVE OFFICE

Any IRWA Chapter or active member may nominate a qualified 
candidate for any of these 2022-2023 IEC Positions: 

• President-Elect	 • Vice President
• Treasurer		  • Secretary
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find that sales of retail sites are averaging $7.50/SF whereas hotel 
sites are averaging $10.00/SF. However, while hotel sites are 
costing more, the subject site’s ability to secure an anchor tenant 
(such as a grocery store, which is an economic draw) may create a 
competitive advantage over the use as a hotel site.

In Step Eight, the conclusion of highest and best use must 
consider the timing of development and availability of market 
participants. Ultimately, who is going to purchase and use the 
site? The comparable sales selected in the valuation should match 
the timing, use and user conclusions.

Conclusion

For condemnation projects, it is important to recognize that the 
valuation of the remainder after may (and often does) change the 
highest and best use. For example, a proposed partial acquisition 
may alter access into the property. Other potential problems that 
should be considered include creation of easements that limit 
the use and utility of the remainder, additional development 
costs created by the acquisition, irregular shape and/or size 
configuration, problematic interior site circulation, limitations 
as a result of new governmental restrictions, etc. Another issue 

might arise by the creation or elimination of surplus or excess land, the 
creation of non-conforming uses, and/or the creation of an interim use.

In conclusion, the concept of highest and best use has become more 
complex and requires more diligence by appraisers, especially in right 
of way appraisals. J


