Student Handbook to The Appraisal of Real Estate

CHAPTER 20: THE INCOME CAPITALIZATION APPROACH

Table 20.1 Reconstructed Operating Statement

	Potential gross income (PGI)
	25,000 sq. ft. @ $9.00
	$225,000

	Vacancy and collection loss
	5%
	– 11,250

	Effective gross income (EGI)
	
	$213,750

	Estimated annual expenses
	
	

	Property taxes
	$33,000
	

	Property insurance
	$4,500
	

	Repairs
	$30,000
	

	Maintenance
	$12,500
	

	Utilities
	$22,000
	

	Reserve for new roof covering ($25,000 @ 1/20)
	$1,250
	

	Reserve for parking lot resurface ($12,000 @ 1/15)
	$800
	

	Total expenses
	$104,050
	– $104,050

	Net operating income
	
	$109,700


Table 20.2 Capitalization Extraction Worksheet

	
	Subject
	Sale 1
	Sale 2
	Sale 2

	Reported sale price
	
	$1,985,000
	$1,458,000
	$3,258,000

	
	
	
	
	

	PGI for next year
	$510,000
	$369,000
	$253,680
	$601,000

	Vacancy and collection loss
	– $25,500
	– $25,830
	– $15,221
	– $48,080

	EGI for next year
	$484,500
	$343,170
	$238,459
	$552,920

	Operating expense for next year
	
	
	
	

	Taxes
	$56,000
	$44,258
	$26,000
	$72,000

	Insurance
	$10,600
	$9,600
	$4,500
	$14,500

	Management (5%)
	$24,225
	$17,159
	$11,923
	$27,646

	Maintenance--building
	$22,050
	$16,055
	$10,700
	$26,500

	Maintenance--grounds
	$11,000
	$8,000
	$4,900
	$13,800

	Utilities
	$67,000
	$55,000
	$34,000
	$76,800

	Reserve fund--roof covering
	$5,000
	$4,200
	$2,600
	$4,200

	Reserve fund--parking lot
	$4,500
	$3,900
	$2,500
	$7,500

	Reserve fund--HVAC
	$3,200
	$2,500
	$2,900
	$6,200

	Reserve fund--elevator
	$1,500
	$1,200
	$1,800
	$3,600

	Tenant improvements
	$5,500
	$4,400
	$3,500
	$12,600

	Total expenses
	$210,575
	$166,272
	$105,323
	$265,346

	
	
	
	
	

	Net operating income
	$273,925
	$176,899
	$133,136
	$287,574

	
	
	
	
	

	Extracted capitalization rates
	
	8.9%
	9.1%
	8.8%


Table 20.3 Cash Flow Projection

	
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5

	Tenant 1
	$72,000
	$72,000
	$72,000
	$84,000
	$84,000

	Tenant 2
	$66,144
	$66,144
	$66,144
	$66,144
	$66,144

	Tenant 3
	$51,600
	$53,000
	$60,000
	$60,000
	$60,000

	Tenant 4
	$14,400
	$18,000
	$19,200
	$19,200
	$19,200

	Tenant 5
	$27,780
	$27,780
	$27,780
	$27,780
	$27,780

	Tenant 6
	$28,800
	$24,000
	$33,600
	$33,600
	$33,600

	Potential gross income
	$260,724
	$260,924
	$278,724
	$290,724
	$290,724

	Vacancy and collection (4%)
	– $10,429
	– $10,437
	– $11,149
	– $11,629
	– $11,629

	Effective gross income
	$250,295
	$250,487
	$267,575
	$279,095
	$279,095

	All expenses
	$55,000
	$56,650
	$58,350
	$60,100
	$61,903

	Net operating income
	$195,295
	$193,837
	$209,225
	$218,995
	$217,192

	Reversion (10%)
	Last year’s income divided by the capitalization rate
	$2,158,366

	Cash flow
	$195,295
	$193,837
	$209,225
	$218,995
	$2,375,558

	Discounted at 9%
	x 91.74%
	x 84.17%
	x 77.22%
	x 70.84%
	x 64.99%
	Total

	Present values
	$179,164
	$163,153
	$161,564
	$155,136
	$1,543,875
	$2,202,891


© Appraisal Institute 2004
2

