PART 1

Lesson 1

Lesson 2

Lesson 3

Table of Contents

ADBOUL the AUTNOT ... e iX
FOreWOTrd....cconiieeeeee e Xi
Preface ... xiii
Rationale of the Income Capitalization Approach .........ccccccoevenieennee. 3
The Nature of Income-Producing Property and Lease Interests......... 3
Concepts and Definitions of Value...............cccoooooii . 4
Review of Basic Principles ...........oooiiiiiiiiiiiii e 5
The Income Capitalization Approach in the Valuation Process.......... 6
Relationship of Income and Value.............cc..oooi 7
EX@ICISES ... iieiiiiie et 8
Income EXPECIANCY vvuveeuiiniiiieiieiiieeieiieeis e eresee s s ee s ees s e s e s ennnees 9
Gross Income ESUmates ..........ooeevuiiiiiiiiiiiiiecee e 9
ANalysis Of EXPENSES ...vvuuiiiiiiiiiiii et 10
CaSE STUAIES ...eeeeeeiii et e e e e e e e e eees 12
EX@ICISES .. ettt 14
The Relationship of Income and Value.........cc.coooeiiviiiiiiiiiniiininnnenn, 15
Gross Rent MUltipliers.........ooooiiueiiiiiiiii e e 15
OVerall RAtes ......ccuuiiiieieii e e 16
Interest RAteS......c..vvvveiiiiiiie e 16
Capitalization Rates.......c...oiiiiiiiiiiiiiiii e 17
Return On and Return Of Capital............coooooiiiiiii, 17
Rate Selection TeChNiques ............covvveiiiiiiiiiiiiie e, 18
Influence of Other Markets ...........coouvuiiriieiiiiiiieee e 18
Built-Up and Blended Rates............c.oeoeiiiiiiiiiiiiiii e, 19
Residual TeChNIQUES......c..uvieiiiiiiiieceie e 21

LDy e F T T PP 21



PART 2

vi

Lesson 4

Lesson 5

Lesson 6

Lesson 7

Lesson 8

Analysis of Market Evidence.......c...oceuveiiiiiieniiiiiiecie e, 23

Income Projections ........oc.iieiiiiiiii e 23
Derivation of Multipliers and Cap Rates ...........ccccooeeiiiiiiiiiiiniiennnnn. 25
0 811 070 ) PSP 30
EX@ICISES .. ettt 30
Direct Capitalization ...........ccoeveiiiiiriieie e 31
Direct Capitalization.........ocoovuiiiiiiiiiii e 31
Direct Capitalization with an Overall Rate..................ooiiiinnn, 31
Residual Techniques in Direct Capitalization...............cccccceeeeevennnnn. 33
PItFALlS e 35
EX@ICISES ..ttt 35
Yield Capitalization: An Introduction to Discounting ...................... 39
The Nature of ANNUITIES ......ccevviiiiiiiiiiiieeei e 39
Return On and Return Of Capital..............coeeiiiiiiii, 39
DiISCOUNTING ...ceeeeeie e e 40
Simple Problems. ... ... 41
Complex Problems ..o 42
Discounted Cash FIow ANalysis ..........ccoviiemiiiiiiiimiiiieeeeeeee e, 42
Selection of Discount Rate .............oooveeiiiiiiiiiiiiiee e 43
EX@ICISES ..ttt 44
Tables, Calculators, and COmMPULErsS........c.ceverreriernirieinierrereererneeeens 45
Mathematics of Finance.............cooooeuiiiiiiiiiiiiieceeeeeeee e 45
Compound Interest Tables..............oooiiiii 46
Construction of Tables.........ccuuiiiiiiiiiiii e, 46
Other Tables ......ccouuuiiieiiiii e e e eees 50
Tabular EXpansion ..., 50
INerpolation ..o 51
Accuracy of Tables.......oovuuiiiiiiiiii e 51
Electronic Financial Calculators............ccoovveiviiiiiiiiiiiiiiieieeeeeee, 51
Personal COmMPULETS ........ooiiiiiiiiiiiiieiie e 53
Annuities Payable in Advance...........cooeovviiiiiiiiiieee e 53
Effective Rate versus Nominal Rate .............ccoovveiiiiiiiiiiiiiinee, 54
Conversion Tables ........oocuuiiiiiiii e 55
Frequency of PAYMENTS......ccccuuiiiiiiiiiiiiieciiee e 56
Level Annuity FOrmulas .........oooeeuiiiiiiiiiiiiiceeee e 56
Use of Tables, Calculators, and Computers .........c...cceuuveeevneeennneeen. 57
EX@ICISES ..t 57
Discounting Procedures and Income/Value Patterns.............c...cc.... 59
INCOmME MOAEIS ......oiieeiiiiiiei e e 59
Property MOdels .......coouieii e 63
EX@ICISES ..ttt 69

Capitalization Theory and Techniques




PART 3

Table of Contents

Lesson 9

Lesson 10

Lesson 11

Lesson 12

Lesson 13

Liease INLETESES .uuuiiiruiiiiiieie e e e e e 71
The Leased Fee ESTate .........ccuoviiieiiiiiiiiiiiieieee e 71
The Leasehold EState ..........ccovveieiiiiiiiiiiiiieii e 71
The Fee Simple EState ......ococuuiiiieiiiiiiieciieecee e 72
The Consideration of RisK .........c..coiiiiiiiiiiiiiiiie e, 73
The Concept of the Sum of the Parts Equaling the Whole................ 73
Prospective Yield and Change as Evidenced by Lease Data.............. 74
Computerized Lease-by-Lease Analysis.........cccooooviiniiiiniiiiiiin, 76
FX@ICISES ettt 76
Applied DiSCOUNUING ...ccuviiiieiieei e e r e e 79
Level Annuity—Building Residual Technique ............c...cciiieennnn. 79
Straight-Line Changing Annuity—Building Residual Technique ...... 80
Straight-Line Changing Annuity—Land Residual Technique............ 80
Level Annuity with Known Reversion..........ccc..oeeviiiiiiiiiiiiieenneeen, 81
Level Annuity—Sinking Fund Recapture Premise ...........ccccccceunneeene. 81
Other Sample Problems ..........ccooviviiiiiiiiii e 82
EX@ICISES ..ttt 86
The Mortgage Contribution and the Equity Contribution ................ 91
Mortgage Contribution ..........ccoooeeuiiiiiiiiii e 91
Loan RAtio.......oieeeieii et 92
Debt Coverage Ratio ..........cooevveiiiiiiiiiiiiiieee e 92
Equity ContribUtion ..........oovieuiiiiiieie e 95
Cash FIOW Rate........ccuuiiiiiiiiiieee e 95
Equity Yield Rate ......ccovumiiiiiiiiieieee e 96
EX@ICISES ..ttt 101
An Introduction to Mortgage-Equity Capitalization .......ccceeeeereevernnen. 103
OVerall RAte........ocuuiiiiiiiiii e 104
Stabilization of INCOME ..........coovviiiiiiii e 105
Basic Capitalization Rate .............cooouviiiiiiiiiiiie 105
Compensating for Equity Buildup.........cccoooviimiiiiis 106
Variations in Income Projection Term.............cc.ccoeviiiiiiiiiininnennns 108
Compensating for Depreciation or Appreciation...............ccceeeees 109
CONCIUSTON 1.t 110
EX@ICISES ..t 110
Applied Mortgage-Equity Capitalization ..........ccceevvivieiniiincrinnnnn. 113
Ellwood Without Algebra.............ccoouuiiiiiiimiiiceeeeeee e 114
ENwWo0od Tables ......cccouiiiiiiiic e 116
The JFACIOT ...t 117
Ellwood Symbols and Formulas.............ccooeveiiiiiiiiiiiieeeee 122
Modified FOrmulas ...........cooeiiiiiiiiiiiii e 123
Demonstration Problems Using Ellwood Tables ........................... 124
vii




viii

Lesson 14

Lesson 15

Rate ANAlYSiS ..uiiieeiiiiii it 125

Computer ROULNEeS........c..oiiiiiiiiii i 126
EX@ICISES ..ttt 128
Discounted Cash FIOW ANAlYSiS..c.ceeeerrrernecsirrerseenerrenseeenessenseeeneeseesenes 129
Present Value.... ... 129
Internal Rate of Return ..........cooooviiiiiiiiiiii e 130
Similarity to Interest Rate, Yield Rate, and Discount Rate.............. 131
Savings Bank Analogy ...........coooeiiiiiiiiiiii 131
The TRR as a Discount Rate ...........occuuiiiiiiiiiiiiiiiiiicc e 134
The TRR EQUALiON ..c..eiiiiii e 135
FIinding the TRER ... 135
EX@ICISES ettt 140
A Critique OF tNE TR A coeeeeeeeeeeneeeeetreeseeeesseseeeessesseeesssessessssessesenas 141
Limitations and PitfallS............coouiiiiiiii e 141
More than One TRER ... 141
The Consideration of RiSK ...........ccoruiiiiiiiiiiiiiiiceieieeee e 146
Reinvestment COncepts ........c.uueviiiiiiiiiiiiiiii e 146
Other Measures of Performance .............ccooovveviiieiiiniiiiinieeie s 147
IRR Before Income Taxes versus /RR After Income Taxes............ 149
SUMMATY oeiiii e 150
EX@ICISES ettt 151
GlOSSATY «eenieeieiieei et e et e e e e e e s e e s s e e e e s e e e e ernnas 153
Solutions to Mathematical EXErcises .......ccoeeeeviiiiiiiiiiiiiiiiiiieeninnna, 167
Symbols and Formulas Used in Appraisal Institute Courses.......... 169
Variable, Exponent, and Subscript Names........c.c..ccoevvvevnneiivnnneennn. 169
Direct Capitalization: FACIOTS..........c.c.ceiiiiiiiiiiiii e 171
Direct Capitalization: Capitalization Rates ..........cccccccoovvviiiinnennnn. 171
Direct Capitalization: Relationship Formulas...........c....ccceeeeennnnnee. 171
Mortgage FOrmUIAS ......cc..iiiiiiiiiiiee e 171
Operating Expense Formulas ............cccoooviiiiiiiiis 171
Vacancy FOrmulas .........ooooiiiiiiii e 172
Property Tax FOrmulas ..........cooveuuiiiiiiiiiiei e 172
Band of Investment and Residual Formulas.............c...occoeeeeennnne. 172
Discounted Cash Flow Formulas ............cccooeeiiiiiiiiiiiiiiieiiieeeeeeee 172
Net Present Value FOrmulas...........ooooiiiiiiiiiiiiiiiiiiceeeieeee 173
Property Model Formulas ..o 173
Cap and Yield Rates: Sometimes Equal, Never the Same................ 174
Six Functions of One Summary............ccccooiiiiiiiiiiiiiiiins 174
Financial Tables ... T-1

Capitalization Theory and Techniques




