Chapter 7:  Discounted Cash Flow and Ratio Analysis

Estimate Holding Period

· Optimal holding period may be a function of

· Federal income tax laws; (Depreciation shelters from accelerated depreciation techniques reduce every year)

· Type of investment property; (Some properties reach peak value more rapidly than others--e.G.. Motels, 2-4 years, office buildings, 4-8 years)

· Local market conditions

· Analysis of comparable sales' holding periods can provide an estimate

Estimate the Annual Cash Flows From Operations

· Requires careful lease analysis and projection of rental adjustments (for an already operating property with multiple leases, the appraiser may need to project the lease income on a monthly basis during the holding period)

· Usually mark leases to projected market upon lease expiration

· Adjust pass-through and common area fee clauses to market upon lease expirations (e.G.. Charging common area maintenance charges to tenants previously exempt)

Estimation of Vacancy and Collection Losses During Holding Period

· Vacancy projections should consider the impact of existing and proposed competitive projects

· Collection losses projections will involve underwriting existing tenants and projecting losses from future tenants (A study of the evictions at the subject and comparable properties may be useful in projecting collection losses.)

Estimation of Expenses During the Holding Period

· Analyst should look at each category of expenses and project the most probable pattern over the holding period

· Projection of tenant improvements that might be required as the units are leased

· Projection of additional marketing and leasing fees upon lease expirations

· Reserves usually excluded as expense in favor or expensing the capital item at time of occurrence

Estimation of Proceeds From Refinancing

· Projection of expected refinancing year

· Refinancing year (if any) must be during holding period

· Estimation of the proceeds from refinancing

· Usually based upon current market underwriting standards (loan-to-value ratio or debt service coverage ratio) as applied to the expected property value at time of refinancing

Value at Time of Refinancing Is Estimated Through Either

· Capitalization of expected net operating income at time of refinancing

· Present value of expected net operating income cash flows projected at a traditional holding period from time of refinancing  (This more complicated technique would be preferred when significant below market rate leases would be expected to expire during that holding period or if major income or expense projections are expected to deviate from normal changes.)

Costs of Refinancing Deducted

· Mortgage brokerage fees

· Loan commitment and discount fees

· Appraisal, survey, attorney fees, etc.

Estimation of Proceeds From Reversion

· Projection of expected reversion year (the last year of the holding period)

· Estimation of the proceeds from reversion

· Expected reversion price

Reversion Price Estimation

· Capitalization of expected net operating income at time of reversion

· Present value of expected net operating income cash flows projected for a normal holding period from the time of reversion  (this more complicated technique would be preferred when significant below market rate leases would be expected to expire during that holding period or if major income or expense projections are expected to deviate from normal changes.)

· Projection of historic property inflation rate

Projected Costs of Reversion Deducted

· Real estate brokerage fees

· Closing costs

· Deed stamps

· Attorney fees

· Survey

· Title assurance fees

Discounted Cash Flow Calculation 

· "Spreading" the cash flows onto accounting column paper is helpful when there is a large number of cash flows

· Totaling each period's cash flows before discounting can avoid many errors

· Use of different discount rates for the varying risks of the cash flow streams

· Use of micro-computer spreadsheet

