Discounted Cash Flow Analysis
The primary steps in DCF analysis are:
1. Determine a typical holding period for the type of property being appraised based on
market behavior.
2. Forecast the future cash flows over the holding period, including the reversionary cash
flow (sales price at the end of the holding period).
3. Select an appropriate yield/discount rate, given the risk of the cash flows.
4. Convert each cash flow into its present value amount through the discounting process:
and
5. Sum these present values to arrive at an estimate of the value of the Income Stream
6. Determine going-out or Reversionary Value
7. Deduct sales cost to arrive at Net Proceeds
8. Estimate Present Worth of Reversion
9. Add together the Present Worth of Income Stream and Present Worth of Reversion to
arrive at Capitalized Property Value by DCF
Example 5
The subject apartment complex has 20 units that rent for $525 per unit, per month. During recent
years investors have been purchasing apartment complexes with the anticipation of receiving
rental payments over a relatively short holding period. Typical holding periods are five years.
The reversion, the estimated sale price at the termination of the investment, is based on the direct
capitalization of the projected sixth year income. Investors are forecasting that income will
increase at a rate of 5 percent per year. Owners of comparable properties and the subject property
expect that vacancy and collection losses will be 3 percent of the potential gross income. The
forecasted expenses for the first year are:
Maintenance and Repair

$12,750

Insurance

$ 4,500

Utilities

$ 4,500

Swimming Pool

$ 1,500

Management

$ 6,300

Management expenses are expected to increase at 5 percent per year. Maintenance and repair is
expected to increase at 2 percent per year. Based on past history, the utilities are expected to
increase at 10 percent per year. The swimming pool expense is projected to remain stable during
the entire holding period. The insurance premiums are anticipated to increase at $100 per year;
however, for property owners that purchase a three-year policy, the premium is based on last
year’s rate. Owners typically purchase a one-year policy the first and last year of the holding
period and a three-year policy for the middle three years. The yield rate expected by the owners
of comparable properties is 15 percent. The income rate (Ro) derived from sales of comparable
properties is 10 percent. The tax rate for the area is 1 percent of assessed value.

Based on the above information and using yield capitalization techniques, the subject property is
valued as follows:

Assessors’ Handbook Section 502, Chapter 4, Page 100 example:
Yield Capitalization starts at page 86.

