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Income Capitalization Framework 
and Concepts

Capitalization of Income

Definition - the conversion of income into value
Types of capitalization
ƒDirect capitalization
ƒYield capitalization

Nature of income capitalized
ƒIncome for a single year for direct capitalization
ƒIncome over holding period (projection) for yield capitalization

Choice of a capitalization technique depends on
ƒPurpose of the analysis
ƒType of property
ƒAvailability of data
ƒMotivations of buyers and sellers

Types of Income to be Capitalized

Potential gross income (PGI)
ƒDefinition - Total income attributable to real property at full 

occupancy before operating expenses and vacancy and 
collection losses are deducted

ƒAnalyzed on an annual basis
ƒIncludes

–Rent for all space in the property
–Rent from escalation
–All other income to the real estate

Effective gross income (EGI) - Anticipated income from all 
operations of the real property after an allowance is made for 
vacancy and collection loss
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Types of Income to be Capitalized (continued)

Net operating income (NOI or IO) - Actual or anticipated net 
income that remains after all operating expenses are deducted 
from effective gross income, but before mortgage debt service 
and book depreciation are deducted
Mortgage debt service (DS or IM)
ƒDefinition - The periodic payment for interest on and 

retirement of the principal of a mortgage loan
ƒDeducted from Io to derive pre-tax cash flow
ƒCan be capitalized to estimate the lender's interest

Pre-tax (before tax) cash flow (ECF, BTCF or IE) - The portion of 
the net operating income that remains after debt service

Types of Income to be Capitalized (continued)

Land income (IL)
ƒDefinition - That portion of Io attributable to capital invested in 

land
ƒSeparate estimates

–Some capitalization techniques require separate estimates 
of land and building income in order to estimate values for 
each

–Land lease income - vacant and improved properties
Building income (IB)
ƒDefinition - That portion of IO attributable to building 

improvements
ƒOften estimated in HBU by determining income derived rate 

of return on the cost of the building

Direct Capitalization

Definition - a method used to convert an estimate of a single 
year's income into an indication of value in one direct step -
either by dividing the income by an appropriate rate or by 
multiplying the income by an appropriate factor
Income expectancy
ƒanticipated income for first year following the effective date of 

the appraisal
ƒincome for previous year sometimes a proxy for following 

year
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Direct Capitalization (continued)

Important considerations related to income
ƒConsistent definition of income for subject property and 

comparables
ƒStabilization of erratic income

–Avoid averaging income over several years
ƒYield capitalization may be more appropriate when income is 

expected to vary over the projection period

Direct Capitalization (continued)

Rate or factor selected to capitalize income
ƒRepresents relationship between income and value observed 

in the market
ƒDerived through comparable sales analysis

–Calculate rate by dividing income by price paid for the 
income stream

–Calculate a factor (multiplier) by dividing price paid for the 
income stream; a factor (multiplier) is the reciprocal of a rate

Direct Capitalization (continued)

Assumptions of direct capitalization
ƒMethod is market oriented
ƒMethod infers investor's assumptions based on market 

evidence
–the selected factor (multiplier) or rate will satisfy a typical 
investor

–the prospects for future monetary benefits, over and above 
the amount originally invested, are sufficiently attractive
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Yield Capitalization

Definition - a method used to convert future benefits, typically a 
periodic income stream and reversion, into present value by 
discounting each future benefit at an appropriate yield rate or by 
applying an overall rate that explicitly reflects the investment's 
income pattern, change in value and yield rate

Yield Capitalization (continued)

Two main methods
ƒSpecific cash flow identified for each year of a projected 

holding period including the cash flow from resale. Each cash 
flow discounted at an appropriate rate
–DCF analysis

ƒAssumptions made about expected change in income and 
value over holding period
–Mathematical formula used to calculate present value (with 
this method a capitalization rate is often developed as part 
of the mathematical process)

–Mortgage-equity analysis
–Ellwood formula

Yield Capitalization (continued)

Rate of return on investor's capital explicit in choice of yield rates
Implied capitalization rate
ƒFind value by discounting the cash flows
ƒFirst year's income expectancy is divided by that value to 

arrive at an implied capitalization rate
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Yield Capitalization (continued)

Market based
ƒIncome projections should reflect reasonable expectations of 

market participants at the effective date of value
ƒDiscount rates should reflect the rate of return that investors 

would require given the level of interest rates and yield rates 
on alternative investments at the time of the valuation

Yield capitalization terminology
ƒDiscounting - a procedure used to convert periodic incomes, 

cash flows and reversions into present value
ƒDiscount rate - a rate used to convert future payments or 

receipts into value

Direct Capitalization vs. Yield Capitalization

Income capitalization can be used to simulate investor 
behavior
ƒInvestors in small residential income properties might 

typically purchase on the basis of EGIMs
–Thus, appraiser could estimate value on basis of EGIMs

ƒInvestors in large multitenant office buildings might typically 
project future cash flows by analyzing each lease and 
considering the impact of lease renewals and the 
property's sale at the end of the holding period
–Simulate this process through DCF model

Direct Capitalization vs. Yield Capitalization
(continued)

Income capitalization requires reliable estimates of income for 
the subject property and the selection of appropriate 
capitalization rate or factor (multiplier) or an appropriate discount 
rate
ƒDirect capitalization usually involves comparable sales to 

develop rates
–Does not require explicit projections of income for the 
subject property

–Assumes that expectations for future income are similar for 
the subject and the comparables from which the rates were 
extracted

–Reliable income rates from sales must be obtained
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Direct Capitalization vs. Yield Capitalization
(continued)

ƒYield capitalization does not usually rely on comparable sales 
–However, requires the selection of appropriate discount 
rates

–Discount rate should reflect what investors expect to earn 
on comparable sales as well as other investment 
alternatives with similar risk

Investment Value v. 
Market Value

Definitions
ƒInvestment value - value to a specific investor based on their 

individual requirements
ƒMarket value - value to the typical, or most likely, investor

Difference between investment and market value depends on 
assumptions about the investor, not the particular technique 
used to capitalize income

Investment Value v. 
Market Value (continued)

Market value and investment value coincide if the client's 
investment criteria are typical of investors in the market
ƒInvestor may be willing to pay more than market value 

because of unique investment objectives
ƒOwner-investor may place higher value on property than 

current market value 
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