
SUMMER 1

PUBLICATION 1127

A Reprint from Tierra Grande, the Real Estate Center Journal

  SUMMER 1996 INSTRUCTOR’S NOTEBOOK

Estimating Value: The Role of Expectations
By Wayne E. Etter

M any people believe that real estate
always appreciates over time. And if
the period is long enough, they probably
are correct. However, for short-run

analysis, assuming that real estate always appreci-
ates might result in a loss because something may
interrupt real estate’s long-term upward price trend.

For example, the Los Angeles County Employee
Retirement System purchased the Ritz-Carlton Hotel
in Pasadena, California, from the Dai-Ichi Kangyo
Bank of Japan for about $40 million. The Japanese
reportedly spent $120 million to refurbish the hotel
several years earlier. How could the hotel’s value
have decreased so drastically?

And the Japanese are not the only ones who have
suffered losses because of property value declines.
Many investors purchased income properties in the
early 1980s, but by the late 1980s, numerous proper-
ties had lost substantial value. Again, how can
property values decline so sharply?

Knowing that an asset’s current value equals the
present value of its future cash flow is a useful
concept for developing an answer to this question.
This concept is at the heart of real estate valuation
and is the basis for the income approach for valuing
commercial real estate. Expressed in terms of this
basic valuation concept, the questions about de-
creased property values may be answered: property
values declined because the present value of their
future cash flows declined. But the real reason these
properties declined in value was that property mar-
ket investors reduced their expectations about the
properties’ future cash flows.

Discounted Cash Flow Model
Estimating the current value of a particular real

property is important to a potential property inves-
tor. If the value is greater than the cost or offering
price, it may be a bargain. Or, if the cost or offer-
ing price is more than its value, it may be a bad
deal.

Although value may be estimated in several ways,
two approaches are particularly important. First,
direct capitalization converts a normal year’s net
operating income (NOI) into value by dividing NOI
by an appropriate capitalization rate. Second, value is
estimated by using a discounted cash flow (DCF)
model in which value is equal to the present value
of the property’s future cash benefits.

To value a property using the DCF model requires
estimating rents, vacancy rates and operating ex-
penses for the planned holding period and the
property’s expected appreciation during the planned
holding period. These data are derived from the

investor’s expectations about the future. In addition,
the amount and terms of financing are needed and,
when an after-tax analysis is desired, current
depreciation schedules and tax rates are necessary.

With these data, cash flows for the planned hold-
ing period can be estimated and their present value
obtained by discounting them at an appropriate rate.
The amount of the loan, if any, is added to the
present value of the equity benefits to obtain the
property’s estimated investment value.

Careful use of each technique should produce value
estimates that are approximately equal. However, to
understand how values change because of shifting
expectations about the property’s future cash benefits,
the DCF model is better than direct capitalization
because all of the expectations can be specified.

High Hopes
The problem of developing appropriate expectations

is illustrated by many of the investors who pur-
chased income properties in the early 1980s. Obvi-
ously, the investors had excessive expectations about
the future cash flows their investments would
produce because many of these properties had de-
clined in value by the late 1980s. Although a par-
ticular investor’s specific expectations are difficult to
know without a personal interview, an examination
of real estate offering statements suggests the nature
of their general expectations.

F or example, during the late 1970s and early
1980s, investors expected continued tax ben-
efits, high property appreciation rates (1
percent per month was not an uncommon

assumption) and low capital gain tax rates (a maxi-
mum effective rate of 20 percent). These expecta-
tions, when taken together with 90 percent financ-
ing, sometimes produced estimated after-tax internal
rates of return on the equity investment of more
than 40 percent, despite negative before-tax cash
flows and interest rates of as much as 15 percent.
Needless to say, the expected 40 percent returns did
not materialize because the expectation for the
properties’ performance was excessive.

Today, some might ask how anyone could have
made and/or accepted such assumptions, but those
who did not participate in the events have difficulty
believing how reasonable the expectations seemed
then. In fact, for awhile some investors actually
achieved high returns. Later, when the real estate
market bottomed in many areas, some investors
were reluctant to re-enter the market even though
bargain prices pointed toward future profits. Despite
the bargain prices for income-producing real estate,
they expected continued poor returns from additional
real estate investment.
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Thus, understanding investors’ expectations pro-
vides explanations of their past and current invest-
ment behavior and permits predictions about their
future investment behavior if changes in their
expectations are anticipated.

Testing Assumptions
How should investors evaluate their expectations?

In general, two approaches to evaluating expectations
will prove helpful.

• Use economic theory
• Consider real estate risks
Investor’s expectations can be evaluated with

economic theory. Consider, for example, early 1980’s
investors who expected a high rate of return on an
equity investment. The expected return was largely
the result of the expected property appreciation,
which often was forecast to be 1 percent per month
for a five-year holding period, an increase of more
than 81 percent.

For such a high property appreciation rate to
continue throughout the required period, either a
sustained tenants’ demand for space or a sustained
investors’ demand for income properties would be
necessary. Without planning controls to limit the
supply of new properties, economic theory says that
expected returns of this magnitude will attract
additional suppliers of properties to the market until
the demand for dwelling space or for investment
property is satisfied. In either case, the increased
supply of properties relative to the demand for them
by tenants or investors or both will result in a
decreased appreciation rate.

Thus, while high property appreciation rates
sometimes occurred during the early 1980s, it was
not reasonable to assume that such a high growth
rate would continue for an extended period sufficient
to generate the expected return.

An investor also can calculate the terminal capi-
talization rate that results from dividing the esti-
mated NOI for the year following the resale by the
estimated resale price. If the resulting terminal
capitalization rate is much lower than the current
going-in capitalization rate, the investor’s expecta-
tions for growth are probably too great.

E ven when an investor expects a modest
increase in a property’s value, the failure to
evaluate the level of business risk and finan-
cial risk is an important omission. A

property’s continuing performance is dependent on
maintaining its competitive position. What, there-
fore, is the potential for competition? Can the
planned rent increases along with the expected
occupancy level be achieved? If not, then the ex-
pected value increase is not likely either.

When investors estimate future rental rates and
occupancy levels for a specific property, they should
consider the property’s price elasticity of demand. If
the property currently has no close substitutes and
appears unlikely to face future competition from
additional supply, the property’s demand is price

inelastic. Under these conditions, confidence in
income forecasts based on increasing rental rates
while maintaining occupancy levels is reasonable.
However, a satisfactory confidence level may require
substantial market research.

Financial risk results from the use of debt. Nor-
mally debt increases an income property’s invest-
ment value and rate of return; more debt will fur-
ther increase the property’s investment value and
rate of return. However, if rental rates and occu-
pancy rates are lower than expected, the net operat-
ing income may become inadequate to service the
debt and default may result. Investors should con-
sider whether their expectations about rental rates
and occupancy rates are resulting in the assumption
of excessive financial risk.

H ave other important risks of real property
investment been considered? For example,
much of the rationale for real estate
investments during the early 1980s was

the tax shelter that they offered and the low rate of
taxation that would apply to the expected capital
gain. Although tax laws encouraged investors, their
assumption that tax laws would not change was an
important one.

The federal income tax treatment of real estate
has changed regularly since 1954. Allowable depre-
ciation methods and periods for the property, mar-
ginal tax rates, capital gain tax treatment and the
use of operating losses have often been revised, but
investors usually have acted as if current tax laws
are constant factors in their analysis. Many real
estate investments in the 1980s would not have
been made without the expected tax benefits; thus,
they were especially subject to the risk of changes
in the tax law. Although the 1986 Tax Reform Act
was not the only factor contributing to the value
decline in many income properties during the latter
1980s, it was a key factor.

Because all investors do not have the same objec-
tives, they may arrive at different value estimates
using the investment value model. Sometimes value
estimates reflect different fact situations and opin-
ions. Sources of captital and investment objectives
will have a significant impact on the required rate of
return or discount rate which, in turn, will affect
the present value of the expected benefits. A lower
cost of capital permits an investor to take a longer
term outlook. This may be expressed by bidding a
higher price for an asset than otherwise might be
the case. However, this may also be a regrettable
outcome if the property needs to be sold prior to the
end of the planned holding period; prospective
buyers may have a higher required rate of return and
value the property at a much lower price. Thus, an
investor must also be conscious of the other inves-
tors’ activities in the market as well as their own
expectations. 

Dr. Etter is a professor with the Real Estate Center and
of finance at Texas A&M University.
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