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Income Approach to Valuing Income-Producing Properties

The income approach is a widely-used method for valuing income-producing properties, such as
rental buildings, commercial spaces, and other real estate assets that generate regular cash flow. This

approach focuses on the income that a property is expected to generate and converts that income into
an estimate of the property’s value.

Understanding the Income Approach

The income approach is based on the principle that the value of a property is directly related to its
ability to generate income. Investors and appraisers use this method to determine the value of
properties by analyzing the potential income they can produce over time. The income approach is
particularly useful for properties that are purchased as investment vehicles, where the primary goal is
to generate returns through rental income or other forms of cash flow.

Key Concepts in the Income Approach

Net Operating Income (NOI):

o Definition: The income generated from the property after operating expenses have been deducted,
but before mortgage payments and taxes.

e Formula:

NOI = Gross Income - Operating Expenses

Capitalization Rate (Cap Rate):
o Definition: A rate of return on a real estate investment property based on the income that the
property is expected to generate.
e Formula:

NOI
Cap Rate =

Property Value

Gross Income Multiplier (GIM):

o Definition: A rough measure of the value of an investment property that is obtained by dividing the
property’s sale price by its gross annual rental income.
e Formula:

Sale Price
GIM =

Gross Annual Income
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Steps in the Income Approach

Estimate the Potential Gross Income (PGl)

o Explanation: The PGI represents the total rental income the property could generate if it were fully
occupied and all rents were collected.
e Example Table: PGI Calculation

Number of Monthly Rent per Annual Rent per
Units Unit Unit

Total Annual Rent

Unit Type

1-Bedroom

Apartments IR

2-Bedroom

Apartments 8 $1,600 $19,200 $153,600

Total PGI = = = $297,600

Estimate Effective Gross Income (EGI)

e Explanation: EGI is calculated by subtracting vacancy losses and collection losses from the PGI.

e Example Table: EGI Calculation

Description

Potential Gross Income

(PG $297,600

Less: Vacancy and

Collection Losses (5%) ($14,880)

Effective Gross Income
(EGI)

$282,720
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Calculate the Net Operating Income (NOI)

o Explanation: NOI is derived by subtracting operating expenses from EGI.
e Example Table: NOI Calculation

Description Amount

Effective Gross Income

(EG) $282,720

Less: Operating Expenses ($85,000)

Net Operating Income

(NO) $197,720

Determine the Capitalization Rate (Cap Rate)

o Explanation: The cap rate is used to convert the NOI into an estimate of the property’s value.
o Example Table: Cap Rate Determination

Comparable

Sale Price Cap Rate
Property

Property A $220,000

$2,000,000

Property B $180,000 $1,800,000 10%

Average Cap
Rate

= = 10.5%

Calculate the Property Value

e Explanation: The property value is determined by dividing the NOI by the cap rate.

e Formula:

N[®]

Property Value =

Cap Rate
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Example Calculation

$197,720
Property Value = = $1,882,095

10.5%

Application of the Income Approach

The income approach is most applicable to properties that generate consistent and predictable
income, such as:

e Apartment Buildings: Where rent is the primary income source.

o Commercial Properties: Including office buildings and retail spaces where tenants pay rent.

o Mixed-Use Properties: Where income may come from both residential and commercial leases.

Limitations of the Income Approach

While the income approach is a powerful tool, it does have limitations:
e Assumption of Stable Income: The approach assumes that the property will generate a consistent
income stream, which may not account for market fluctuations.
o Cap Rate Subjectivity: The capitalization rate is influenced by market perceptions and can vary
significantly between different investors.
* Dependence on Accurate Data: The accuracy of the valuation relies on precise income and
expense data, as well as comparable sales information.

Conclusion

The income approach is a crucial method for valuing income-producing properties, offering investors
and appraisers a way to estimate the value based on expected income. By understanding and applying
the concepts of NOI, cap rate, and EGI, real estate professionals can make informed decisions about
property investments.
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