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Gina Wylie (Public Utilities)
Lann Waller (Real Property)

Alabama Department of Revenue
Property Tax Division

What is a Capitalization Rate?

Definition: a composite rate used 
for converting property income 
into a property value

How do we determine and apply 
the appropriate Capitalization 
Rate in each section of the 
Property Valuation Process?

1. Public Utilities…  

Public Utility Capitalization Rate 
Development

August 7, 2019

Purpose of developing a Public 
Utility cap rate

 Cost Approach and Income Approach
 To calculate the anticipated future income streams for the 

income approach.

Types of Industry

 Electric
 Natural Gas
 Pipeline
 Railroad
 Telephone-land line only
 Water Companies-private companies only

 Airlines & Electric Coops-no cap rate
 Airlines-mileage & time ratio; ground equipment
 Coops-income approach only
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Sources of Data

 ValueLine
 Risk-Free Rate (Treasury Bond Data)
 S&P Bond data
 Mergent (Moody’s) Bond Data

 Standard & Poor’s & Moody’s Long Term Bond Yields
 Industry specific data

 Association of American Railroads
 National Association of Railroad Property Tax 

Representatives-range

ValueLine

 Valueline.com
 Search for data by industry type(s)
 Input data into spreadsheet template

 Stock price, Beta, Capital Structure, Dividend data, EPS 
Data, Financial Strength Rating, Timeliness Rating, Safety 
Ranking, S & P Bond Rate, Moody’s Bond Rate

ValueLine

 Provides financial and statistical data of individual 
companies included in particular industry type
 Determine which companies will be included in cap 

rate study
 Is this a domestic company?
 Is there  debt rating from both S&P and 

Moody’s?
 Is the primary operations of the company 

consistent with the industry type?

Risk-Free Rate
 https://research.stlouisfed.org/fred2/data/DGS30

 Consider using 20-year or 30-year bond rate
 Choose rate as of the last day of the year

FRED Graph Observations
Federal Reserve Economic Data
Link: https://fred.stlouisfed.org
Help: https://fred.stlouisfed.org/help-faq
Economic Research Division
Federal Reserve Bank of St. Louis

DGS30 30-Year Treasury Constant Maturity Rate, Percent, Daily, Not Seasonally Adjusted

Frequency: Daily
observation_date DGS30

2018-12-21 3.03
2018-12-24 3.00
2018-12-25 #N/A
2018-12-26 3.06
2018-12-27 3.05
2018-12-28 3.04
2018-12-31 3.02
2019-01-01 #N/A
2019-01-02 2.97
2019-01-03 2.92
2019-01-04 2.98

Mergent 
Bond 
Record

• S&P’s Long Term 
Bond Ratings/Yields

• Moody’s Long Term 
Bond Ratings/Yields

• ????used to calculate 
the cost of debt
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Market Capital Structure

 Determine percentage of debt to equity for the industry
 Average method

 Add actual long term debt amount, actual preferred stock at 
market value and actual common stock at market value per 
guideline company 

 Divide this amount by the long term debt amount for that 
company to convert to a percentage for that company

 Subtract this percentage from 1 to determine the common 
stock at market value percentage for that company

 Average actual common stock at market value percentages, 
actual preferred stock at market value percentages and 
actual common stock at market value percentages

Market Capital Structure
 Weighted Average method

 Total long term debt divided by total long term debt, total 
preferred stock at market value and total common stock at 
market value to equal the long term debt weighted 
percentage

 Total common stock divided by total long term debt, total 
preferred stock at market value and total common stock at 
market value to equal the common stock at market value 
weighted percentage

 Find the median for long term debt and for common stock 
at market value

 Chose the appropriate percentage of debt and equity. These 
percentages are usually closely matched. Round to the 
nearest 10%.  

Market Capital Structure

Market 
Capital 

Structure

Cost of Equity
 Add the Projected Growth in Earnings percentage and the Expected 

Dividend Yield Percentage for each guideline company to get the 
Estimated Cost of Equity

 Calculate the Discounted Cash Flow percentage by averaging the 
Estimated Cost of Equity percentages for all guideline companies

 Calculate the average beta’s from ValueLine for all guideline 
companies

 Calculate the average Safety rating from ValueLine for all guideline 
companies

 Calculate the average Financial Strength rating from ValueLine for all 
guideline companies

Cost of Equity
 An Equity rate is calculated from these pieces of information
 This percentage is used to calculate the Weighted Cost of Capital for 

Common Stock for the cap rate
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Overall Capitalization Rate Selection

 Capital Structure percentage times Cost of Debt equals Weighted Cost 
of Debt 

 Capital Structure percentage times Cost of Equity equals Weighted 
Cost of Equity 

 Add Debt Weighted Cost of Debt percentage and Common Weighted 
Cost of Equity percentage

 Can use this exact percentage or apply appraisers judgement
 Compare to last year’s cap rate
 Compare to this year’s cap rates from other states
 Compare to other industry developed cap rates where available

Overall 
Capitalization 
Rate Selection

Overall Capitalization Rate Selection

And that’s all there is to it!
Let's take a 5-minute break

Real Property is next

Real Property Capitalization Rate 
Development

August 7, 2019

• There are three primary components involved in 
the capitalization process:

1. The net operating income, referred to as income
2. The capitalization rate, referred to as rate
3. The value, where the verified sale price 

represents value
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• When a rate is used to convert income from 
property into the property value, the 
capitalization process is taking place.

• The relationship between the value of a property 
and the net operating income is expressed as an 
overall capitalization rate, or percentage.

The three capitalization formulas can be developed by 
making three blocks showing letters I, R, and V.

The IRV formula is applied to convert income into value

• Multiple methods can be used in the cap rate 
development process based on the availability of 
information

1. Band of Investment Method
2. Direct Capitalization

• Band of Investment Method
– This method can be used when market data is 

limited (no available comparable sales)
– Application of this method involves construction 

or calculation of a Discount Rate, Recapture 
Rate, and Effective Tax Rate

– The 3 components add up to the Capitalization 
Rate 

• Direct Capitalization Method
– This method involves the use of an Overall Rate 

calculated from market data using the following 
formula:

– The Overall Capitalization Rate expresses the 
direct relationship between NOI and market   
value of property (represents the percentage 
that NOI is in relation to total property value)

NOI / Sale Price = OAR (Overall Rate)

• Both methods are accepted and frequently 
used in the Capitalization Process 

• If the information is available and time is 
permitted, it is recommended that 
Appraisers perform both methods in order 
to develop an accurate Capitalization Rate  
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• However, often times information is not 
available and time is not permitted

• For the purposes of this workshop, I’d like 
to focus on the Direct Capitalization 
Method

• The Direct Capitalization Method using an 
Overall Rate can be time effective when 
we are against the clock 

NOI (Net Operating Income) can be obtained 
multiple ways:
1. NOI is commonly available on the sale sheet 

from multi-listing source (Costar, Navica, etc.)
2. NOI can be calculated using market data 

(market rent, market vacancy / loss ratio, 
market expense ratio)

Sale Price can be obtained multiple ways:
1. Multi-listing Services (Costar, Navica, etc.)
2. Real Estate Professionals (Realtors, Appraisers, 

Attorneys, etc.)
3. Deeds
4. Sales Validation Forms

Example…

A tax representative representing a real 
estate investment company in your 
county has appealed the appraised value 
of their upper-average price range 
apartment complex

Example…
During the BOE hearing, it was determined that 
both sides agreed on an NOI of around $1,500,000.  
The dispute was over the capitalization rate used in 
the income approach to value
The BOE requested that the appraisal office obtain 
additional data to verify the appropriate 
capitalization rate 

The Appraisal Office was successful in obtaining 
the following data…

Apartment Sale #1
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Apartment Sale #2 Apartment Sale #3

The Direct Capitalization Method using an Overall 
Rate can be an efficient, time effective method in 
order to calculate the appropriate Capitalization 
Rate during various stages of the Mass Appraisal 
Process

Conclusion

The End


