The aim of this work is to analyse the importance of Cyclical Capitaliza-
tion models, a family of income-oriented valuation methodologies re-
cently proposed to consider market cycle in the property valuation pro-
cess. In the valuation “...Valuation uncertainty should be distinguished
from uncertainty risk. The possibility that the estimated value may differ
from the price in an actual transaction deemed to be taking place si-
multaneously means that the value may be higher or lower than that
price. An owner of the asset is exposed to a risk of loss (uncertainty risk)
but also the benefit of a gain if the price is higher than the valuation...”
(IVSC, Technical Information Paper, Valuation Uncertainty, para. 7). This
is particularly relevant in the valuation of income producing properties
that may often be affected by cyclical behaviour of property market.
Consequently, the integration between opinion of value and real estate
market cycle in real estate modelling may be an opportunity to reduce
valuation uncertainty.

Paola Amoruso is Postdoctoral Research Fellow at the Department of
Economics of the Lum Giuseppe Degennaro University, Italy. As engi-
neer, she’ gathering a thorough experience in the real estate sector and
urban-planning.

ISBN 978-88-kk11-945-b

9"788866° 119456

PAaoLA AMORUSO

Cyclical capitalization

- N S
- ;-.\ .:‘ I /
N WG i

I
\T. f_l\lll"”

P. AMoruso Cyclical capitalization




PAoOLA AMORUSO

Cyclical capitalization

cacuccl €L EDITORE



PROPRIETA LETTERARIA RISERVATA

© 2020 Cacucci Editore - Bari
Via Nicolai, 39 - 70122 Bari - Tel. 080/5214220

http://www.cacuccieditore.it e-mail: info@cacucci.it

Ai sensi della legge sui diritti d’Autore e del codice civile
& vietata la riproduzione di questo libro o di parte di esso
con qualsiasi mezzo, elettronico, meccanico, per mezzo di
fotocopie, microfilms, registrazioni o altro, senza il consenso
dell’autore e dell’editore.



Index

Foreword by Massimo Mariani

Chapter 1. Inside the problem
1.1.  Basis of Value and Real Estate Market Cycle

Chapter 2. Income approach
2.1.  Direct Capitalization

2.1.1. Dividend Discount Model
2.2.  Yield Capitalization and DCF

Chapter 3. Cyclical capitalization
3.1. g-factor or Aa
3.1.1. g-factor determination in British experience

Chapter 4. Integrated models

4.1.  Combining traditional Dividend Discount Model
with market cycle analysis

4.2. Integrating traditional direct capitalization mod-
eling with real estate market cycle analysis

4.3. Including cyclical capitalization in DCF

11
13

25
26
26
30

35
38
39

43

43

52
55



Cyclical capitalization

4.4. Dealing with lag vacancy
4.5. Cyclical capitalization and inputs

Conclusions

56
59

65



Foreword

BY MASSIMO MARIANI

The real estate market plays a fundamental role in the eco-
nomic system. As will be described below, the presence of the
market cycle emphasizes the need for using quantitative tools
which allow for monitoring and analyzing trends.

The results of these alternations may cause problems in eco-
nomic system stability, because by purchasing an overestimated
property, investors reduce their ability to buy other properties.

The aim of this work is to provide an integrated model of
analysis and study about a particular asset class of real estate
assets named “Cyclical Assets” according International Valua-
tion Standards Council and their valuations. In particular the
author aims to create an integrated perspective of work between
the market cycle and its determinants from one side and the
traditional methods of valuation of this kind of assets, based
mainly on an income approach, on the other side. This work of
systematization of existing literature carried-out by the author is
particularly appreciated in this specific market period, given the
rapid mutability of the market scenarios determined by exoge-
nous factors.

In literature, the study of the real estate market cycle and its
variations, has led to the introduction of innovative evaluation
models, that interpret market fluctuations; these models belong
to the general category of Cyclical Capitalization.

In chronological order, the first model which considered a
non-constant trend was introduced in the 50’s and was referred
to as the Dividend Discount Model (Gordon & Shapiro, 1956);
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new cyclical models such as the Cyclical Dividend Discount
models (M. d’Amato, 2003) were subsequently introduced.

This study provides a detailed investigation of cyclical capi-
talization methodologies, with a focus on their integration with
traditional estimation criteria, starting from the analysis of the
past to forecast a future trend market, thereby obtaining con-
servative property evaluations that do not cause “traumas” in
the economic system.
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