
Editor's Column - Business vs. Real Estate Cap Rates 

adjustments. This is why other business appraisal methods must be used to support conclusions 
reached using a cap rate. 

If this discussion makes you uncomfortable, it has accomplished its purpose. A valuation 
constructed using only one approach is often difficult to support. This is why generally three 
approaches to value: the market or sales comparison approach, the cost or asset approach, and 
the income approach are used to estimate the value of a property or a business interest. 

The following examples illustrate simple applications of cap rates for both a business and 
an income generating commercial real estate property: 

Commercial Property Example Business Example 

Gross Income $100,000 Total Sales $1,000,000 
Vacancy & Collection Allowance (5,000) Cost of Goods Sold (250,000) 
Effective Gross Income 95,000 Gross Profit 750,000 
Operating Expenses (28,500) Operating Expenses (615,000) 
Net Operating Income $66,500 Net Operating Income 135,000 

Less: Provision for Income Taxes (54,000) 
Net Income After Tax 81,000 

Net Operating Income 
Capitalization Rate 

$66,500 
9.5% 

$700,000 
Plus: 
Less: 

Depreciation 
Capital Expenditures 

75,000 
(50,000) 

Change in Working Capital 30,000 
Value Conclusion $700,000 Change in Long-Term Debt (15,000) 

Net Cash Flow $121,000 

Net Cash Flow $121,000 
Increased by Long-Term Growth Rate 1.03 
Future Net Cash Flow $124,630 

Future Net Cash Flow 
Capitalization Rate 

$124,630 
18% 

= $692 

Value Conclusion $700,000 

In this example, both the commercial property and the business have the same value of 
$700,000. The cap rates are very different numbers and they are applied to different income 
streams, yet the values are the same. Does this mean that an investor would look at these two 
investments as identical? Certainly not. Although the indicated value is the same, they would 
each very likely have completely different risks and potential benefits associated with them. 

It is important to understand where a cap rate comes from and its applicability to the 
income stream to which it is applied. If the process is not understood and applied correctly, 
value conclusions will not be meaningful. 
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