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Technical Paper on Discount Rate 

 

Discounted Cash Flows under Income Approach to Valuation 

  

There are broadly three approaches to valuation that covers all the methodologies to 

arrive at the value of any property in controlled or open business environment; namely 

 

i) Cost Approach 

ii) Market Approach 

iii)  Income Approach 

 

Each approach has its own set of challenges depending upon the market condition 

and availability of reliable data points.  

In this paper, I’ve limited myself to challenge posed under income approach by 

discounted cash flow methodology. Discounted cash flow method or as it is better 

known as DCF is forward looking and considers the ability of the project in future time to 

be able to generate profits. In simpler words, future cash flows are discounted at 

present value to arrive at the value. As valuation says “Present Value for future 

benefits…”.  

 

It doesn’t cast a challenge to predict future cash flows in short term, however it is a 

challenge to arrive at an appropriate discount rate to discount the cash flows. 

Unorganized nature of real estate in India further aggravates the problem to arrive at 

discount rate with reasonable confidence.  

 



 

Professionals have argued that discount rate of any listed company in the real estate 

sector should be considered by tracking movement of the stock price to arrive at beta. 

The arrived beta should be applied to the real estate projects to estimate fair market 

value; as that’s the come practice followed by chartered accounts when weighing 

cash flows of any project other than real estate.  

 

I’ve my reservation, which I have shared at many forums. As a professional, having 

worked on many projects at National level, it has occurred to my mind the basic flaws 

in this theory.  

 

• The nature of real estate, immovable affected by influence zone around it, 

makes it irrational to apply a common discount rate at company level, to a 

project. 

• Merits and demerits of a real estate project are inherent and limited to itself 

without affecting other projects, except when company fails. 

• Micro market of the project determines the market risks attributable to a project. 

 

Above characteristics, call for a radical approach to arrive at a best possible solution. 

Solution lies within the enumerated characteristics of real estate. Since, any real estate 

project is immovable in nature, affected by developments in its influence zone with risks 

dependent upon on the location of micro market; the discount rate has to be unique 

for each real estate project. Discount rate should account for all the risk limited to a 

project micro- market such as Greenfield / brown field projects, land zoning, Statutory 

Approvals, Construction Risk, Marketing Risk and Operating Risk for an under 

construction project.   

 

In ideal scenario as the projects progresses in its life cycle, the risk decreases and so 

does should a discount rate. A small graphical representation is appended below. Point 

worth noting is that it is micro market dependent and not company dependent.  

 



Determination of discount rate calls for an experienced professional who understands 

the uniqueness of a micro 

policies of government towards real estate. 

 

Discount Rate movement over project life cycle

The discount rate is the rate used for discounting future cash flows to arrive at the net 

present value. It takes into account the uncertainty and risk associated with the 

expected future cash flows. In real estate the risk associated depends upon the micr

market in which the property is located and the stage in which 

seen that the risk decreases as a project approaches the completion stage and time 

period for generating cash flow become less. 

The graph below depicts the relation between discount rate and the stage in which a 

project is for the subject micro 

 

As can be seen in the graph a green field project has maximum risk, on account of 

various other risks such as land zoning, construction, marketing etc.  Whereas as the 

stage of project progress the risk keeps on mitigating and discount rate keeps on 

nt rate calls for an experienced professional who understands 

the uniqueness of a micro – market with broad understating of fiscal and monetary 

policies of government towards real estate.  

movement over project life cycle: -  

The discount rate is the rate used for discounting future cash flows to arrive at the net 

present value. It takes into account the uncertainty and risk associated with the 

expected future cash flows. In real estate the risk associated depends upon the micr

market in which the property is located and the stage in which the property

seen that the risk decreases as a project approaches the completion stage and time 

period for generating cash flow become less.  

The graph below depicts the relation between discount rate and the stage in which a 

project is for the subject micro - market.  

As can be seen in the graph a green field project has maximum risk, on account of 

various other risks such as land zoning, construction, marketing etc.  Whereas as the 

stage of project progress the risk keeps on mitigating and discount rate keeps on 
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Existing project 

nt rate calls for an experienced professional who understands 

broad understating of fiscal and monetary 

The discount rate is the rate used for discounting future cash flows to arrive at the net 

present value. It takes into account the uncertainty and risk associated with the 

expected future cash flows. In real estate the risk associated depends upon the micro 

the property is in. It is 

seen that the risk decreases as a project approaches the completion stage and time 

The graph below depicts the relation between discount rate and the stage in which a 

 

As can be seen in the graph a green field project has maximum risk, on account of 

various other risks such as land zoning, construction, marketing etc.  Whereas as the 

stage of project progress the risk keeps on mitigating and discount rate keeps on 



decreasing. The subject project is currently in the stage where statutory approvals are 

required, where the current market micro market has 16% to 14% discount rate. Thus in 

this stage, 15% discount rate is considered.     

 
Note: This is an illustration of discount rate over a project life cycle.   

 
 
 
 


