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Review of discount  rates
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g A discount  rate is the cost  of capital which SHOULD be r isk 

adjusted.

g The m arginal investor’s required rate of return on a given 

investm ent .

g The rate at  which future incom e /  value is discounted to 

achieve a present  worth.

Review of discount  rates:
what  is the discount  rate?
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Review of discount  rates:
t rending down for over a decade

g Real discount  rates relat ively stable since 2 0 0 0 .

Discount rates for selected property sectors

nominal w eighted averages on biannual rests 
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Review of discount  rates:
real rates and spreads

g Since 2 0 0 0  discount  rate spreads hover betw een 3 .5 %  

and 6 .2 5 % .

Discount rate spreads* for selected sectors

w eighted averages on biannual rests 
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Determ inat ion of discount  rates
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Determ inat ion of discount  rates:
two separate approaches

g Valuers fram ework

g Capital Asset  Pricing Model



9

Determ inat ion of discount  rates:  

valuat ion approach
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Note that  the net  
present  value at  
period zero (P0)  is 
derived as the sum  of 
all discounted future 

cash flows or  current  
stock pr ice.

Next  period’s 
ant icipated dividend.

Cost  of capital -
r isk-adjusted 
discount  rate 

(RADR) .

Ant icipated growth 
rate of dividends 
which is assum ed 
constant .

This equality holds only if 
the absolute growth rate (g)  

is less than the discount  
rate ( re) .  

Determ inat ion of discount  rates:  
valuat ion approach - the Gordon m odel
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Valuat ion approach:
Gordon’s equality 
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Valuat ion approach:
m ovem ents in yields over t im e

Property sector yields
as at year end, average across sub-sectors 
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Valuat ion approach:
dr ivers of yield and growth rates

Yields

g Capital m arket  variables

g Real bond rates

g Flow of capital funds

g Space m arket  variables

g Vacancy  rates

g Real rents

Rental growth rates

Highly variable across t im e and 

across sectors

g Space m arket  variables

g Supply

g Dem and
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Valuat ion approach:
yield determ inat ion- yields & vacancies

Retail property yield versus vacancy rate

Prime retail markets
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Office yield versus vacancy rate

Prime CBD off ice markets
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g Yields generally m ove posit ively w ith vacancy rates; 

i.e ., r ising vacancy rates is reflected in softening yields.
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Valuat ion approach:
yield determ inat ion- yields & bonds

Retail property yield versus bond rate

Prime retail Markets
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Average equivalent yield vs bond rate
Prime CBD off ice markets
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g Yields generally m ove posit ively w ith the real bond 

rate; i.e ., fa lling bond rate is reflected in yields firm ing.
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Determ inat ion of discount  rates:

CAPM
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CAPM approach:
its basic elem ents

Equity m arket  r isk 

prem ium  ( ERP)

Est im ated as the histor ic 

average of the average 

return of a broad-based 

m arket  port folio less RFR.

Risk free rate ( RFR)

I t  is the r isk- free rate 
in the econom y, 

com m only est im ated 

as the yield on long-

term  Treasury bonds.

])([ fmfc rrErr −+= β

Beta

Measures system at ic 

m arket  r isk. 

Est im ated via 

regression analysis.
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CAPM approach:
t rends in RFR and ERP

Risk- free rate has been t rending 

down, in line with the inflat ion rate.
ERP is highly variable over t im e and 

sensit ive to the sam ple period.

Equity market risk premium (ERP)
moving average spread betw een market return & bond yield
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CPI inflation vs interest rates
quarterly observations
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CAPM approach:  
m ovem ents in port folio betas

Variability in systematic market risk for LPTs

 Rolling f ive year beta estimates
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Out look for discount  rates:  
cost  of capital est im ated to be sub 8%

Trends in cost of capital
Based on annualised monthly returns on monthly rests
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Rising beta vlaue
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Out look for discount  rates
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g Discount  rates are variable, being influenced by a 

com binat ion of:  

g Space m arket  fundam entals

g Capital m arket  forces

g Discount  rates t rending down and likely to cont inue this 

m ove in the short - term , although far m ore m ildly. Relat ive 

stabilit y due to benign interest  rate and inflat ion out look.

g Arbit rage opportunit ies lim ited due to lim ited downside 

m ovem ent

Out look for discount  rates
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I m plicat ions
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g Pricing

g Returns for the property sector are in the process of 

m oderat ing towards a new equilibr ium

g Business

g I m pact  on acquisit ions /  divestm ents

g Perform ance st rategies

g Benchm arking st rategies – target  or hurdle rates

g I ncorporat ion into the house-view process

Pricing and business im plicat ion
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This presentat ion is given by a representat ive of Colonial First State I nvestm ents Lim ited AFS Licence 
232468, ABN 98 002 348 352 (Colonial First  State) .  The presenter does not  receive specific paym ents or 
com m issions for any advice given in this presentat ion.  The presenter, other em ployees and directors of 
Colonial First  State receive salar ies, bonuses and other benefits from  it .  Colonial First  State receives fees for 
investm ents in its products.  For further detail please read our Financial Services Guide (FSG)  available at  
colonialfirststate.com .au or by contact ing our I nvestor Service Cent re on 13 13 36.

All products are issued by Colonial First  State. Product  Disclosure Statements (PDSs)  describing the products 
are available from  Colonial First  State. The relevant  PDS should be considered before m aking a decision 
about  any product . 

This presentat ion does not  take into account  your individual object ives, financial situat ion or needs. You 
should assess whether the inform at ion is appropriate for you and consider talking to a financial adviser 
before m aking an investm ent  decision. Stocks m ent ioned should not  be considered as recom m endat ions.

The inform at ion is taken from  sources which are believed to be accurate but  Colonial First  State accepts no 
liabilit y of any kind to any person who relies on the inform at ion contained in the presentat ion. 

This presentat ion cannot  be used or copied in whole or part  without  our express writ ten consent .

© Colonial First  State I nvestm ents Lim ited 2005.

Disclaim er
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