Applied Appraisal Techniques 1 – Lecturer: Eric Allen                                              January 30, 2007

Surrender and Renewal of Leases

It will often time become necessary to renew the terms of a lease where the option so provides; this will normally involve the determination of rental according to the provisions set out. 

Often times however, a leaseholder or freeholder may wish to vary the original terms of the lease and this will involve the renegotiation of rent and typically the duration of the lease. Any such variation of the terms of the lease should however leave all the parties in a similar position (that is to say, no better or no worse) to that which they were in prior to the renegotiation of the lease.

In simple terms: Present Interest = Proposed Interest

Example 1
Minor Tenants Ltd. is in occupation of a property let on a lease for a term of 25 years granted 11 years ago at an exclusive rent of $125,000.00 p.a. without review. Minor Tenants wishes to surrender the current lease and obtain a new one on the same terms as before.

Currently the full rental value of similar property is $275,000 p.a. With marginal tax rates at 30%, sinking fund 3% and freehold yields at 7% determine the maximum premium he could afford to pay.
In this instance it is useful to consider the position of the leaseholder:

Premium = Proposed Interest – Present Interest.

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$275,000.00
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$125,000.00
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	$150,000.00
	 
	 

	YP 
	25
	yrs @
	8%
	&
	3%
	adj. Tax
	30%
	 
	8.3905
	 
	$1,258,572.21

	 
	 
	 
	 
	 
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$275,000.00
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$125,000.00
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	$150,000.00
	 
	 

	YP 
	14
	yrs @
	9%
	&
	3%
	adj. Tax
	30%
	 
	5.7601
	 
	$864,010.23

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum Premium He Can Afford to Pay
	 
	 
	 
	 
	$394,561.98


But what of the position of the freeholder? Assuming the facts as before, determine the minimum premium he could afford to accept.

	Freeholder's Position
	 
	 
	 
	 
	 
	
	
	
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	
	
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rent Received p.a.
	 
	 
	$125,000.00
	 
	 
	 

	YP 
	 
	14
	Yrs @
	9%
	 
	 
	 
	7.7862
	$973,268.80
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rev'n to FRV
	 
	 
	 
	$275,000.00
	 
	 
	 

	YP in perp def'd 
	14
	yrs @
	7%
	 
	5.5402
	$1,523,567.73
	 
	$2,496,836.53

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rent Received p.a.
	 
	 
	$125,000.00
	 
	 
	 

	YP 
	 
	25
	Yrs @
	12%
	 
	 
	 
	7.8431
	$980,392.39
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rev'n to FRV
	 
	 
	 
	$275,000.00
	 
	 
	 

	YP in perp def'd 
	25
	yrs @
	7%
	 
	2.6321
	$723,836.05
	 
	$1,7404,228.44

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Minimum premium Freeholder can afford to accept
	 
	 
	 
	$  792,608.09


Many texts argue that a marriage value approach should be taken with regard to determining the amount to be paid to freeholder. If we assume this to be the correct approach, then:

	Minimum premium Freeholder can afford to accept
	 
	 
	 
	$  792,608.09

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum premium Leaseholder can afford to Pay
	 
	 
	 
	$394,561.98

	Minimum premium Freeholder can afford to accept
	 
	 
	 
	$  792,608.09

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	$1,187,170.07

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Split Equally
	 
	 
	 
	 
	 
	 
	 
	 
	 
	0.5

	Premium to be paid by Leaseholder to the Freeholder
	 
	 
	 
	 
	 
	$593,585.03


However we can see clearly that the sum of $593,585.03 is significantly below the sum of $792,608.09 required to put him in the same position as before. Clearly the manipulation of the yield and the use of dual rate tables and tax for the valuation of leasehold interests are contributory factors to this anomaly.

Previously we have seen how a capital sum can be converted into an annual or periodic sum. Often time, the renegotiation of terms under a lease may result in a variation of the rental amount being paid rather than a premium.

Example 2
A property is currently let on a 12-year lease having five years to expire. The lessee wishes to surrender the current lease and renegotiate a new one for a term of 15 years. The full rental value of the property is $120,000 p.a. and the lessee is currently paying a rent of $65,000 p.a. Determine the maximum rent he could afford to pay under the new lease. Assume freehold yields to be in the region of 8%. SF 3.5% and tax 25%.

	Leaseholder's Position
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$120,000.00
	 
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$65,000.00
	 
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	$55,000.00
	 
	 
	 

	YP 
	5
	yrs @
	10%
	&
	3.5%
	adj. Tax
	25%
	 
	2.8683
	 
	 
	$157,755.02

	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
 


	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$120,000.00
	 
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	
	*
	
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	
	*
	
	 

	YP 
	15
	yrs @
	9%
	&
	3.5%
	adj. Tax
	25%
	 
	6.2854
	 
	
	$157,755.02

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum Rent He Can Afford to Pay
	 
	 
	 
	 
	 
	 
	$94,901.16


*Note carefully that the profit rent was determined by working backwards, that is, by dividing the value of the present interest ($157,755.02 by the YP of 6.2854). The Rent to be paid is therefore the difference between the FRV and the profit rent.

Example 3
A property is currently let on a thirty-year lease with nine years unexpired. The lessee wishes to surrender his lease and obtain a new one for a term of 30 years. Passing rent is $84,000 p.a. and the current rent value is $250,000 p.a. The parties have agreed that the new rent under the lease should be $125,000 p.a. Assume freehold yields to be 9%. Tax 30% and SF 3%.

Determine the premium to be agreed between the parties.

Determine the revised rent to be paid if there was no premium to be paid.

	Leaseholder's Position
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$250,000.00
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$125,000.00
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	$125,000.00
	 
	 

	YP 
	#
	Yrs @
	10%
	&
	3%
	adj. Tax
	30%
	 
	7.6907
	 
	$961,335.00

	 
	 
	 
	 
	 
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$250,000.00
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$84,000.00
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	$166,000.00
	 
	 

	YP 
	9
	Yrs @
	11%
	&
	3%
	adj. Tax
	30%
	 
	3.9901
	 
	$662,357.89

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum Premium He Can Afford to Pay
	 
	 
	 
	 
	$298,977.11

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Freeholder's Position
	 
	 
	 
	 
	 
	
	
	
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	
	
	

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rent Received p.a.
	 
	 
	$84,000.00
	 
	 
	 

	YP 
	 
	9
	Yrs @
	8%
	 
	 
	 
	6.2469
	$524,738.58
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rev'n to FRV
	 
	 
	 
	$250,000.00
	 
	 
	 

	YP in perp def'd 
	9
	yrs @
	9%
	 
	5.1159
	$1,278,966.05
	 
	$1,803,704.64

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rent to be Received p.a.
	 
	 
	$125,000.00
	 
	 
	 

	YP 
	 
	30
	Yrs @
	11%
	 
	 
	 
	8.6938
	$1,086,724.07
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Rev'n to FRV
	 
	 
	 
	$250,000.00
	 
	 
	 

	YP in perp def'd 
	30
	yrs @
	9%
	 
	0.8375
	$209,364.27
	 
	$1,296,088.34

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Minimum premium Freeholder can afford to accept
	 
	 
	 
	$507,616.30

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum premium Leaseholder can afford to Pay
	 
	 
	 
	$298,977.11

	Minimum premium Freeholder can afford to accept
	 
	 
	 
	$507,616.30

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	$806,593.41

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Split Equally
	 
	 
	 
	 
	 
	 
	 
	 
	 
	0.5

	Premium to be paid by Leaseholder
	 
	 
	 
	 
	 
	$403,296.71


	Leaseholder's Position
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$250,000.00
	 
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$84,000.00
	 
	 
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	$166,000.00
	 
	 
	 

	YP 
	9
	yrs @
	11%
	&
	3.0%
	adj. Tax
	30%
	 
	3.9901
	 
	 
	$662,357.89

	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
 


	 

	Full Rental Value p.a.
	 
	 
	 
	 
	$250,000.00
	 
	 
	 

	Rent paid p.a.
	 
	 
	 
	 
	 
	 
	 
	$163,875.25
	*
	
	 

	Profit Rent p.a.
	 
	 
	 
	 
	 
	 
	 
	$86,124.75
	*
	
	 

	YP 
	30
	yrs @
	10%
	&
	3.0%
	adj. Tax
	30%
	 
	7.6907
	 
	
	$662,357.89

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Maximum Rent he can pay
	 
	 
	 
	 
	 
	 
	$163,875.25


	Freeholder's Position
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Present Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	As before
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	 
	$1,803,704.64 

	 
	 
	 
	 
	 
	 
	 

	Proposed Interest
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


	 

	Rent to be Received p.a.
	 
	 
	 
	$141,621.16
	 
	 
	 

	YP 
	30
	yrs @
	8%
	 
	 
	 
	 
	 
	11.2578
	 
	 
	$1,594,340.37

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Reversion to
	 
	 
	 
	 
	 
	$250,000.00
	 
	 
	 

	YP in Perp
	30
	years @
	9%
	 
	 
	 
	 
	 
	0.8375
	 
	
	$209,364.27

	Minimum Rent Freeholder can afford to accept
	$141,621.16

	Maximum Rent Leaseholder Can afford to pay
	$163,875.25

	Total
	 
	 
	 
	 
	 
	 
	 
	$305,496.41

	Split (say 0.5)
	 
	 
	 
	 
	 
	0.50

	Revised Rent
	 
	 
	 
	 
	 
	$152,748.21
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