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What is a LEASE?
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A legal contract between an owner (lessor) and
a tenant (lessee) for

Use and Possession
of
Real Estate




What is a Lease — (cont’d)
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e Sets parameters of a business relationship

e Establishes contractual relationship between
landlord and tenant
e Denotes obligations

e Transfers property rights to the tenant
for use, occupancy and quiet enjoyment,

In return, landlord receives consideration
in form of payment

What is a Lease (Cont’d)
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e Standard form lease represents the
landlord's wish list

o Focus of lease negotiations is typically
limited to the issues of base rent,
_ responsibility of expenses and
. concessions.

Lease Terms
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e Month to Month
- Provides no security for either party
e Short Term
- Usually less than 5 years
e Long Term
- Usually greater than 5 years
e Renewal
- One or more extensions




DEFINITIONS

SEE ADDENDUM
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Terms / Definitions
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e Abatement e Estoppel Certificate
e As-Is Condition e Market Rent

e Assignment o Net Rentable

» Base Rent e Pass throughs

e Base Year e Tax Base

e Build Out e T.I

e CAM e Efc., elc,, etc.

Intentionally left blank
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Lease Clauses
i
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o Lease Clauses e Lease Clauses

§ - Concessions - After Hours HVAC
- Assign/Sublet - Right of 1% refusal
- Tl Allowance - Estoppel
- Lease Audit Rights - Renewals
- Property Tax Review - Restricted Use

Bundle of Rights
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Benefits of Real Estate
Described and summarized

L

Set of legal privileges associated with
ownership of real property
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BUNDLE OF RIGHTS
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e Right to enter and use

¢ Right to exclude others from property

e Right to sell, donate, dispose, gift

o Right to lease and collect rent

e Right to mortgage or pledge as security

e Right to quiet enjoyment
¢ Right to refuse to exercise any of above
- rights




Limitation of the Bundle of Rights
“Four Powers of Government”

e Police Power — restrictions on private rights
o Eminent Domain — right of state to take
e Taxation

e Escheat — reversion of property to state in
absence of heirs
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Types of Ownership Interest
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e Leased Fee
e Leasehold

e Fee Simple

Primary difference between the three, Is the portion of
ownership of the “Bundie of Rights”

Leased Fee
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The definition of leased fee estate in the third
edition of the Dictionary of Real Estate Appraisal is:
an ownership interest held by a landlord with the
rights of use and occupancy conveyed by lease to
others. The rights of the lessor (the leased fee
owner) and the lessee are specified by contract
terms contained within the lease.
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Leasehold

The interest on which a Lessee (Tenant) of
Real Estate has a Lease.

Example: Mason possesses a long-term lease on a
property. She may obtain a loan with the leasehold
by the lease is lower than Market Rents Mason's
leasehold will have a positive value.

Fee Simple

Fee simple estate is defined in the third edition of the
Dictionary of Real Estate Appraisal published by the
Appraisal Institute as: absolute ownership unencumbered
by any other interest or estate, subject only to the
limitations imposed by the governmental powers of
taxation, eminent domain, police power and escheat.
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Allocation of the “Bundle of Rights”
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: o Fee Simple (Owner)
- Complete Bundle of Rights

o Leased fee (Landlord)

- Retains rights of sell, donate, gift, lease and
collect rent, manage, pledge as security

e Leasehold (Tenant)
- Obtains right to use, occupy and quiet enjoyment
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Leased Fee +Leasehold < Value
T W T W |
e |imitations imposed by Powers of Gov't
- Certain onerous lease provisions may impair value

e Limiting right to sublet
- Leasehold has no value if can't be sublet/assigned
o Gives value in use but not value in exchange
e Some leases specify permitted uses

- If permitted uses don't represent the optimum
utilization the value of the leased fee could be
impaired

Leased Fee +Leasehold > Value
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e Strong credit rated tenant pays contract rent
which exceeds economic (market) rent

QUICK QUIZ
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After allocating the complete

“Bundle of Rights" to each interest, and
valuing them accordingly,

Does the sum of the interest equal the value of
the unencumbered fee.




NOT NECESSARILY
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Certain lease provisions may adversely affect
the value of both lease interests resulting in a

combined value (leased fee + leasehold) of
less than the unencumbered fee.
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Example:
Actual rent is less than Market Rent

Assessor’s Responsibility
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e Assessor's value “FEE SIMPLE ESTATE”
- We use
e Current market rent
e Current market expenses
e Current market vacancy rates
e Current market capitalization rates
e Would be inequitable to change
assessments based on property owners
bad business decisions

QUICK QUIZ
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e Why do we need to analyze leases

e Which approach(s) is/are utilized to establish
value with regard to the analysis of a lease

Market Approach

Cost Approach
Income Approach




Appraising property subject to Lease
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e Complete knowledge of
- Which rights have been leased to tenant
o Leasehold
- Which rights remain with owner
o Leased fee

e In addition consider government and private
restrictions
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Types of Properties Leased
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o Residential

e Apartments

e Land

e Commercial

e Industrial

o Office

e Agricultural

-

Evaluation of Lease
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Term

Tenant obligations

Owner's obligations

Rental payments

Renewal Options

Term, Rent
What reverts at expiration of lease term
Risk to each position




Additional possible restrictions
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e Easements
o Rights of way
e Party wall agreements
e Deed restrictions
e Mortgages
e Lease provisions

e

Provisions
e 1

Typical Prohibited

e Most leases are long e Cannot state that persons
and complicated as of various color, race, sex,
they try to capture each  religion, etc
party's rights and o Cannot eliminate
obligations obligations to be ADA

compliant

Landlord must comply with
lease regarding access
while lease in effect

A
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Landlord-Tenant Relationship
a lease must contain certain provisions
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o Name of Lessor and Lessee
e Agreement to let and take
e Description of the premises
e Term of lease
e Terms of rental
o Signatures of contracting parties

A
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Evaluating Covenants
in addition to provisions
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e Use - defining (or not), permitted uses

e Expense Stops — Landlord pays to specified amount
e Escalation clause — Tenant pays above base

e Alterations and improvements

e Expenses and building services

® Repairs and Maintenance

e Access — to space and books/records

Flmi

Evaluating Covenants Cont'd
in addition to provisions
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e Liens
e Security
e Property Loss, Damage and Fire Loss
e Condemnation and Eminent Domain
e Direct or Assign or Sublet
e Subordination
e Default by tenant
e Renewal option

Quick Quiz
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e If valuing two identical industrial bldgs, each
leased for term of 5 years

- One lease indicates an expense escalation clause
in addition to $22.50/sf rent and the other is a gross
lease paying $25/sf

which is a better deal for tenant
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Methods of Rental Payments
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e Flat rental lease

e Graduated or step-up lease
e Revaluation lease

e Percentage lease

e Index lease

Selection is influenced by market factors, economic
trends, tradition and nature of business

Flat Rental Lease
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e Fixed Rent for entire term

- Payable in monthly, quarterly, semiannual, or
annual installments

e Popular in one/two year lease terms
- Value of dollar diminished due to inflation

G

Graduated or Step-up Lease
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e Rentis increased at specified periods during
term

o Lessee benefits:
- allows time to build business

» Lessor benefits:
- protected from inflation
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Revaluation Lease
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e Based on percentage of property value and
recalculated at specified intervals during term

o Allows the lessor to participate in any future
increase in property value

e Usually expensive due to retaining experts
and arbitrators to value increase

e Little incentive for lessee

Percentage Lease
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¢ Minimum rent plus additional rent based on a
percentage of gross sales

R

B

n
i

- Advantage for lessee
- Lessor takes chance in production of business

Percentage Rent - Example
[

e Supermarket leases bldg for 20 years, with
minimal annual rental of $50,000.
Additionally, percentage rent is 1.5% of gross
sales

- Year 1 $3,000,000
- Year 2 $4,000,000

- What is total rent paid for both years???
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Index Lease
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e Rent is adjusted periodically by Consumer
Price Index

e What if anything is wrong with this method?

Expense Responsiblities
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e Full Service

e Gross Lease

e Modified Gross

e Nel
- Nel
- Net Met
- Triple net
OUTLINING A LEASE
o e ——————
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Lease Outline
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e Lease Date
o Lessor/Lessee = names and signatures
e Address, bldg., name, suite #
o Terms —lease
e Terms - rental
e Agreement to Let and Take
e Description of premises

e Subject of lease -Taxes, special assessments,
agreements, restrictions, use,

Lease Outline — Cont’d
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e Term of lease
- Commencement date
- Rent commencement date
- Term
o Abatements and concessions
- Expiration of lease
e Term of Rental

- Amount, when paid, additional rent, location of
submission of payment

Lease QOutline —~ Cont’d
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e Taxes, Assessments, Rates, other charges
- Paid by lessor and lessee
~ To whom —(Lessor or governmental agency)
- Rights of lessor and lessee to protest taxes
e Use of property
¢ Improvements required by law
- Paid by whom and when
- Maintained by whom and when

15



Lease Outline — Cont’d
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e Repairs and Maintenance
e Construction of build-out and alterations
e Insurance
- Fire, casualty, Liability
e Landscaping and signs
e Assignment/Sublet
e Renewal options
e Signatures of Contracting parties

e
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LEASE ABSTRACT

‘roperty Location Suite/Store

contact Inform ation
Name

Mailing Address

Telephone Number

Em ail Address

Federal Tax [.D. #

1/B/A

quare Footage Percentage of Building

ecurity Deposit

ommencement Date / / Expiration Date /
ase Rent $
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scalations
R.E. Tax, CAM, operating, Fuel, Electric, % rent, Gas, W ater, Parking, Parking Tax

ategory
illing Cycle Annual Semi Monthly Quarterly

ase Year

ent

Base Rent
Add'l Rent

% Rent
TOTAL RENT
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Renewal / Expansion Options
1 Type
Notice Deadline
Commencement
Option Rentals

Comments

2 Type
Notice Deadline
Commencement
Option Rentals

Comments

3 Type
Notice Deadline
Commencement
Option Rentals

Zomments
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CALCULATING INCOME

S

AND EXPENSES
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Valuation Process
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e Income derived through Lease Analysis
- Must determine if market rent

e Vacancy Rate
- Derlve from market place

e Expenses derived through Lease Analysis
- Must determine if market expenses

e Capiltallzation Rate

- Derlve from market place, publlcations, appraisers, brokers,
etc.

Valuation Process
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¢ Discounted Cash Flow
- Converts expecled fulure benefits into a price a purchaser
might pay today
e Direct Capitalization

~ Deals with stable Income stream, capitalizes one years
income Into value

o A capitalization rate is defined as any rate used to
convert income into value.

KEY IS SELECTION OF
CAPITALIZATION RATE

21



Valuation Process cont’d
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e To develop a fee-simple market value, market
rent, market occupancy and a fee-simple cap rate
must be considered.

e The | d-fee market value is derived from
contract rent, actual occupancy and a leased-fee
cap rate

e The_leasehold economic rent minus contract rent
Ives the advantage then multiply by the
iscount factor

s

Determining Market Information
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e Income / Vacancy / Expenses / Cap Rates
- Utilizing Comparable properties,
- Discussions with Brokers,
- Appraisers,
- Publications,
- Ete....

All summarized in a spreadsheet to determine
market Information

Spreadsheet
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e Access
o Excel
e Quattro Pro
e SQL Database
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Conclusion
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e Review & Understand Lease Document

- Confirm whether market income and expense
e Ornot....

e Create Database of information

e Input into Valuation Factor File
- Simplify Mass Valuation
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Edye McCarthy,IAO
177 Hillside Avenue
Greenburgh, NY

Office 914-989-1517
$ Email: EMccarthy@greenburghny.com
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