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Proof of Value in Eminent Domain 
Leasehold Interests 
GLENN H. JACOBSON, Acting Right-of-Way Engineer, 

Milwaukee County Expressway Commission 

•THE valuation of leasehold interests is the estimation of value of a partial interest in 
real estate. Similar valuations apply in cases of life estates, easements, fractional 
interests in cooperatives and condominiums, and interests of third parties created by 
action of protective covenants, deed restrictions, zoning and building regulations and 
other police powers. Leasehold interests are generally of the following types: 

1. Physical improvements placed by the lessee; 
2. Bonus value created because the present rent value (economic rent) exceeds the 

rent established by the lease rent (contract rent); and 
3. A combination of the two. 

In the instance of physical improvements, the measurement of value is the present 
value of the improvements. This situation presumes no bonus value to the lease and 
also is based on the supposition that the improvements are proper for the site. If 
surplus income is present (contract rent exceeds economic rent), the leasehold value 
of the improvements is eroded in the amount of the capitalized value of the surplus 
income. 

Existence of bonus value in a lease is the more common type of leasehold interest 
developed. Such a condition may result when 

1. The property is leased to a party in interest (family or corporate relationship); 
2. Tax consideration may promote reduced rental level; 
3. The lease is created as part of a sale-leaseback transaction; 
4. Knowledgeable tenant may have secured a rental below the market; 
5. Rent established may be incidental to transfer of business, inventory, good will 

or franchise; 
6. Rental concession is given to get base tenant; 
7. Rental concession is given to keep out competitors; and 
8. An increase in present rental levels creates a bonus value where the property 

was leased some time ago at the market level which is below that now prevailing. 

When under any of these or similar circumstances the contract rent is below economic 
rent, a leasehold interest in favor of the tenant exists. Whether the feeholder wishes 
or not, he is now sharing the value of the property with his tenant. 

' The interests of this group lie primarily with leasehold interests ecountered in con
demnation actions. Similar appraisal problems evolve in taxation, mortgage lending, 
estate evaluation and other areas. 

A recent case of interest is where the leasehold of the Houston Astrodome was set 
for property tax purposes at $1. 00. Four arpraisers for the county had estimated the 
leasehold value in the range from $9½ to 12 /2 million. 

The typical types of leases encountered are as follows: 

1. Flat or ungraded. This is the most common lease in existence-constant rental 
per period over term of lease . 
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2. Step up (or step down) rents are graded up (or down) over term of lease in vary-
in~ inr.rAmAnh:. 

3. Revaluation-pegged to value of property with periodic rental adjustments. 
4. Percentage-usually tied in with percentage of gross sales. 
5. Index-lease periodically adjusted in accordance with change in some established 

price index. 

We may encounter these singly or in varying combinations. For illustrative pur
poses we shall stay with the flat or ungraded lease, thereby avoiding involved mathe
matical computations. 

VALUATION 

The same valuation techniques utilized in other appraisal problems apply in lease
hold evaluation. The first step in evaluation of leasehold interest is estimating the 
value of the property being acquired. In many instances, this is the end of the valua
tion process as far as the acquiring agency is concerned. In other instances, division 
by interests is required. Condemnees are most interested in securing a breakdown in 
order to effect a payout of condemnation award. In the case of the acquisition of an 
entire property, the initial value finding is of the entire property. The next step is to 
estimate value of the individual interests. The valuation techniques considered are 
the market, cost and income approaches to value. If we are fortunate, we may have 
leasehold estates that have been transferred in the market that we can use as value 
indicators. In the case of physical improvements to the property, we will find the cost 
approach a helpful tool in our value estimation. The greatest reliance usually goes to 
the income approach because the analysis is basically that of an income stream. 

The leasehold position has been related to that of an equity position while the leased 
fee has been considered to have the similarity to a first mortage in a typical real es
tate transaction. Rates of return anticipated generally follow this ranking of position. 

In examples of calculation of leasehold interests we will attempt to reflect the de
velopment of the interests in an entire acquisition of a property and also the situation 
that appears in a partial acquisition. For sake of simplicity, no improvements are 
included. 

In all instances, we assume a net lease with an economic rent of $6, 000 per year 
or 6 percent return based on a current land value of $100,000. Five years remain of 
a ten-year lease which carries a contract rent also of $6,000 per year. In this in
stance, no bonus lease value exists; and, as a result, no leasehold interest is created. 
The lessor's interest could be calculated as follows: 

Present worth of income stream 
(P. W. of $1. 00 per year for five years discounted 

at 6% is 4. 212) 
$6, 000 X 4. 212 = $25, 272 

Present worth of reversion 
(P. W. of $1. 00 five years hence discounted 

at 6% is 0. 7473) 
$100,000 X 0. 7473 = 74,730 

$100,002 

Say $100, 000 

The lessor's interest is made up of two components-the five-year income stream 
and the return of his property five years hence. The rental has the characteristic of 
an annuity being received in periodic payments in accordance with a contract (lease). 
For this reason, it has been discounted to a present value. The reversion (property 
return five years from now) has also been discounted because it is not immediately 
available to the owner. 
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Because the two components are quite different in their characteristics, it may be 
proper to ascribe dissimilar interest rates to reflect relative risk. Let us assume 
an uncertain or risky rental market which would cause an investor to seek a rate of 
8 percent. 

The investor anticipates that land values will be going up at a rate of 1 ½ percent a 
year indicating a value at the end of five years of $107,500. Seven percent is consid
ered the rate an investor would require for this type of investment. We than use 7 
percent in calculating the present worth of the reversion. 

Present worth of income stream 
(P. W. of $1. 00 per year for five years discounted 

at 8 % is 3. 993) 
$6,000 X 3. 993 == 

Present worth of reversion 
(P. W. of $1. 00 five years hence discounted at 

7% is 0. 7130) 
$107, 500 X 0. 7130 == 

$23, 958 

76,647 

$100,605 

Say $100, 000 

In these examples, we have indicated that a 6 percent overall rate to establish 
rentals in the market does not necessarily mean that all components need be processed 
at 6 percent. The appraiser's function is to estimate market reaction, using this as 
a base for his value findings. 

The use of an overall rate developed from the market is an excellent tool, but it 
must be properly analyzed. Most leased properties not only have the income stream 
to weigh but also an a.ccompanying expense schedule to be considered. The reversion 
must consider the value of the parcel a number of years from now. Will the building 
improvements rapidly lose value? Or will a high level of maintenance coupled with 
probable continuing decline of the dollar result in no apparent dollar depreciation? This 
may be augmented by an increase in total value caused by upward movement in land 
values. Downward trends anticipated over the life of the lease would have an opposite 
effect. 

The reversion portion is of prime importance in short-term leases (usually consid
ered less than ten years). In the examples given, a five-year reversion indicates be
tween 70 and 75 percent of value. The 6 and 7 percent factors for ten years are 56 
and 51 percent. The factors for the same rates at 40 years are about 10 and 7 percent. 
The calculation of the reversion portion may, as a practical matter, be disregarded 
in extremely long-term leases. The effect on value is not significant. 

Let us now examine the same property as above with the only change being that the 
contract rent under the lease is $4, 500 a year. The 1essee is in the fortunate position 
of paying $1, 500 a year less than the going rent for the prope1·ty. Because of this, the 
lessor is sharing the prope1·ty value with the lessee. What are the relative positions 
of their holdings? 

The contract rent has great likelihood of payment because it is substantially below 
the market (25 percent). Small declines in rental levels would have little effect on this 
rental stream as compared to rental payments of $6,000. The lessor's position is 
sheltered, and it is reasonable to anticipate an investment of this type would bring 
less than the market rate for the entire property, say 5½ percent. The reversion will 
be considered unchanged at the 6 percent rate. 

The lessee's position is less certain. His interest is more exposed and subject 
to erosion. Because of great risk, the return expected would reasonably be at a 
rate above that of the entire property, say 7 percent. The lessor's interest may be 
calculated. 
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Present worth of income stream 
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at 5½% is 4. 270) 
$4, 500 X 4. 270 = 

Present worth of reversion 
(P. W. of $1. 00 five years hence discounted at 

6% is 0. 7473) 
$100,000 X 0. 7473 = 

Lessor's interest 

$19,215 

74,730 

$93,945 

The lessee's interest may be calculated 

Present worth of income stream 
(P. W. of $1. 00 per year for five years discounted 

at 7'f. is 4. 100) 
$1, 500 X 4.100 6, 150 

Total $100, 095 

Say $100, 000 

The results indicate that the value total of the interests approximates that of the 
entire property. The values of these fragmented portions of the entire property may 
result in totals that may be above or below the value of the total property. The in
dividual interests may be more or less desirable as an investment vehicle at a partic
ular time in a particular market. This is in keeping with fragmentation of other prop
erty. Land is subdivided because smaller parcels bring a greater total return than 
the original large parcel. But at times we speak of assemblage value when small par
cels are put back together to form a large parcel that has a greater unit value than its 
components. 

In the case of an entire acquisition we have estimated the entire property value at 
$100, 000. The lessor ' s interest i s considered to be $93, 900 and the lessee's interest 
$6, 100. 

Under the common law rule applicable in most jurisdictions, the acquisition by 
eminent domain of an entire property will terminate a lease. Condemnation clauses 
in the lease may result in a different distribution of the award than has been computed. 

In the acquisition of only a portion of the property by eminent domain, the lessee's 
obligations generally are not relieved. Exceptions, of course, are created by specific 
lease and statutory provisions. 

Let us examine a partial acquisition from the property previously studied. Forty 
percent in area of the parcel is being acquired. Severance damages to the remainder 
are considered to result in a total loss in value of 55 percent. We proceed on the basis 
that the loss of a portion of the property does not relieve the lessee of contract rent 
obligations. The same interest rates for the different interests involved will again be 
used. In this instance, we will initially estimate damages accruing to the lessee's 
interest. 

Before value of entire property 
After value of entire property 

Total loss in value 

Contract rent $4, 500 per year 
Economic rent 6, 000 per year 

Acquisition and damage data 
Value of portion acquired 

$100,000 
45,000 

$ 55,000 

$40, 000 



Contract rent for portion acquired 
Economic rent for portion acquired 
Damages to remainder, 2 5% or 
Contract rent for remainder 
Contract rent for depreciated portion of damaged 

remainder 
Economic rent for remainder 
Economic rent for depreciated portion of damaged 

remainder 

Lessee's interest 

A. Present worth of contract rent for portion acquired 
(P. W. of $ 1. 00 per year for five years discounted at 

51M, is 4. 270) 
$1,800 X 4. 270 = 

B. Present worth of bonus value 
( $ 2, 400 - $1, 800 = $ 600 rent saving for portion 

acquired) 
(P. W. of $ 1. 00 per year for five years discounted at 

7% is 4. 100) 
$600 X 4. 100 = 

C. Present worth of reduction in contract rent of the 
remainder due to damage to the remainder 

(P. W. of $ 1. 00 per year for five years discow1ted at 
5%%is 4. 270) 

$675 X 4. 270 = 

D. Present worth of reduction in bonus value of remainder 
due to damage to remainder 

($900 - $675 = $225 r ent saving for portion damaged) 
(P. W. of $ 1. 00 per year for five years discounted at 

7'1, is 4. 100) 
$225 X 4.100 = 

Total lessee's interest in award 

$1,800 
2,400 

15,000 
2,700 

675 
3,600 

900 

7,686 

2,460 

2,882 

992 

$13, 950 
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The lessee's interest in the award is made up of two components. The first is dis
counted future rent for property no longer available to him. This includes the portion 
acquired for use and the diminished utility of the remainder (Items A and C totaling 
$10, 568). The second portion is the present worth of the bonus value of the property 
acquired (Items B and D totaling $ 3, 382). 

The lessee's remaining interest in the property may now be calculated: 

Present worth of income stream of bonus value of de
preciated remainder 
($2,700 - $2,025 = $675) 
(P. W. of $1. 00 per year for five years discounted at 

7% is 4.100) 
$675 X 4.100 = $2, 768 

After the acquisition the lessee has received payment for the bonus value of the prop
erty acquired ($3, 382) which when added to the bonus value of the remaining proper ty 
of $2,768 totals $6, 150 which is the value of the lessee's interest as originally cal
culated. 

The lessor's interest may now be calculated: 

Lessor's interest 
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Present worth of income stream 
(P. W. of $1. 00 per year for five years discounted at 

5½% is 4. 270) 
$4, 500 X 4. 270 = 

Present worth of reversion 
(P. W. of $1. 00 five years hence discounted at 

6% is 0. 7473) 
$45, 000 X 0. 7473 = 

Division of award 

$55,000 - $13,950 

Total lessor's interest 

$19, 215 

33, 628 

41,050 

$93,893 

Adding the lessor's interest of $93,893 to the lessee's interest of $6,150 results in a 
total of $100,043, rounded to $100,000. 

Another phenomenon often encountered in dealing with leaseholds is the situation 
where contract rent exceeds economic rent creating what is termed surplus income. 
This may be capitalized into a value indication that is in excess of the total value of 
the property. Typically, this is not considered under the undivided fee rule which 
generally states, 

No contract between owners of different interests in land can 
affect the right of the government to take the land for public 
use, or obligate it to pay by way of compensation more than 
the entire value of the land as a whole. 

Sandwich lease is a term utilized to describe the situation where one or more sub
lessees are involved with the original lessee being in the inside of the sandwich. 
Leasehold interests may be created at any level in such a situation. 

SUMMARY 

Evaluation of leasehold interests is similar ·o othe apprai als in that an att mpt 
is made to measure the market reaction to value of a portion of the property interests 
as well as the entire property. Procedures must follow the requirements of applicable 
legal foundation. The attorney must ponder how and what to appraise leaving the ap
praiser only the problem of appraising it. 




