
Long-term leases:  

RENT RESET ANALYSIS
Introduction

R ent reset clauses are typically found in long-term leases for land 
(unimproved or improved).1 A lease is “a contract in which the rights 
to use and occupy land, space, or structures are transferred by the 

owner to another for a specified period of time in return for a specified 
rent.”2 A lessee’s3 intended use of the leased premises, the time required 
for recovery or amortization of the capital invested in the business and 
leasehold improvements, and lender requirements for financing of 
leasehold improvements generally determine the length of the lease term.

The lease may provide for resetting the rent periodically during the 
term of the initial lease or when an option to extend or renew the lease has 
been exercised by the tenant. The basis for the rent reset is dictated 
by the provisions of the lease, and the lease usually calls for arbitration 
if the landlord and tenant are unable to negotiate a new rent within a 
specified time frame.

A rent reset analysis for a land lease has the same objective as for a 
space lease – quantifying a new rent – unless the land lease only calls 
for a fee simple estimate of land value to which is applied an annual rate 
(percentage rate of return) as specified in the lease.4 The language of the 
lease, specifically the rent reset clause, and the market conditions prevailing 
at the time of the scheduled rent reset can have a profound impact on the 
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rent to be paid by the tenant. Over time, a long-term lease may 
prove unfavorable to either the lessor or lessee, as noted by the 
appeals court in Cook Associates, Inc. v. Utah School & Inst. Trust:

Long-term commercial leases, by their nature, are risky. 
Neither side can foretell future market conditions with 
any certainty. We presume that both [parties] bargained 
for the best terms and conditions each could get. Each 
party took the risk that unpredictable market forces 
would at some later day render the contractual terms 
unfavorable to themselves.5

The rent reset clause

A lease that calls for an adjustment of rent during the life of the 
lease generally includes a procedure to be followed by the parties 
to the lease or the professional advisors identified and tasked 
with fixing the new rent.6 A rent reset clause can function to reset 
rent as an independent exercise or in relation to all or some of the 
subsisting clauses (provisions) in the lease itself.

Analyzing the adjusted or revised rent can be a contentious 
issue. Sometimes the rent reset clause is unclear or ambiguous as 
to the improvements (if any, and in what condition), property rights, 
methods, procedures, formulas, or factors that are to be taken 
into account – or disregarded – in estimating the revised rent. 
If the lease is to be disregarded, and the objective is to estimate 
the market value of the leased premises as if unencumbered, 
the rights to be valued are a fee simple interest.7 Conversely, 
if resetting the rent involves an analysis of a tenant’s use and 
occupation, it is the rental value8 of the leased premises for the 
rent reset period that is to be estimated. In relation to these 
two mutually exclusive valuation exercises, the appellate court 
in Bullock’s Inc. v. Security-First National Bank of Los Angeles9 

drew a distinction between market value and rental value:

Rental value is measured partially in terms of time, by the 
month or by the year, etc. The parties were not fixing rental 
value in the lease, they were fixing rent. They determined 
such rent by taking a fixed percentage of the full value (not 
the rental value) of the land. The parties based rent upon 
the fair market value of the property rather than upon its 
rental value for any given period of time.

In the Bullock’s case, all that was required was a point-in-time 
estimate of the “appraised value of the land,” exclusive of buildings 
and improvements, which the court found to mean fair market 
value. The appeals court did not define market value, but relied 
on the term market value as referenced in the lease’s repair and 
maintenance clause and the lease’s condemnation clause.10 

The court noted,

The parties have thus provided for a reduction in rent based 
upon the difference between the market value of the land 
before condemnation and the market value of what remained 
thereafter. And the reduction is calculated in the same 

manner as that provided for calculating rent – 5% per annum 
of the predetermined amount. Since the lease provides that 
a reduction in rent due to partial condemnation is to be 
measured by the drop in market value of the property covered 
by the lease, it may reasonably be inferred that the parties 
were thinking in terms of market value when they drafted 
the provisions of the lease relating to the calculation of rent. 
[emphasis added]

Market value and property rights  

Definitions of market value often are silent as to what property 
rights are being valued. In his 2018 Appraisal Journal article, 
Sanders examines the evolution of market value definitions 
and the “varied conditions imposed on the hypothetical market” 
inherent in the numerous definitions of market value.11 None of the 
various definitions of market value presented by Sanders explicitly 
considers property rights, with the exception of the following 
market value definition suggested by Marchitelli and Korpacz in 
their 1992 Appraisal Journal article:

The price in cash and/or other identified terms for which the 
specified real property interest is likely to sell as of the 
effective date of appraisal in the real estate marketplace 
under all conditions requisite to a fair sale.12 [emphasis added]

Many definitions of market value emanate from eminent domain, 
where for state and federal purposes the market value of 
condemned land is determined based on the unencumbered, 
undivided fee, and disregards all other real property interests.13 

Likewise, in most states, the valuation of real property for 
assessment purposes denotes property rights in a fee simple 
type interest when there is more than one interest in a property.14 

In these two areas of real property valuation, the value sought 
carries a presumption of undivided free and clear title, not 
burdened by an encumbrance such as a lease, and legislation to 
achieve this intended purpose overrides the contractual rights 
and obligations between a lessor and lessee.

When parties enter into a lease in the world of commerce, 
they agree to be bound by the terms and conditions of the lease. 
Even if a lease makes provision for resetting rent during the life of 
the lease, the lease remains in effect throughout the entire term, 
including any period covered by a lease extension or renewal option 
exercisable at the discretion of the tenant. In this situation, it may 
not be appropriate to assume that the property is unencumbered by 
the lease at the time of the rent reset, unless the rent reset clause 
manifests a clear intention to disregard the lease. At the end of the 
life of the lease, the leased premises revert to the landlord, and all 
tenant-owned leasehold improvements become the property of the 
landlord unless the tenant is obligated to remove the improvements 
under the terms of the lease.

The 1992 Marchitelli and Korpacz definition of market value as 
it relates to property rights is consistent with the current definition 
of market value in The Dictionary of Real Estate Appraisal, sixth 
edition, and in The Appraisal of Real Estate, fourteenth edition. 
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The most widely accepted components of market value, including 
a reference to property rights, are incorporated into the 
definition:

The most probable price, as of a specified date, in cash, or 
in terms equivalent to cash, or in other precisely revealed 
terms, for which the specified property rights should 
sell after reasonable exposure in a competitive market 
under all conditions requisite to a fair sale, with the buyer 
and seller each acting prudently, knowledgeably, and for 
self-interest, and assuming that neither is under undue 
duress.15 [emphasis added]

Directly related to the concept of market value is the 
identification of the specific property rights to be appraised. 
When references to “(fair) market value” appear in leases, but 
the term is not adequately defined, it can cause uncertainty as to 
how the valuation analysis should proceed.

In the context of a lease involving the division of property 
rights between lessor and lessee, if the referenced market 
value does not specify the property rights to be taken into 
consideration, the analysis for resetting rent should generally be 
taken to include consideration of the lease itself.

Some misunderstandings as to the meaning of market value 
can be directly attributed to the misuse or commingling of terms 
related to market value. In appraisal literature, market value and 
market rent are not synonymous terms, but the parties to a lease 
are free to agree to their own valuation-related definitions.16 For 
example, in Georg Jensen, Inc. v. 130 Prince Associates, LLC,17 

the lease made no distinction between market value and market 
rent in a rent reset involving a space lease; there the lease 
provided as follows:

Fair market value shall mean the current market rent 
for similar space within the general geographical area 
in which the building is located, assuming standard 
escalations with current base years, and all other 
relevant factors as determined by an independent MAI 
appraiser chosen by Landlord. [emphasis added]

Any disagreement as to the meaning of terms commonly found in 
appraisal literature and the lease must give way to the meaning 
ascribed to the terms in the lease:

[W]hen parties set down their agreement in a clear, 
complete document, their writing should as a rule be 
enforced according to its terms. Evidence outside the four 
corners of the document as to what was really intended but 
unstated or misstated is generally inadmissible to add to or 
vary the writing. That rule imparts “stability to commercial 
transactions.” Such considerations are all the more 
compelling in the context of real property transactions, 
where commercial certainty is a paramount concern. 
[citation omitted]18

Title and lease restrictions

Restrictions or encumbrances identified in the abstract of title 
or the lease that have an impact on the property rights to be 
appraised, especially if an analysis of highest and best use is 
required,19 should be taken into account in resetting rent for 
the leased premises – unless the rent reset clause stipulates 
otherwise.20 Premises leased as part of a complex (e.g., shopping 
center, office campus, industrial park) or as part of a building in a 
complex might also be impacted by covenants and restrictions of 
other tenancies.21

Freehold premise
Analyzing the value of unencumbered land, or land assumed to be 
unencumbered, in fee simple, as part of a two-step procedure in 
resetting rent, requires an estimate of market value based on the 
highest and best use.22 Comparative analysis is the most common 
method of valuing property, provided sufficient and relevant market 
data are available. Comparative analysis is “the process by which 
a value indication is derived in the sales comparison approach. 
Comparative analysis may employ quantitative or qualitative 
techniques, either separately or in combination.”23

After the market value of the leased premises has been 
estimated, the computation of rent is straightforward if the rent 
reset clause stipulates the interest rate (rate of return) to be 
applied to the market value of the subject property. If the rate of 
return is not stipulated in the rent reset clause, a second analysis 
is undertaken to determine the rate of return (i.e., annual rent) that 
a prospective purchaser expects to earn during the period covered 
by the rent reset (i.e., assumed holding period). The selection or 
development of an appropriate rate of return should reflect the 
prevailing rate in the marketplace, which may be accomplished by 
relying on primary data, secondary data, or both. Development of 
the rate of return may employ the following:

• Investment returns on sales of single-tenant properties
leased on an absolute net (carefree) basis for a term
consistent with the period covered by the rent reset.24

• Investor surveys monitoring actual or expected rates of return.
• Government or private bond yields available for a term

consistent with the period covered by the rent reset.
• Band of investment (weighted-average return on typical debt and

equity components).25

Leasehold premise
Absent an express provision to the contrary, in the resetting of rent there 
is a presumption favoring valuation of leased premises as encumbered,26 

as is typical of leases that require an estimate of market rent or some 
other form of rent as described or defined in the lease.27 As noted by 
the court in Klair v. Reese, “In the rent setting context…, valuation of 
the land as encumbered by the lease is reasonable because the land 
will continue to be encumbered by the lease.”28 The dissent in No. 100 
Sail Ventures Ltd. v. Janwest Equities Ltd. made a similar observation, 
stating “[O]rdinarily, a legally imposed restriction on the use of land is 
a factor to be taken into account in fixing its value, even as vacant and 
unimproved.”29 In United Equities v. Mardordic Realty Co.,30 the dissent 
noted that a lease may enhance or diminish the value of land:
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Whether a lease for any term, short or long, increases or 
decreases the land value, as compared with its value if sold in 
fee simple, obviously depends on whether the landlord’s rights 
under the lease, particularly with respect to the right to receive 
rent, are valuable or not. A lease in which there is reserved 
a high rent will increase the land value. A lease in which the 
rent reserved is inadequate will decrease the land value, as 
compared with its value free and clear of any leasehold.

A lease’s rent reset provision may refer to “market rent.” According 
to The Dictionary of Real Estate, sixth edition, market rent is

The most probable rent that a property should bring in a 
competitive and open market reflecting the conditions and 
restrictions of a specified lease agreement, including the 
rental adjustment and revaluation, permitted uses, use 
restrictions, expense obligations, term, concessions, renewal 
and purchase options, and tenant improvements (TIs).

If the lease provisions provide that the lease itself must be 
disregarded in resetting rent, this implies that the unexpired 
term of the lease – including any extensions or renewals – is to be 
disregarded as a constraint in any highest and best use analysis of 
the leased or “demised” premises. Examples of lease provisions 
on disregarding the lease in the rent reset valuation include 
the following:

• [Six percent of] the full and fair value of the land demised 
which the same would sell for as one parcel considered as 
vacant and unimproved, in fee simple, by private contract, 
free of lease and unencumbered.31

• [A]n amount per annum equal to 6% of the fair market 
value…of the land constituting the demised premises, 
considered as vacant, unimproved and unaffected by 
this lease.32

• Fair Market Rental is defined as “the annual rental for the 
demised lands which would  be paid as between persons  
dealing  in  good faith and at arm’s length, as if the demised 
lands were vacant, unencumbered and unimproved.”33

• The Annual Net Rental shall be…12% of the appraised value….
Said appraisals shall be made…as if the Leased Land were 
vacant, unencumbered, unimproved, and not under Lease.34

• The appraiser must regard the land “as vacant, unimproved and 
unencumbered by this lease.”35

• The appraised value of the demised premises shall, in any 
event, be the value of the land exclusive of buildings or other 
improvements and as if free and unencumbered during the 
year in which such value is to be established.36

• The market value of the demised premises shall be 
determined…in accordance with its highest and best use as 
if vacant land, exclusive of all or any improvements thereon, 
without regard to the terms and conditions of the present 
lease but considering as appropriate the impact of any legal 
impediments to a change of use created by zoning and other 
statutes and ordinances.37

Physical and legal encumbrances

In the interpretation of a rent reset clause, there is an important 
distinction between being instructed by a lease to ignore 
improvements of a physical nature that encumber land and being 
instructed to ignore encumbrances that affect title.38 The first can 
be viewed as a physical encumbrance, while the second can be 
viewed as a legal encumbrance.

The California appellate court in Evans v. Faught,39 addressed 
the issue of title encumbrances:

In Shunk [v. Fuller] and Buetel [v. American Mach. Co.] it 
was specifically held that a lease is an encumbrance upon 
the title to the property conveyed.40 We hold, therefore, that 
an unrecorded lease which is binding upon a purchaser of 
real property is a limitation affecting title since it obviously 
is a right or interest in land which subsists in a third person 
to the diminution of the value of the land, but is consistent 
with the conveyance of the title.

The Evans court went on to characterize improvements on the 
subject property, consisting of an access road and the county 
powder magazine, as physical encumbrances unrelated to title:

[T]he powder magazine and the road, the presence 
of which put plaintiff on notice of the unrecorded 
lease, were also physical encumbrances upon the 
land which he was obliged to accept as burdens since 
plaintiff was presumed to have contracted to acquire 
the land subject to such physical burdens.

The Evans appeals court concluded that, “the situation presented 
here is that the encumbrances under consideration are not such as 
affect only the physical condition of the land [i.e., access road and 
powder house], but its title as well [i.e., unregistered lease].”

Encumbrance by lease
In Standard Life Assurance Co.41 the Ontario, Canada, appeals court 
refused to overturn a “final and binding” 1989 arbitration award 
as the decision was not “patently unreasonable,” even though “the 
arbitrators’ interpretation of the  lease was wrong.” In a subsequent 
2014 rent reset dispute, the court ruled that the reference to the 
arbitrators’ decision being “wrong” was made in passing and did 
not form part of the court’s ruling. The finding that the arbitration 
decision was not “patently wrong” rested on a point of distinction 
identified by the arbitrators in the language of the rent reset 
clause in Montreal Trust Company v. Spendthrift Holdings Limited, 
which stated: “The value of the land exclusive of buildings or other 
improvements and as if free and unencumbered.”42 [emphasis 
added] In addition, the Standard Life court looked to the decision 
in Ruth v. SZB Corporation where the New York court had similarly 
stated, “[T]he full and fair value of the land demised which would 
sell for as one parcel considered as vacant and unimproved, in 
fee simple, by private contract, free of lease and unencumbered.”43 

[emphasis added] Therefore, it was not “patently wrong” for the 
arbitration panel in Standard Life to conclude that
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[I]t is possible for landlords and tenants to draft 
documents which would require them to ignore some 
aspects of market reality existing as of the valuation date. 
However, we do not find that the document we have before 
us [which makes no reference to ignoring encumbrances] 
is such a document in relation to relevant legislation.

At the time of the 1989 rent reset, the rental apartment building 
was subject to rent control legislation, which prevented rents 
from rising to market levels. For the subject apartment building, 
residential condominium development represented the highest 
and best use of the property, a use not permitted on leased land 
in the Province of Ontario on the date of the rent reset. As a result, 
the arbitrators fixed the market value of the land at $4,250,000, 
based on a (restricted) highest and best use as a rental apartment 
development, resetting the rent at $286,875 per year for a period 
of 25 years, applying the prescribed rate of 6.75%. On the basis 
of residential condominium development, the market value of 
the freehold interest in the land was $13,500,000, which, at the 
prescribed rate of 6.75%, would have generated annual rent of 
$911,250. Therefore, from the lessor’s perspective, the annual 
rental loss was found to be $624,375 ($911,250 – $286,875), and 
the undiscounted loss of rent over the  25-year period amounted 
to  $15,609,375.44 Discounted at 6.75%, the present value of the 
lessor’s annual rental loss of $624,375 was $7,443,056 ($624,375 
× 11.920811).

The first 25-year reset period expired in 2014. Again, the 
parties failed to reach agreement on how the property should be 
valued. In advance of the second round of arbitration, the parties 
sought a declaration from the court as to whether the term land 
market value “should be interpreted to include the highest and 
best possible use of the land, as if the Property were unimproved 
and unencumbered, including the value of the Property as if it 
were available for freehold condominium development as of the 
valuation date [March 15, 2014].” The court concluded that the 
interpretation of the rent reset clause “is governed by the 1990 
Arbitration Decision, and [lessor] Manulife is estopped from 
re-litigating it.”45 As part of the analysis, the court examined a 
number of prior rent reset rulings interpreting “fair market value 
of the property as if it were unimproved” to mean not only ignoring 
the improvements, but that “the parties also intended to disregard 
encumbrances impacting the value of the land.” Commenting on 
the distinction between encumbrances and improvements, the 
court stated as follows:

For reasons of which I am uncertain, both the Court 
of Appeal in Royal Trust and the Divisional Court in 
Standard Life inserted the word “unencumbered” into the 
equation so that in both decisions the fair market value 
was based on a notional value of the land that was not 
only unimproved, but also unencumbered. I cannot locate 
any explanation in the case law as to how or why this 
occurred. [emphasis added]

In Roywood and Gardenview [Royal Trust] the Court of 
Appeal held that words such as “unimproved” or “without 
buildings or improvements” included “unencumbered.” 
I am bound by those decisions even if I have some difficulty 
understanding them. In my opinion an encumbrance is 
a legal interest in the land that diminishes its value as 
opposed to physical buildings placed upon the land or 
physical improvements made to the land. In any event the 
present leases do not use any of the words unencumbered 
or vacant or unimproved, they merely refer to the lands.46

The court also concluded that the terms unimproved and 
unencumbered mean two different things. It noted that Black’s Law 
Dictionary, sixth edition, defines improvement in terms of physical 
modification:

A valuable addition made to property (usually real estate) or an 
amelioration in its condition, amounting to more than mere repairs 
or replacement, costing labor or capital, and intended to enhance 
its value, beauty or utility or to adapt it for new or further purposes. 
Generally has reference to buildings, but may also include any 
permanent structure or other development, such as a street, 
sidewalks, sewers, utilities, etc. [emphasis added]

On the other hand, Black’s defines encumbrance as a legal interest: 
“Any right to, or interest in, land which may subsist in another to 
diminution of its value but consistent with the passing of the fee by 
conveyance.” Accordingly, the court concluded that, “a property can 
be unimproved yet encumbered. Conversely, it may be improved and 
unencumbered. The two words are not synonymous.”

In Selective 901 Truman, LLC v. Goodrich & Hops Properties West,47 

the lessor and lessee were unable to agree on the “fair rental value” in 
a rent reset of a long-term land lease. The lease commenced January 1, 
1958, for a term of 53 years, allowing for extensions up to 99 years. 
The leased premises consisted of 1.94 acres. In 1962, the lessee built a 
34,000-square-foot strip center with paved surface parking. The lessor 
triggered a rent reset for a 10-year period, effective March 1, 2015, with 
a total of 43 years remaining on the lease. The lease’s rent reset and use 
clauses stated in relevant part:

At any time or times after ten (10) years from the effective date of 
this lease such rental may be revised by [Lessor] giving thirty 
(30) days’ advance notice in writing to Lessee. Fair rental value of 
the leased premises shall be determined without consideration 
being given to the effect in such values of the improvements of 
Lessee and in accordance with approved appraisal practices. 
This land shall be valued at the time of such revision as 
determined by [Lessor] and Lessee, but rental thereon should 
not be less than the minimum rental rate hereinbefore set forth, 
nor more than six percent (6%) per annum of the then appraised 
value of the land. When so revised, such rental shall not be 
subject again to revision until ten (10) years from the effective 
date of such revision. [emphasis added]
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Said premises shall be used by Lessee solely and 
exclusively for erection, maintenance and operation of 
office buildings, buildings for general commercial and 
manufacturing uses, parking lots which shall include a 
subterranean parking lot if deemed necessary, and heliport 
roof deck. Lessee agrees to comply with all applicable 
laws and regulations with respect to the use of the 
leased premises.

The parties failed to reach agreement as to the fair rental value for 
the 10-year period, and the rental dispute proceeded to arbitration. 
The arbitrator determined that “fair rental value has essentially the 
same definition as fair market value, both leading to assumptions 
that a buyer is knowledgeable and under no compulsion to buy 
(or lease), and a seller is otherwise willing to sell (or lease) under 
no compulsion to do so.”

The central issue was whether the appraisals were required to 
give consideration to the effect of encumbrances on the property, 
which is burdened by the lease itself for a remaining term of 43 years.

The arbitrator noted the lease dictated that the appraisals be 
prepared “in accordance with approved appraisal practices.”48 The 
arbitrator also noted the lease was not ambiguous and that “the 
Subject Property must be appraised assuming encumbrances.” The 
lessor’s appraisal treated the leased premises as if unencumbered 
by the lease and valued the land in its “highest and best use” at 
$5.5 million. One of the lessee’s appraisals took into account the 
impact of the unexpired lease term of 43 years and valued the land at 
$1,387,000. Both appraisals, as well as a second appraisal prepared 
on behalf of the lessee, were rejected by the arbitrator. The lessor’s 
appraisal was rejected as it failed to account for the impact of the 
ground lease, which places a burden on the property and lowers its 
value because of the lease’s 43 remaining years with all the restrictions 
on use and remaining lease re-settings. The lessee’s appraisals were 
rejected as being too low.

Instead, the arbitrator turned his attention to the actual sale 
of the subject property at $3,425,000 (all cash) in December 
2014, encumbered by the ground lease, which the lessee had 
characterized as “the perfect comparable.” The arbitrator noted 
that the subject property had been extensively marketed for sale on 
the open market by a sophisticated brokerage firm. He concluded 
that the transaction offered the best evidence of the value of the 
land, as if unimproved, but encumbered by the ground lease. On 
the basis of the $3,425,000 sale price, the arbitrator fixed the rental 
value of the leased premises at $205,500 annually by applying a rate 
of 6%, as allowed by the lease.

The lessor sought to have the arbitrator’s award vacated, 
contending,

1. The award was “untethered” from the evidence, which called 
for “fair rental value” to be determined by appraisals (all 
rejected by the arbitrator), inappropriately taking into account 
the long-term ground lease, and

2. Application of an improper method, i.e., the recent purchase 
price of the subject property as the foundation for fixing the 
“fair rental value.”49

The lessor also objected to the inclusion of instructive language 
in the award that purported to guide all future rent resets; the 
language provided,

Future rent re-settings shall be determined by appraisal of the 
Subject Property as encumbered by the Lease terms, including 
the remaining time on the Lease and any restrictions on use 
contained in the Lease or by conditions and restrictions imposed 
by the city of San Fernando. [Emphasis added by court.]

The trial court rejected the lessor’s motion to vacate the 
award, a ruling upheld by the appellate court, finding that the 
arbitrator acted within his authority in rejecting the appraisal 
evidence and instead relying on the sale of the subject 
property. The court also found that the inclusion in the award 
of an instruction to take into account the lease itself in future 
rent resets was consistent with the arbitrator’s mandate.

To analyze the situation, keep in mind that the December 
2014 acquisition of the subject property is a leased fee interest, 
which includes both the value of the anticipated rent during the 
remaining term of the lease and the value of the reversionary 
interest upon expiry of the lease.50 Accordingly, the purchase price 
of $3,425,000 does not isolate and measure the value of the land 
as a 43-year holding, consistent with the remaining term of the 
lease. In other words, the value of the land is overstated by the 
present value of the reversionary interest in the land.

• Accepting the lessor’s appraised freehold value of 
$5,500,000, deferred 43 years, and discounted at, say, 
6%, results in a present value of $448,963 ($5,500,000 × 
0.08163). Deducting the $448,963 from the purchase price 
of $3,425,000 (leased fee interest) results in a market value 
(capital value) of the land (lease) held for a term of 43 years 
of $2,976,037 ($3,425,000 – $448,963).51

• Applying a rate of 6% to the $2,976,037 suggests a fair rental 
value of $178,562 per annum, fixed for 10 years.

Market value of land assumed unimproved for lease term

In United Equities,52 the majority opinion of the New York appeals 
court stated that “the land should be appraised for the best use 
that it can be put to, and not only for the [current] use,” with the 
formula for computing rent being “a sum equal to six per cent of 
the fair market value of the land.” [emphasis added]. The court 
also ruled that the 21-year renewal term of the lease and a 
further 21-year renewal option had to be taken into account in 
the highest and best use analysis of the land; the court stated, 
“The only limitation upon [market] value, if any, is the number of 
years [42] the most advantageous use of the land can be enjoyed 
under the lease.”

The appeals court offered no guidance as to how the market 
value (capital value) of such a 42-year landholding should be 
determined, leaving the matter to the discretion of the appraisers. 
Presumably, a prepaid ground lease or purchase of a ground lease 
with an equivalent term of 42 years and a similar highest and best 
use would reflect the market value of the subject land, provided 
such market data is readily available.53 Alternatively, it may be 
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possible to conduct some form of ratio analysis, comparing the 
value of the land as a 42-year holding to the freehold value of the 
same land held in perpetuity. Of course, the difficulty of financing 
a 42-year landholding would also have to be factored into any 
ratio analysis. Assuming a freehold acquisition is equivalent to 
capitalizing $1 per annum in perpetuity at 6%, it is possible to 
express the value of a fixed-term holding as a ratio or percentage 
of value in perpetuity.

• Capitalizing Year-1 income at, say, 6%, results in a factor
of 16.667 (1 ÷ 0.06).54 A 42-year holding at the same rate,
compared to a perpetual ownership, results in a factor of
15.225, and indicates a capital value equivalent to 91.35%
(15.225 ÷ 16.667) of the freehold value,55 before considering a
further adjustment for constraints associated with financing
a 42-year landholding.

• Loading the capitalization rate by, say, 150 basis points to 7.5%,
to reflect financing constraints, the present value factor of
1 per annum at 7.5% for 42 years is 12.694, and represents
76.16% of the freehold value (perpetual ownership) of one per
annum in perpetuity at 6% (12.694 ÷ 16.667).

The ratio analysis is rate sensitive, and the value estimate will vary 
with the rates selected. Other creative solutions could be explored, 
as there is no textbook solution to this type of appraisal problem.

Conclusion

An examination of the title abstract and a thorough reading of 
an executed copy of the lease – including any schedules and 
amendments, paying particular attention to the rent reset clause 
–are essential to an understanding of how rent should be reset
and what factors should be taken into account or disregarded in
the context of the specified or identified property rights.

As a general rule, a rent reset clause that calls for an estimate 
of market rent or some other form of rent will take into account 
the subsisting terms and conditions of the lease, unless the rent 
reset clause manifests a contrary intension. When addressing 
a rent reset for an option to extend or renew a lease, courts 
have generally ruled that the option is for the benefit of the 
tenant, and that the new rent should reflect continuation of 
the existing use, as contemplated by the use clause in the 
original lease.56

If the lease itself must be considered at the rent reset date, 
the remaining life of the lease in concert with the use clause and 
prevailing market conditions can constrain highest and best use 
analysis and, in turn, the amount of rent for the leased premises 
if the lease itself must be considered. Permissive or expansive 
use clauses allowing for “any lawful use” tend to result in higher 
rents than for specific use clauses, all other things being equal. 
Any leasehold improvements remaining in the leased premises 
at the end of the life of the lease become the property of the 
landlord unless the lease instructs the tenant to remove the 
leasehold improvements.

A highest and best use that forms the foundation for a rent 
adjustment and stems from a rent reset clause that assumes 
leased premises are unimproved and unencumbered (contrary to 
the actual physical state and legal status of the leased premises) 

may cause the lessee financial hardship.57 The present leasehold 
improvements may not generate rent sufficient to support rent 
determined on the basis of highest and best use in fee simple, 
and the remaining lease term or the subsisting terms and 
conditions of the lease may preclude the lessee from achieving 
the (unrestricted) highest and best use.58 

When the objective of a rent reset clause is to estimate market 
value, it is generally in the context of the fee simple interest in the 
leased premises consisting of unimproved and unencumbered 
land. If the rent reset clause instructs the appraiser to ignore 
the lease itself, it is inappropriate to reset rent for the leased 
premises selecting only favorable lease terms and covenants, 
and vice versa, as the lease cannot be disregarded and 
embraced simultaneously. 
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