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Rights of Way are often granted for a non-perpetual finite term of 
years. When such interests are paid for up- front, rather than over time 
as in a lease, a unique valuation problem arises. The methodology 
suggested here will address the “term adjustment” in situations when 
an up front value for a time-limited interest in land is needed.

Often, when appraisers are asked to provide a lump sum market 
rental payment for use or occupancy of land for a period of time, 
they estimate value using the sales approach and then develop a 
market rental by applying an appropriate cap rate to the concluded 
value. In many appraisals, the next step is to take this market 
rental and develop a hypothetical income stream for the proposed 
term of use, which is then discounted to present value using a 
selected discount rate. The discount rate selection is typically 
separate from the analysis used to determine the cap rate, and 
is often accompanied by extensive financial data, rates of return 
on various terms and quality rated investment vehicles, analyses 
of published national real estate rates of return and CPI trends 
over time. The fact is that, when the entire financial component 
of a transaction is to be concluded in the present tense, all of this 
investment market analysis is largely irrelevant.

This article will attempt to demonstrate that a discount rate 
analysis, in the absence of an actual or anticipated payment 
stream, may not only be unnecessary, but can also be extremely 
prone to error. 

Pitfalls of the Discounted Lease Payment Scenario

The first drawback with this technique is that the income stream 
is one of the appraiser’s creation, and this can vary depending 
on the appraiser’s perception of what the hypothetical income 
stream would look like. One appraiser might choose a flat rental 
for the full term of years, while another might index the rental 
with annual step-ups tied to a presumed inflation rate. Yet another 
might cite market data showing step-ups at five-year intervals as 
most appropriate. 

Once created, this artificial income stream must be discounted. Then 
comes the crucial selection of the discount rate. Most appraisers 
have a pretty well oiled boilerplate for this analysis, complete 
with up-to-the-minute analyses of various financial instruments, 
including treasury securities, yields on various quality bonds and 
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published national real estate rates of returns. In reality, this type 
of analysis does not apply to a hypothetical income stream.  In 
many cases, the result is a separate valuation analysis, which 
can conclude a value for the interest for time that is not easily 
reconciled with the value of the total interest, as already concluded. 
Any attempt to risk rate a hypothetical cash flow using the credit 
rating of the proposed user can fall flat, since what is being sought 
is the cash value for a property interest. This value is unrelated to 
the financial strength of the proposed buyer of the interest. When 
an interest for time is being sold for cash, no risk factor needs to 
be added to the rate of return, and when none of the consideration 
is in the future, no inflation factor needs be considered either. So 
even if an appraiser elects to use a hypothetical cash flow as a 
surrogate valuation method, the cap rate should equal the discount 
rate, unless the hypothetical cash flow is being inflated. 

Not surprisingly, the source of most valuation problems for term 
easements is selecting a discount rate different from the selected 
rate of return (cap rate). When there is no compelling reason to 
assume that the income producing capacity of a subject property, 
or its underlying value, will change other than with inflation, 
there is no need for a discounted cash flow analysis. Unless the 
appraiser fully understands this and has expressed a well reasoned 
justification for selecting a different discount rate, the valuation 
methodology is probably flawed. It’s critical that appraisers also 
consider the other piece of the pie - the reversion. This is important 
because it addresses the main “before and after” issue: in the before 
situation, the owner has 100% of the interest being valued, and in 
the after situation, only the reversionary interest. If the before less 
the after doesn’t equal the interest being estimated, there may be 
some explaining to do.

Consider this case of a 20-year easement to be paid up front:  

An appraiser has valued the (perpetual) property interest at 
$100,000 and has good support for land leases in the market 
at 10%. After extensive analysis of interest rates and other 
investment yields in the market, the appraiser concludes that a 
20-year payment stream should be discounted at 7%. 

The problem is that $10,000 discounted at 7% for 20 years is 
$105,940, which is more than the conclusion of the total interest! 
Or how about we make this a 50 year easement where the 
appraiser makes a good case for a 5% return on land and a 10% 
discount rate? An amount of $5,000 for 50 years at 10% equates 
to $49,574, less than half the total or perpetual interest value. 

In the first of these examples, the reversion would have to be 
negative, and in the second, it would have to be enormous. It’s 
possible to have a negative reversion in the event the easement 
holder is expected to leave a contaminated property and also possible 
to have a huge reversion in the odd case of an easement over a vein 
of gold with a 50-year mining restriction. Unfortunately, the above 
two examples were based on real world appraisals of simple pipeline 
easements over grazing land with no such characteristics.  

The appraisal challenge here is really not so much a discounted 
cash flow problem as it is a value allocation problem. After reaching 
a value conclusion for the property or easement interest and an 
appropriate rental rate, the appraiser has all the components needed 
to solve this valuation task without resorting to hypothetical 
income streams and justification of discount rates or application of 
discounted cash flow models. 

Programmed into a spreadsheet, a simple table can be created that 
calculates the appropriate value ratio for each rate and term.1 Using 
the table, appraisers can select their own set of rates and terms.

Value Allocation Table

In reviewing the table, it appears well balanced in that all the 
numbers stay in the financial ballpark. It makes sense that the higher 
the rate, the more front loaded the model is. This is consistent with 
a dollar sooner being worth progressively more than a dollar later, 
the higher the rate. Then, as we approach financial infinity, even for 
lower rates, the percent of total value is approaching 100%. This also 
makes perfect sense. 
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But watch what happens when you make the cap rate different 
from the yield rate. The first table below systematically 
undervalues the interest, never approaching 100% value even 
after 50 years (or after 500 years for that matter). 

The second builds in a comparable level of distortion and 
essentially says that a 20 year leasehold or easement is worth 
more than the total value of the interest. This type of distortion 
can really undermine a valuation assignment. The point is that 
we should not just be concerned about the few numbers that 
are obviously distorted. They’re all distorted.

In summary, when an appraiser has a value and a cap rate, then 
all the elements are in place to calculate the lump sum value of an 
interest over time using the simple value allocation formula or table. 
Even when the assignment is to evaluate the alternatives of taking 
a lump sum versus an actual payment schedule, the allocation table 
can provide an important benchmark for the evaluation of a real 
payment stream.

So unless you have a real (and asymmetrical) cash flow to value or 
you expect value and/or income to change at a rate significantly 
different than underlying inflation, this little table can serve you 
well. Appraisers who prefer to take the long route using discounted 
cash flow analysis should just make sure that, when projecting 
a flat income stream, the discount rate is the same as the cap 
rate and when adding inflation to the mix, escalate the income 
stream at the same inflation rate and load the discount rate with 
it too.  That way you will always reach the same conclusion as  
the table.  J

“If the before less 
the after doesn’t 

equal the interest 
being estimated, 

there may be some 
explaining to do.”

!
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1 (1-(1/(1+i)n))/(1/i)   This formula can be described as  “the value of  a dol-
lar per year at any given rate and term divided by the value of  a dollar capped 
at the same rate.”
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