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AGRICULTURAL GROUND LEASE RESALE FORMULAS

Note: The discussion that follows is specific to ground lease resale formulas – where the issue is the resale price of the improvements only.  Many of the considerations that are discussed also apply to resale formulas for purchase options that may be included in or attached to conservation easements – where the issue is the resale price of the fee interest in the land and improvements – but some significant differences do exist.  Equity Trust will draft a separate discussion of resale formulas for use with easements and will post this discussion when it is completed.

Introduction

The formula that appears in Section 10.7 of the Model Agricultural Ground Lease is one of several possible resale formulas – no one of which should be assumed to be the best formula for all possible situations.  People who are designing a resale formula as a condition of an agricultural ground lease should think carefully about their goals in limiting resale prices in the particular situations with which they are concerned, and should consider the pros and cons of different formula types as possible ways of achieving those particular goals.  The discussion of resale formulas that follows is intended to facilitate that process. 

In this discussion we assume that your process will require an effort to strike some sort of balance between two potentially competing goals: (1) the goal of allowing farmer-lessees to invest in useful improvements and to recapture that investment when they eventually give up their leasehold interest in the land, and (2) the goal of keeping the eventual resale price of these improvements affordable for entering farmers in the future.  Exactly what these goals mean in practice will vary from one situation to another, depending on such considerations as:  

· the type and extent of agricultural activity that is physically possible and practical and that is permitted; 

· the nature, condition, utility, and market value of existing improvements; 

· the need for additional improvements and their potential cost; 

· the extent to which the cost of improvements will be subsidized for lessees, if at all; 

· the amount of farm income that can be expected, and the amount of mortgage debt that this income can be expected to service.  

Thus a formula that limits resale prices to an acceptably affordable level in one situation may fail to do so in other situations, and a formula that gives farmers a reasonable opportunity to recover their investment in improvements in one situation may fail to do so in other situations.  

As you work to strike a balance between these major considerations, some secondary but still important practical considerations must also be kept in mind.  Among these are the amount of administrative work required for implementation, and the extent to which implementation requires subjective and potentially controversial decisions. 

Readers who have some experience with the resale formulas used by community land trusts (CLTs) to preserve the affordability of owner-occupied housing on CLT land will already be familiar with this range of considerations.  It should be noted, however, that the circumstances to be considered in designing agricultural resale formulas can differ significantly from the circumstances that are typical of CLT leaseholds – where the improvements are almost always residential, are almost always purchased by the lessees “up front” with little or no need or opportunity to develop additional improvements, where prices are usually subsidized, and where the required level of affordability is strictly defined for specified “income levels.”  With agricultural leaseholds, a much greater variety of  improvements is possible; lessees will often have reason to acquire or develop significant new improvements over time; prices may or may not be subsidized; the levels of affordability aimed at may vary considerably; and the criteria for determining affordability relate directly to the amount of income that can be generated by farming the property.  It is also important to note that, regardless of any specific resale restrictions, the potential market value of housing on an agricultural leasehold can be substantially reduced by requirements that lessees not only live in the housing but actively farm the land – i.e., requirements that exclude from the market non-farmers who might pay higher prices for country homes. 

Basic Terms

The basic terms used in the discussion that follows relate to the distinction between original and subsequent improvements, to the distinction between cost-basis and appraisal-basis formulas, and to the distinction between different methods of appraising the value of improvements.  

Original vs. Subsequent Improvements.  The resale formula must deal with two categories of Improvements: 

1. the already-existing Improvements that a lessee purchases at the commencement of the lease term (“Original Improvements”); 

2. the Improvements purchased or developed by the lessee during the term of the lease (“Subsequent Improvements” or “New Work”) – which may consist of either new structures or modifications of existing structures.

Cost-basis vs. appraisal-basis formulas.  Resale formulas can limit the resale prices of either Original Improvements or New Work in either of two basic ways.

1. Price limits can be based on the amount invested by the Lessee in purchasing or developing the Improvements (sometimes adjusted for inflation and/or depreciation).  We call this the “cost-basis” approach.

2. Price limits can be based on the appraised value of the Improvements at the time of resale. We call this the “appraisal-basis” approach.

A formula may apply one of these approaches to all Improvements – both Original and New Work – or it may apply one approach to Original Improvements and the other approach to New Work. 

Types of Appraisal.  For our purposes two types of appraisal may be used.  

1. “As-restricted” market appraisals.  Market appraisals commonly use a “sales comparison” method by which the subject property is compared with similar properties that have recently sold for known prices.  The value of the subject property is then adjusted upward or downward based on detailed differences between the subject and the “comparable.”  Thus, if the comparable includes land, the land value must be subtracted to determine the market value of improvements alone.  If the comparable is conventionally owned – not restricted to use by resident farmers – the  market value must also be adjusted downward to account for the effect of these restrictions on the subject property.  For our purposes, therefore, an appraiser will try to find comparable properties that have been sold for known prices as farms, to farmers.  In localities where most farmers have been priced out of the market by the demand for “estates,” it can obviously be difficult to find comparable sales to farmers, so appraisers may need to look farther afield to find meaningfully comparable sales.  Appraisers may also look at comparable farms that are rented for agricultural use.  In such cases the landlord’s net rental income (or that part of it attributable to the improvements) can be capitalized to project a market-rate sales price.  Finally, an appraiser may project the as-restricted market value of a farm by capitalizing the net income that the property can be expected to generate for the farmer through agricultural use. 

2. “Replacement cost” appraisals.  The replacement cost method begins with a calculation of what it would cost to replace the subject improvements with a new replica.  The resulting dollar amount is then adjusted downward to reflect physical deterioration or obsolescence of the existing structures.   This method is sometimes used, in combination with other methods, to provide another measurement of market value.  In these cases, the result must be adjusted further to account for the market effect of other factors, such as the effect of location, or the effect of restrictions prohibiting ownership and occupancy by non-farmers.   It is also possible, however, to use the replacement cost method for a purpose other than that of arriving at the as-restricted market value of the improvements.  It is possible to use this method – in isolation from other, market-based methods – with the intention of excluding the effects of the surrounding real estate market and establishing a different basis for valuation.    It is this specialized use of the method, stripped of all market-based adjustments, that is discussed below. 

Basic Formula Types

Six basic types of formula are discussed here.  Examples of each, as they have been or might be presented in a ground lease, are included, but these examples do not represent the only form that each might take.  A number of variations are possible.

1. Cost-Basis Approach Applied to Both Original Improvements and New Work

This type of formula bases the sales price on the amount that the seller has actually invested – both in purchasing any Original Improvements and in doing any New Work.  Sometimes these formulas adjust the dollar amount of investments to account for monetary inflation and/or depreciation.  However, since inflation adjustments will increase the resale price while depreciation adjustments will decrease the price, the designers of resale formulas sometimes choose to treat the two as roughly canceling each other out and therefore opt for a simple cost basis formula without either type of adjustment, as in the example below.

Advantages.  The primary advantage of these formulas is that they clearly establish the principle that Lessees have a right to recapture the value that they have actually invested but do not have a right to capture value that has been invested by others or that has been created by market forces beyond their control.  This advantage is particularly important if the original purchase price has been subsidized in any way to make it affordable for an entering farmer.  The resale price will be based on the portion of the original value that the Lessee has paid for but will exclude the portion that has been subsidized.  Thus the cost-basis formula will prevent Lessees from capturing the subsidy when they eventually sell the Improvements.  Cost-basis formulas also work to preserve the affordability of the Original Improvements in the face of escalating real estate prices. 

Disadvantages.  While the cost-basis approach is conceptually simple and easy to apply in the case of the Original Improvements, it is less simple and much more difficult to apply in the case of New Work, where the cost is often not a single, easily documented sum but an accumulation of variously documented costs, and where a substantial part of the owner’s investment may be in the form of hard-to-quantify “sweat equity.”  Quantifying, documenting and recording this collection of costs can be time-consuming and burdensome for both Lessee and Lessor.  Adding to the difficulty is the often hazy distinction between “improvements” (e.g. additions to existing structures), which add value to the Improvements, and replacements and repairs (e.g., repair of an old roof), which restore value but do not add to the original value.  Because of these various complications, this type of formula raises the possibility of serious disagreement between Lessor and Lessee regarding the resale price.

It should also be noted that, although cost-basis formulas can prevent resale prices from being driven to unaffordable levels by over-all market forces, they can actually result in resale prices that are higher than as-restricted market values when lease restrictions significantly limit the market for the property (as is often the case when ownership and occupancy are limited to farmers).  For this reason, when cost-basis resale formulas are used, it is common to state the Purchase Option Price as the lesser of the Formula Price or the As-restricted Market Value, as in the following example.

Example

The Purchase Option Price shall equal the lesser of the amount determined in accordance with Section 10.__ below (the “Formula Price”) or the “As-restricted Market Value” of the Improvements (as defined below) determined by an appraisal in accordance with the following paragraph.  If Lessor does not commission an appraisal of the Improvements in accordance with the following paragraph, the Purchase Option Price shall equal the Formula Price.

If Lessor believes that the As-restricted Market Value of the Improvements may be less than the value indicated by the Formula Price, Lessor may commission, at Lessor’s expense, an appraisal by a licensed appraiser.  The Appraisal shall be a valuation of the Improvements in their existing location and condition and as their use is restricted by the terms of this Lease (“As-restricted Market Value”), thus excluding any additional value that might be realized if the property were located elsewhere or were to be used for purposes not permitted by this Lease.  If the appraisal indicates an As-restricted Market Value that is less than the Formula Price, Lessor shall submit the appraisal to Lessee within 30 days of its receipt of Lessee’s intent to sell notice.  Upon receipt of the appraisal from Lessor, the Lessee shall either (a) accept the appraisal as accurately representing the As-restricted Market Value of the Improvements for purposes of calculating the Purchase Option Price or (b) commission a second appraisal of the As-restricted Market Value by a licensed appraiser, at Lessee’s expense, and submit a copy of this second appraiser’s report to the Lessor within 30 days of Lessee’s receipt of the first appraiser’s report from Lessor. If a second appraisal is commissioned and if the amount reported by the second appraiser does not differ from the amount reported by the first appraiser by more than ten percent (10%) of the first appraised value, then the amount to be used in determining the As-restricted Market Value of the Improvements shall be the average of the two appraised values reported by the two appraisers.  If the amount reported by the second appraiser differs from the amount reported by the first appraiser by more than ten percent (10%) of the first appraised value, then the two appraisers shall together appoint a third appraiser who shall appraise the Improvements in accordance with the provisions of this section.   In such event, the amount to be used in determining the As-restricted Market Value of the Improvements shall be the value reported by the third appraiser.  The cost of the third appraisal shall be borne equally by Lessor and Lessee.
10.__ CALCULATION OF FORMULA PRICE:  For purposes of calculating the Purchase Option Price, the Formula Price shall be the sum of the following two amounts (“a,” and “b”).

a) The “Initial Purchase Price,” paid by Lessee for the Original Improvements (which price the parties agree is $_________).

b) The total dollar amount that Lessee has invested in Permitted New Work during the term of the Lease and that Lessee is able to document in accordance with Section 10.10 below.  For purposes of this Section, Permitted New Work means all permanent structures or other permanent improvements not included in the Original Improvements but placed or developed on the Leased Premises during the term of the Lease and all expansions or modifications of existing Improvements that increase the usefulness of such Improvements, provided that such structures, expansions or modifications are permitted by the terms of this Lease or have been authorized in writing by Lessor.  New Work shall not include work that would normally be described as the maintenance, replacement, or repair of existing components of existing Improvements.  

10.__ DOCUMENTATION OF INVESTMENT IN NEW WORK:  

At the time of Lessee’s submission of an Intent-to-Sell Notice to Lessor, Lessee shall also submit to Lessor, in accordance with paragraphs “a” and/or “b” below, all necessary documentation of investment in Permitted New Work that is to be included in the Formula Price:

a) Any monetary investment in Permitted New Work must be documented by Lessee with invoices or receipts for materials and labor.  Lessee may submit either originals or photocopies of such invoices or receipts.

b) If the value of labor contributed by Lessee or Lessee’s family or friends is to be included in the amount invested by Lessee in Permitted New Work, Lessee must, prior to undertaking such work, submit a written proposal to Lessor requesting that such value be included (the “Labor Proposal”).  The Labor Proposal shall state the nature of the work to be completed, the name or names of those who will perform the work, the qualifications of such people to perform such work, the estimated number of hours of labor to be contributed by each such person, the hourly rate or rates to be used in valuing the labor of each such person, and the total dollar value to be contributed if such people work the estimated number of hours at the proposed hourly rate.  Within 30 days of its receipt, Lessor shall respond in writing, either (i) approving the request as presented, or (ii) approving the inclusion of a lesser dollar amount than the total amount stated in the request, or (iii) rejecting the request.  In completing such work, if approved, Lessee shall maintain a written record of the actual number of hours of labor contributed each day by each person for each type of work. The total dollar value of actual labor to be included in the Formula Price may not exceed the total dollar value of labor approved by Lessor in its response to Lessee’s Labor Proposal unless, following the completion of such work, Lessee submits, and Lessor thereafter approves, an Amended Labor Proposal providing for  the inclusion of a greater total dollar value than was originally estimated.  When submitted at the time of the Intent-to-Sell Notice, Lessee’s documentation of investment in Permitted New Work shall include, in addition to receipts or invoices required under paragraph “a” above, (i) a copy of any Labor Proposal and any Amended Labor Proposal, (ii) a copy of Lessor’s written response to any Labor Proposal and any Amended Labor Proposal, and (iii) a copy of Lessee’s written record of actual work contributed as described in this paragraph.

2.  As-Restricted Appraisal-Basis Approach Applied To All Improvements

This type of formula limits the resale price of all Improvements (both Original and New Work) to their appraised market value as this value is affected by the restrictions on use and resale imposed by the Ground Lease.  In the case of specifically agricultural Improvements (e.g., dairy barns, permanent greenhouses, permanent irrigation systems), the requirements that the Improvements be appraised “as restricted” may have little or no effect on their market value.  Such Improvements will normally have little value for any uses other than the permitted agricultural uses.  In the case of residential Improvements, however, the restrictions may have a major impact on market value.  Whereas affluent non-farmers are sometimes willing and able to pay much higher prices for a country home than farmers are willing and able to pay, these non-farmers are excluded from the limited market defined by the terms of the lease.  

Advantages.  This type of formula is much easier to apply to New Work than are cost-basis formulas.  There is no need to agree upon, document, and record the Lessee’s investment over time.  A professional appraiser (or several) will apply generally accepted techniques to establish the value of the Improvements if and when the Lessee wants to sell them.  Such formulas are likely to be effective in preserving affordability in markets where conventionally owned, unrestricted property is least affordable for farmers.  They assure that entering farmers will not have to pay prices inflated by demand from non-farmers for uses not permitted by the Lease.

Disadvantages. If initial Lessees purchased the Improvements for a “subsidized” price that was less than the as-restricted market value of the Improvements at the time of purchase, this type of formula would allow the Lessees to capture a windfall profit that reduces affordability for succeeding purchasers (unless the subsidy is preserved by means discussed below in the section entitled “Subsidy Preservation.”).  Conversely, if initial Lessees purchased and/or developed the Improvements at a cost greater than their as-restricted market value, they would be prevented from recapturing all of their actual investment.  This problem is eliminated, of course, when Lessees buy for, as well as sell for, as-restricted market prices – as long as the appraisal methodologies (including such factors as capitalization rates) have not changed from one appraisal to the next.

It should be noted, however, that these appraisals become more problematic in regions where there are no longer enough farms being bought and sold by farmers to provide appropriate comparables for subject properties that can be owned, occupied and used only by farmers.  In some such situations (e.g., Roxbury Farm in the Hudson Valley), it may be possible to find satisfactory comparables by looking one or two counties away from the subject, but it must be said that the further one must go to find instances of farms being bought by farmers, the more hypothetical the resulting appraisal becomes.  If you are considering using this type of resale formula for a farm in a region where it is no longer common for farms to be sold to farmers, you should, before making a final decision, consult with an experienced appraiser regarding the practicality and appropriateness of the kind of as-restricted appraisal that your formula would call for. 

Example

See Article 10 of the Model Agricultural Ground Lease, which utilizes this type of formula.  Note that when this type of formula is used, there is no need to define the Purchase Option Price as the lesser of the Formula Price or the As-restricted Market Value of the Improvements.  The Formula Price is the As-restricted Market Value of the Improvements.

3.  Replacement Cost Appraisal-Basis Approach Applied To All Improvements.

As noted above, replacement cost appraisals, though often used in conjunction with market-based appraisal methods, can also be used as an alternative to market-based valuation.  With this type of formula, the resale price is based neither on what the Lessee actually paid for the Improvements nor on a calculation of what the Lessee might be able to sell the improvements for in the open market, given the limitations imposed by the ground lease.  Instead, it measures the value of the Improvements simply on the basis of what it would cost to replace them through new construction at the time of resale – with the resulting value then reduced to account for depreciation, damage and obsolescence.  When replacement cost appraisals are used as an alternative to market-based valuation, as in the example from the Indian Line Farm Ground Lease below, all consideration of external considerations such as how location and lease restrictions would affect the value are explicitly excluded.

Advantages.  Like as-restricted appraisal-basis formulas, this type of formula is much easier to apply to New Work than are cost-basis formulas.  Some may also see replacement cost formulas as preferable to as-restricted appraisal-basis formulas in that they are independent of market forces that do not relate to the Lessee’s actual investment.  And some would also argue that buildings, as replaceable products of human labor, should be valued simply in terms of what it would cost to replace them, not in terms of the market that exists for them at a given time, and not even in terms of the affordability for subsequent farmers.

Disadvantages.  Although replacement cost formulas reflect the Lessee’s actual investment more accurately than do as-restricted market appraisals, they can easily result in resale prices that are not affordable for entering farmers.  In fact, prices determined by replacement cost appraisals are likely to approximate unrestricted market prices in all but the most inflated real estate markets.  

Another potential disadvantage lies in the difficulty and subjectivity involved in calculating the replacement costs of older, less common types of improvements.  Replacement cost is most easily established for conventional types of structures (e.g. conventional recently built houses or pole barn facilities) for which appraisers have access to information regarding the average per-square-foot construction cost.  For less conventional structures such information may not be available or may be only partially applicable.  It can also be very difficult to assign a dollar amount to the degree of “depreciation, damage and obsolescence” in older structures – particularly if the appraiser is not allowed to fall back on market-based considerations.  (In the section of the Indian Line Farm lease quoted below, this problem of subjectivity and variability is addressed in part by establishing the price as the average of three appraisals from three people (none of them necessarily professional appraisers) who bring three different kinds of experience to bear on the calculation.)

Example

The following example is excerpted from a ground lease between Indian Line Farm and the Community Land Trust in the Southern Berkshires.  The lease and related documents are available from the E.F. Schumacher Society, 140 Jug End Road, Great Barrington, MA 01230.  

First Option.  The Land Trust shall retain a first option to purchase all buildings and improvements at their local replacement cost less depreciation, obsolescence and damage,. The Lessees shall inform the Land Trust in writing of their intention to sell improvements without severance and shall state the terms and conditions of sale. Within 60 days of notification by Lessees, the Land Trust shall accept the offer, make a counter offer or release the option. The Lessees shall accept an offer from the Land Trust that equals the local replacement costs of improvements less depreciation, obsolescence and damage.  For the purposes of determining this value the Lessees shall appoint an appraiser with at least five years of experience as a contractor, realtor or insurance agent. Within two weeks, the Land Trust will appoint 2 more appraisers from each of the two other remaining fields with at least five years experience in the field.  These three appraisers shall be instructed to prepare a written appraisal of the local replacement costs less depreciation, obsolescence and damage of the improvements for sale. The appraisers shall be instructed not to include the site value in their appraisal, nor any value (or the lack thereof) of the requirements of the lease, but rather the value of the improvements alone independent of the site, and shall be instructed to return their written appraisals to the Land Trust within 30 days. The cost of the appraisals shall be borne by the Lessees and may be added to the sales cost.  The average of the three appraisals shall constitute the adjusted sale value.

4.  Cost-Basis Approach Applied To Original Improvements; Appraisal-Basis Approach Applied To New Work.

Formulas of this type establish the resale value of Original Improvements separately from the resale value of New Work – with the total resale price then equaling the sum of the two.  The value of the Original Improvements is established as the price actually paid by the Lessee for all Improvements existing at the beginning of the lease term (perhaps adjusted for inflation and/or depreciation).  The value of New Work is established as its appraised value at the time of sale.  The formula may specify that the New Work be appraised either on an as-restricted market basis or on a replacement cost basis.

Advantages.  This type of formula addresses the common situation in which the price of the Original Improvements has been subsidized (or is an affordable as-restricted market price) and the Lessee then makes significant investments in New Work.  In such situations, these formulas preserve the established affordability of the Original Improvements while allowing the Lessee to receive a fair return on the additional investment without the difficulties involved in documenting and recording the actual cost of the New Work.         

Disadvantages.  The need to distinguish two categories of Improvements and to use different approaches in determining the value of each category adds a level of complexity that increases the possibility for confusion.  Extra care is required to record the exact quantity and character of the Improvements originally purchased by the Lessee and/or the exact nature of any New Work.  In situations where relatively little New Work is likely to be needed, the effort to ensure that just this Work is duly appraised may not be worth the time and expense required.  In situations where a substantial amount of New Work is likely to be needed, you will need to consider the potential disadvantages discussed above for as-restricted or replacement cost appraisals.

Example

10.9 CALCULATION OF FORMULA PRICE:  For purposes of calculating the Purchase Option Price, the Formula Price shall be the sum of the following two amounts.

a) The “Initial Purchase Price,” paid by Lessee for the Original Improvements (which price the parties agree is $_________).

b) The appraised value of all Permitted New Work.  For purposes of this Section, Permitted New Work shall consist of all structures or other improvements not included in the Original Improvements but placed or developed on the Leased Premises during the term of the Lease and all expansions or modifications of existing Improvements that increase the usefulness of such Improvements, provided that such structures, expansions or modifications are permitted by the terms of this Lease or have been authorized in writing by Lessor.  New Work shall not include work that would normally be described as the maintenance, replacement, or repair of existing components of existing Improvements.  The appraisal of such Permitted New Work shall be conducted as provided in Section 10.5 above.* 

*If this type of formula is used, Section 10.5 as it appears in the Model Lease, must be modified to require the separate appraisal of Permitted New Work.  Items to be included in Permitted New Work should be listed in writing for the appraiser, and the list should be attached to the appraisal.  Note that the Purchase Option Price can still be defined as the lesser of the appraised value of all Improvements or the Formula price (which includes the appraised value of Permitted New Work only).

5.  Cost-Basis Approach Applied To Original Improvements, Plus Shared Market Appreciation

These “shared appreciation” formulas do not establish separate values for Original Improvements and New Work at the time of resale.  The resale price is established as the amount that the Lessee paid for all Improvements at the beginning of the lease term plus a specified percentage of any increase in value between the appraised as-if-unrestricted market value of all Improvements existing at the time of purchase and the appraised as-if-unrestricted market value of all Improvements existing at the time of resale – regardless of whether the increase results from the Lessee’s investment in New Work or from market forces of supply and demand.  These formulas are very common with community land trust residential ground leases, such as the Revised Model Community Land Trust Ground Lease from which the example below is taken, where the Improvements typically consist of a single dwelling on a relatively small lot and where New Work is a much less significant factor than is likely with many agricultural ground leases.   (This type of shared appreciation formula should not be confused with formulas that preserve subsidies through the sharing of the appreciation only of Original Improvements, as discussed in the section on Subsidy Preservation below.

Advantages.   These formulas are simple, easy to comprehend, require no record-keeping during the term of the lease, and avoid the problematic aspects of either as-restricted or replacement cost appraisals.  The rationale for this quick and dirty approach is that rather than trying to measure appreciation on either an as-restricted or replacement cost basis, you simply call for conventional market appraisals on an as-if-unrestricted basis but then assign only a portion of this market appreciation to the Lessee.  

Disadvantages. The potential increase in resale value is tied neither to actual investment by the Lessee nor to actual change in the as-restricted value of the farm for farmers.  In some cases the resale price may return to the Lessee only a fraction of the amount invested in New Work.  In other cases a Lessee who has done no New Work at all may receive substantial appreciation resulting from a market driven by demand from non-farmers.  

Example

The following example is excerpted from the Revised Model Community Land Trust Ground Lease developed by and available from the Institute for Community Economics, 57 School Street, Springfield MA 01105.  (413) 746-8660.  www.ICECLT.org.  (Section numbers are as they appear in the Model CLT Lease.)
10.5 APPRAISAL:  No later than ten (10) days after Lessor’s receipt of Lessee’s Intent-to-Sell Notice, a market valuation of the Leased Premises and the Improvements (The Appraisal) shall be commissioned to be performed by a mutually acceptable and duly licensed appraiser. Lessor shall commission and pay the cost of such Appraisal.  The Appraisal shall be conducted by analysis and comparison of comparable properties as though title to Land and Improvements were held in fee simple absolute, disregarding the restrictions of this Lease on the use of the Land and the transfer of the Improvements.  The Appraisal shall state the values contributed by the Land and by the Improvements as separate amounts.  Copies of the Appraisal are to be provided to both Lessor and Lessee.

10.9  PURCHASE OPTION PRICE:  In no event may the Improvements be sold for a price that exceeds the Purchase Option Price.  The Purchase Option Price shall be the lesser of (a) the value of the Improvements as determined by the Appraisal commissioned and conducted as provided in 10.5 above or (b) the price calculated in accordance with the formula described below (the Formula Price).

10.10 CALCULATION OF FORMULA PRICE: The Formula Price shall be equal to Lessee’s Purchase Price, as stated below, plus 25% of the increase in market value of the Improvements, if any, calculated in the way described below.

Lessee’s Purchase Price: The parties agree that the Lessee’s Purchase Price for the Improvements existing on the Leased Premises as of the commencement of the term of this Lease is $____________.

Initial Appraised Value: The parties agree that the appraised value of the Improvements at the time of Lessee’s purchase (the Initial Appraised Value) is $ ____________, as documented by the appraiser’s report attached to this Lease as Exhibit INITIAL APPRAISAL, 

Increase in Market Value:  The increase in market value of the Improvements equals the appraised value of the Improvements at time of sale, calculated according to Section 10.5 above, minus the Initial Appraised Value.

Lessee’s share of Increase in Market Value: Lessee’s share of the increase in the market value of the Improvements equals twenty-five percent (25%) of the increase in market value as calculated above.*

Summary of Formula Price:  The Formula Price equals Lessee’s Purchase Price plus Lessee’s Share of Increase in Market Value.
*25% is common among CLTs for affordable residential leaseholds, but other percentages are of course possible.

6.  Method Of Valuing New Work To Be Established When New Work Is Approved

Like #4 above, this type of formula allows for separate treatment of the Original Improvements and New Work.  Such formulas may specify that the Original Improvements be valued on a cost basis or may specify an appraisal-basis approach, but they leave the method for valuing New Work to be determined on a case-by-case basis.  A Lessee who wants to develop additional Improvements and wants eventually to be able to sell them must seek not only the Lessor’s consent for the planned development itself but also the Lessor’s approval for the way that this New Work will affect the resale price.  If the New Work is to add to the resale value of the total Improvements, the method for valuing this work must be agreed upon at this time.  Such methods may entail either cost-basis or appraisal-basis approaches, and may also entail fixed caps on the amount of resale value that can be added.*

Advantages.  This approach can offer advantages in situations where the Original Improvements are reasonably sufficient for the intended use of the Premises and where there is particular concern that New Work – or an accumulation of New Work over time – may make the overall resale price unaffordable for new farmers.  The approach allows the Lessor to evaluate proposed New Work both in terms of the need for that work in relation to evolving agricultural and residential circumstances and in terms of its effect on the affordability of the Improvements.  Thus the Lessor is given a more flexible way of managing affordability over time than is provided by any of the possible “pre-established” formulas.

Disadvantages.  A disadvantages of this approach is the increased on-going decision-making responsibility that must be assumed by the Lessor.  In some cases, the task of evaluating the need for – and future affordability of – proposed New Work may be complicated and contentious.  At the same time, the ability of farmers to make long-term plans will be diminished by the fact that they will not know – until they have gone through the approval process with the Lessor – how much of their possible future investment would be recoverable upon resale.

*Such caps are of course possible additions to other formulas as well.

Example

10.9 CALCULATION OF FORMULA PRICE:  For purposes of calculating the Purchase Option Price, the Formula Price shall be the sum of the following two amounts.

a) The “Initial Purchase Price,” paid by Lessee for the Original Improvements (which price the parties agree is $_________).

b) The value of any New Work (as defined below) that Lessor has previously agreed shall be added to the Purchase Option Price.  The value of the New Work shall be determined by the method specified by the Lessor in giving its approval of such addition of value in accordance with the following process.

If, at any time subsequent to the initial purchase, the Lessee wishes to alter, improve or expand the Original Improvements or place or construct new Improvements on the Leased Premises and wishes to have the Purchase Option Price increased to account for Lessee’s investment in such alteration, improvement, expansion, or new Improvements (collectively, “New Work”), then Lessee shall, prior to undertaking any such New Work, submit to Lessor a written request that the Purchase Option Price be thus increased (the “Request”).  The Request shall be accompanied by a detailed written description of the proposed New Work, together with a detailed budget for such New Work, and an explanation of why the New Work is needed.  

In deciding upon its response to the Request, Lessor shall consider (i) the extent to which the New Work is needed to house the persons who are permitted to occupy the Premises or is needed for appropriate agricultural, horticultural, or educational use of the Premises, and (ii) the extent to which the requested increase in the Purchase Option Price would reduce the affordability of the Improvements and Leased Premises for appropriate purchasers of Lessee’s interest in the Improvements and Leased Premises.  Within 30 days of Lessor’s receipt of the Request, it shall deliver one of the following three possible responses to the Lessee.

a) Lessor agrees that, provided the New Work is completed in compliance with all requirements of Article 7 hereof,  the Purchase Option Price shall be increased by the cost of the New Work, less depreciation,* calculated and documented as specified by Lessor in its response.  Or:

b) Lessor finds that, given its concern with preserving affordability by avoiding unnecessary increases in the Purchase Option Price, the Purchase Option Price shall be increased but not to the full extent permitted by response “a” above.  Lessor shall then specify the alternative method that it has chosen as a means of calculating the increase in the Purchase Option Price so as to preserve greater affordability.  Or:

c) Lessor rejects the Request because it finds that the proposed New Work is not necessary for the purposes permitted under this Lease and that the requested increase in the Purchase Option Price would result in an unwarranted reduction in the affordability of the Improvements and Leased Premises.  (However, Lessor’s rejection of the request that the Purchase Option Price be increased does not in itself constitute prohibition of the proposed New Work; the New Work may still be permitted under section 7.5 above.)

Failure of Lessor to respond within 30 days to the Request that the Purchase Option Price be increased shall constitute rejection of the Request.

Recycling Subsidies, Preserving Affordability 

The preservation of affordability is a basic concern in the design of all resale formulas, but it becomes especially important in situations where an appraisal-basis resale formula is to be used and where the price of the Original Improvements has been subsidized to a level below their appraised value.  In such cases, the value of the subsidy must be preserved in order to preserve the initial level of affordability.  There are two basic ways of doing this: (1) the amount of the subsidy may be treated as a deferred loan to the Lessee, payable when the Lessee sells the Improvements for their appraised value; or (2) the amount of the subsidy may be treated as value that the Lessor has invested in the Improvements and will retain when the Improvements are sold.

Subsidy Invested as Deferred Loan to Lessee

This method – a common technique for preserving housing subsidies – can be used with any type of resale formula, but its value lies in its use with appraisal-basis formulas that do not in themselves preserve subsidies in the way that cost-basis formulas do.  With this approach, the Lessee purchases the Improvements for their appraised value (normally using whatever type of appraisal is used in the resale formula). A deferred loan from the Lessor (or from another source of subsidy) then reduces the portion of the price that the Lessee must finance by other means.  The loan is deferred (does not have to be repaid) until the Improvements are eventually sold, at which time it is repaid by the Lessee – sometimes with accrued interest – out of the proceeds from the sale.  The loan is secured with a mortgage on the Improvements, which is typically subordinated to a first mortgage held by a bank or other lender, securing a loan that is not deferred but is amortized through regular monthly payments.  

When the Improvements are eventually sold, the deferred loan (either the original amount or that amount plus interest) is usually assumed by the purchaser, thus increasing the affordability of the Improvements for that purchaser.  It is possible, however, for the Lessor (or other subsidy source) to recapture the subsidy at that time and put it to a different use if it is determined that there is no longer a need to subsidize the price of the Improvements or if another use of the money has become a higher priority.

Advantages.  This is a direct and effective method of recapturing or recycling the original dollar amount of a subsidy.  The rationale for this method is easily communicated and understood.  The method makes it clear that the subsidy does not belong to the owner of the Improvements and cannot be taken away by the owner when the Improvements are sold.  

Disadvantages.  Although a dependable way of recapturing or recycling the original subsidy, this method is a less dependable as a way of preserving the original level of affordability.   If an appraisal-basis formula is used, the resale price may increase substantially over time, while the amount of the subsidy either does not increase at all or increases through the accrual of interest at a rate that may not keep up with the increasing resale price.  The method also opens up the possibility that, upon some future resale, a financially stressed subsidy source will sacrifice affordability of the Improvements in order to use the subsidy for other purposes.

Subsidy Preserved as Lessor’s Investment 

With this approach, the subsidy is not included in the price of the Improvements but is treated as value retained by the Lessor – an interest in the Improvements held by the Lessor along with Lessor’s interest in the Land.  The approach normally involves a formula that values at least the Original Improvements on a cost basis.  The Lessee pays a price that is less than the appraised value of the improvements, and the resale price of the Original Improvements is then based on this reduced original price, rather than on the appraised value of the Original Improvements at the time of resale.  The price of any New Work can then be added to the price of the Original Improvements to determine the total price.  Because New Work is not normally subsidized, its price may be determined on either the cost basis or appraisal basis.

Advantages.  Because the subsidy is treated as an ownership interest held by the Lessor, the affordability that it achieves will “keep up with” any appreciation in the appraised value of the Original Improvements.  Suppose, for instance, that the Lessee originally paid $75,000 for Improvements that were appraised, as restricted, for $100,000 – with the amount of the subsidy thus equaling $25,000.  With a simple (unadjusted) cost-basis formula, these Improvements would be resold for the same $75,000 price even if the appraised value had increased during Lessee’s term of ownership to, say, $125,000.  In such a case the value of the subsidy would have “grown” from $25,000 to $50,000.  Even if the original purchase price were adjusted upward by an inflation factor to yield a somewhat higher resale price (with the growth of the subsidy’s dollar value thus limited) we can still assume that the original level of affordability will have been approximately sustained.  But if, in the same basic circumstances, an appraisal-basis formula had been used and the original $25,000 subsidy had been invested as a deferred loan, the resale price would now be the as-restricted appraised value of $125,000 and the value of the subsidy would still be just the original $25,000 plus any accrued interest.  

Disadvantages.  For better or for worse, this approach locks the subsidy into the property.  The subsidy source does not have the option of liquidating any part of its investment when the Improvements are resold unless the Lessor (if it is the source of the subsidy) is willing and able to exercise its purchase option, buy the Improvements and then resell them for a higher price.  Some will see this as an advantage in that it prevents the goal of affordability from being sacrificed to shorter-term considerations.  Others will see it as a disadvantage in that it makes it difficult for the lessor to take reasonable action in the future regarding the best use of its assets.
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