
40	 Properties |	December	2015

Alec j. pAcellA

FINANCIAL STRATEGIES
Smart use of fiscal planning & action

There are actually two different 
analytical measurements that can be 
used. One utilized the net present value 
(NPV) of each alternative while the 
other utilizes the IRR of the differential 
between the two alternatives. We will 
focus on the NPV measurement in this 
month’s article, as it’s a little simpler and 
more intuitive. I’ll save the IRR method 
for a future article, when I’m franticly 
scrambling for a topic. 

The NPV method uses the after-
tax opportunity cost to compare the 
purchase and lease alternatives. It is 
important that all of the components 
in this analysis are after-tax, as taxation 
has a different impact on leasing versus 
owning. Also, I am going to use a simple 
example but will point out where addi-
tional considerations may be needed.

Let’s look at the lease alternative first. 
We first need to calculate the annual 

cash flows after tax from leasing for 
each year of the projected occupancy 
period. To calculate after-tax cash flows, 
we determine the tax reduction by mul-
tiplying the annual lease cost by the 
tenant’s tax bracket. We then subtract 
the tax reduction from the annual lease 
cost. Putting these words into action, 
suppose a company is considering a 
lease alternative as follows: a 15-year 
lease term with a flat $120,000 net 
rental rate throughout the term and a 
34% ordinary income tax rate. We will 
also assume that the company has an 
after-tax opportunity cost equal to 7%. 
This means that their internal margin 
or profit rate is 7%, after tax. 

Calculating out these assumptions, 
we determine that the tax savings 
each year would be $40,800; $120,000 
in net rent multiplied by the compa-
ny’s ordinary tax rate of 34%. So the 
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cash flow after tax each year would 
be ($79,200); ($120,000) in annual 
rent – ($40,800) in annual tax sav-
ings. Remember that a tax savings 
will appear as a negative in this con-
text and subtracting a negative will 
yield a positive. At this point, we can 
now solve for the present value of this 
series of cash flows; ($79,200) in years 
1 thru 15 discounted at 7% results in 
a NPV of ($721,347). See figure 1.

The process is a little more involved 
when we move to the purchase sce-
nario. When purchasing, we need to 
consider the cash flows from three 
different events; (1) the initial invest-
ment, (2) the cash savings during the 
occupancy period, and (3) the sale 
proceeds at the end of the occupancy 
period. The initial investment would 
include the purchase price plus any 
costs associated with the acquisition. 
The cash savings during the occupancy 
period would be directly associated 
with the cost recovery taken during 
the ownership period. And the sale 
proceeds at the end of the occupancy 
period would be the sale price less the 
taxes related to recapture as well as any 
taxes related to capital gains. Once all 
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Figure 1 - Lease Scenario
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of these cash flows are determined, 
everything is discounted at the same 
after-tax opportunity cost that was 
used for the lease scenario. 

Again, let’s put these words into 
action. Suppose this same company is 
also considering purchasing a building. 
It will cost $1.4 million and they will 
incur $50,000 in acquisition costs. It’s 
an office building, so the property will 
be depreciated over 39 years and the 
value of the improvements are 75% of 
the property’s total value. We antici-
pate that the building will appreciate 
2% each year, the company is consider-
ing a holding period equal to the lease 
term of 15 years and we estimate the 
cost of sale associated with the future 
disposition to equal 3%. The company 
has a tax rate of 34% across the board, 
including ordinary income tax, capital 
gains tax and recapture tax. Finally, for 
ease of determining cost recovery, we 
are assuming a purchase on January 1 
and a disposition exactly 15 years later, 
on December 31. The present value 
would be ($1,450,000); purchase price 
plus acquisition costs. The annual cash 
flows will be $9,100 in year 1 (the year 
of acquisition), $9,480 per year in years 
2 through 14 and then $9,100 again in 
year 15 (the year of disposition). 

This is determined as follows: The 
original basis of $1,450,000 includes 
an allocation to improvement equal 
to 75% or $1,087,500. This basis is 
depreciated over 39 years but, because 
of mid-month convention, the year of 
acquisition and disposition are only 
11.5/12ths of the full annual cost 
recovery. Since there are no other 
cash flows associated with the prop-
erty, the cost recovery of $26,763 
in year one is taxed at 34% and is 
recognized as a tax savings. Similarly, 
the full year cost recovery in years 
2 through 14 of $27,884 are the 
only components each year and are 
also taxed at 34%. These are again 
recognized as tax savings. The last 
component, the sale proceeds, are 
determined as follows: the property’s 
sale price after 15 years is expected to 
be $1,884,000, which is a 2% annual 
appreciation rate over the $1.4 million 
purchase price. The gain associated 
with cost recovery would be $416,012 
and the gain associated with apprecia-
tion would be $377,480. So at closing, 
we would need to deduct $56,520 for 

cost of sale (3%), $141,444 for tax 
on recapture (34%) and $128,343 
for tax on capital gains (34%). This 
would result in a sales proceeds after 
tax equal to $1,557,693. Finally, all of 
these cash flows would be discounted 
back at 7%, resulting in a NPV of 
($799,568). See figure 2.

The last step is the easiest – simply 
compare the NPV of the lease scenario 
to the NPV of the purchase scenario. 
In this example, the leasing scenario 
would be a better economic alternative, 
as it has a NPV that is less expensive.

Again, for illustrative purposes, I’ve 
used fairly simplistic examples. In the 
lease scenario, I considered a flat rent 
and no additional tenant costs, such 
as moving expenses or improvements 
funded by the tenant. And in the pur-
chase example, I didn’t consider the 
possibility of any rental income from a 
third party tenant or the fact that the 
lease scenario may relieve the tenant 
of major capital repairs (i.e., expenses) 
but the purchase scenario likely will 
not. There are many factors that can 
influence the decision to lease versus 
purchase. But if you are looking for a 
purely objective measure that is based 
strictly on economics, the NPV mea-
surement is tough to beat.

Alec Pacella, CCIM, senior vice president at NAI 
Daus, can be reached by phone at 216.455.0925 
or by email at apacella@naidaus.com. You can 
follow him on twitter @dausyouknow or on his 
blog at http://blog.sbequitiesinc.com.
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