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FINANCIAL STRATEGIES
Smart use of fiscal planning & action

The gifts were typical fare for that 
era – Matchbox cars, puzzles and base-
ball cards. But one of my uncles, Uncle 
Ralph, would always get me something 
cool. One year, it was a game program 
from Super Bowl IX and another year, 
it was a Guinness Book of World Records. 
But the one that really stands out was a 
Swiss Army Knife, a pocketknife that 
included not only a blade but also a 
screwdriver, can opener, bottle opener, 
wire stripper and nail file. 

I had never seen anything like it – 
one tool that could do multiple tasks. 
This month, we are going to discuss 
another such tool – time value of money 
(TVM). TVM has been frequently dis-
cussed in this column over the years but 
typically in the context of determining 
value or evaluating a loan. And while 
these two concepts are the “blades” of 
TVM, this tool can certainly complete 
many other tasks.

Example #1 – An investor is evaluat-
ing the purchase of a cell tower lease. 
The lease is for five years and the 
rent starts at $12,000 a year with 
2% annual increases. If the investor 
has return requirement of 9%, what 
would the investor be willing to pay 
for this lease?

How to solve – In this instance, we 
are going to discount a series of future 
cash flows back to a net present value. 
Looking at each of the five financial 
components, we know time (denoted 
as N), which is five years. We know 
payment (PMT), which is the rent to 
be receive each year. We know interest 
(I/YR), which is the investor’s return 
threshold of 9%. Finally, future value 
(FV) is assumed to be zero, as there 
will be no underlying value once the 
lease expires. We will again utilize the 
CCIM T-bar to assist with the setup, as 
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illustrated in Figure 1 (above). Once 
this is correctly constructed, solving 
is a snap. Simply enter each of the 
components into a financial calcula-
tor, solving for present value (PV) and 
shazam – this lease would have a value 
of $44,418 to this specific investor and 
under this set of assumptions.

Example #2 – The owner of an office 
building is evaluating a lease. The 
proposal is for 5,000 square feet with 
the tenant paying $8 per square foot, 
net of all expenses, for the first three 
years. The rent increases to $8.50 
per square foot for the last two years. 
Tenant improvements are estimated 
to be $25 per square foot and will 
be paid by the owner. There is also 
a leasing commission, paid by the 
owner, equal to $2.50 per square 
foot. If the landlord’s hurdle rate is 
16%, should he do this deal?

How to solve – This is similar to 
the previous example, as we will again 
be discounting a series of future cash 
flows. However, in this instance, we 
also have a present value (PV), which 
represents the owner’s initial cost for 
improvements and leasing commis-
sion. Those collectively equal $137,500 
and are illustrated as a negative, as this 
money is being spent by the owner, 
not received. PMT is the rent to be 
received each lease year, N is the lease 
term of five years and FV is again 
assumed to be zero, as there will be 
no underlying value once the lease 
expires. Figure 2 (see pg. 38) illustrates 
these components in a T-bar. This tool 
not only helps to visualize the timing 
and direction of cash flows but also 
helps to isolate what you are actually 
trying to find. Remember, for any 
TVM problem, four of the components 
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N $
0 (44,418)
1 12,000
2 12,240
3 12,484
4 12,734
5 12,989	+	0

IRR=9%

Figure 1
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are needed before you can solve for 
the fifth. In this example, PV, FV, 
PMT and N are known, which only 
leaves I/YR. And we know that the 
component of I/YR has many aliases, 
including IRR in this example. Once 
solved using a finan-
cial calculator, we see 
that this lease does 
not meet the inves-
tor’s threshold. The 
IRR is only 14.8%, 
which is below the 
16% hurdle rate.

Example #3 – This same owner is 
presented with a second lease pro-
posal for the same 5,000 square feet. 
The new proposal has the tenant 
paying $6 per square foot flat for the 
entire five years. Tenant improve-
ments are estimated to be $15 per 
square foot and the associated leas-
ing commission is estimated to be $2 
per square foot. Which proposal is a 
better deal for the landlord?

How to solve – We can solve 
this problem the exact same way as 
example #2. PV would be negative 
$85,00 and represents the owner’s 
cost for improvements and leasing 
commission. N would be five years 
and PMT would be $30,000 each year, 
representing the flat rent. The cor-
responding T-bar is shown in Figure 
3. Solving for I/YR, we see that this 
deal has an IRR of 22.5%, making it 
clearly superior to the prior proposal. 

But a few words of caution are 
needed when making comparisons. 
We were able to easily compare one 
proposal against the other, as both 
had five-year lease terms. However, if 
one proposal would have been longer 
than the other, an adjustment would 
need to be made in order to have 
an accurate comparison. Suppose 

that example #2 carried a 10-year 
base term. In this instance, we would 
need to make an adjustment to the 
time component, N, for example #1, 
making it match the longer 10-year 
N used in example #2. To do this, 

we would need to 
make an assumption 
of what would hap-
pened in example 
#1 at the end of five 
years, when the lease 
expires. If we think 
the tenant is going to 
renew, we will need 

to make an assumption on the rental 
rate as well as any capital costs (i.e., 
leasing commission, renewal improve-
ments, etc.) that would be incurred at 
the beginning of year six. But if we 
think the tenant is going to vacate, 
we will need to make assumptions not 
only on the rental rate and capital 
costs but also for downtime – how 
long the space will remain vacant 
before a new tenant, and associated 
income stream, is secured. IRR is a 
great tool but it makes no adjustment 
for time disparities, so we need to 
make sure that both deals encompass 
the same time period. 

As you can see, TVM really is simi-
lar to a Swiss Army knife. Speaking 
of which, I actually still have the one 
that Uncle Ralph got me many years 
ago. Actually, unlike many of my con-
temporaries, I still have a lot of my 
childhood birthday gifts. If only I still 
had those baseball cards. 

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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N $
0 (85,000)
1 30,000
2 30,000
3 30,000
4 30,000
5 30,000	+	0

Figure 3

Daus, You Know?
TruTh or DAre? Despite mounting 
fears of increasing interest rates, the 
10-year treasury bill continues to hover 
around 2%. Five years ago, treasuries 
were 3.5%.  –AP 

N $
0 (137,500)
1 40,000
2 40,000
3 40,000
4 42,500
5 42,500	+	0

Figure 2


