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INTERIM DECISION

Introduction

1. These appeals arise from applications made to leasehold valuation tribunals under section
48 of the Leasehold Reform, Housing and Development Act 1993 to determine the terms of
acquisition of new leases to be granted under the Act. Under Chapter II of Part I of the Act (in
which section 48 appears) the “qualifying tenant” of a flat held on a long lease has the right to
acquire, in substitution for his existing lease, a new lease at a peppercorn rent for a term
expiring 90 years after the term date of the existing lease. He does this by serving notice on the
person who is the “competent landlord” and following the statutory procedures that lead to the
grant of a new lease by that person on payment by the tenant of a premium determined under
the Act. The “competent landlord” is the owner of an interest in the flat that fulfils two
conditions: firstly that it is an interest in reversion expectant (whether immediately or not) on
the termination of the tenant’s lease; and secondly that it is either a freehold interest or a
leasehold interest of sufficient duration to enable the new lease to be granted.

2. There may, of course, be interests intermediate between those of the tenant and the
competent landlord, ie leases that expire after the term date of the existing lease but before the
term date of the new lease. The Act makes provision for these intermediate leasehold interests
in terms of procedure and the payment to be made to the owners of them. An intermediate
interest is not extinguished. It continues, shorn of the expectation of possession on its
termination but with the obligation to pay rent continuing. Procedurally the competent
landlord acts on behalf of the owner of the intermediate interest in relation to proceedings
under the Act, except that the owner of the intermediate interest is entitled, on giving the
requisite notice, to be separately represented in any legal proceedings, including those for the
determination of the amount that is payable to him.

3. A number of particular features of intermediate interests are to be noted. The first is that an
intermediate interest is frequently an interest that is not confined to the flat in issue but includes
other flats in the same building. Secondly the existing value of an intermediate interest may be
very small, typically where the reversion is for a short period and the rent payable to the owner
of the intermediate interest is the same or little more than the rent payable by him. Thirdly,
because every owner of an intermediate interest loses the expectation of possession of the flat
and the owner of the intermediate interest immediately superior to the lease of the qualifying
tenant loses his entitlement to rent but remains liable to pay rent to his landlord, the value of
the interest after the grant of the new lease will often be negative.

4. It may be helpful if we adopt a defined vocabulary for the purposes of this decision. The
“competent landlord”, ie the grantor of the new lease, may be the freeholder or he may be a
leaseholder. In each of the present cases the competent landlord is the freeholder, and we will
therefore refer to him as such. There may be more than one intermediate leaseholder, but in
none of the present cases is there more than one. We will refer to the intermediate leaseholder



in each case as the leaseholder. The tenant we will refer to as the tenant: so that the three
parties in each case are referred to as freeholder, leaseholder and tenant. The interest of the
leaseholder in each case includes not only the particular flat for which a new lease is granted
but other flats as well. We will use the term the intermediate lease when referring to the
entirety of that interest and the term the ILI when referring to the leaseholder’s interest in the
subject flat.

5. The amount payable to the owner of an ILI is determined in accordance with Part III of
Schedule 13 to the Act. The application of these provisions has given rise to differences of
approach between valuers, and LVTs have themselves adopted varying approaches. In the sole
Lands Tribunal decision, Visible Information Packaged Systems Ltd v Squarepoint (London)
Ltd [2000] 2 EGLR 93, the approach adopted was to capitalise the gross rent lost by the
intermediate leaseholder. This approach has been followed in some but not all LVT decisions.
In addition the Schedule contains a formula for the valuation of such an interest if it is a “minor
intermediate interest” (or “MILI”). A minor intermediate interest is defined as one that has an
expectation of possession of not more than one month and a profit rent of not more than £5 pa.
Different conclusions have been reached by LVTs as to the meaning of the MILI definition and
hence the circumstances in which the MILI formula falls to be applied.

6. In the course of 2006 and 2007 the Tribunal received a number of appeals in which the
valuation of ILIs under Chapter II of Part I of the 1993 Act was in issue, and it was thought
appropriate to attempt to group these for hearing together, thus enabling a representative
variety of cases to be considered with the objective of producing a decision that would have

general application. In the event we were able to hear together five appeals. '

7. The difficulty facing the valuers in these appeals is how they should value an ILI where the
rent payable by the leaseholder to the freeholder exceeds the rent that it receives from the
tenant following the abatement of the tenant’s rent to a peppercorn under section 56(1) of the
1993 Act. The LVTs’ approach to the problem in three of the appeals favours the capitalisation -
of the leaseholder’s loss of rental income using a dual rate years’ purchase (the Squarepoint
approach). The leaseholders in these appeals argue that this approach is wrong. In four of the
appeals they contend that the appropriate valuation method is to calculate the amount which a
purchaser of the ILI would require in order to establish a fund (to include costs and the VAT on
any reverse premium) sufficient to meet the leaseholder’s continuing obligation to pay rent
while at the same time producing an adequate return for the purchaser (referred to as the
reducing fund approach). In the remaining appeal, that by Gulu Lalvani, the leaseholder’s
approach is to capitalise its negative income flow at the risk free rate of 2.25% adopted by the
Tribunal in Cadogan v Sportelli [2006] RVR 382. This gives the amount of the reverse
premium that it would have to pay a purchaser of its interest.

8. The question of how to value a negative income flow is the sole issue in three of the
appeals. Of the remaining two appeals, that by Daejan Properties also raises the issue of the
deferment rate to be applied to the value of the ILI where there is a substantial reversion before
the grant of a new lease. In the case of 62 Cadogan Square (Lalvani) the freeholder also
appealed. He argued, inter alia, that the ILI should have been valued as a MILI in accordance
with paragraph 8(2) of Schedule 13 to the 1993 Act. He also argued that hope value should be



included in the valuation of the freehold reversion. Both parties have appealed against the
LVT’s determination of the relativity to be applied to the valuation of the existing tenants’
leases. '

9. The appeals raise a multiplicity of issues as to how ILIs are to be valued as a matter of law
. and valuation principle. Because of the great number of alternative valuations that would be
needed if all the permutations of the possible outcomes on these issues were to be covered the
parties agreed that we should produce an interim decision setting out our conclusions on the
issues. The parties will then be able to provide us with their valuations on the basis of our
approach and, if they wish, on any alternative basis that they contend that we should as a matter
of law have adopted instead.

10. We begin by summarising the essential facts about each appeal, and we then proceed to
deal in turn with the individual issues.

The appeals

LRA/114/2006: Nailrile Limited v (1) Earl Cadogan (2) William Hallman and
Nancy Hallman

11. This is an appeal (which we refer to as Nailrile or 2/12 Sloane Gardens) by the leaseholder,
Nailrile Ltd, of Flat 2, 12 Sloane Gardens, London SW1W 8DL against the LVT decision dated
14 May 2006 determining the premium to be paid for a new lease at £196,400, of which £5,600
was payable to the leaseholder and £190,800 to the freeholder. The freeholder, Earl Cadogan,
is the first respondent. The valuation date is 28 July 2004.

12. The property, which was constructed as a terraced house, is divided into five flats, one of
which is for the use of a caretaker. It is held by the leaseholder on a lease which expires on 29
September 2045. The rent at the valuation date was £1,000 pa, with rent reviews in 2007 and
2028 to 0.2% of the “leasehold value” of the whole building as defined in the lease. The
underlease of Flat 2 expires on 26 September 2045 (so that the leaseholder has a 3 day
reversion), and the rent reserved is £200 pa, which is to be reviewed on the same dates as for
the headlease rent reviews to 20% of the rent payable under the headlease. Before any new
lease claims were made the rent payable by the leaseholder was exactly matched by the rents it
received from the underleases, so that its profit rent was nil. This would continue to be the
case after each rent review. Following the grant of the new lease, therefore, the intermediate
lease became onerous, with the headrent exceeding the underlease rents by £200 pa (and with
the prospect of a greater annual deficit following the rent reviews).

13. The LVT concluded that the leaseholder’s interest was a MILI following the grant of the
new underlease, so that the MILI formula was to be applied to its valuation. The leaseholder
contends that it was wrong to do so. On its behalf Mr Philip Rainey and Mr James Fieldsend
(who also appeared for the leaseholders in the other appeals) called Miss Jennifer Ellis FRICS,
a Member of Langley-Taylor LLP, Chartered Surveyors, to give expert valuation evidence. Mr



Peter Michael Sonneborn FCA of Sonneborn & Co, Chartered Accountants, adduced expert
taxation evidence. All the parties accepted his report and by agreement he was not called to
give oral evidence. Miss Ellis valued the ILI on the basis of the fund that she said would need
to be established by a purchaser of that interest in order to meet the leaseholder’s liabilities
under the lease. Her estimate of the diminution in the value of the ILI was £33,840. Mr Mark
Sefton appeared for the freeholder and called Mr Julian Mansfield Clark MRICS, a partner at
Gerald Eve, to adduce expert valuation evidence. Mr Clark produced four valuations,
reflecting different bases of valuation. His primary valuation was on the basis of a
commutation of the headrent, which produced a nil estimate for the diminution in the value of
the ILI. In the alternative he relied upon the LVT’s valuation, which estimated the diminution
in the value of the ILI at £3,509. The tenants did not appear.

LRA/47/2007: Daejan Properties Limited v (1) The Trustees of the Eyre Estate (2)
Various Lessees -

14. This is an appeal (which we refer to as Regency Lodge) by Daejan Properties Ltd, the
leaseholder, against the LVT decision dated 23 February 2007 determining the total premiums
to be paid by 22 underlessees for new leases in their flats at Regency Lodge, Adelaide Road,
London NW3 SEE, at £794,234, of which £619,982 was payable to the leaseholder and
£174,252 to the freeholders. Regency Lodge contains a total of 109 flats as well as 13
~ commercial units. The frecholders are The Trustees of the Eyre Estate. It is subject to a
headlease to the leaseholder dated 11 March 1937 and varied by a deed of variation dated 28
April 1988. This lease expires on 25 December 2086 and is at a fixed annual rent of £4,500.
Seventeen of the underleases were for terms of 99 years from December 1987. The remaining
5 underleases were for terms of 99 years from December 1933. The rents payable are in each
case a matter of hundreds of £s, and the leases provide either for fixed increases or for review.

15. The LVT valued each ILI on the Squarepoint approach. The leaseholder said that it was
wrong to do so and that the reducing fund approach should have been applied. When valuing
the leaseholder’s reversion after 27 years in respect of the 5 shorter underleases the LVT
adopted a deferment rate of 6%. The leaseholder said that this was wrong and that the correct
deferment rate was 5.25%. Miss Ellis gave valuation evidence for the leaseholder. Mr
Anthony Radevsky appeared for the freeholder and called Mr Julian Edward Christian Briant
MRICS, a Partner in Cluttons LLP, Chartered Surveyors, to give expert valuation evidence.
Mr Timothy Harry represented the tenants and called Mr Simon Martin Radford MRICS, a
Partner in Boston Radford, Chartered Surveyors, to give expert valuation evidence.

LRA/89/2007: Gulu Lalvani and Others v (1) Earl Cadogan (2) Cadogan Estates Limited

16. This is a consolidated appeal (which we refer to as 62 Cadogan Square) by the tenants and
by the freeholders against a decision of the LVT dated 23 April 2007. The property, 62
Cadogan Square, London SW1X OEA, contains six flats and a caretaker’s flat. The headlease
was granted by the freeholders, Earl Cadogan and Cadogan Estates Ltd, to the leaseholder
Mallonbond Limited (a company that is owned by the tenants) on 25 March 1986 for a term of
65 years from 25 December 1984 in consideration of a premium of £120,000. The rent,



initially £2,500 pa, is subject to upwards only review at the end of the 21, 42 and 63™ years
of the term to 0.55% of the leasehold value of the premises (on the assumption that the lease
has a term of 65 years from the revision date at a peppercorn rent). The head rent on review as
- at 25 March 2006 is agreed at £45,500 pa. All of the underleases were granted on 25 March
1986 for terms of 65 years less 5 days from 25 December 1984 at rents that both initially and
on review in total match the headlease rent. Following deeds of variation made on 26 January
1996 the underlease rents now total 97.54% of the headlease rent.

17. Each of the six tenants gave notice claiming a new lease under section 42 at almost exactly
the same time (on 8,14 and 21 November 2005). They did so on advice, with the intention of
proceeding to a collective enfranchisement under Chapter I of Part I of the 1993 Act after the
individual lease extensions had been agreed. The objective of this method of proceeding was
to reduce the total amount payable to the freeholder. Notice of the separate representation of
the leaseholder was served on the freeholder. The LVT determined the valuation issues
between the parties, who had said at the hearing that they would produce, on the basis of the
LVT’s decision, a schedule of premiums for the LVT’s approval. The tenants appealed on two
grounds. Firstly, on the issue of relativity, they argued that the LVT was wrong to deduct a 4%
allowance for onerous ground rents (OGR) from the relativity figure of 74.9% that was derived
from the comparable data because those comparables already reflected OGRs. They argued
that the correct relativity before any allowance for OGRs should be 78%. Secondly, the tenants
said that the LVT was wrong to apply the Squarepoint approach when capitalising the
leaseholder’s loss in headrent rather than a single rate years’ purchase at a risk free rate of
interest.

18. The freeholders appealed on three grounds. Firstly, they said that the LVT was wrong to
reject their contention that in valuing the ILI in each instance the headlease rent in respect of
the flat concerned should be commuted. Alternatively, it was said, the LVT should have
valued the ILI as a MILIL or, in the further alternative, held that compensation was payable
under paragraph 5 of Schedule 13 to the 1993 Act to reflect the reduced amount that would be
payable to the freeholders under the two-stage enfranchisement process. Secondly, the
freeholders said that hope value should have been included in the valuation of the freehold
reversion, or, alternatively, that hope value should have been excluded from the valuation of
the existing leasehold interests. Thirdly, the freeholders said that the LVT’s determination of a
relativity of 70% was wrong and it had erred in saying that this was consistent with the
freeholders’ case. Mr Rainey for the tenants called Mr Richard David Kay MRICS and Mr
Peter Beckett FRICS, both Partners in Beckett and Kay, Chartered Surveyors, as expert
valuation witnesses. Mr Nicholas Dowding QC and Mr Mark Sefton appeared for the
freeholders and called Mr Clark and Mr James Geoffrey Goddard Wilson MRICS, a Partner in
W A Ellis, to give expert valuation evidence. The leaseholder did not respond to the appeal.

LRA/90/2007: Metropolitan Properties Co (FGC) Limited v (1) Terence George Kingston
-(2) Cynthia Margaret Haynes ' ‘

19. This is an appeal (which we refer to as Elms Court) by fhe leaseholder, Metropolitan
Properties Co (FGC) Ltd, of Flat 8, Elms Court, Montagu Road, London SW19 1SZ, against
the decision of the LVT dated 5 April 2007 determining the total premium payable for the



grant of a new lease at £58,066, of which £56,414 was payable to the freeholder and £1,652 to
the leaseholder. The flat is one of 18 flats contained in two blocks, the freehold of which is
vested in the second respondent, Cynthia Margaret Haynes. The leaseholder has a leasehold
interest in the two blocks for a term of 99 years from 29 September 1938 at a fixed rent of £135
pa. The tenant, Terence George Kingston, holds the subject flat under a lease for 99 years less
3 days from 29 September 1938 at a rent of £50 pa, rising to £75 pa on 5 March 2009. Before
the LVT all three parties agreed to use the fund approach in valuing the ILI, and accordingly
the LVT. did so too, although it said that, but for this agreement, it might well have been

- inclined to apply the Squarepoint approach. The LVT rejected Miss Ellis’s method of valuing
the fund, and the sole ground of appeal is that it was wrong to do so. Mr Rainey called Miss
Ellis to give expert valuation evidence. Neither respondent appeared.

LRA/106/2007: UAE Investments Limited v (1) Alim Investments Limited (2) The
Commissioners of the Exhibition of 1851 '

20. This is an appeal (which we refer to as Albert Hall Mansions) by the leaseholder, UAE
Investments Ltd against the decision of the LVT dated 30 March 2007 determining the total
premium payable for the grant of a new lease of 32 Albert Hall Mansions, Kensington Gore,
London SW7 2AL, at £98,103, of which £81,328 was payable to the freeholder (the second
respondent, The Commissioners of the Exhibition of 1851) and £16,775 was payable to the
leaseholder. The leaseholder holds flats 1 to 83 Albert Hall Mansions under a lease granted by
the freeholder for a term of 84 years from 29 September 1977 at an annual rent rising from
£8,000 to £32,000 (£16,000 at the date of valuation). The tenant, Alim Investments Ltd, holds
flat 32 under a lease for 84 years less 10 days from 29 September 1977 at an annual rent of
£300, rising to £1,200 (£600 at the date of valuation). In valuing the ILI the LVT used the
Squarepoint approach, and the sole ground of appeal is that it was wrong to do so and should
instead have used the fund approach, which was favoured by all the valuers who gave evidence
before it. Mr Rainey called Miss Ellis to give expert valuation evidence. Mr Anthony
Radevsky appeared for the freeholder and called Mr Briant to give expert valuation evidence.
The tenant withdrew from the appeal.

Valuation of ILIs under Schedule 13: overview

21. As we have noted above, the intermediate lease will usually extend to other flats besides
the subject flat. This is the position in each of the appeals before us. Flat 2/12 Sloane Gardens
is one of 5 flats (including a caretaker’s flat). Regency Lodge contains 109 flats (as well as 13
commercial units), and 22 of these are the subject of the present appeals. There are 6 flats at 62
Cadogan Square (as well as a caretaker’s flat) and all these are the subject of the present
appeals. Flat 32 Albert Hall Mansions is one of a large number of flats contained in five
blocks. Number 8 Elms Court is one of 18 flats.

22. In the case of 12 Sloane Gardens, the rent payable under each underlease is one-fifth of
the headrent (£1000, with reviews to 0.2% of the leasehold value of the building in 2007 and
2028), so that there is no net rental income and the value of the intermediate lease (and the ILI
before the new lease) is nil. The new lease removes one-fifth of the leaseholder’s rental
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income (£200 before the 2007 review), thus giving the leaseholder a net annual liability of this
amount and making the interest negative in value. The position is the same in respect of 62
Cadogan Square, where the original rents under the underleases in total match the headrent
(£2,500 pa up to the 2006 review, £45,500 pa from then until the next rent review, at 0.55% of
the leasehold value of the block. The underlease rents were reduced by deeds of variation in
1996 to a little less than 100% of the headrent). By contrast each new lease in Regency Lodge
will reduce the leaseholder’s rental income but will not create a net liability (nor will the 22
new leases have this effect cumulatively). The same goes for 32 Albert Hall Mansions and 8
Elms Court.

23. Where the effect of the grant of the new lease is just to reduce the leaseholder’s profit
‘rent for the block as a whole, there is a simple but compelling argument for saying that the
proper measure of what the leaseholder has lost is the capital value of the gross rent of the flat.
In practice a leaseholder, faced with this loss of income, would retain the ILI and value what he
has lost in this way (subject to our detailed comments on this valuation approach below). This
was the approach of the Tribunal in Squarepoint. Where the effect of the grant of the new
lease is to make the ground rent onerous, there is also a simple but compelling argument for
saying that what would happen is that the leaseholder would agree with the freeholder to
surrender his interest and pay the freeholder for this. It is said that, while the leaseholder
would wish to relieve himself of the obligation to pay rent that was not covered by rent
received from tenants, the freeholder would regard a leaseholder with a negative profit rent as a
poor covenant and would be very ready to receive a lump sum payment in lieu. Mr Clark
expressed the view that this is what could be assumed to happen, and we accept this view.

Y

24. These approaches would, in our view, provide the truest reflection of the leaseholder’s
loss. For reasons that we give below, we conclude that, where the ground rent of the leasehold
interest does not become onerous, the measure of what the leaseholder has lost is effectively
the capitalised value of the gross rent of the flat. However, we do not think that it is open to us
to conclude that, where the ground rent becomes onerous, the measure is what the leaseholder
would pay the freeholder to accept a surrender of his lease. - That approach, as we shall say, is
excluded by the requirement to exclude the freeholder as a possible purchaser in such a sale.

Valuation of ILIs under Schedule 13: ‘statutory provisions

25. Schedule 13 makes provision for the amount payab'ie to the owner of an intermediate
interest. Paragraph 1, as read with section 40(4)(c), defines “intermediate leasehold interest” to
mean: :

“the interest of any person [in whom there is vested a concurrent tenancy intermediate
between the interest of the competent landlord and the tenant’s lease], to the extent that it
is an interest in the tenant’s flat subsisting immediately before the grant of the new
lease.” -

26. The Schedule provides:
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“6 In connection with the grant of the new lease to the tenant there shall be payable by
the tenant to the owner of any intermediate leasehold interest an amount which is the
aggregate of —

(a) the diminution in value of that interest as determined in accordance with
paragraph 7; and ‘

(b) the amount of any compensation payable to him under paragraph 9.”

We deal with (b) (compensation) in a separate section of this decision.

27. Schedule 13 continues:

~“7(1) The diminution in value of any intermediate leasehold interest is the difference
between —

(a) the value of that interest prior to the grant of the new lease; and
(b) the value of that interest once the new lease is granted.

(2) Each of those values shall be determined, as at the relevant date, in accordance
with paragraph 8...

8 (1)  Subject to sub-paragraph (2), paragraph 3(2) to (6) shall apply for determining
the value of any intermediate leasehold interest for the purposes of any provision of this
Schedule with such modifications as are appropriate to relate those provisions of
paragraph 3 to a sale of the interest in question subject to the tenant’s lease for the time
being and to any leases intermediate between the interest in question and that lease.

(2) The value of an intermediate leasehold interest which is the interest of the
tenant under a minor intermediate lease shall be calculated by applying the formula set
out in sub-paragraph (6) instead of in accordance with sub-paragraph (1)...”

We consider later sub-paragraphs (3) to (6) of paragraph 8, which deal with minor intermediate
leasehold interests (MILIs).

28. Paragraph 8(1) applies paragraphs 3(2) to (6) of the Schedule (with appropriate
modifications to relate them to the sale of an intermediate interest). Paragraph 3 provides for
the valuation of the diminution in value of the landlord’s interest. Sub-paragraph (1) says that
this is the difference between (a) the value of the landlord’s interest in the tenant’s flat prior to
the grant of the new lease and (b) the value of his interest in the flat once the new lease is
granted. Sub-paragraph (2) provides: '

“(2) Subject to the provisions of this paragraph, the value of any such interest of the
landlord as is mentioned in sub-paragraph (1)(a) or (b) is the amount which at [the
relevant date] that interest might be expected to realise if sold on the open market by a
willing seller (with neither the tenant nor any owner of an intermediate leasehold
interest buying or seeking to buy) on the following assumptions —

12



(a) on the assumption that the vendor is selling for an estate in fee simple
or (as the case may be) such other interest as is held by the landlord,
subject to the relevant lease and any intermediate leasehold interests;

(b) on the assumption that Chapter I and this Chapter confer no right to
acquire any interest in any premises containing the tenant’s flat or to
acquire any new lease;

(c) on the assumption that any increase in the value of the flat which is
attributable to an improvement carried out at his own expense by the
tenant or by any predecessor in title is to be disregarded; and

(d) on the assumption that (subject to paragraph (b)) the vendor is selling
with and subject to the rights and burdens with and subject to which the
relevant lease has effect or (as the case may be) is to be granted.”

Valuation of ILIs under Schedule 13: issues of law

29. A number of issues on the effect in law of the provisions in Schedule 13 dealing with the
valuation of ILIs were raised and we should deal with them at this point. They were as
follows.

30. Before and after valuation required. Mr Rainey submitted that, since paragraph 7
defined the diminution in value of the ILI as the difference between its value prior to the grant
of the new lease and its value after the grant of the new lease, it was necessary for two
valuations to be carried out; and the Squarepoint approach, capitalising the loss of gross rent in
a single valuation, was therefore incorrect in law. It is the case that paragraph 7 provides in
terms for the determination of a before value and an after value in order to ascertain the
diminution in value of the ILI. This does not, however, mean that the Squarepoint approach is
wrong in law. If it can be shown to establish correctly the difference between the before and
after values in particular circumstances there can be no objection to its application in such
circumstances as a convenient device. We return to this later.

31. ILI as part of interest that includes other flats. Mr Rainey’s submission was that the ILI
has to be valued in isolation and that it was not permissible to do what the Tribunal in
Squarepoint had done, which was to take into account the fact that the leaseholder’s interest
included the other flats in the block and that he wou