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IN THE SPOTLIGHT

Buildout
Provisions in
Office Leases

By Anthony Casareale

A critical consideration in a
tenant’s office leasing decision is
the aesthetic and functionality of
its potential new space. For the
landlord, getting from a signed
lease to a tenant-in-possession
paying rent is a critical transi-
tion. The signed lease should
provide both parties with a clear
roadmap to achieving a mutually
acceptable result: a rent-paying
tenant in possession of space
built to its full expectation in
an expeditious manner and at a
cost to both landlord and tenant
contemplated at the lease sign-
ing. There are several matters to
be addressed in preparing this
roadmap.

Who is responsible for the work
necessary to prepare the premis-
es for the tenant to move in and
conduct its business?

The answer to this question det-
ermines, in almost every case,
when the commencement date
and, more importantly, the rent
commencement date of the
lease will occur. There are only
three possible answers — ten-
ant or landlord or, as in many
cases, each of tenant and land-
lord is responsible for a portion
of the work. To be absolutely
clear, the work to be done by the
responsible party is hiring the
contractor(s) to perform the work.

continued on page 7

Heading for the Exits
Drafting Leases with a Sale of the Property in Mind

By Garland Reid and Eric Sidman

tainly increased since 2008 and 2009, investors and lenders continue to
be relatively cautious, and minor leasing deficiencies or ambiguities can
have a negative impact on — or even freeze — a sale. This article discusses select
leasing issues that we have seen arise in recent investment sales transactions, and
suggests drafting pointers that can be used to avoid or limit the negative impact
these issues may have on the sale of a property.
TENANT ESTOPPELS

Often dealt with at the end of a lease negotiation, when both landlord and ten-
ant are worn out and looking forward to lease execution, tenant estoppel provi-
sions can negatively impact a future sale of the property if not handled properly
by landlord’s counsel. For example, if it is true that “time kills deals,” lease provi-
sions governing the timing of a tenant’s obligation to return an estoppel certifi-
cate should, if possible, not be at odds with the seller/landlord’s goals, in the sale
context, of a short due-diligence period for the purchaser and a quick closing.

These can be difficult goals to achieve if a major tenant has a long period of
time (say, in excess of 30 days, or worse, no specified period of time at all) in
which to return an executed estoppel. In that instance, including the time it takes
for a seller to prepare and a purchaser to review the estoppel, the estoppel pro-
cess for a given tenant could be much longer than a seller or purchaser is willing
to accept. Therefore, when drafting an estoppel provision in a lease, every effort
should be made by landlord’s counsel to minimize the amount of time that a ten-
ant has to return an executed estoppel to the landlord.

Ideally, the lease should state that an executed estoppel must be returned
within a week to 10 days after it has been received by the tenant from the land-
lord, with perhaps a maximum of 20 days. If an estoppel is not returned in the

continued on page 2
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Leases and Sales
continued from page 1

specified time period, the lease
should state that the tenant is
deemed to have executed the es-
toppel in the form submitted by the
landlord, or that the landlord is des-
ignated as tenant’s attorney-in-fact
for purposes of executing the estop-
pel. While sophisticated tenants are
not likely to permit such a provi-
sion (and sophisticated purchasers
may not allow “deemed executed”
estoppels to count toward meeting
a closing condition for major ten-
ant required estoppels), it should
be included in the standard form
lease. Particularly for meeting shop
space tenant estoppel thresholds in
purchase and sale contracts, such a
provision may permit a sale, which
would otherwise be held up, to go
forward.

A corollary issue is how often
estoppels can be requested of ten-
ants. With investors and lenders still
relatively skittish, it is not uncom-
mon for the seller of a commercial
property to have a contract (or mul-
tiple contracts) terminated before
consummating a sale. If a contract
termination occurred after estop-
pels have been circulated and pos-
sibly even returned (a not-unheard-
of possibility), a seller, upon getting
the property back under contract,
would then most likely have to cir-
culate a second estoppel to the ten-
ant naming the new purchaser and
updating the “facts.” If a given ten-

Garland Reid is an associate and
Eric Sidman is a partner in the
Real Estate Practice Group of Sey-
farth Shaw LLP. Their practices fo-
cus on the disposition, acquisition,
development, leasing and financing
of commercial real estate proper-
ties. Ms. Reid can be reached in the
Atlanta office at 404-881-5462 or
greid@seyfarth.com. Mr. Sidman can
be reached in the New York office at
212-218-5529 or esidman@seyfarth.
com. The views expressed in this ar-
ticle are those of the authors, and
not necessarily those of Seyfarth
Shaw.

ant’s lease contained a severely re-
strictive annual limit on the number
of times a seller could request an
estoppel, then a seller could quickly
find itself in a corner (particularly if
any lender involved in the sale re-
quires its own estoppel).

Typically, only a larger or national
tenant would negotiate such a limi-
tation, and most purchasers will
specifically require estoppels from
such tenants and refuse to accept
a seller estoppel in lieu of a tenant
estoppel in such cases. As such, it
is important that landlord’s counsel
resist, if at all possible, a tenant’s at-
tempt to limit estoppel requests to
a very low annual number (say, one
or two), and in any event, landlord’s
counsel should try to “carve out”
estoppel requests in the context of
the sale or financing of the property
from the tenant’s overall limit.

Not surprisingly, a significant es-
toppel issue in the context of a pur-
chase and sale transaction is the
content of the estoppel itself. Ide-
ally for the seller/landlord, the lease
will state that a tenant must return
an executed estoppel in a form re-
quested by landlord that certifies to
the standard estoppel requests (e.g.,
the term of the lease, the existence
of renewal or expansion rights, the
existence of any tenant allowances
or inducements, the amount of rent
[including percentage rent, if any,
and additional rent or operating ex-
penses], whether landlord or tenant
is in default, as well as “any other
matter that [landlord] reasonably
requests”). The last catch-all phrase
is important, because in the context
of the sale of property, a purchaser
or lender might request that certain
non-standard information be includ-
ed in an estoppel (say, regarding the
tenant’s solvency, or its use of haz-
ardous materials).

A sophisticated tenant’s lease will
frequently: 1) allow for the delivery
of a specified form estoppel; and/or
2) provide that the tenant may qual-
ify, “to its knowledge,” all or some
estoppel certifications. With respect
to a form estoppel, in the context
of a lease negotiation with a major

continued on page 4
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Commercial Real
Estate Debt
Restructuring

By Steve Huntley and
Mark Richardson

For real estate bankruptcy law
practices, there is significant oppor-
tunity in distressed real estate. Ac-
tually, the opportunity is enormous:
At the end of 2012, U.S. commercial
real estate debt was estimated to
have reached $3.6 trillion. Approxi-
mately 10% of the total will mature
each year for the next five years.
Most of the $350 billion in debt com-
ing due annually to 2017 originated
in the early part of the decade. And
much of that debt will not be able
to be refinanced, causing a maturity
default. To restructure loans experi-
encing maturity defaults effectively,
the business, finance, and legal sec-
tors must collaborate in a field that
is as much art as it is science.

REAL ESTATE RESTRUCTURING

TEAMS

As law firms experiment with new
approaches to improving perfor-
mance for clients, they are focusing
increasingly on partnering with finan-
cial restructuring experts. In our view,
this increases the probability and
magnitude of success for the client.

Since the financial crisis, banks
had been extending many loans
with the hope that asset values
would recover rather than push-
ing for repayment and risk having
to classify loans as non-performing.
However, with ultra-low interest
rates and lack of pressure by regu-
lators to clear weak loans from bal-
ance sheets, banks have used this
time to build loan loss reserves. With
stronger balance sheets and greater
regulatory scrutiny, banks can no

Steve Huntley is a founding princi-
pal and Mark Richardson is a prin-
cipal of Huntley, Mullaney, Spargo
& Sullivan, Inc., a financial restruc-
turing firm. They may be reached
at shuntley@hmsinc.net or 925-831-
3233; and mrichardson@hmsinc.net
or 415-677-9627, respectively.

longer continue to carry those kinds
of loans on their books.

With underwater loans coming
due, debtors risk not only losing
their assets through foreclosure,
they also jeopardize other collater-
al, including personal assets, when
loans include cross-collateralization
or personal guarantees. In these
cases, banks are much more aggres-
sive in demanding full repayment
and pursuing borrowers for defi-
ciencies when foreclosure and sub-
sequent asset sales fail to fully cover
loan balances.

HELPING WITH THE DEBT

There is no single best way to as-
sist those in distress with commer-
cial real estate debt. Bankruptcy
attorneys, together with financial
restructuring advisers, have devel-
oped a comprehensive set of best
practices that achieve objectives
such as:

* Comprehensive analysis and
strategic planning, taking into
consideration the client’s en-
tire portfolio and the net ben-
efits of every possible alterna-
tive;

*  Multidisciplinary team nego-
tiation with creditors, which
in itself creates a position of
strength;

e Strategies to protect the debt-
or’s core business liabilities
and minimize risk for other
stakeholders;

* Reduction or elimination of
personal guarantees;

* Restructuring the balance
sheet to restore liquidity, po-
sitioning clients to return to
financial stability;

*  Debt reduction;

* Discounted payoffs; and

* Recapitalization funding to
implement negotiated solu-
tions.

In essence, best practices combine
the legal expertise of bankruptcy at-
torneys with the financial expertise
and business strategy of the finan-
cial restructuring advisers. Because
of the nuances specific to each bank
and loan, the partnership between a
financial restructuring firm and ex-
perienced bankruptcy legal counsel

is critical to maximizing the outcome
for the client to achieve the highest
level of financial analysis, assess-
ment of all strategic alternatives and
the most aggressive and experienced
negotiation with creditors.

WHAT THE RESTRUCTURING

PROFESSIONAL DOES

The financial restructuring pro-
fessional works side by side with
the clients’ bankruptcy attorney for
interpretation of federal and state
regulations, legal procedures, and
the developing case law relevant in
each situation. In addition, there is
often the need to use legal remedies,
ranging from injunctions to lawsuits.
When assessing plans for Chapter
11 proceedings, the bankruptcy at-
torney plays a crucial role in helping
to develop a plan with the highest
probability of confirmation by the
court. The financial restructuring ad-
viser complements his or her legal
expertise with a complete working
knowledge of all proposals’ non-le-
gal components, including financial
and operational aspects.

Best practices utilize a three-step
approach.

The first is to understand the
debtor’s specific situation and over-
all business prospects at a granular
level. To accomplish this step, the
financial restructuring professional
analyzes the entire portfolio of the
debtor’s assets and operations, not
just real estate. A detailed restruc-
turing plan is then created, encom-
passing the complete set of alterna-
tive scenarios that can play out in
the restructuring process. The plan
takes into account each reaction
and counter movement of all the
stakeholders. In addition, a granular
understanding of the impact of each
scenario on the entire client portfo-
lio is necessary. Every scenario must
be realistic and accurate. This part
of the process demands the fused
knowledge of a CFO-level profes-
sional working closely with legal
counsel. If the business or asset can
be presented as a going concern, the
debtor is more likely to come out of
the restructuring in better condition.

continued on page 4

November 2013

Commercial Leasing Law & Strategy <« www.ljnonline.com/ljn_ commleasing 3



Restructuring
continued from page 3

The second step entails insight
into the changing dynamics of capi-
tal markets and investor behavior on
a national and local level for each
asset class. This level of knowledge
is a prerequisite for preparing lend-
er proposals that have a realistic
chance of success while at the same
time garnering the maximum ben-
efit for the client. The more market
awareness, especially about emerg-
ing trends, the more persuasive the
team can be in negotiations.

The third step is the bankruptcy
legal analysis including review of
critical decisions ranging from regu-
lations to filing lawsuits. The laws
of one district related to commer-
cial real estate may differ signifi-
cantly from those of another having
a drastic effect on the strategy. For
example, the team must proceed
much more quickly in a state that
allows non-judicial foreclosure than
one where only judicial foreclosure
is permitted.

Another one of the many consid-
erations are the federal and state
taxes related to restructured debt.
An example of the benefits of a
comprehensive team of finance,
business, and legal experts is the
ability to configure the situation in
a way that allows the debtor to ben-
efit from tax law and reduce the tax
cost associated with the workout.

After completing this three-part
process, the debtor is ready to con-
sider one or more of several op-
tions, including:

* Discounted payoff;

* Bridging the equity gap;

*  Loan modification; or

* Foreclosure or deed-in-lieu of

foreclosure.

While many borrowers and virtu-
ally all bankruptcy attorneys have
experience with these options, the
complexity in practice and unique-
ness of each borrower’s portfolio
and situation demand a highly spe-
cific expertise. The most common
mistake made by overleveraged
borrowers: trying to perform a re-
structuring by themselves with their
bank and then bringing in legal
counsel later in the process.

Like a chess game, the restructur-
ing process is highly complex and
technical. The further along in the
game, the fewer alternatives that
remain for the borrower. Often, a
financial restructuring specialist is
brought late into a situation when
the borrower has already painted it-
self into a corner, resulting in a di-
minished range of alternatives and
limited potential benefits.

It is critical for borrowers and
bankruptcy attorneys alike to real-
ize that the professionals inside a
bank’s workout group are highly
specialized. They are much different
from the loan officers who originat-
ed the loans. These workout special-
ists are much more aggressive and

technically astute with respect to
non-performing loans and ways to
maximize the bank’s recovery at the
expense of the borrower and, they
must presume, other lenders who
may also have underwater loans
with the borrower. As a result, the
borrower is “playing chess” with a
professional who rarely loses to a
less experienced opponent.

In today’s environment, to maxi-
mize the outcome for distressed
debt restructuring, the owner needs
to assemble the best team of experts.
Seasoned, successful bankruptcy at-
torneys and financial restructuring
advisers will bring crucial compo-
nents to complement the team. The
right restructuring team will have
the experience to know what each
lender will and won’t do in various
situations. The key differentiation of
this experience is not only realizing
that each lender differs, but know-
ing how they differ — that’s one
critical qualification to consider in
selecting a restructuring firm.

Another key element is in the qual-
ity of the financial analysis and plan-
ning, taking into account the bank’s
perspective. The team needs a depth
of background on the banking as
well as the borrower’s side, which
is essential in bringing an under-
standing of the lender’s needs to the
strategic planning and negotiating
process. This provides clients with a
competitive advantage in attaining a
success outcome with their lenders.

JR— 0’0 —

Leases and Sales
continued from page 2

tenant, a landlord will have little
choice but to start with the tenant’s
standard form estoppel, but from
there, landlord’s counsel should try
to include as many additional certifi-
cations as possible, as well as ensure
that any knowledge qualifiers are
appropriately limited. For example,
knowledge qualifiers should be lim-
ited to “subjective” matters. A tenant
should be able to certify without a
knowledge qualifier to the amount
of its rent, the term of its lease, and
whether it does or does not have re-

newal or expansion rights; however,
and more understandably, a tenant
might not want to certify, without
qualification, that the landlord is not
in default.

If a knowledge qualifier is insert-
ed into a particular certification by
tenant’s counsel, landlord’s counsel
might attempt to negotiate it further;
for example, a standard “to tenant’s
knowledge” qualifier might become
“to the best of tenant’s knowledge”
or “to tenant’s actual knowledge
after due inquiry,” thereby shading
slightly in the seller/landlord’s favor.
As modified, these qualifications
hold the tenant to a higher standard
and allow the estoppel beneficiary a

plausible argument that a tenant is
estopped from raising a claim if, for
example, the tenant’s store or office
manager had knowledge of a land-
lord default, but the corporate office
failed to inquire regarding same and
did not raise it in the estoppel. And a
brief point as to the “estoppel bene-
ficiary” — landlord’s counsel should
take care to draft the estoppel lease
provision, or the estoppel form it-
self, to provide expressly that the
estoppel may be relied upon by the
seller/landlord, the purchaser/suc-
cessor landlord, purchaser’s lender,
and their respective successors and

continued on page 6
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How Low Can
You Go?

Issues Concerning Rent
Reductions

By Ira Fierstein

While most professionals are in
agreement that the retail industry
has recovered somewhat from the
depths of the recession, there are
still many retailers who are strug-
gling to generate profits, either for
their entire enterprise or for specific
locations. As a result, these tenants
have approached landlords to rene-
gotiate their rent in order to lower
their occupancy costs as they strug-
gle to remain open.

TENANT SCENARIOS

In many instances, these tenants
rely on one of the following posi-
tions to persuade the landlords to
come to the table:

1. The tenant has a sales “kick-
out” or “early termination”
clause, and the tenant is
threatening to exercise this
right wunless the landlord
agrees to a rent concession.
In a 10-year term, for exam-
ple, occasionally a tenant will
negotiate this in the original
lease as an option that arises
after the fifth lease year, if the
sales during the fifth lease
year do not equal or exceed
some minimum threshold.

2. The lease is coming to the
end of the term, and the ten-
ant threatens not to extend
the term or exercise an option
to renew unless the landlord
agrees to reduce the rent in
the renewal option period for
less than previously negoti-
ated in the lease, or less than
the rent currently being paid.

3. The tenant has other termina-
tion rights and it is threaten-
ing to exercise one of them

Ira Fierstein, a member of this
newsletter’s Board of Editors, is Co-
Chair of the Leasing Practice Group
and a partner in the Chicago office
of Seyfarth Shaw LLP.

unless the landlord reduces
the rent. For example, there
might be a co-tenancy breach,
or exclusive use breach or
right to terminate if the land-
lord has exercised a reloca-
tion option.

4. The tenant has no personal li-
ability, has signed the lease in
the name of a shell entity, and
there is little security deposit.
In this situation, the tenant
may simply threaten to de-
fault or file bankruptcy.

Faced with these situations, land-

lords must decide between the lesser
of two evils: making some conces-
sion to the existing tenant or accept-
ing vacant space in a soft market.

LANDLORD STRATEGIES

To eliminate or reduce the im-
pact of these two evils, the landlord
can attempt to limit the availability
of these tenant options during the
lease negotiation stage.

In the first situation, before agree-
ing to a “kick-out” right, the landlord
should require the tenant to be fully
operating during the test year, and
fully stocked, staffed and fixtured.
The tenant should be required to
use reasonable efforts to maximize
gross sales, including marketing the
premises at a level that the tenant
markets other stores in the area. The
lease should also provide that if the
tenant has achieved said sales level
in any 12-month period prior to the
test year, the termination right may
not be exercised. If the tenant will
not agree to this last concept, then
a compromise would be that if the
tenant has achieved the minimum
sales threshold in any 12-month pe-
riod, but not the test year, then the
lease term is extended for one more
year past the test year, and gross
sales must be below the sales level
again in the year following the origi-
nal test year, in order to allow the
tenant to terminate early.

If the tenant simply refuses to ex-
ercise a renewal option without a
rent concession, or asks for a lower
rent to extend the term, the land-
lord must perform adequate due
diligence to determine if the tenant
is really struggling in the store or

is just trying to better the deal. The
landlord must look at the contrac-
tual rent as compared with current
market conditions and determine if
there is a risk in calling the tenant’s
bluff. Is the renewal option rent
higher than current fair market rent?
Is the shopping center near capacity
with other potential tenants avail-
able that will pay higher rent?

In a situation where the tenant has
no right to terminate, but is threat-
ening simply to default under the
lease, the landlord must again re-
view the tenant’s financial situation
and review the remedies negotiated
in the lease to determine whether it
is feasible for the landlord to exer-
cise the security the landlord has if
it denies the suggestion to renegoti-
ate the business terms. Default rem-
edies should be carefully studied.
If the tenant has other stores in the
same name, and those are perform-
ing well, the tenant’s threats may be
weakened. Can the landlord apply a
security deposit or draw on a letter
of credit? Is there a guaranty?
REDUCTION ACCEPTED

Once the decision has been made
to reduce the contractual rent, the
landlord must decide on the nature
of the reduction and the length of
time of the reduction. Is it for a year,
or the remainder of the term, or does
it extend into the next renewal op-
tion? Does the landlord agree to an
absolute reduction, or perhaps the
reduction only serves to postpone
or “defer” the amount of the reduc-
tion, and the tenant must make up
the shortfall at a later date. In some
situations, only additional rent (tax-
es and common area maintenance)
is excused, while base rent remains
the same as originally set forth in
the lease.

In other situations, the tenant is
permitted to pay only percentage
rent over a $0 base, instead of a
fixed minimum rent. If the tenant’s
base rent is reduced to a lower fixed
amount, the landlord must remem-
ber similarly to reduce the break-
point for determining percentage
rent, if applicable, especially if the
breakpoint was previously based on

continued on page 6
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Rent Reduction

continued from page 5

a natural break. The landlord may
also provide that once rent is low-
ered, if the gross sales subsequently
exceed some set dollar amount, indi-
cating that the tenant has recovered,
the rent reduction is terminated, and
the original rent level is reinstated.
If the landlord is forced to reduce
rent, it should attempt to get some
kind of trade-off for this concession.
A careful review of the lease may
indicate several provisions that the
landlord should require be used in
a re-trade. Are there co-tenancy re-
quirements that should be deleted?
Should the landlord be given an ear-
ly termination right for low sales?
Should expansion or renewal rights
be terminated? Perhaps broad-use
rights or exclusives should no lon-
ger be allowed. If the tenant is re-
quiring rent relief because it is not
doing well, it should no longer have

certain rights that are typically only
granted to tenants paying market
rent and expected to perform well.

The landlord should also consider
a right to re-market the space if the
tenant is receiving a rent concession
that allows it to pay below market
rent. The landlord should be given
the right in the future to terminate
the lease, or relocate the tenant, un-
less the tenant is willing to reinstate
the original rent.

The request for a rent concession
often indicates a tenant in trouble
that is at risk of not performing un-
der the lease. Therefore, as a condi-
tion to the granting of any rent re-
duction, the tenant should agree that
the rent relief granted by the lease
amendment should only remain in
effect so long as the tenant does not
commit an event of default, and pro-
vided that the tenant remains open
to the public, fully stocked, staffed
and fixtured and that the tenant
uses reasonable efforts to maximize
gross sales (the same requirements

the landlord should have put into
the lease if there were an early ter-
mination right).

If the tenant does not satisfy any
of the terms of this paragraph or
otherwise defaults under the lease,
the rent concession terminates. To
add additional strength to this re-
quirement, the landlord might also
seek to have the tenant acknowl-
edge that the original rent payments
are retroactive to the beginning of
the reduced rent period if the tenant
is no longer entitled to rent relief
(unless the reason for termination
of the rent relief is that the tenant
has achieved a sufficient sales level
to no longer justify the reduction).

The tenant should also agree that
if within some short time period
after the effective date of the lease
amendment, should it file for or be
put into bankruptcy, then the lease
amendment containing the rent
reduction should be deemed null
and void. Then the lease shall be

continued on page 8

Leases and Sales
continued from page 4

assigns. These relatively simple
drafting items, if successfully raised
by landlord’s counsel during lease
negotiations, can make the estoppel
process run much more smoothly,
to the benefit of the seller, during
the purchase and sale transaction.

FINANCIAL STATEMENTS;

SALES REPORTS

As part of its due diligence, a
potential purchaser of commercial
property will want to know the fi-
nancial wherewithal of its prospec-
tive tenants, in particular any large
or anchor tenants, in order to assess
the property fully. Obtaining this in-
formation can be challenging if the
tenants are private. However, this
problem can be remedied if the ap-
plicable leases allow the seller/land-
lord to request financial statements
of the tenants and/or guarantors, to
be delivered to the landlord within
a reasonable period of time (say, 20
days or less) after request from the
landlord. Again, a sale can be facili-
tated with proper lease drafting at

the front end. Similarly, particular-
ly in purchases and sales of retail
properties, prospective buyers will
want to know each tenants’ sales

The request for a rent
concession often indicates
a tenant in trouble that is at
risk of not performing

under the lease.

generated from the subject prop-
erty (probably over a several year
period). Proper lease drafting will
facilitate obtaining this information.

COMMENCEMENT DATE

CERTIFICATES

To evaluate a lease rental stream
properly, a purchaser of commer-
cial property needs to know the
rent commencement date. Where
rent commencement is triggered
off an event (e.g., substantial com-
pletion of the space) rather than a
date certain, an obligation of a ten-
ant — contained in a well-drafted
lease — to execute a commence-
ment date certificate can eliminate

guesswork and uncertainty. The
section of the lease addressing the
commencement date should include
an express agreement by the tenant
to execute a commencement date
certificate upon the request of the
landlord, the form of which should
be attached to the lease as an exhib-
it and should include the start and
end dates of the term of the lease, as
well as a rent chart.

CONCLUSION

All of the above tips are simple
enough to address in a lease, but
are often overlooked as the par-
ties tend to negotiate more conten-
tiously the “substantive” provisions
such as prohibited uses, co-tenancy
provisions, exclusive uses and ter-
mination rights; however, a focus
by landlord’s counsel on the above
matters can significantly redound to
the client’s benefit when it is time to
sell the asset.

0,
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The publisher of this newsletter is not engaged in rendering
legal, accounting, financial, investment advisory or other
professional services, and this publication is not meant to

constitute legal, accounting, financial, investment advisory
or other professional advice. If legal, financial, investment
advisory or other professional assistance is required, the

services of a competent professional person should be sought.
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continued from page 1

Who is responsible for paying for
the work necessary to prepare the
premises for tenant to move in and
conduct its business?

Again, only three possible an-
swers: tenant or landlord or, as in
many cases, each of tenant and
landlord is responsible for a portion
of the cost.

TENANT PERFORMS BUILDOUT

With this scenario, the tenant is
hiring a general contractor to con-
struct its space according to plans
prepared by the tenant’s architect.
The plans and the contractor are
subject to the approval of the land-
lord. The tenant, in this instance,
accepts the premises “as is.” There
may be improvements in the space
that will be utilized or the tenant has
accepted the obligation to demolish
all existing improvements before
commencing its work. The tenant
typically gets a cash allowance from
the landlord to pay for the buildout,
and a period of free rent to com-
plete the work and move in.

This scenario puts the onus on the
tenant to complete the buildout be-
fore its obligation to pay rent starts.
As a result, the tenant will want to
have strict time limits on the land-
lord’s approval rights and “deemed
approved” provisions in the event
the landlord fails to respond within
such time periods. The general con-
tractors and major subcontractors
that the tenant intends to bid the
work should be pre-approved by
the landlord in the lease. If possible,
the tenant should have the landlord
approve preliminary plans in the
lease, in particular, specialty items
such as staircases between floors,
raised floors, etc.

The tenant should try to obtain
an extension of the free rent period
in the event its construction is de-

Anthony Casareale, a member of
this newsletter’s Board of Editors,
is a Partner with Di Santo Bruno
LLP, resident in the Miami and New
York offices. He can be reached at
acasareale@disantolaw.com.

layed for force majeure events and
certainly for landlord delays. If the
cash allowance is large enough,
the tenant should request that it be
used not only for the “hard costs”
of construction, but also “soft costs”
(permit fees, architect/space plan-
ner fees, etc.), furniture, fixtures and
equipment (such as IT cabling, etc.),
with any unused allowance credited
against rent. The landlord, on the
other hand, will have a lease pro-
vision that details the disbursement
of the cash allowance similar to dis-
bursements of a construction loan.
LANDLORD PERFORMS BASE
BUILDING WORK AND TENANT

PERFORMS BuiLDOUT

In many instances, the space may
not be in the condition to com-
mence the tenant’s work. Often, the
existing improvements need to be
demolished or other work, often re-
ferred to as “base building,” needs
to be done. This work is typically
done by the landlord’s contractors,
at landlord’s cost.

The tenant will want the lease to
provide that such demolition and/
or base building work is at the land-
lord’s sole cost. Often, the lease sim-
ply says, “the premises shall be de-
livered with all improvements fully
demolished and removed.” Well rep-
resented tenants will want the lease
to contain much more detail, includ-
ing assurances that the premises
will be asbestos free. For instance,
should certain improvements such
as sprinkler systems and HVAC duct-
work remain?

The tenant is often facing an ex-
piration date under its existing lease
and will also want a deadline im-
posed on the landlord to complete
its work in order to give the ten-
ant sufficient time to complete its
own work and move in. Missing the
deadline would have monetary con-
sequences to the landlord and pos-
sibly a termination right. The tenant
should ask for some advance notice
of completion of the landlord’s work
to enable it to be as ready as pos-
sible to commence its own work.

The landlord generally should be
willing to provide many of these as-
surances and should document in

a written notice to tenant the “de-
livery date” of the premises, which
will start the clock on tenant’s free
rent period.

LANDLORD PERFORMS

BuiLpour
The Building Standard
Workletter

When the landlord agrees to per-
form the buildout, it is sometimes
referred to as a “turn key” lease.
Typically, but not always, the “turn
key” lease is for smaller space. The
“turn key” lease is often used as a
marketing tool to lure smaller of-
fice tenants, who do not have the
internal resources, experience or
inclination to plan and supervise a
buildout. Typically, the building has
a “building standard workletter” that
the landlord has developed with its
architect and can show potential
tenants other tenant space built to
that specification.

For the landlord, the lease should
simply state that the landlord agrees
to complete the work shown on an
exhibit. This exhibit should contain
as much detail as possible, but the
execution of the lease cannot wait
for full construction drawings to
be attached. As a result, what is at-
tached is a preliminary space plan
layout (showing partitions, furniture
layout, etc.) and a specifications list
describing the improvements and
finishes in some detail (sometimes
referred to as the workletter).

In my experience, if not managed
properly, this arrangement can lead
to delays in signing the lease. Often,
the business agreement reached be-
tween principals and their brokers
is expressed fairly simply in a term
sheet or letter of intent. A typical
formulation is: “The landlord agrees
to build out the premises in accor-
dance with the building standard
workletter with the finishes sub-
stantially the same as in Suite XYZ
of the building.”

However, as the space-planning
process begins with the tenant
working with the landlord’s archi-
tect, requests are often made by the
tenant that are beyond the so-called
building standard workletter. This

continued on page 8
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continued from page 7

process will then lead to a portion
of the work that will be performed
by the landlord at the tenant’s cost,
which in turn leads to the tenant
having to be sure that the cost is the
lowest possible. This arrangement
can lead to all sorts of problems by
injecting the tenant into the land-
lord’s bidding and contract arrange-
ments with the contractors.

In addition, a landlord will also be
pushing for lease execution when
the tenant is still “tinkering” with
the space plan and its requirements.
I have found that in today’s markets,
landlords have to be patient and are
without backup deals. I often rec-
ommend signing up the lease with
the plan and specs as preliminarily
agreed to, with the right of the ten-
ant to request changes within a 10-
20-day period, with all such changes
being at the tenant’s cost.

THE ALLOWANCE BUDGET

Other leases will have the land-
lord agree to perform the build-out,
but will allow the tenant to work
with the landlord’s architect in de-
veloping the plans and specs. The
space-planning services are typi-
cally paid for by the landlord. The
landlord, however, provides the ten-
ant with a budget ($X per rentable
square foot). The tenant is respon-
sible for all costs above that budget.

There are several problems with
this approach. As part of space plan-
ning service, the landlord will often

have the architect or a contractor
provide preliminary itemized pric-
ing to the tenant to assist the ten-
ant in making choices. However,
in the end, the tenant will need
to have some input in the bidding
process since it is writing out the
check above the allowance budget.
Documenting this arrangement can
be done, but the result, in reality,
may not be optimum for either par-
ty. What often happens is that the
landlord simply agrees to bear the
risk and build out the space per the
tenant’s plans, or the tenant agrees
to build out the space with the land-
lord providing a cash allowance.
ISSUES TO ADDRESS

When a landlord agrees to per-
form the buildout, the issues facing
the parties are cost and timing. A
landlord will protect itself by pro-
viding that the tenant agree to pay
for all costs associated with change
orders in work requested and ap-
proved. The tenant will generally
have to agree to this protection in
some form, but it should consider re-
questing dollar credits for work that
is dropped or costs saved as part of
such change order request. The easi-
est example to think of is carpeting.
If the tenant wants to select a more
expensive carpet after the lease is
signed, it should be given a dollar
credit for the initial carpet selected
that was part of the budget.

As for timing, the tenant will cer-
tainly want the lease to have a time
deadline for completion of the land-
lord’s work, and subject the landlord
to monetary penalties for missing the

deadline. The size of these penalties
is often linked to holdover rent the
tenant may face in under its exist-
ing lease. The tenant will also want
a termination right if the build-out is
not done by a later outside date.

Most landlords will agree to these
provisions with certain caveats.
First, the dates selected will have
some period of time that serves as
a “cushion” — typically, 30-60 days
for monetary penalties and longer
before a termination right is trig-
gered. Second, the dates agreed
to will be subject to extension for
“tenant delays.” This typically cov-
ers delays caused by a tenant’s fail-
ure to respond to a request for ap-
proval in the time period required
by the lease, or by delays caused
by a change order in the work re-
quested by the tenant. Third, the
dates agreed to will be subject to ex-
tension in the event of a “force ma-
Jjeure” event, which should include
labor strife and other causes beyond
landlord’s reasonable control.
CONCLUSION

In the end, the objective is to get
a lease signed expeditiously that
clearly reflects the objectives of the
parties. The work for leasing coun-
sel is to recognize the risks inherent
in the build-out approach decided
upon at an early stage for BOTH
parties, and then negotiate and
draft a lease that creates a roadmap
for dealing with the risks over the
three-to-nine-month build-out pe-
riod after the lease is signed.

0,
——

Rent Reduction

continued from page 6

reinstated to its original terms and
be deemed in full force and effect,
and the landlord can file a claim
for amounts due under the original
lease as if the amendment had never
existed.

CONCLUSION

While landlords should be careful
to limit the circumstances in which
they agree to rent reductions, doing
so can often be turned into positive
situations. In addition to keeping
tenants in place, which tenants oth-
erwise might terminate their leases,
landlords can modify other lease
provisions to be more favorable to

them, and in so doing, soften the
negative aspects of the concessions
and come away with stronger shop-

ping centers.
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