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INTRODUCTION:  PROCEDURAL RECOMMENDATIONStc  \l 1 “INTRODUCTION\:  PROCEDURAL RECOMMENDATIONS”

Many landlords and tenants are attempting to make the leasing process shorter and more efficient.  In an effort to contribute to that goal, I am providing a set of procedural recommendations as a prelude to our consideration of the assigned substantive topics.


1.
LOI’s.1tc  \l 2 “.
LOI’s.”
  An inordinate amount of time is frequently wasted by lawyers (on each side) “confirming” with their clients matters that were allegedly agreed upon before the lease was drafted.  A Letter of Intent (called an “LOI”) avoids a significant amount of this inefficiency.  An LOI also helps the business representatives to determine when (and to what extent) they have actually reached agreement.  For example, both business representatives frequently end verbal negotiations believing that certain issues have been resolved only to find out later that each party thought that a different set of resolutions were (or were not) agreed upon.  An LOI substantially avoids this misunderstanding.  In addition, experienced leasing professionals can reasonably predict the 12-15 issues that are frequently “open” at the end of negotiations concerning the form of lease.  These issues are most efficiently handled “up front” and memorialized in an LOI.


2.
Technology.2tc  \l 2 “.
Technology.”
  In an age when compare functions in word processing programs and reliable scanners are commonplace, it makes sense to utilize these tools efficiently in the leasing process.  Successive drafts should be “red-lined” to show changes from the prior draft.  (Many practitioners prefer to run their own comparison documents to guard against “undetected changes,” e.g., changes that are not reflected on the redline because, in error, the redline was run against the wrong prior draft.)  Drafts of a “conformed lease” should be prepared to show all changes from the prior (“base”) lease.  Practitioners should also guard against inadvertent disclosure of “internal” or even “privileged” communication or proposals in the form of imbedded changes (e.g., metadata).

3.
Too Many Intermediate Drafts.3tc  \l 2 “.
Too Many Intermediate Drafts.”
  Whether the parties base the negotiations on the landlord’s form or the tenant’s form, the bulk of the responding party’s comments can usually be resolved in a second draft.  This second draft identifies unresolved and resolved issues, focuses on areas of compromise and defines open issues.  These open issues can generally be discussed by phone or expressly identified in writing (followed by a phone conversation).  A “near final” draft should ordinarily be the next step.  Protracted negotiations and needlessly numerous successive drafts may constitute “activity,” but probably fall far short of “progress” and are almost certainly inefficient.


4.
Who Handles What?.tc  \l 2 “4.
Who Handles What?”  There is increasing agreement that too much time is expended by lawyers negotiating (often merely transmitting positions authorized by a business representative) issues that are fundamentally business-like in character (as opposed to traditional legal issues).  This is inefficient in several ways.  For example, it lengthens the negotiations, which defers possession and rent commencement.  It also increases the cost of the transaction, especially attorney’s fees.  These unwanted results can be avoided if business issues, particularly LOI issues, are handled directly by the business representatives.  When the business representatives address these issues (to the extent that they have not bee addressed with finality and clearly in the LOI), they need to be clear that they reached an actual and precise agreement.  Otherwise, the lawyers may well end up arguing about what their business principals agreed to.  If necessary, a conference call including lawyers and business principals, is useful in addressing business issues.

PART Atc  \l 1 “PART A”
I.seq level1 \h \r0 

seq level2 \h \r0 
REVIEWING THE LEASE.Itc  \l 2 “.seq level1 \h \r0 

seq level2 \h \r0 
REVIEWING THE LEASE.”


There exists no substitute for reading a lease.  Reliance on a representation that a lease contains only “standard provisions” is almost always misplaced.  In reviewing the lease, it is important to distinguish between related concepts.  For example, (1)  the commencement of the term, (2) the commencement of rent, (3)  the date on which the lease is executed, (4) the date as of which the lease is deemed effective, (5) the date by which the Landlord will finish its construction in the premises, (6) the date by which the tenant will finish its construction in the premises, and (7) the date by which the tenant will commence its business activities in the premises could all be the same day - alternatively and more likely, all of these dates can be different.  As a result, it is important to avoid general references to “commencement” or “construction completion” unless these terms are defined with some precision.  In fact, the use of “defined terms” (e.g., “Commencement Date, Rental Commencement Date, Completion Date) is the most common and effective mechanism for avoiding ambiguity and misunderstanding of this sort.


Defined terms, however, present their own pitfalls.  For instance, in negotiating a lease, business representatives may agree upon different rental rates for various periods during the lease term, e.g., $25 per square foot for the first two years, $27 for the next three years, and $32 for the next five years.  If the lease form employs the term “Lease Year” (which is defined so that the first partial calendar year is the first “Lease Year”), the lower rate that should have been applicable to the first 24 months, may apply to a period as short as 13 months.


Neglecting exhibits can be dangerous, not to mention costly.  Many leases include a half a dozen or more exhibits.  Some of the exhibits are quite lengthy, particularly those related to construction, signage, exclusives and documents attached for the benefit of the landlord’s lender.  These documents can impose significant direct costs (e.g., construction and utility chargebacks), indirect costs (onerous construction and insurance requirements), or may extract waivers of or impose limits on a tenant’s rights under applicable law.

II.
COMMENCEMENTIItc  \l 2 “.
COMMENCEMENT”


A.
Initial Requirements.Atc  \l 3 “.
Initial Requirements.”
  Especially in connection with a proposed lease for space in a newly constructed shopping center, a tenant will wish to avoid opening for business or paying rental until several requirements are satisfied.  Those requirements include:



1.
Seasonal Openings.1tc  \l 4 “.
Seasonal Openings.”
  The tenant should determine whether there are certain periods of time during which it would desire not to open, e.g., the holiday shopping season and/or late fall and early summer.



2.
Sufficient Construction Period.2tc  \l 4 “.
Sufficient Construction Period.”
  The tenant will usually require a construction period that begins after certain conditions have been satisfied, e.g., execution of the lease, approval of tenant’s plans by the landlord
, acquisition of actual possession of the premises from the landlord, and acquisition of required permits.
  Increasingly, permits relate not only to the traditional buildout of the interior of a space, but extends to other matters (depending on the use), such as signage, outdoor seating and specialty parking.
  These matters also implicate other zoning issues.  Although many tenants attempt to extract representations from landlords concerning these matters, it is prudent for the tenant to perform its own due diligence on these issues prior to lease execution.  In fact, some tenants do not proceed to the lease negotiations until this due diligence is completed.



3.
Completion of Premises and Common Areas.3tc  \l 4 “.
Completion of Premises and Common Areas.”
  Depending on the configuration of the shopping center, the space may be of little or no value if the common areas are not completely or sufficiently complete.
  Just as importantly, any “buildout” period should not begin until the premises has been delivered in the condition specified in the lease.  For example, if the landlord is required to improve the premises, delivery should not be deemed to have occurred until the landlord’s work is completed (or, in some instances, substantially completed).  Sometimes, the lease is executed before the building (or development) is complete.  In such a case, the lease should include a covenant by the landlord to construct the building (or development) substantially in compliance with plans that the tenant has approved.  Usually, the plans are attached as an exhibit.  If the landlord refuses to provide such a covenant, at a minimum, the tenant should not be obligated to accept possession if the building (or development) is not constructed substantially in compliance with those plans.


When defining Landlord’s Work, tenants are well served by defining it to include:  (a) all work necessary to bring the Premises into compliance with all applicable lease provisions (e.g., the provision requiring the landlord to deliver the Premises in compliance with applicable law and/or in sound condition) and (b) other work defined in technical detail in the construction exhibit.  Tenants who do not obtain comprehensive review of the construction exhibit may expose themselves to several risks, e.g., failing to achieve as much landlord work as might otherwise be the case (this can be a large financial error), payment of unnecessary construction chargebacks or other fees, or providing expensive (and unnecessary) bonds, such as performance and payment bonds.


4.
Co-tenancy.  4tc  \l 4 “.
Co-tenancy.  “




4.1
Typically, the value of the premises is based on the “draw” of (a) the major tenants and (b) numerous smaller retail tenants.  Therefore, the tenant will require that it may defer commencement of rental payments and opening of business until a specified number of major tenants and tenants occupying a stated percentage of the remaining leasable space in the center are open for business.  Alternatively or in addition, the tenant will often propose that it shall be entitled to open for business before the “co-tenancy” or “completion of common areas” requirements are satisfied, but it will insist upon paying percentage rent only (not minimum rent and additional rent) until the co-tenancy requirement is satisfied and the common areas are completed.  (When the proposed space is part of an existing complex, i.e., the proposed premises are not new construction, the tenant will still insist upon the seasonal opening and a sufficient construction period as described above.  When the premises are “existing space,” the co-tenancy requirements are normally already satisfied, the common areas are complete, and, as a result, an early opening provision would serve no useful purpose.)




4.2
This “co-tenancy” subject raises another growing concern, i.e., definition of “major tenant.”  Increasingly, multiple stores or somewhat larger specialty stores (10,000-15,000 square feet) are defined to constitute “major tenants.”  As a result, tenants are increasingly insisting upon definitions of major tenants based on a specified single size (e.g., at least 50,000-100,000 contiguous square feet), single premises and single trade name.




4.3
“Cotenancy Issues” are more exhaustively addressed in Part B.


B.seq level2 \h \r0 
Warranty on Existing Leases.Btc  \l 3 “.seq level2 \h \r0 
Warranty on Existing Leases.”
  Especially if the premises are “existing space,” the tenant will desire to obtain sufficient assurances that the major tenants have leases or other contractual obligations to remain open in the center as at least through the termination date of the proposed lease.


C.
Extension for Delays.Ctc  \l 3 “.
Extension for Delays.”
  Even if the tenant obtains a stated construction period (e.g., 60 to 90 days), that provision, standing by itself, may be insufficient.  For example, if the landlord or persons or circumstances beyond the tenant’s control interfere with the tenant’s construction in the premises, the 60-90 day construction period may be insufficient.  At a minimum, the tenant should obtain an extension of the construction period for any delays caused by the landlord.  In addition, the tenant should request an extension (without any penalty) for any delay beyond the reasonable control of the tenant.  The force majeure provision may be helpful, but, without modification to landlord oriented language, may not defer rent commencement.


D.seq level2 \h \r0 
Opening Penalty.Dtc  \l 3 “.seq level2 \h \r0 
Opening Penalty.”
  Leases often require the tenant to pay a penalty (e.g., double minimum rent) if the tenant fails to complete its construction and open for business by a stated date.  While the tenant recognizes that a landlord requires some protection against delays, the commencement of minimum rent is usually a sufficient inducement to cause the tenant to open on time.  Further, the tenant’s own merchandising plan provides another important inducement, e.g., the tenant may have purchased seasonable merchandise for the premises and, as a result, has a strong internal desire to open on time.  As a result, the tenant will insist upon removal of the penalty for late opening.  As a compromise, tenants will sometimes accept a penalty if that applies only if it fails to open within 60-90 days of the required opening date.


E.
Specified Delivery Date; Late Delivery Penalty.Etc  \l 3 “.
Specified Delivery Date; Late Delivery Penalty.”
  For some tenants, delivery of possession by a date certain is crucial.  Consequently, such tenants may insist upon an express covenant by the landlord to deliver possession by a specified date (or within a specific date range).  Tenants with sufficient bargaining position may insert into the lease a “per day” fee for each day of delay on delivery of possession.  This fee most often takes the form of liquidated damages or rent credits.


F.
Cancellation Date.Ftc  \l 3 “.
Cancellation Date.”
  Especially in the case of new construction or if the lease is contingent upon termination of another lease for the same premises, the date by which the landlord will be required to deliver actual possession will not be defined in the lease.  As a result, the tenant should insist upon a provision that identifies a particular date after which the tenant may cancel the lease if the landlord has not delivered actual possession, completed the common areas, and filled other “opening requirements” (e.g., requirements described in paragraph A above.


G.
Expiration Date.Gtc  \l 3 “.
Expiration Date.”
  In negotiating leases, the business representatives often agree upon a term expressed in years (e.g., five years or ten years), not fractional years (e.g., nine years and seven months or ten years and three months).  As a result, the expiration date may be ill-timed depending on the tenant’s business operations.  For example, most retail leases provide for an expiration date in late January in order to accommodate the holiday shopping season.


H.
Practice Tips.Htc  \l 3 “.
Practice Tips.”
  In order to detect these issues in reviewing the lease, you may employ the following checklist:



1.
When will the following occur:




a.
Delivery of actual possession.




b.
Completion of Landlord’s construction (completion of work in the Premises and completion of the development, including the Common Areas).




c.
Completion of Tenant’s construction.




d.
Commencement of Term.




e.
Commencement of Rent.




f.
Tenant’s obligation to open for business.



2.seq level3 \h \r0 
Are there certain periods of time during which the tenant would desire not to open?



3.
Does the term or rental payments commence after the expiration of a stated period (e.g., 60 days) that begins after certain conditions have been satisfied (e.g., execution of the lease, plan approval, acquisition of permits completion of common areas)?



4.
Is the tenant obligated to accept possession, open for business or perform other obligations if certain other tenants are not open for business?



5.
Are there special provisions, e.g., penalties, that apply in the event that the tenant fails to open for business?



6.
Is there protection against delay caused by the Landlord or others not within the reasonable control of the tenant?



7.
Is there an outside date or specified date by which possession must be delivered?  What happens if possession is not delivered by that date?



8.
Does the tenant require that its lease expire during a particular month, even if the stated term would not otherwise expire during that month?



9.
What arrangement does the Landlord have with “major” or “anchor” tenants?



10.
Are there applicable co-tenancy concerns?  (See Part C below).
III.seq level1 \h \r0 

seq level2 \h \r0 
ADJUSTMENTS TO MINIMUM RENTIIItc  \l 2 “.seq level1 \h \r0 

seq level2 \h \r0 
ADJUSTMENTS TO MINIMUM RENT”


A variety of provisions in a commercial lease might include (or could be negotiated to include) a right by the tenant to terminate the lease or to abate rent in whole or in part.  These provisions include (a) the tenant’s remedy in the event that the landlord fails to complete construction in a timely manner; (b) the landlord’s failure to achieve the required level of co-tenancy within a specified period; (c) utility failure; (d) destruction; (e) condemnation; (f) relocation; (g)  change in center configuration or other material and adverse interruption with use, access and visibility; and (h) force majeure.


In addition, there are an increasing number of provisions that affect the payment of minimum rent, which are related more to the tenant’s economic performance in the center, changes in the specific business context of the shopping center, or changes in the general business climate.  These provisions are discussed below.


A.
CPI Index.Atc  \l 3 “.
CPI Index.”
  For quite some time, many lease forms have included an automatic increase in minimum rent based on increases in the consumer price index (“CPI”).  This presents a variety of concerns to the tenant.
  First, some indices increase earlier or more rapidly than other indices.  Therefore, the tenant should check that the appropriate index is referenced.  Second, the mechanism by which the consumer price index is calculated has changed over time.  Especially in the 1970’s, the consumer price index was thought to have overstated inflation for a variety of purposes.  Since the mechanism by which inflation is officially measured by the federal government is subject to political manipulation, it is (to that extent) less reliable.  Third, changes in the CPI index do not necessarily correspond to changes in the value of the lease property.  Finally, the tenant normally requires more certainty in predicting the level of minimum rent.  As a result, the tenant normally favors express increases in rent at specific dates over the period of the lease.  Alternatively, the tenant may wish to “cap” the effect of a CPI adjustment by limiting the increase in any one year to a stated percentage.


B.
Closure of a Major Tenant.Btc  \l 3 “.
Closure of a Major Tenant.”
  Typically, the value of the demised premises is related significantly to the existence of major tenants and the continued operation of those major tenants throughout the term of the lease.  Therefore, if one or more of the major tenants would elect to close, the tenant would like to (a) terminate the lease, or (b) pay percentage rent only (in lieu of minimum rent).  Absent an express right to terminate or abate minimum rent, the tenant would not ordinarily enjoy such a right in the event of a closure by one or more of the major tenants.


C.
Early Termination Rights.Ctc  \l 3 “.
Early Termination Rights.”
  Although the tenant may anticipate successful operation in the shopping center, its actual experience during the first several years may be unexpectedly poor.  As a result, the tenant may wish to terminate.  Typically, a landlord will be unwilling to agree to a termination right that depends on the tenant’s unbridled and subjective impression of its success in the shopping center over time.  As a result, the tenant requests (a) a right to terminate the lease after a specific period, e.g., the first 24 months of the lease term, without any explanation, or (b) the tenant is allowed to terminate the lease at a specific time (or over a specific period) if its sales do not achieve a stated minimum, e.g., $200 per square foot.


Landlords increasingly request a similar termination right, e.g., a right to terminate the lease in the event that the tenant does not achieve a stated level of sales or the tenant does not pay a percentage rent in excess of minimum rent by a particular date or during more than a stated number of Lease Years.  Although a tenant generally resists the right of the landlord to terminate the lease in these instances (and is often successful), the tenant may agree to a termination based on sales per square foot, although such agreement can be dangerous, e.g., the tenant may fail to achieve sales by the specified date due to causes that were unforeseeable and are curable.  Similarly, a landlord may also reserve the right to increase minimum rent at a stated time during the lease term to an amount that would include the percentage rental that the landlord expects to receive by that date.  For example, if the minimum rent was otherwise negotiated as $25 per square foot during the fifth year of the lease term, but the landlord expected to receive $3 per square foot in percentage rental during the fifth year, the landlord would reserve the right to increase minimum rent to $28 per square foot for the fifth year of the lease term.


In connection with some early termination rights, the landlord will request that the tenant reimburse the landlord for the unamortized portion of an initial construction allowance.  Sometimes, the landlord may negotiate a reimbursement right for the unamortized portion of the landlord’s construction costs and leasing commissions.  In such instances, the tenant should be careful to define precisely the costs that will be subject to the reimbursement and the formula pursuant to which the costs will be amortized.  See Part B for more details.

D.
Increased Competition.Dtc  \l 3 “.
Increased Competition.”
  Especially in a smaller development, the tenant will be justifiably concerned that the landlord will not include too many tenants with similar uses.  Because the landlord and its representatives are often under a great deal of pressure to lease up the center, the tenant may be uninclined to trust the landlord’s judgment in this regard.  The importance of this topic has increased as shopping center landlords have made increased use of temporary, seasonal or permanent kiosks and similar structures.  As a result, chain tenants increasingly negotiate reductions in minimum and/or percentage rental in the event that an additional tenant with a similar use opens in the center.


E.
“Exclusives” are discussed more thoroughly in Part C.


F.
Addition of Major Tenant; Expansion of the Development.Ftc  \l 3 “.
Addition of Major Tenant; Expansion of the Development.”
  



1.
Just as the tenant may believe that the value of its premises will decrease if additional tenants with similar uses are brought to the center, the landlord maintains that the value of the tenant’s premises increases if an additional major tenant is opened in the center.  As a result, many leases include a provision under which minimum rent will be increased by a stated percentage in the event that an additional major tenant opens for business in the shopping center.  The tenant will resist this provision on the theory that, if the additional major tenant is as beneficial as the landlord suggests, the benefit will be reflected in percentage rental.  Therefore, no adjustment to minimum rental should be necessary.  The credibility of this argument often depends on the parties’ expectations concerning the tenant’s volume and the consequent likelihood of the tenant’s liability for percentage rent in excess of minimum rent.



2.
These same concepts apply to other expansions of the development, e.g., addition of non-major space, pads, new parcels or “phases” of the development.  The tenant should note that large additions to the common areas can dramatically increase pro-rated charges (e.g., CAM, taxes, insurance) if a proportional amount of leased retail space is not also added (depending on the proration formula).  Some tenants insist that the pro rata share must (as described below) not only be based on “gross leasable floor area,” but may never increase during the term.


G.seq level2 \h \r0 
Hell or High Water Clause.Gtc  \l 3 “.seq level2 \h \r0 
Hell or High Water Clause.”
  Most retail leases provide that a tenant is not entitled to reduce rental payable under the lease by deductions, offsets or other claims against the landlord.
  This is frequently referred to as the “hell or high water” clause.  Although this clause constitutes a serious limitation on the tenant’s effective remedies against the landlord in the event of a default by the landlord, the landlord’s lender will undoubtedly insist on this provision in the lease.  As a result, removal of such a provision in the lease by a tenant is more difficult, absent a compelling bargaining position.
  A typical compromise includes insertion of the phrase “except as expressly provided herein,” which allows for specifically negotiated offset provisions, e.g., offsets related to tenant self-help rights or offsets for the landlord’s failure to pay tenant allowances in a timely fashion.

IV.seq level1 \h \r0 
OPERATIONAL CONCERNSIVtc  \l 2 “.seq level1 \h \r0 
OPERATIONAL CONCERNS”


Throughout the body of a normal retail lease, there exist several provisions that limit the tenant’s discretion in operating its business.  Similarly, the tenant may require some limitations on the landlord’s discretion in operating the shopping center, especially the common areas.


A.
Continuous Occupancy.Atc  \l 3 “.
Continuous Occupancy.”
  Tenants normally object to a blanket requirement of continuous occupancy, although almost all retail lease forms include such a provision.  Normally, the tenant will propose a “go dark” provision, i.e., language under which the tenant is not required to operate business, although it remains liable for minimum rent.  The tenant will further propose that the landlord’s sole remedy for the tenant’s cessation of business operations will be termination of the lease.


Although there exists substantial justification for the tenant’s position e.g., it is wasteful for the tenant to continue operations if those operations do not even cover marginal operating costs, the landlord and its lender often oppose a “go dark” proposal vigorously.  The landlord is concerned about the impact on “customer traffic,” sales by other tenants, and the general image of the mall, which can be detrimentally affected by a closure.  Recognizing the sensitivity of each party to this issue, the tenant should review continuous occupancy clause in some detail.  In particular, the tenant should be careful to avoid a penalty imposed upon the tenant in the event of a cessation of business, e.g., double minimum rent in the event that the tenant shall fail to conduct business in the premises.


If a tenant agrees to an operating covenant, it may wish to do so based on the following conditions:  (1) in the event that the operating covenant is violated, the landlord’s sole remedy shall be to terminate the lease at which time the tenant’s and landlord’s future obligations under the lease will be extinguish, (b) the landlord’s sole remedy for a violation of the operating covenant will be to seek an injunction requiring the tenant to open or remain open, or (c) so long as the tenant is not in monetary default, the landlord may not accelerate rental.


B.
Hours.Btc  \l 3 “.
Hours.”
  Typically, the landlord not only requires continuous occupancy and operations, but also insists upon operations during specified hours and on particular days.  Also, the landlord often reserves the right to increase days and hours during the holiday season or during certain promotional events (e.g., midnight sales).  Depending upon the proposed use for the premises by the tenant, these hour restrictions may be inappropriate, e.g., office space in a shopping center normally justifies some exception (although the office tenant may be required to light portions of the premises visible from the exterior) and some retail tenants (e.g., rental shops) cannot reasonably expect to receive customers from some special events, such as midnight sales.  Moreover, most retail tenants desire to avoid opening for business unless the anchor tenants and the other retail tenants are also both required to open and are actually open for business.  In response, a landlord may offer to limit the required hours and days to such hours and days as a specific number or percentage of other tenants are required to be open for business.  Normally, that proposal is unacceptable for several reasons.  First, it is inadministerable, e.g., tenant has no way of knowing who is required to be open; the tenant can only observe who is actually open.  Second, the tenant is not interested in who is required to be open, the tenant is interested in who is actually open.  Third, it is the duty of the landlord (not the tenant) to enforce the leases.  Representations by the landlord that it will make reasonable efforts to enforce the “hours clause” in the leases of other tenants is usually insufficient because the tenant has no way of knowing what remedies had been negotiated between the landlord and the other tenants.


C.
Retail Radius Restriction.Ctc  \l 3 “.
Retail Radius Restriction.”
  Normally, the lease will prohibit the tenant from operating or owning, directly or indirectly, a business with a similar use within a stated number of miles from the shopping center.  On the other hand, the tenant desires to retain the flexibility to open up a store within that radius if it perceives that two stores within the same proximity will be more profitable than one store.  Although it is far from clear that opening a second store within the radius restriction will, in fact, detrimentally affect sales in the first location, it is also clear that these retail radius restrictions are enforceable.  As a result, the tenant will attempt to negotiate removal of such a clause or limitations on the clause.  These limitations may take the following forms:  (a) the retail radius is applicable only for the first few years of the lease term, (b) the radius restriction applies only to stores operated under the trade name used by the tenant in the premises, (c) the radius restriction does not apply to the tenant if the tenant exercises a termination right otherwise provided under the lease.  Radius provisions are addressed more thoroughly in Part C.


D.
Changes in Center Configuration.Dtc  \l 3 “.
Changes in Center Configuration.”



1.
The landlord will undoubtedly desire to retain the right to change the configuration of the center.  Often, remodeling of the shopping center enhances its “customer draw,” thereby benefiting existing tenants.  An individual tenant, however, may find its business severely harmed by a remodeling in several ways.  First, during the period of remodeling, ingress, egress, and visibility of the premises may be substantially impaired.  Absent a right to close temporarily or abate minimum rent (in whole or in part), this situation would be unacceptable to the tenant.  The tenant should negotiate such an abatement or temporary closure in advance.  This concern is particularly important when a tenant signs a lease for space in an older shopping center that may well be remodeled during the term of the lease.



2.
In addition, tenants increasingly attempt to insure that minimum ingress, egress and visibility is maintained on a permanent basis.  Particularly in the strip center context, this concern is manifest by a “no build” zone, i.e., a zone identified on the site plan as a area in which the landlord is contractually prohibited from building any or certain structures.  



3.
Additionally, particularly in the regional mall context, tenants are concerned about the placement of kiosks.  As a result, they attempt to negotiate the type, size and location of temporary and permanent kiosks (as well as other similar types of mall improvements).



4.
Finally, depending on the Tenant’s use, preservation of adequate parking (or dedicated parking or other conveniently located parking) is a key consideration.


E.seq level2 \h \r0 
Use of Common Areas.Etc  \l 3 “.seq level2 \h \r0 
Use of Common Areas.”
  Activities in the common areas, including the location of kiosk businesses, may increase “customer traffic” to the benefit of most tenants.  An individual tenant may be harmed if the activity of kiosk adversely affects ingress, egress or visibility of the premises.  Therefore, the tenant should negotiate an appropriate limitation on use of the adjacent common areas, including the location of kiosks.  Kiosk location is typically limited by a radius extending from the tenant storefront.  Other limitations on the landlord’s use of the common areas are typically defined more generally, e.g., “[preventing] immaterial and adverse affect on ingress to, egress from or visibility of the demised premises.”  Sometimes, some exception for holiday promotional activities must be accommodated depending on the location of the premises.


F.
Relocation.Ftc  \l 3 “.
Relocation.”
  In order to maintain flexibility in its leasing program and to remodel the shopping center, the landlord will most often retain the right to relocate the tenant.  Normally, the tenant will resist this vigorously because the shape and location of the premises is integral to the tenant’s decision to locate in the shopping center.


The landlord will often attempt to satisfy the tenant’s concern by promising to relocate the tenant to “comparable premises.”  Depending on the context, that term can be ambiguous, which normally favors the tenant (not the landlord).  As a result, the landlord may attempt to define “comparable” in a way that provides the landlord with a great deal of flexibility, which would be unacceptable to the tenant.


The tenant would normally attempt to revise the lease to include several necessary, but not sufficient conditions that must be satisfied in order to meet the “comparability” test.  For example, the tenant might limit the places in the shopping center to which it might relocate, the tenant might require a specific length of storefront, the tenant might insist on a particular configuration and area, the tenant might limit the times during the year during which it would relocate.  Finally, the tenant would insist upon rent at the same level as that paid for the existing premises.  The tenant might also argue that it should be entitled to the same “per square foot” rental rate stated in the lease for the new premises even if it is larger than the existing premises).  In any event, the tenant would require the landlord to satisfy all costs of relocation, including renting costs, new stationary costs, new advertisements, telephone directories and the like.  In connection with the landlord’s reimbursement of the tenant for its improvements in the original premises, the landlord would normally offer to reimburse the tenant for the unamortized balance of the original cost of those improvements.  The tenant, on the other hand, would not have incurred these improvement costs a second time absent relocation; as a result, the tenant will normally seek full reimbursement for the full costs of new improvements (if it is in a particularly strong negotiating position).


Finally, the mechanics of relocation can be very important depending on use.  Normally, a tenant prefers to relocate after its business has closed for the day (or on weekends if it is not open on the weekends).  The costs of relocating are often significant and the tenant should be careful to impose that liability on the landlord.  Also, the tenant should require the landlord to provide sufficient notice of relocation so the tenant will be able to plan effectively and efficiently for the relocation.  See Part H for more details.

G.
Expansion Space.Gtc  \l 3 “.
Expansion Space.”
  If the tenant’s long-term business plan envisions expansion, the tenant may wish to negotiate a right of first refusal for adjacent or different premises and/or space pockets.


Although each right of first refusal is undoubtedly hand-tailored, certain themes reoccur in the negotiations.  First, the space to which the right applies should be identified with precision.  Similarly, the lease should distinguish whether the right applies to all of that space or offers that the landlord may receive for portions thereof.  Second, the right of first refusal should identify clearly the amount of notice to which the tenant is entitled and the length of period during which the tenant may consider the offer and respond to the landlord.  Care should be taken to distinguish between business days and calendar days.  Also, many leases now employ a provision which specifies when notice will be effective, e.g., three days after mailing, when deposited in the mail, or when actually received.  Fourth, since an offer to lease may include economic concessions to the proposed tenant that may not benefit or apply to the existing tenant (as holder of the right of first refusal), the lease should allow reasonable adjustment for those concessions (as well as for consideration flowing to the landlord that is not monetary.)


Although the use of “space pockets” is more common in the nonretail environment, that concept is used in the retail context when a space is too large for the existing tenant and the space for which the tenant has no current need is not desirable for another tenant (e.g., the back of a store).  Typically, space pockets provide for (a) abatement of rental until the space is used in any way by the tenant, or (b) a reduction of rental while the space is used in some incidental fashion (e.g., storage) until the space is used for the primary use (e.g., retail sale floor).  It follows that (1) the various “uses” should be defined with some precision, and (2) if the lease provides for complete abatement until use by the tenant, the lease should clarify what “use” means in that particular context.  Sometimes, these definitional problems concerning “use” of the space pocket are avoided by granting the tenant the right to use the space pocket without charge until a particular date and, at that time, the lease rate recited in the lease applies regardless of use.


H.
Trade Name.Htc  \l 3 “.
Trade Name.”
  It is important to attempt to retain as much flexibility concerning the “trade name” as possible.  For example, most landlord forms require the tenant to conduct business only under one stated trade name.  For a variety of reasons, including important marketing and merchandising reasons, the tenant may wish to change its trade name.  Unless the tenant has the right to do so, the landlord may use a request to change a trade name as an opportunity to renegotiate the economics of a lease.  In any event, a landlords objection to a trade name change may present a formidable obstacle to achievement of an important business goal of the tenant.  It is also important to analyze whether a trade name covenant has been (a) expressly included in the lease, or (b) implied into the lease.  In the latter case, some landlords take the position that a use clause that refers to a trade name (e.g., “Tenant shall use the Premises for a Tom’s Coffee Shop”), the tenant is impliedly required to operate under the stated trade name.  The tenant may have only intended to include the trade name as a way of identifying the type of use.  Normally, this is an ambiguity that the parties will want to avoid.

I.
Merchandising.Itc  \l 3 “.
Merchandising.”
  Some landlords attempt to regulate the way in which a tenant merchandises or markets its products.  Provisions prohibiting “double ticketing” are an obvious example.  It is important to consult appropriate persons within the tenant organization to determine whether such provisions will unduly restrict the present and future operations of the tenant.


J.
Signage.Jtc  \l 3 “.
Signage.”
  Most tenants admit that some restriction on exterior signs is necessary in order to maintain an appropriate image and appearance for development.  Many leases, however, take this concern a step further by attempting to regulate interior signs, including (in some case) all interior signs visible from the exterior of the premises.  This presents a host of concerns:  undue interference with the tenants legitimate business plans and increased costs and delay in attempting to obtain landlord approval for numerous and varied interior signs.  National and regional chains require landlords to accommodate their trade dress as it evolves over time.  See Part A.II.A.2
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EXTRA CHARGES”


Over the past several years, I have had the opportunity to participate in transactions involving hundreds of retail leases in major U.S. markets, including the Pacific Northwest, California, the Southwest, the Midwest, the Atlantic States, and the Southeast.  In those negotiations, I have represented retail tenants ranging from single-store businesses to chains comprised of several hundred stores, as well as landlords, developers, purchasers and sellers.  Those negotiating sessions strongly indicate that “extra charges” (monetary obligations paid by the tenant in addition to minimum rental and percentage rental) have emerged as one of the most debated, negotiated and analyzed topics of retail leasing.  In this section, I will share my perspective on those negotiations.


A.
Extra Charges - Who Cares and Why?Atc  \l 3 “.
Extra Charges - Who Cares and Why?”


Unsurprisingly, a profit maximizing landlord desires to pass on to the tenant as much as possible of the expenses that the owner will incur with respect to the premises and the related real property.  Although market pressures impose limitations on the fulfillment of that desire, a well-drafted, triple-net lease will at least attempt to provide the landlord with a reliable stream of income that is not significantly reduced by expenses that the landlord cannot pass on to the tenant.  The reliability of that income stream is important not only to the landlord, but also to the landlord’s lender, which evaluates both the level and reliability of an income stream when lending against it.


By contrast, the tenant desires reasonably predictable rent levels and prefers to minimize extra charges in order to limit its “effective rental.”  In addition to the tenant’s attempt to avoid or limit its liability for extra charges, it may also wish to confirm that (a) the extra charges are reduced by reimbursements (e.g., insurance proceeds), and (b) the tenant is not charged twice for the same expense.  Tenants also attempt to “cap” the percentage increase of certain prorated charges and frequently propose extensive exclusions, especially exclusions to “operating expenses” (described below).  See note 9 below.


This divergence in interests produces lively negotiations.  The tenor, complexity, and length of these negotiations have rapidly increased over the last several years as the type and amounts of these extra charges have increased significantly.


B.
What Are “Extra Charges”?Btc  \l 3 “.
What Are \”Extra Charges\”?”


As noted above, the term “extra charges” includes any amount paid to (or for the benefit of) the landlord by the tenant in addition to minimum rental and percentage rental.  The classic triple-net lease requires the tenant to absorb three types of extra costs:  (1) common area costs (classically known as “common area maintenance” or “CAM”); (2) taxes; and (3) insurance.  Over the last several years, those three categories have been merged into a new category called “operating expenses,” which includes a variety of other charges as well.



1.
Operating Expenses.1tc  \l 4 “.
Operating Expenses.”
  This new and wider category of costs commonly includes the following:




a.
Operational Services.atc  \l 5 “.
Operational Services.”
  This category includes items such as janitorial services, snow removal, garbage collection, traffic control, music and other sound and video systems, window washing.




b.
Maintenance and Repair.btc  \l 5 “.
Maintenance and Repair.”
  This can include both relatively small or routine items (e.g., painting, restripping of pavement and routine maintenance of mechanical systems) as well as major capital assets (e.g., replacement of or significant repairs to the roof or pavements).  This category may also include acquisition of new capital assets, such as those that are required by governmental agencies or purchased in order to conserve energy.




c.
Taxes.ctc  \l 5 “.
Taxes.”
  This category may include real estate taxes, assessments and other charges imposed by governmental agencies with respect to the property, plus taxes on personal property owned by the landlord on the site.




d.
Insurance.dtc  \l 5 “.
Insurance.”
  This may include all risk, fire and extended coverage, liability, lost profits, lost rental, boiler and machinery, plate glass, fidelity, errors and omissions, and other costs of insuring the improvements on the real property, and the landlord’s related operation, plus deductibles incurred by landlord.




e.
Management Related Services.etc  \l 5 “.
Management Related Services.”
  This includes salaries for a host of persons by the landlord to operate the property, together with benefits, the costs of hiring independent contractors, additional administrative fees and supplies.




f.
Other Items.ftc  \l 5 “.
Other Items.”
  This miscellaneous section includes increases in ground rent, reserves for depreciation of capital assets, architectural fees, other professional fees for appraisers, interior decoration, promotional decorations.  Depending on the type, size and location of the property, utilities for common areas and the tenant’s premises may also be included.
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Construction Costs.”
  In addition to these “operating expenses,” tenants are often required to pay other amounts to the landlord.  For example, the lease may further impose initial construction charges, e.g., reimbursement to the landlord for architectural fees incurred by the landlord in reviewing the tenant’s plans, barricade fees, fees for electrical and other utility support during the tenant’s construction period, and construction “charge backs.”



3.
Promotional Costs.3tc  \l 4 “.
Promotional Costs.”
  Also, retail leases often require the tenant to incur advertising or promotional costs, which are payable to the landlord or third parties.  For example, most retail leases for shopping centers allow the landlord to form a merchant’s association to which the tenant must pay dues.  Most tenants attempt to identify the initial level of those dues and set reasonable limitations on subsequent increases.  In addition, tenants are often asked to participate in joint advertising.  The classic “black and white quarter-page tabloid ads” have been replaced in many markets by much more sophisticated and expensive advertisements.  Not only have the costs per advertisement increased, but the number of required advertisements per year have also increased.  Increasingly, the landlords are abandoning joint advertisements in favor of landlord-administered funds (in addition to the merchant’s association fund).  Finally, many retail leases require the tenant to expend a given percentage of gross sales on advertising (sometimes in addition to dues payable to the merchant’s association, the costs of participating in jointly sponsored advertising, or contributions to the advertising fund).  These changes have dramatically increased promotional and advertising costs payable under the lease.



4.
Indirectly Imposed Costs.4tc  \l 4 “.
Indirectly Imposed Costs.”
  Besides the above mentioned items, which are often paid to the landlord or an association initiated by the landlord, other provisions in the lease also require the tenant to expend funds with respect to the lease premises.  For example, most leases require the tenant to insure its improvements, trade fixtures and merchandise and to provide adequate liability insurance.  The cost of complying with those provisions has soared over recent years as insurance premiums have increased and landlords (largely with good reason) have required higher levels of insurance coverage.


C.seq level2 \h \r0 
Predicting and Identifying the Level of “Extra Charges”Ctc  \l 3 “.seq level2 \h \r0 
Predicting and Identifying the Level of \”Extra Charges\””


The tenant and the landlord both have interests in predicting the aggregate level of extra charges with reasonable certainty.  For the tenant, this is crucial because it must plan for these costs in order to determine whether the lease will provide a profitable retail opportunity.  By contrast, if these extra charges dramatically exceed the landlord’s estimates, its reputation and market position can suffer substantially.


Although the landlord and the tenant share this mutuality of interest, their ability to make precise and reliable predictions is often limited.  For example, neither can predict increases in relative prices or the general price level (inflation) over the term of the lease.  Further, some kinds of expenses are difficult to predict because they vary dramatically from year to year, e.g., snow removal.  Other extra charges may be easier to predict, but are incurred only once every several years, e.g., major capital investments such as a roof replacement or repaving.  (If those capital costs are incurred and passed on to the tenant all in one year, the increase in extra charges will be significant.  These large capital replacements and repairs can be spread over time if the landlord (a) collects reserves for those items, or (b) incurs those expenses and depreciates the capital cost over a reasonable period of time.  A tenant will often attempt to exclude large capital expenses from its obligations under the lease.)


Despite these and other limitations on the parties’ ability to predict extra charges with precision, adequate consideration of available data can provide reasonably useful estimates.  With startling frequency, however, tenants are often surprised by the actual level of extra charges that they incur because they asked the wrong question at the outset of the lease negotiations.  For the reasons described above, the tenant who asks “What is the level of CAM, taxes and insurance?” will probably receive a very different answer than a tenant who asks “What are the additional or extra charges payable by the tenant under the lease?”


D.
Effect of Increases in Extra Charges on Retail LeasesDtc  \l 3 “.
Effect of Increases in Extra Charges on Retail Leases”


In addition to the motivation of the parties (described above), certain changes in the marketplace explain, at least in good measure, the dramatic increase in “extra charges” payable under retail leases over the last several years.


These circumstances impact the structure and negotiation of retail leases in several ways.  First, landlords now propose much broader definitions of additional charges.  In this way, the lease will accommodate an effective “pass through” of charges, especially charges which are presently unforeseeable or difficult to predict.


Second, in order to remain competitive, landlords are retaining more flexibility with respect to marketing and promotional activities; this approach should allow the landlord to adapt to changes in the marketplace.  (Some more aggressive landlords are attempting to place mall promotional activities within the category of “operating expenses” that are passed on to the tenants on a pro rata basis.)


Third, as noted above, landlords are increasingly insisting on remodeling and redecorating clause in order to preserve and enhance the development’s physical condition and visual image.


Fourth, tenants are carefully reviewing leases to determine the type and level of extra charges with an eye toward limiting their liability.
  When possible, tenants are not only seeking reliable estimates from the landlord, but also a mechanism for relief in the event that the landlord’s estimates are significantly inaccurate.  For example, some tenants insist that their liability for extra charges shall not exceed 105% of the tenants estimate, at least for the first year of the lease term.


Fifth, in addition to their increased scrutiny of the matters described above (e.g., definition of “operating expenses,” remodeling and redecorating requirements, and promotional requirements) aggressive tenants are attempting to limit the increase of additional charges to a stated percentage.  They are also attempting to reduce the landlord’s mark-up on additional charges.  Many tenants now limit operating expenses (sometimes all of additional rent) to a specified amount through the end of the first full calendar or lease year.  Many tenants insist on a cap in annual increases in additional rent (or at least operating expenses).  See Part C.E.


Sixth, increasingly, tenants are insisting on a right to audit “extra charges.”  They are also insisting on the same kind of remedies that the landlord’s insist upon when the tenant errors in paying percentage rent, e.g., recovery of audit fees, interest and penalties.


E.
SummaryEtc  \l 3 “.
Summary”


Quite naturally, the parties often focus on matters such as the term of the lease, the use clause, minimum rental, and percentage rental in the primary negotiating sessions.  In addition, the type and level of extra costs must be thoroughly considered by the parties well before the lease is executed in order to avoid severe disappointment with the leasing relationship.
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ADDITIONAL ITEMS”


A.
Defaults.Atc  \l 3 “.
Defaults.”


Although defaults will be covered in another presentation, I want to emphasize the danger of “cross default” provisions.  Under these provisions, a default under a Lease constitutes a default under all leases by the same landlord and/or the same managing agent.  Obviously, this provides the landlord with an enormously large “hammer” in negotiations concerning alleged defaults or other problems.  See, also Part B.C.

If the tenant agrees to an operating covenant, the tenant should attempt to provide a sole remedy for breach of that covenant, i.e., termination of the Lease without liability for future rental.  Alternatively, a tenant may which to negotiate a “anti-acceleration” provision under which the landlord is not entitled to demand payment at present value of the rental stream unless the tenant has committed a monetary default.  In the event that the tenant must agree to an applicable “acceleration” provision, the tenant should attempt to negotiate a commercially reasonable discount rate, not a hidden penalty (e.g., the Federal Reserve Discount Rate plus 1-2 percentage points).  An increase of just a few percentage points in the discount rate makes an enormous difference when calculating the present value of the rental stream.  Some tenants take the position that, if the landlord insists on an acceleration remedy, the acceleration is capped at a specific amount, e.g., 6-9 months of base rent.

Finally, particularly with respect to defaults in the last few years of a lease term, it is untenable that the tenant should, when in default, be obliged to pay all of the landlord’s leasing commissions and costs incurred in remodeling the premises for replacement tenant because those costs would have been incurred by the landlord in any event in just a few years.  At most, the landlord should be entitled to reasonable carrying costs for those expenses for the time period involved.


B.
Attornment, Subordination and Estoppel Documentation.Btc  \l 3 “.
Attornment, Subordination and Estoppel Documentation.”


Again, although this topic will be covered elsewhere in the presentation, it is important for the tenant to understand the following matters:  (a) An obligation in the lease to execute attornment and subordination documents does not, absent another agreement, obligate the tenant to agree to other amendments to the lease; (b) subordination attornment should be conditioned upon receipt of an appropriate non-disturbance provision, (c) estoppel certificates should be limited to matters directly related to the lease, i.e., term, existence of defaults, payment of rental.  The Tenant should avoid other representations.  Estoppel certificates should not include covenants.  The tenant should be very careful about estoppel certificate provisions that, in effect, amend the lease as well as environmental/hazardous substance representations.   Tenant should limit its representation to what the signatory actually knows when the document is signed.


C.
Financial Statements.Ctc  \l 3 “.
Financial Statements.”


Increasingly, landlords have sought to require detailed financial reporting (not just gross sales reporting) from tenants.  Many tenants feel that this requirement is both intrusive, unnecessary, and costly (especially if audited financial statements are required).

PART B:  CURRENT TRENDS IN RETAIL LEASINGtc  \l 1 “PART B:  CURRENT TRENDS IN RETAIL LEASING”
Periodically, I catalog issues that have increased in prominence in retail leasing negotiations.  This year I have identified the following topics.

A. Lease Provisions That Limit A Tenant’s Store-Level Operations. tc  \l 2 “A.
Lease Provisions That Limit A Tenant’s Store-Level Operations”
Particularly in large developments, landlords have developed an increasingly long and potentially burdensome set of restrictions on the tenant’s store-level operations.  More recently, these restrictions have been incorporated into lease forms for small developments, even single location transactions.

Unfortunately, these restrictions are usually not collected in any one place in the lease.  A collection from various parts of the lease is provided below.  Normally, it is prudent to limit or delete these provisions.  If they are taken seriously, they could interrupt the tenant’s operations.  Frequently, however, landlords do not monitor these matters closely because the cost of doing so would not justify the anticipated benefits, if any.  Landlords do, however, rely on these provisions when they need to generate bargaining strength about other issues.  For example, if the landlord wanted to relocate a tenant and the lease included no relocation clause, the landlord might attempt to evict the tenant based on a breach of one of these operational restrictions.  (This is a considerably more serious matter if the lease does not have adequate notice and opportunities to cure alleged defaults.)  Examples include:

1.
Prohibition of “going out of business” or similar sales.

2.
Limitations on other price-based promotions.

3.
Prohibition of a “discount” image.

4.
Restrictions concerning the location of interior signage.

5.
Restrictions concerning the size, number, design and content of interior signage.

6.
Limitation on signage that is visible from the exterior (this is particularly relevant for retailers who employ a glass storefront).

7.
Obligations to keep the sales area (that is initially approved by the landlord as part of the original construction plans) fully stocked.

8.
Obligation to “fully staff” the premises.

9.
Avoidance of prohibited uses.

10.
Compliance with exclusive use rights provided for the benefit of other tenants.

11.
Compliance with the tenant’s own use clause.

12.
Obligation to participate in center-wide sales, including “moonlight” and “sidewalk” sales.

13.
Prohibited use of common areas for tenant-initiated sidewalk (or other similar) sales.

14.
Obligation to maximize sales (a thoughtful retailer maximizes profits, not sales).

15.
Required days and hours of operations with or without satisfaction of appropriate co-tenancy standards.

16.
Landlord-imposed construction requirements, approvals and procedures.

17.
Obligations to comply with various anti-discrimination laws, other applicable law, and/or employment programs (described above).

18.
Prohibition of “double price tags” (price tags that reflect both a “regular price” and a permanent “discount price”).

19.
Requirements that all or a stated percentage of the merchandise shall be offered at a specific discount (typically this applies only in “outlet,” “value” or similar developments).

B. Importing Anti‑Discrimination and Other Laws Into Leases. tc  \l 2 “B.
Importing Anti-Discrimination and Other Laws Into Leases.”
Increasingly, tenants receive lease forms from landlords that require the tenant to expressly covenant to comply with anti-discrimination laws.  Some forms actually require the tenant to abide by certain anti-discrimination standards that are considerably broader than applicable law.  Frequently, these provisions are inserted into the leases, not because of any economic or direct interest of the landlord, but because the landlord is required to include those provisions in the lease because of a “partnership” with a public or quasi‑public entity or other “participation” of such an entity in the development.

First, the retailer needs to evaluate whether the standard provided in the lease is broader than the applicable legal requirement(s).  Whether the tenant will agree to abide by a heightened standard involves a set of direct and indirect economic factors as well as other non-economic values and concerns.  Frequently, the standard is required by the landlord’s contractual relationship with the public entity or it is required by governing law, e.g., municipal ordinance
Second, after the appropriate standard is identified, the retailer should be concerned about the consequences of a breach of such a covenant.  First, it would be generally imprudent for the lease to provide a legal cause of action against the retailer that does not otherwise exist under applicable law.  For example, unless the drafting is clear and contrary, a customer or employee who alleges that the retailer violated the anti-discrimination standard might assert that it is entitled to sue the retailer as an intended beneficiary of the lease and, in such an instance, might also convince the court that it’s right to recover attorneys fees is not governed by the applicable anti-discrimination statute, but is rather governed by the “attorneys fees provision” in the lease.

Also, let us assume that the lease is part of a chain.  The discriminatory conduct of an individual store manager merits an appropriate response, however, that response should not extend to termination of the lease.  That result would be disastrous in several respects.  For example, the retailer would have to immediately write-off its investment in the property, the retailer’s strategy for the subject market would be materially interrupted and adversely affected, various “image” problems would also result because a store closure under such circumstances would probably receive more notoriety than resolution of a private dispute with a single employee or customer, and all sorts of internal company plans (merchandising, HR, promotions, financial) would be adversely affected.  Retailers can substantially avoid (or at least materially decrease) the probability of these onerous results.  In addition to drafting the lease to avoid the creation of a lease-based, anti-discrimination private cause of action (described above), the retailer can insist that no breach of the covenant will be deemed to have occurred until a court of competent jurisdiction has entered a final judgment (including exhaustion of appeals).  If, within some cure period (e.g., 10-20 days) after such final judgment, if the specific conduct that has been deemed to be discriminatory by the court is ceased, no default under the lease shall be deemed to have occurred.  In effect, if the court determines that certain conduct was discriminatory, the retailer will have 10-20 days to cease that conduct.  If it does so cease that conduct, no remedy will be afforded to the landlord or any other person or entity pursuant to the lease.

When participating in these negotiations, it is useful to think of two stereotypic examples:  a single instance of discrimination or a company policy that is later determined to be discriminatory.  The latter example, e.g., a practice or policy that is subsequently determined by a court to be discriminatory, can be effectively ceased (for lease compliance purposes) by a formal change in the company’s policies and procedures.  In the instance in which a particular employee, e.g., a regional manager or a store manager, is found to have conducted illegal discrimination, the discriminatory conduct can be “ceased” more rapidly by terminating the employee, changing the employee’s responsibilities and the like.  For this purpose, we are not focusing on what a governmental anti-discrimination agency would require, what a court might impose based on an anti-discrimination statute, or what a plaintiff might require as part of a settlement.  We are focusing only on what response will avoid a default under a lease as a purely contractual matter.  (Those other issues are most effectively addressed through the human resource process, not in the leasing context.)

On a related note, some public/private partnerships that engage in real estate development require the tenants of the development to provide special job posting and preferential hiring for residents of a specific community.  If a landlord has little flexibility on this issue, real estate professionals need to have human resource and operations specialists within the company evaluate the program substantially in advance of the lease execution.  Given the importance of this issue, it is something that the landlord should disclose early on in the negotiations (e.g., prior to the time a formal lease is generated).  Unfortunately, because the landlords perceive that they have relatively little to gain from this provision in the lease, it is typically buried in the miscellaneous section and is not detected until the tenant reviews the lease in detail.  Landlords usually have some flexibility in negotiating the procedures or standards applicable to the tenant’s compliance with these preferential hiring programs.

C. What Happens When Your Rent Is Accelerated? tc  \l 2 “C.
What Happens When Your Rent Is Accelerated?”
Many landlord forms now provide for “rent acceleration” in the event of a default by the tenant.  Under these provisions, the landlord is allowed to collect the present value of the rental stream.  A version of this remedy is available by statute under California.  (Even with respect to leases in California, however, prominent retailers vary by contract the procedural and material economic provisions of the remedy).  This remedy is not generally available as a matter of law elsewhere.  It is nonetheless enforceable if it is agreed upon in writing in the lease.  Most retailers would rather limit the landlord to remedies available under applicable law in order to avoid the availability of this harsh remedy.

Under the law of most states, without a contractual acceleration right, the landlord is required to collect from the tenant rent under the lease (less the amount that the landlord is able to avoid through mitigation, if any) as those payments become due.  In the overwhelming majority of cases, the premises is eventually re-let; in the event that the replacement rental rate is higher than the rent under the terminated lease, there will be nothing for the landlord to collect (absent other damages) once the new tenant commences payment of rent  Often, the only rental loss is the “downtime” (the time between when the tenant closes and when the new tenant starts paying rent).

If a tenant must engage in discussions concerning an acceleration remedy, several proposals can be advanced by a retailer in order to soften the harshness of this provision.  First, it is imperative that the retailer makes sure that the “net rental” (rental stated under the lease minus the fair market value), not the “gross rental” (the amount payable under the lease for the balance of the term without any offset for what the landlord should be able to obtain by re-letting the premises) is the basis for the computation.

Second, it is important that the discount and interest rates used are commercially reasonable.  Typically, the lion’s share of the damages relate to future rent payable over the term of the lease.  In such an instance, it is the discount, not the interest rate, that is most important.  Because landlords will normally choose a reasonably high interest rate, retailers often offer to agree upon a discount rate equal to or substantially close to the interest rate.  Indeed, there is good economic reason to suggest that, in a particular transaction, these two rates should not materially diverge.  A discount rate equal to or near the federal reserve rate is generally thought to be a “disguised penalty” because it is so low.

Third, some retailers refuse to agree to rent acceleration provisions except in the case of a monetary default and the absence of a good faith dispute concerning such monetary default.  (Of course, this highlights the importance of avoiding monetary “penalties” or “liquidated damages” associated with nonmonetary breaches of the lease.  In the event that a lease concludes such penalties or liquidated damages, a nonmonetary default is easily translated into a monetary default, which can trigger the acceleration remedy.)

Finally, some retailers will accept a rent acceleration (subject to the above adjustments) only if the total recoverable amount is subject to a cap.  Examples of such a cap equate to one-year minimum rent, 18 months minimum rent, 9 months total rent, 12 months total rent, etc.  The amount of the cap is a function of (a) the parties’ estimate of the “down time” (the period from when the original tenant closes for business until a substitute tenant opens for business and commences payment of rent), and (b) the differential, if any, between the rent payable under the original lease and the rent paid by the substitute tenant.  If, for example, the building originally required substantial modification for retail use and the initial tenant made those modifications at its cost, it is likely that the space can be re-let to a replacement tenant at a higher rental rate if the initial tenant terminates occupancy.  In such an instance, the cap would be relatively low, e.g., 4‑6 month’s rent, unless the “down time” is expected to be protracted.  Retailers strongly prefer these caps because it gives them additional assurances that the landlord will use better efforts to re-lease the space promptly at market rates.  It also simplifies lease termination negotiations.

Typically, the rent acceleration is not a sole remedy in the event of a tenant default, especially monetary defaults.  Consequently, if, at the time of a default, the landlord perceives that the cap on the rent acceleration formula is insufficient, it can elect to collect rent as it becomes due.  Most states allow the landlord to obtain periodic judgments without undue procedural difficulty.
D. Should Retailers Pay Percentage Rent on Internet and Catalog Sales? tc  \l 2 “D.
Should Retailers Pay Percentage Rent on Internet and Catalog Sales?”
Many retail leases contain “percentage rent” provisions.  In order to draft such a provision properly, the sales that will be used as the basis for the computations must be properly defined.  Most landlord forms, in effect, attempt to include any sales from the premises (subject to a few common exclusions).  Tenants, by contrast, usually offer another set of predictable exclusions.  Although some of these exclusions, e.g., exclusions for credit card charges, employee sales, and “nonprofit items,” are often the subject to substantial negotiations, the exclusion for “catalog and internet sales” has become more important, particularly as (a) more retailers develop and execute catalogs and e-commerce strategies and (b) “pure play” retailers move into store-base retailing.

Many landlords take the position that, if a catalogue or electronic order is placed from a store or such order is fulfilled at a store, percentage rent is payable with respect to that sale.  Retailers, by contrast, will want to exclude those sales.  Historically, if a customer used a store phone to place an order for an item that was mailed to the customer’s home, there was general agreement (or at least tacit acknowledgement) that such a sale would not be included for percentage rent purposes.  (Because such sales were so infrequent, the issue was also considered somewhat negligible.)  Conceptually, however, retailers maintain that such a sale has an insufficient nexus with the leased premises to justify inclusion of the sale in the “sales” definition (often referred to as “gross sales” or “net sales”).  As catalog sales became more frequent, the stakes rose and positions hardened concerning these issues.  These same issues emerge with respect to internet sales, particularly when stores include computer terminals that provide easy access to the retailer’s website (and it is likely that this will be increasingly common).

For example, opinions diverge when there is a “dedicated phone” for such purposes in the store.  From a retailer’s point of view, however, the location of the phone used to place the order is irrelevant.  The order is processed completely by the catalog division, not the store.  As another example, if the same customer asks the catalogue division to send the merchandise to the store for “pickup” by the customer, landlords frequently maintain that the sale is includable for percentage rent purposes.  By contrast, retailers would argue that the sale is not included because it is essentially no different than a customer specifying an address other than the customer’s residence.

In addition, store-based sales are often substantially different in kind and/or cost than catalogue or internet sales.  For example, the product mix at the store level may be quite different than the catalog or e-commerce product mix.  Consequently, even if a customer may order something from a store through a website or catalogue, it may not be available through the stores.  This suggests that the Landlord position that catalog or similar sales somehow “circumvent” the percentage rent provision is often specious.  Moreover, there are costs associated with catalog or similar sales that do not exist in the store-based environment, e.g., shipping and return charges.  It is financially burdensome and inappropriate to burden those sales with percentage rent.

In addition to the “conceptual” arguments concerning these issues, there also exists practical problems.  For example, if the only nexus with the leased premises and the sale is that the customer used a store phone or computer to place the order, it is very unlikely that this information would be captured and analyzed systematically (for computers, this is probably less problematic).  Although it is possible to create systems so that such sales can be precisely allocated back to a specific store phone or computer, those systems are expensive.

For all of these reasons, most retailers have stridently insisted on the “internet and catalog” exclusion.  If this cannot be obtained, it may well be that the landlord’s victory will be hollow, e.g., the retailer will simply fail to create systems to track this information, leaving it to the landlord to prove the sales, which will be both expensive and questionable.  Alternatively, the retailer could decline to offer these kinds of services at a particular premises, which will adversely affect both tenant and landlord.  Some retailers will undoubtedly instruct customers that the service cannot be made available economically as a result of demands made by the landlord, which may well develop into substantial PR challenges for the landlord.

Several e-commerce divisions have not emerged profitably or have failed to sustain profitability.  Consequently, some retailers have hardened their position on these issues.  By contrast, some landlords have tacitly admitted that alleged “lost percentage rent” or (at least) the lost opportunity for percentage rent on these sales is relatively insignificant.  This is especially true with respect to leases that were negotiated over the last few years in “hot” real estate markets – in such instances, many retailers will not hit the breakeven point for payment of percentage rent under those leases for quite some time (if at all).  Some landlords, especially some REITS, insist that this issue must still be pushed hard in negotiations in response to market pressure for improved financial performance of the developments.  The relevance of this argument turns, of course, on the size of the rental stream associated with these issues (reduced by costs of administering the issue, including percentage rent audits, which are more expensive with respect to these non-store sales).

Relatively few catalog or internet sales involve delivery of the product to the store.  Thus far, the amount of catalog and internet transactions initiated from the store are also small compare to total in-store sales.  Although some landlords initially focused on these issues, more recently, some landlords have focused on a different, but related issue, i.e., accounting for returns made at the store of products purchased through a non-store channel.  For example, if a customer buys $100 of clothing through the retailer’s e-commerce or catalog division and the retailer allows the customer to return the product at the store for a credit or refund, the credit or refund is typically treated as a deduction from the store’s gross sales for purposes of computer percentage rent.  Conceptually, this is not different than a customer returning an item that was purchased at another store.  Consequently, retailers have been loath to distinguish between the two types of returns.  There are a host of merchandising, operational and other issues that inform whether the retailer will allow non-store product to be returned for a credit or cash refund at a store.  If, however, that procedure is adopted, the landlord community is concerned that its percentage rent is being decreased by returns that are not associated with the store or even the retailer’s entire store channel.  Generally, although this issue was touted initially as a “big ticket” issue, experience thus far suggests that it is comparatively small.  Consequently, intense negotiations over this issue are expected to subside somewhat.

E. Controlling Additional Rent:  A Return to “Gross Leases”? tc  \l 2 “E.
Controlling Additional Rent:  A Return to ‘Gross Leases’?”
For the past 20 years, a host of issues have arisen concerning “additional rent,” especially prorated taxes, insurance, and operating expenses.  (As we have discussed on prior panels, the traditional “common area maintenance” has transformed itself into the “operating expense” definition, which is frequently over broad.)  Particularly as these charges have expanded both in type and amount (the increase often far exceeding the increases in the general price level), tenants have negotiated a variety of control features, including audit rights, exclusions, limitations and annual “caps.”

Some landlords (although a distinct and small minority) have traditionally billed these matters as a flat fee, which is subject to a predetermined formulaic annual adjustment.  Sometimes the annual adjustment is a stated percentage; in other leases, it is the greater (or lesser) of (a) a stated percentage or (b) the change in a particular CPI index (depending on the relative bargaining strength of the parties, the portion of the formula based on a CPI index may actually be a specified CPI index plus (or minus) 1-2 percentage points).  This formula, which is similar to, but not the same as a gross lease, seems to be gaining momentum again.  This concept differs from a “base year” arrangement in that the amount of additional charges is stated separately from the minimum rent and the increases are not necessarily tied to increases in the operating expenses.  It is, however, valuable to both the landlord and the tenant in that the charges are much more predictable over the term of the lease, which is very important for budgeting and other exercises.

When negotiating with landlords concerning this form of additional rent, some retailers insist on some backup for the amount of the charge for the lease year.  Others simply compare the number on a per square foot basis to actual charges at similar developments.

When the tenant is liable for a prorata share of operating expenses, it will undoubtedly attempt to negotiate annual caps.  If, for example, operating expenses cannot increase by more than 4% over the prior year on a noncumulative basis, the significance of audit procedures and exclusions to operating expenses recede significantly.  (If the cap is cumulative, this same conclusion is doubtful.  For example, if the tenant negotiates a five percent cumulative cap and operating expenses increase even by 125% or 150% of the CPI for a few years, the annual “cumulative” cap could grow to be as large as 9%!  A 9% cap is much less useful for budgeting and other purposes and undoubtedly requires more controls, e.g., audit rights and exclusions to operating expenses.)

When negotiations focus on exclusions to operating expenses, most retailers propose a litany of somewhat predictable exclusions.  One of the most hotly contested exclusions relates to the treatment of costs incurred by the landlord to comply with applicable laws, including environmental laws.  With respect to this and other categories, some tenant proposals contain limitations or caps applicable to that particular category.  For example, a retailer may propose that these legal compliance costs or environmental response costs will not exceed $1 per square foot over the term of the lease and, in event such costs are incurred, they will be spread over a minimum number of years and/or the annual charge will not exceed 50¢ psf.  Alternatively, operating costs of a particular kind can be made subject to percentage caps (e.g., increases for a particular category from the prior year may not exceed 4% regardless of the existence or nonexistence of caps applicable to other operating expense categories).

F. Early Termination Provision – A Renewal of Interest. tc  \l 2 “F.
Early Termination Provision – A Renewal of Interest.”
Regardless of general economic conditions, it is prudent for retailers to include early termination rights in most retail leases.  As the economy has cooled, however, a renewed emphasis on early termination rights has emerged.  Under this kind of provision, the tenant is allowed to terminate the lease unilaterally after a stated period of operation.  Generally, a 3-year period is thought to be most effective.  Absent very unusual circumstances, a store that does not mature to profitability in 3 years is unlikely to emerge profitably thereafter.

When the tenant has considerable bargaining strength, the termination right may be exercised at any time after a minimum period of operations.  This “continuing termination right” is very valuable, but difficult to obtain.  Particularly from a loan underwriting perspective, a lease with this kind of termination right would be viewed as a short-term leasehold arrangement.  When such a continuing termination right is agreed upon, the landlord may insist that it is exercisable no more frequently than annually and/or only during a particular window(s) (e.g., during the first 60 days of a calendar year).

Sometimes, the early termination right can be exercised only if the tenant’s annual sales do not exceed a negotiated level in one or more lease years or calendar years.  When the retailer selects this sales level, it usually bases the calculation on its minimum profitability standard.

Increasingly, landlords request a similar termination right, i.e., right to terminate the lease if the tenant’s sales do not achieve a specified level within a negotiated time frame.  Similarly, some landlords request a right to terminate the lease in the event that the tenant does not pay percentage rent (in excess of minimum rent) by a particular date or during more than a stated number of lease years.  Tenants generally resist these early termination rights exercisable by landlords because it puts the tenant in the position of closing a store (and incurring an immediate write-off of its unamortized tenant improvement costs) under circumstances in which the tenant would not otherwise elect to do so (or at a time earlier than when the tenant would elect to do so).  The right of the landlord to unilaterally terminate the lease could also upset the tenant’s merchandising, HR, budgeting/forecasting and other plans.

As a compromise, some leases include a mutual termination right, but the threshold for exercise of the right is different for the landlord and the tenant.  For example, if the store was budgeted to gross $2 million in sales, the tenant might have the right to terminate if sales do not achieve $1,500,000 and the landlord would have the right to terminate if sales did not achieve $1 million.  If the landlord threshold was higher than the tenant threshold, there would be significant risk that the landlord could terminate the lease at a time when the tenant would prefer to continue operations, particularly if the circumstances contributing to the low sales level are perceived to be temporary and/or solvable.

Early termination rights frequently include a termination fee payable by the tenant.  Sometimes, this fee equates to unamortized costs incurred by the landlord in connection with the lease, e.g., tenant allowances, lease commissions and other costs.  Sometimes this amount also includes an approximation of “down time” between when the initial tenant closes and when a new tenant would commence operations and payment of rent.  (To some extent, this “down time” component can be reduced by requiring the tenant to provide considerable notice.  For example, even if the termination right is exercisable between January 1 and February 28, the effective termination date would be six months from the date of the notice, e.g., some time in June or July.)

If, as is typically the case, the early termination right is exercisable only during a relatively short period of time and only once during the lease term, the lease will need to incorporate other exit strategies.
G. Lease-Based Challenges to New Trade Names. tc  \l 2 “G.
Lease-Based Challenges to New Trade Names.”
Most new landlord form leases contain severe restrictions on the ability of the tenant to change a tradename.  For retailers, this creates a number of difficulties.  First, it may prevent the chain from developing new trade names and concepts.  (These changes can take the form of a new trade name for the entire chain, a new trade name for a particular market, or a new trade name for a different concept.)  At a minimum, the abilities of landlords to approve, disapprove or condition a new trade name, will make a development of a new trade name cumbersome and expensive.  It will also make it much more difficult to “roll out” the new trade name in accordance with a program developed by the retailer, which will balance a number of important marketing, operational and other considerations (as opposed to the individual schedules of dozens of landlords).

Second, these prohibitions can make it much more difficult to assign or sublet the lease.  A retailer may wish to assign or sublet for a variety of reasons in a variety of contexts.  For example, a retailer may desire to assign or sublet in instances in which the rental stated in the lease is below market.  Onerous trade name provisions make it more difficult for the retailer to realize upon the “lease equity.”  Even if there is not significant “lease equity,” the purchaser may be willing to reimburse the retailer for some or all of the unamortized value of the improvements; it is crucial for the retailer to maximize a return on the sale of the lease, including the improvements because the improvements will need to be written off when the store closes.  There is little doubt that this provision makes it more difficult to close under performing stores, which is (in any event) a time consuming and expensive proposition (particularly for weak locations and weak developments).

H. Hidden Construction–Related Fees. tc  \l 2 “H.
Hidden Construction-Related Fees.”
Particularly as owners, including investors, scrutinize operations of landlords for profitability, various segments of the landlord organization are under pressure to become “profit centers.”  Although this kind of pressure undoubtedly predates public ownership of shopping centers, there exists little doubt that it has increased recently, particularly in connection with public ownership of retail developments.  Although this “profitability push” is manifest in several ways, one important manifestation relates to charges that are not part of the “upfront” negotiations.  These charges include fees to review signage, construction and other signage plans, fees to inspect the tenant’s premises, fees to inspect mechanical and other systems within the premises, reimbursements to the landlord for electrical, mechanical, even structural portions of the building (e.g., slabs).  In this regard, tenant representatives need to be especially vigilant in reviewing leases, particularly the now voluminous lease exhibits.

As a drafting tip, it is wise to include a provision in the lease that states, in effect, that the tenant shall not be obligated to pay any construction-related fees or charges (including so-called “initial occupancy charges”) and that this provision supercedes any other contrary provision of the lease.

I. Rethinking Use Clauses. tc  \l 2 “I.
Rethinking Use Clauses.”
Retail tenants need to give particular focus to use clauses.  The clause needs to be broad enough to accommodate both core products as well as incidental items that vary dramatically over time.  Few retailers can predict how their concept will evolve over five years, much less a ten-year term.  Consequently, merchandising flexibility is necessary.  Most retailers retain the right (at least for incidental items) to sell products typically sold in its other stores.  Retail tenants should re-evaluate their use clauses fairly frequently.
J. ‘Less Traditional’ Locations. tc  \l 2 “J.
‘Less Traditional’ Locations.”
Throughout the country, retailers are considering the development of new stores in locations that are less customary.  For example, there is an increasing amount of development on tribal property ( so-called “Indian Country”).  Due to the quasi-sovereign powers of Native American tribes, including taxing and other legislative and judicial authority, this creates a challenging, but potentially lucrative and successful retail development opportunity.

In addition, casinos (both on and off tribal property) are attracting retailers, especially food retailers and other specialty retail concepts.  Depending on the applicable state regulations, this may subject a retailer to onerous disclosure requirements, e.g., disclosing the detailed financial statements of its senior officers, directors and/or shareholders.

Sometimes property that is owned by a governmental entity is used for retail development.  In other instances, a governmental entity provides financing or other support for a retail development.  In exchange, the governmental entity attempts to extract compliance by retailers with a variety of anti-discrimination and other employment-related programs, including preferential hiring programs.  Colleges, universities and other educational institutions, particularly publicly-owned institutions, present similar concerns.

In addition, in the post-9/11 environment, managers of publicly owned property (and, in some cases, owners of some privately owned properties) have required compliance with new security programs.  This has been achieved by several methods.  First, new leases incorporate security programs.  Some leases even allow the owner to promulgate future, undefined security programs – a virtual “blank check” in that arena.  Other landlords have attempted to implement security programs through “Rules and Regulations” provisions in leases.  When a landlord attempts to use the “Rules and Regulations” provision to require compliance with unnecessarily onerous provisions, hopefully the tenant would, in advance, have limited the landlord’s right to promulgate new rules and regulations to “reasonable” proposals.  With respect to language in new leases, it is important to carefully review these provisions and make sure that they are limited in a reasonable fashion.

Certainly, in the post-9/11 environment, transportation facilities, such as airports and train stations, have understandably undergone significant changes.  Unfortunately, some of these changes have vastly affected the value of retail space in those developments.  For example, space that is outside of the “secured area” may be much less valuable than in the pre-9/11 environment.  This requires increased attention to tenant-proposed provisions in the lease that limit the right of the Landlord to materially change access and visibility to the subject space (or at least provide the Tenant with an effective remedy in such a case).  It also probably suggests that early termination rights, particularly at the end of 36 months of full operations, takes on increased value to the retailer in lease negotiations.

Hospitals also have developed retail locations.  Interestingly, some hospitals, especially children’s hospitals in the wake of various abuse scandals, require more extensive background checks for vendors, including retailers.  In general, so long as the type, scope and frequency of the background checks are reasonable, these kinds of programs can be accommodated by retailers without undue cost or interference with operations, including employment relationships.

PART C:  CONTEXT MATTERS:  CO-TENANCY AND RELATED ISSUEStc  \l 1 “PART C\:  CONTEXT MATTERS\:  CO-TENANCY AND RELATED ISSUES”

The importance of “co-tenancy” issues follows from the premise that the “context” of a retail operation (i.e., who and what surrounds the store) is important.  In order to address this subject adequately, it is crucial to understand (a) who are your customer(s), (b) how and when they shop, and (c) who are your principal competitors (i.e. what are their material characteristics).  Armed with this information, you can best determine the relative importance of various co-tenancy issues and meaningful ways to address material co-tenancy concerns.


In a multi-tenant environment, co-tenancy issues are often divided into those related to “major tenants” and those related to smaller tenants, sometimes referred to as “in-line” or “other retail tenants.”  For purposes of this presentation, I will describe these other tenants as “non-majors.”


A.
Major Tenantstc  \l 2 “A.
Major Tenants”.  Based on your knowledge of the applicable market, especially your customers, you can determine whether other major tenants in a multi-tenant environment are important or necessary for the successful conduct of your business.  For example, other major tenants may provide a draw to the development (typically a shopping center), including your store.  In addition, many tenants believe that there is “synergy” between major tenants.


In order to identify major tenants about whom co-tenancy provisions should be applicable, it is material to identify the size and the location of the major tenant, as well as other material characteristics, e.g., a particular entity, a particular tradename and (at a minimum) a particular use.  Consideration should be given to the application of co-tenancy provisions to successors (assignees, purchasers and the like) and replacement or other subsequent tenants.


B.
Non-Majors.tc  \l 2 “B.
Non-Majors.”  Similar considerations inform whether you are interested in non-major tenants.  If you are, it is important to identify what characteristics of the “non-majors” about which you are concerned, e.g., size of particular tenants, mix of all the tenants, locations of the particular tenants, general occupancy level, and the like.


C.
Types of Cotenancy Provisions.tc  \l 2 “C.
Types of Cotenancy Provisions.”  Once you have identified these “co-tenancy” opportunities or concerns, you should consider in what context they become relevant.  For example, co-tenancy requirements sometimes constitute a condition to the date by which a tenant must start construction, open for business, commence payment of various forms of rental, and/or continue operations or payment of rental.  Co-tenancy provisions also provide termination rights.


For example, you may not be willing to open for business unless another particular (or any) major tenant and/or other tenants occupying a stated percentage of the gross leasable area of a shopping center are open for business.  (In other circumstances, you may be willing to open before others are open, but you would not be willing to pay full rent until specific co-tenancy provisions are satisfied.)  In some circumstances, you would not elect to even begin construction until co-tenancy provisions are satisfied (or, at a minimum, a certain number of fully executed leases have been submitted for your review).  In the event that certain co-tenancy requirements are not satisfied during the term of the lease, you may wish to reduce various forms of rent or terminate the lease.  In some situations, your remedies may be related to or conditioned upon satisfaction of certain tests concerning the total amount, reduction in, or increase of sales.  In more sophisticated instruments, the landlord may have the right to nullify termination options (and sometimes other co-tenancy remedies) by curing the co-tenancy deficiency, performing other obligations, or electing to terminate and/or assign the lease.


When addressing how a co-tenancy violation may be “cured,” it is important to define precisely what “cure” means.  It is also necessary to determine the period of time before which the tenant’s remedy (e.g., rent reduction) is applicable (and, in some instance, a second period of time before which a second remedy, e.g., termination, is applicable).  Notice provisions are important and should be stated with both precision and clarity.


When various co-tenancy remedies become available, these remedies are sometimes conditioned upon payment of money, particularly when substantial tenant allowances have been provided or when termination might cause other significant damages.


In the event that a tenant agrees to “continuous operations” covenant, it often conditions that covenant on a solid co-tenancy provision.  Even if co-tenancy standards are satisfied, however, the continuous occupancy clause (particularly such a clause that includes an onerous penalty) provides significant risk to a retailer.  Effective ways of dealing with this issue (other than outright removal) include:  reduction in the amount of the penalty, an extension of the period of time before which a penalty accrues, limiting the landlord’s right in the event of closure to a termination of the lease without the right to collect future rental, removal of the landlord’s right to accelerate rental and other adjustments to landlord-oriented default provisions, e.g., limiting the discount rate to a commercially-reasonable rate.


D.
Related Issues.tc  \l 2 “D.
Related Issues.”  Unfortunately, sometimes lease negotiations focus on co-tenancy issues when a related, but not identical issue, was the real concern.  For example, a retailer may be more interested in who will not be in the development than who is in the development.  The most obvious concerns in this category are “objectionable use” tenants (e.g., pornography shops) and competitors.  Restrictions on competitors (“Exclusives”) are dealt with in detail in Part C.


On the other hand, there may be other tenants, including major tenants, that do not want you.  It is very important to know early in the negotiations whether it is anticipated that your property will be subject to certain use restrictions, including exclusives for the benefit of or consents by some other entity.


E.
Anti-Cotenancy.tc  \l 2 “E.
Anti-Cotenancy.”  There exists a group of issues that could be described as “anti-cotenancy” concerns.  These matters flow from ordinary concerns about access, visibility, effective signage, adequate parking and reasonable limitations on your competitors.  For example, you may wish to negotiate “no-build zones” in order to preserve access visibility to your premises, including signage.  Particularly in large developments, including developments that have substantial outside and inside common areas, kiosks, pad tenants and other similar operations might be subject to a “no-build zone” that is negotiated at the outset of the lease negotiations.  A “no-build” will also have the effect of insulating you from competitors, particularly competitors that have a narrow use forming a subset of your use.


Similarly, it is important to understand what exists or may exist on adjacent parcels, particularly if the landlord owns or controls the adjacent parcels.  Construction and use of adjacent parcels may have enormous negative or positive impacts on your business, including access, visibility, parking, competition and “draw.”


F.
Completion Issues.tc  \l 2 “F.
Completion Issues.”  The “context” of your business may not be related solely to who operates or cannot operate in the development (or property adjacent to the development), but may relate in material ways to completion of the development, including common areas, and completion of off-site work, including signage and access (e.g., new roads and traffic lights).


G.
Other Issues.tc  \l 2 “G.
Other Issues.”  When considering the above-described issues, it is important to analyze them in connection with other important issues, including radius restrictions, limitations on the use of your premises, limitations on the use of other premises, and operational restrictions, if any, contained in the lease.  These issues are addressed in Part C.

PART D:  EXCLUSIVE USE PROVISIONS:  A RETAILER’S PERSPECTIVE. tc  \l 1 “PART D:  EXCLUSIVE USE PROVISIONS:  A RETAILER’S PERSPECTIVE”
In the retail leasing context, an “exclusive” refers to a provision under which the tenant is provided some type of assurance that its business will be the only instance of a specifically described use in the subject development (except for specifically negotiated exceptions).  These “exclusives” come in a variety of forms.

A.
What Type of Obligation Does the Landlord Undertake?tc  \l 2 “A.
What Type of Obligation Does the Landlord Undertake?”  Some landlords merely promise not to enter into a future lease with a competitor of the tenant (we will discuss how “competitor” is defined below).  This is a weak covenant.  For example, the landlord is not promising to enforce existing use restrictions for the benefit of the tenant.  By contrast, some landlords offer more, i.e., they promise not to lease to a competitor and couple that promise with an obligation to enforce use restrictions in the Landlord’s other leases.  Still other landlords promise that they will not allow other portions of the development to be used for a “competing use” – this is a much more reliable arrangement from the retailer’s perspective.

Sometimes the landlord conditions its promise.  For example, a landlord will agree that it will perform the “exclusive” covenant only if tenant is not in default.  This is, of course, an inappropriately broad position.  If, for example, the tenant did not have its HVAC systems appropriately balanced (although the lease requires such balance), there is no logical connection between that default under the lease and the landlord’s breach of the exclusive.  If, however, the tenant fails to use the premises for the use to which the exclusive applies, the landlord’s position is at least plausible.  In such an instance, however, the tenant may too easily hurt itself.  For example, assume that the tenant closes and is attempting to re-lease the space.  It is quite probable that a similar use tenant is not only required by the lease but may, as a practical matter, be the most likely assignee.  While the space is vacant and the re-leasing efforts are under way, the exclusive may be lost if the failure to operate is a default under the lease.  That may make the location considerably less valuable to the assignee or sublessee.

B.
What Kind of Competition is Prohibited? tc  \l 2 “B.
What Kind of Competition is Prohibited?”  As noted above, it is necessary to determine what kind of “competition” is restricted by the exclusive use provision.  Sometimes the “protected use” is defined by reference to a specified product(s).  In other instances, a “type of business” test is employed.  Either can be appropriate.  The key is to provide a definition that is meaningful to the tenant.

C.
What Are Appropriate or Common Exceptions? tc  \l 2 “C.
What Are Appropriate or Common Exceptions?”  Exclusive use provisions are subject to several kinds of exceptions.  Sometimes an “incidental” use is permitted to other tenants.  For example, another tenant may be entitled to conduct business that would otherwise violate the exclusive use provision so long as the sales do not exceed a specified amount during some period of time (e.g., month, year, etc.) or the floor space devoted to such use does not exceed a specific area.  (Sometimes, these exceptions are stated in terms of percentage of floor space and percentage of sales.  This is quite dangerous if space in the development could be leased to a “large box” retailer; in such an instance, the space and sales limitation may have no practical significance).  If the exception is defined in terms of a maximum amount of floor area, the test will be quite administrable because no reporting and very little investigation is necessary in order to establish a breach.  Sales-based tests require reporting and are, consequently, more difficult to administer.

Sometimes, an exception is provided for some or all existing tenants.  In a development in which the occupancy level is quite high, this type of exception “swallow the rule” so the technical application of the exclusive may be relatively narrow, i.e., it applies to space that will become vacant in the future.  When an exception is provided for an existing tenant(s), depending on the circumstances, a precise definition of “ existing tenant” may be necessary (particularly in new developments).  An existing tenant might mean an entity with a signed lease that occupies space in the development, its assignee, sublessee, another occupant, a lessee obligated to take possession of the space in the future, a former occupant that retains secondary liability as an assignor or sublessor under an existing lease, or a party to an agreement in principal with no executed, enforceable lease.  Depending on the retailer’s concerns about existing tenants, some tenants limit the expansion or relocation of existing competitive enterprises.  In other instances, tenants ensure contractually that the radius restriction will apply in the event that any lease is renewed by amendment (as opposed to exercise of an option).  Some tenants insist that the landlord agree contractually to refuse any changes in other tenants’ use clauses that would violate the exclusive use provision, including changes of use in connection with proposed assignments or subleases.  If there is a competing enterprise in the development, some tenants insist that the landlord agree not to expand or relocate the competitive enterprise.

Finally, many exclusive use provisions have exceptions for “major tenants.”  Tenants should be careful to review the definition of major tenant to determine whether it is functional for this specific purpose (as opposed to other purposes in the lease).

D.
What Property Is Burdened By the Exclusive Use Clause? tc  \l 2 “D.
What Property Is Burdened By the Exclusive Use Clause?”  Depending on the type of development, it may be necessary to describe with particularity the property that is burdened by the exclusive use provision.  If a single landlord owns the entire development, this issue is not typically problematic.  If, however, the development is owned by multiple landlords, the definition of “property” in the lease will probably extend only to the property owned by the landlord.  This may give quite inadequate protection to the tenant who is looking for an exclusive use provision applicable to the entire development.  In such an instance, unless the landlord has authority to bind the other owners (which is sometimes the case), an agreement by the other parcel owners to the exclusive use provision will be necessary.

If the parties expect that the development will emerge in phases, the “property” subject to the lease may not extend to future phases.  In some instances, the landlord may not even own the property on which subsequent phases are to be developed.  Specific care should be given to whether the tenant needs protection with respect to subsequent phases and how such protection can be delivered effectively and reliably by the landlord.

E.
The Tenant’s Remedies. tc  \l 2 “E.
The Tenant’s Remedies.”  From a tenant’s point of view, a breach of an exclusive is a very serious matter.  Depending on the circumstances (and which of several foreseeable circumstances will actually arise may be unknowable when the lease is negotiated), the tenant may want to either (a) terminate the lease (and recover its other damages, including unamortized tenant improvement costs) or (b) continue to operate and recover damages incurred as a result of the breach (usually lost profits).  In the latter instance, rather than proving actual damages, some tenants prefer to collect liquidated damages (typically in the form of minimum rent and/or percentage rent reduction).  In some instances, a rent reduction remedy will be sufficient to assure that the landlord will not breach the lease.  In some instances, the landlord’s lender may effectively police that matter in order to assure that a rent reduction is not effected.  In other instances, the rent reduction may be acceptable to the landlord and its lender because it is outweighed by the financial benefits of the competing use.  In such and other instances, it is possible that the actual damages that the tenant incurs as a result of the violation of the exclusive use provision substantially exceed the rent reduction that is effective upon breach of the exclusive use provision.  In order to account for either contingency, the liquidated damages, including rent reduction, should be a non-exclusive remedy, i.e., the tenant should be entitled to collect actual damages in excess of the liquidated damages, including rent reduction.  Sometimes, the tenant negotiates a liquidated damage provision based on lost profits or lost sales (based on a precisely state formula).  Tenants should, at a minimum, retain the right to seek an injunction against the prohibited competitive use.  For a variety of reasons, this type of relief may not be granted, but the tenant should, at a minimum, preserve the right to seek it.  By contrast, many landlords attempt to “contract away” that potentially useful remedy.

PART E:  RADIUS CLAUSES:  A RETAILER’S CHECKLIST. tc  \l 1 “PART E:  RADIUS CLAUSES:  A RETAILER’S CHECKLIST”
A radius restriction prevents a tenant from operating (either directly or indirectly) some type of other business within a specific geographic area.  The “restricted area” is commonly defined by a unit of measurement (e.g., 1-2 miles) from an identified location (e.g., the premises or the perimeter of a development).  This “radius” gives rise to the common name for such a clause, the “radius provision.”

A.
Identifying the Restricted Entity. tc  \l 2 “A.
Identifying the Restricted Entity.”  When negotiating and drafting this kind of clause, it is important to determine who will be restricted (the “restricted entity”).  The most basic example of a restricted entity is the entity or person who actually executes the lease as tenant.  Because divisions are not typically separate legal entities, a restriction on a specific legal entity would normally extend to its divisions.  Larger companies, particularly those that have multiple divisions and multiple concepts with different trade names, will frequently negotiate that the radius restriction applies only to stores operated under the same trade name as that used to conduct business in the subject premises.  This protects divisions with other trade names.  This is sometimes referred to as the “trade name” restriction.

Some lease forms provide that it is a breach of the radius provision if an entity that controls, is under common control with, or is controlled by the tenant opens a restricted (e.g., competing) business.  Obviously, a multi-concept retailer or a conglomerate of retailers cannot accept this kind of control.  When this kind of dispute arises, the fundamental concern of the landlord is typically the opening of a similar concept under the same trade name within the restricted area.  Again, a frequent compromise limits the opening of new stores to stores operated under the same trade name as that used in the subject premises.  Obviously, to the extent that the retailer’s brand and trade name allows some flexibility (e.g., the concept can be successfully implemented with a different trade name), this narrower form of radius clause with a trade name restriction can be successfully avoided (although clever landlords usually require that the restriction apply to the same or substantially similar trade name).

Some landlord leases purport to prevent persons that own an interest in the tenant or have some other financial interest in the tenant from opening a competing business within the restricted zone.  When ownership or financial interest in the retailer resides in a large number of people, this becomes impractical (especially if the retailer is publicly held).  When such interests are owned by a small number of persons, the restriction is, at least, administrable, but may still be unacceptable (particularly to passive investors who have interests in multiple retail businesses).

Some leases attempt to prevent any sort of “direct or indirect” competition by the tenant, its employees, officers, agents and owners.  This very broad formulation is typically unacceptable for the reasons described above.

B.
What Type of Business is Prohibited? tc  \l 2 “B.
What Type of Business is Prohibited?”  If, for example, a retail tenant is engaged in the sale of garments, there is no legitimate reason for the landlord to prevent that same tenant from opening a hardware store (which provides neither direct nor indirect competition to the garment store) within the restricted area.  To avoid this bizarre result, some landlords purport to prohibit “direct or indirect” competition.  Although this kind of restriction is potentially broad (and, consequently, favorable to landlords), it is also potentially ambiguous.  To avoid uncertainty, it is generally in the interest of both parties to describe with more particularity the type of business that is restricted.  At first glance, it would seem that the use clause stated in the lease would be the appropriate test.  If, however, the retail tenant insists on a broad use clause in order to adequately assure merchandising, transfer and other flexibility, the use clause may be too broad.  For example, the use clause may simply refer to men’s and/or women’s garments.  If the actual use is “fashion forward young men and women,” it is doubtful that the retailer will agree to a radius restriction that extends to all garments, even to couture women’s garments!  Consequently, some retailers negotiate a use clause that is considerably broader than the “description of enterprise” test in the radius restriction.

C.
Exceptions. tc  \l 2 “C.
Exceptions.”  It is relatively rare for a mid-sized or mature retailer to accept a radius restriction that is not subject to a variety of standard exceptions.


1.
Pre-Existing Businesses. .tc  \l 4 “1.
Pre-Existing Businesses.”  If the tenant already has another store in the radius zone, it will be necessary for the landlord and tenant to agree to an exception to the radius restriction for that existing store.  A more contentious issue concerns the tenant’s right to expand and/or relocate that pre-existing business.  Some landlords also attempt to limit the tenant’s ability to advertise the pre-existing business, exercise renewal options or to negotiate lease extensions.  Except in the most unusual cases, these efforts are rarely successful if the tenant raises objections candidly.

Some leases prevent a tenant from referring customers from the subject premises to another store within the radius restriction.  This should be strongly avoided because it raises very significant customer service concerns.  Some landlord lease forms try to prevent preferential pricing or merchandising at the pre-existing business.  Again, the retailer should strongly oppose these kinds of controls on its merchandising and other operations.


2.
Future Stores. .tc  \l 4 “2.
Future Stores.”  In addition to the above-described exceptions for “pre-existing” stores, some tenants require exceptions for future stores.  Those stores might include new stores opened by the tenant in the future or existing stores owned by another entity that the tenant might acquire in the future.

Some tenants have long-term expansion plans, including “in-fill” plans in markets that are not sufficiently saturated.  Consequently, they will negotiate either by number, location (or both) specific exceptions to the radius clause.

If a tenant attempts to acquire (or merge with) an existing retail chain, existence of radius clauses on either side of the transaction are cumbersome.  This is avoided if there is a “merger and acquisition” exception to the radius clause.  Some landlords raise concerns that this kind of an exception could allow a tenant to avoid the fundamental purpose of the radius restriction.  That argument is subject to several genuine responses:  For example, if the store that will be acquired in the future exists as of the date of the lease, the “sales impact” of that store already exists and should not create the feared “cannibalization” of sales.  Also, concerns that the exception for mergers could be used as a subterfuge to avoid the true intention of the parties (e.g., even one location could be acquired by merger or purchase of another single location retailer) can be easily addressed by insisting that the merger or other acquisition extend to more than one store.

To the extent that the acquired business will not be operated under the same trade name that is used in the leased premises, an implicit “merger and acquisition” exception can be obtained by limiting the application of the radius provision to stores operated under the same trade name as that used in the leased premises.

Somewhat frequently, a tenant signs a lease in a location when it is planning (or perhaps even under contract) to open in a new location during the radius period.  Specific care should be given to making sure that the exception for “new stores” applies to the planned future location.

D.
Remedies. tc  \l 2 “D.
Remedies.”  A tenant would prefer to limit remedies for breach of the radius clause to recovery by the landlord of actual damages.  First, this insulates the tenant from the risk that a court may specifically enforce the radius provision, e.g., require the tenant to close the store that offends the radius provision or at least refrain from using it such a way that competes with the leased location.  Landlords, by contrast, would like to reserve the right to seek specific enforcement and are also aware that actual damages are quite difficult to prove.

In this regard, it is useful to note that it is increasingly doubtful that radius clauses will be specifically enforced.  Not only do they potentially raise involuntary servitude problems, but some courts also believe that there is an adequate remedy of law e.g., actual damages, so “injunctive relief” is not necessary or appropriate.  Other courts believe that specific enforcement of these provisions place an undue administrative burden on a court to essentially oversee the operations of a retail location.  With respect to this latter “administrative burden” argument, proponents of this view suggest that it is inappropriate for a court to expend the kind of time and resources necessary in order to assure that the store that violates the radius restriction will be conducted in the future in accordance with the radius provision.  Opponents of this view maintain the courts frequently oversee much more complicated arrangements, e.g., effectively running school districts and prisons, although it is undoubtedly true that the public interest in those institutions is considerably greater than that, if any, implicated by a private dispute based on a radius clause restriction in the retail context.  Moreover, it would seem that, if the administrative burdensomeness argument was really the lynchpin to the discussion, it might be effectively addressed by the appointment of a special master to oversee and implement the Court’s injunction.  Some landlords even require that the tenant stipulate to the appointment (and to pay the fees) of such a special master in the lease.  Retailers should strongly oppose these provisions.

In order to avoid these disputes, most landlords retain the right to terminate the lease in the event that the radius clause is violated.  In some instances, this is a particularly burdensome remedy, particularly if the lease includes an acceleration remedy.  It may also cause the tenant to incur enormous financial losses (i.e., the write-off of its unamortized tenant improvement costs) in the event of a termination.

Oddly, in some other instances, the tenant may actually prefer a lease termination, e.g., the tenant would prefer to close the existing store and consolidate its operations in the new store that violates the radius.  In these and other instances, however, it may not be in the landlord’s interest to jeopardize the income stream from the lease; in such instances, lease termination is not an effective remedy for the landlord.  Consequently, most landlords maintain that, as an alternative to lease termination, the landlord may collect “liquidated damages.”  Most frequently, the liquidated damages are based on a formula under which percentage rent at the leased location is based on sales at the leased location plus the sales at the new location that violates the radius restriction.  From a tenant’s perspective, this overstates the actual damages because it assumes that every dollar spent at the new location would have been spent at the existing leased location, which is implausible.  (Some retailers refuse to agree to pay any damages unless sales at the original store decline or fail to increase at a particular rate; caution to account for sales declines caused by other factors is appropriate if this subject is broached.)  This liquidated damages formula is, however, easily administered.  If this remedy is the exclusive remedy for breach of the radius provision, it even allows the tenant to calculate the damages before the new store is opened or acquired.  Frequently, the additional percentage rent will be sufficiently low to justify opening the new store.  If the landlord also reserves the right to terminate the lease, reliance on this calculus may be substantially misplaced.

Other forms of “liquidated damages” include an increase in the minimum rent and/or percentage rent rate in the event of a violation of the radius provision or a “true up” of the minimum rent (i.e., the new minimum rent equals the minimum rent stated in the lease plus the historical percentage rent paid by the tenant in the existing location).  This “true up” calculation may be subject to an annual multiplier as well.  Sometimes, the annual multiplier is the average rate of increase in sales at the existing location prior to the time at which the new store was opened or acquired.

In that regard, some landlords attempt to disguise liquidated damages as rental increases.  Because courts likely to look at the substance rather than the form of the transaction, that technique would seem to be somewhat unreliable for landlords.  The landlord’s nervousness concerning liquidated damages stems from the nearly uniform case law under which liquidated damages are not enforced if they are penalties.  The law distinguishing liquidated damages from penalties varies from state to state, but it generally turns on whether the liquidated damage provision was, when the lease was executed, a reasonable forecast of the legally recoverable damages flowing from the subject breach.

E.
Additional Limitations on Radius Clauses. tc  \l 2 “E.
Additional Limitations on Radius Clauses.”  When negotiating radius restrictions, retailers can keep in mind these additional limits on the application of the clause.  Sometimes, the tenant is willing to assure the landlord that it will not own or acquire a new store within the radius provision for a particular period of time, e.g., from the commencement date until the third anniversary of the commencement date.  Other retailers prefer to provide the landlord with comfort that the retailer will not open a new store within the radius until a particular level of annual sales has been achieved.  In other instances, the “sunset” of the radius restriction is tied to the date at which minimum rent substantially increases under the lease.  In other instances, the radius restriction lapses once an early termination right lapses or is waived.

F.
When Is This Topic Important For You? tc  \l 2 “F.
When Is This Topic Important For You?”
As a final note, there is a common misconception that negotiations concerning radius clauses are essentially the domain of large retail chains.  While it is true that radius restrictions are less likely to impede the planning of a small 2-3 store chain (although examples of small chains having problems with radius compliance is certainly not unknown, especially when the stores are clustered in one market or submarket or when the small retailer attempts to sell the business), a small chain (particularly a small chain on a growth path) is best able to address these issues before they become problematic.  If a company waits until it has many locations to address this problem, the problem will be difficult and/or expensive to cure (if it can be effectively cured at all).
PART F:  TRANSFERABILITY – A DETAILED ANALYSIS. tc  \l 1 “PART F:  TRANSFERABILITY – A DETAILED ANALYSIS”
1.
Distinguishing Between Related Concepts.1tc  \l 2 “.
Distinguishing Between Related Concepts.”


A.
Assignments


B.
Assumptions


C.
Delegations


D.
In leases:  distinguishing between assignments and subleases


E.
Changes of Ownership or Control (“COC”)

2.
Transferability Absent Contractual Limitations

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “2.
Transferability Absent Contractual Limitations.”

3.
Common Contractual Restrictions

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “3.
Common Contractual Restrictions”


A.
Prohibitions on Transfers Generally and Potential Legal Unenforceability


B.
Reasonable Approval of Transfers



1.
time frame for approval



2.
“deemed approval” clauses



3.
minimum standards for approval



4.
“safe harbor” provisions



5.
ability to condition approval


C.
Termination Rights (“recapture” rights), including adjustments for corresponding financial write-off and/or future revenue loss


D.
Consideration Sharing



1.
Assignments vs. “Company wide” transactions (vs. subleases)



2.
How to Draft “Excess Revenue” Provisions



a.
Recouping prior investment and/or losses



b.
Transaction costs



c.
Percentage Sharing


E.
Permitted Transfers (with or without conditions)



1.
Affiliate Transfers



2.
Mergers



3.
Sale of Substantially All (or significant) Assets



4.
COC (defined above)



5.
“One off” Transfers



6.
Common Conditions




a.
Minimum net worth

b.
Minimum size of operations, e.g., revenue, net revenue, number of stores, verifiable production capacity




c.
Operational restrictions (use, trade name, construction)

4.
“Automatic Adjustment Provisions” Made Applicable by a Transfer

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “4.
‘Automatic Adjustment Provisions’ Made Applicable by a Transfer”


A.
Revenue Adjustment


B.
Security Increase


C.
Increased Promotional Covenants


D.
Accelerated “Early Termination” rights

5.
Consequences of Transfers

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “5.
Consequences of Transfers”

A.
Effect on Transferor Liability Absent Contractual Language – Typical guarantor Defenses

B.
Retention of “Primary” Liability

C.
Excluding Liability for Operational Covenants

6.
Express or Implied Changes in Other Contractual Provisions, e.g., Use, Trade Name

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “6.
Express or Implied Changes in Other Contractual Provisions, e.g., Use, Trade Name”

7.
Other Events That May Implicate Remedies Otherwise Associated With Transfers

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “7.
Other Events That May Implicate Remedies Otherwise Associated With Transfers”


A.
Change of Quality of Operations



1.
Who Determines



2.
Shared Space/Co-Branding/Joint Branding Considerations


B.
Change in size of operations

PART G:  COLLATERAL DOCUMENTS. tc  \l 1 “PART G:  COLLATERAL DOCUMENTS”
1.
Estoppel Certificates

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “1.
Estoppel Certificates”


a.
Proper Scope of subject Property


b.
Proper Scope of matters addressed


c.
Common errors


d.
Typical tenant modifications



(i).
Level of knowledge and inquiry



(ii).
Stated addressee



(iii).
“Anti-amendment” clauses



(iv).
“no update” clauses



(v).
Elimination of covenants


e.
Incorporation into other documents

2.
SNDA

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “2.
SNDA”


a.
Key subordination concepts


b.
Key Non-disturbance concepts


c.
Key attornment concepts


d.
Limits on lender liability


e.
Notice issues



(i).
of what



(ii).
to whom



(iii).
simultaneous vs. concurrent docs



(iv).
“no later than” limits


f.
Environmental covenants and reps


g.
Evidence of final execution


h.
“Re-negotiation” of underlying documents



(i).
transfers



(ii).
casualty/condemnation


i.
Non-recourse provisions

PART H:  RELOCATION PROVISIONS – A TENANT’S OUTLINE. tc  \l 1 “PART H:  RELOCATION PROVISIONS – A TENANT’S OUTLINE”
1.
When? 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “1.
When?”

A.
During renewal periods only

B.
During latter portion of the initial term (e.g., last 5 years of a 10 year term)

2.
Why? 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “2.
Why?”

A.
In the regional Mall (or similar context),

(1).
To accommodate adding a new wing or new “bona fide” anchor

(2).
To accommodate a major re-merchandising plan that involves no less than XX s.f.

B.
To accommodate a major remodeling of the entire development.

3.
Where? 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “3.
Where?”

A.
To premises within a particular zone

B.
To “comparable” premises – measures of comparability

(1).
Size of premises

(2).
Shape of premises

(3).
Storefront length

(4).
Multiple vs. single levels

(5).
Co-tenants, including related co-tenancy protection

(6).
Access

(7).
Visibility

(8).
Parking

4.
Who pays for what? 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “4.
Who pays for what?”

A.
Build out of new store

(1).
Capped at

a.
Initial store build out costs (does this work 5-7 years down the road?)

b.
Unamortized store development costs (does this ever work?)

c.
Initial store development costs adjusted by CPI or average increase in tenant’s store development costs on a per store basis.

(2).
Obligations to re-build similar

a.
Existing buildout

b.
Then-existing buildout

B.
Direct Moving Costs

C.
Costs and losses of “down time” (if applicable)

D.
Indirect moving and miscellaneous costs, e.g., various technology line changes, new listings (phone book), directional signage changes, parking signage changes

5.
Who decides? 

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “5.
Who decides?”

A.
Whether the new space satisfies “comparability” or other tests

B.
Disputes concerning amount of reimbursements

C.
Identity of decision maker:

(1).
Landlord

(2).
Tenant

(3).
Court

(4).
ADR

a.
Baseball arbitration for reliable, efficient incentives and decision making

b.
Prohibit or limit discovery

c.
Prohibit or limit evidentiary hearings

d.
Prevailing party provisions

6.
Variations

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “6.
Variations”

A.
No relocation if comparable premises is not available.

B.
Relocation allowed even if comparable premises is not available, but Landlord pays

(1).
Unamortized store development costs

(2).
Other closure costs

(3).
Some portion of lost profits over the remaining term

C.
Even if a comparable space is available, Tenant may terminate (Landlord may also pay some portion of 6.B.(1)-(3) above).

PART I:  INSURANCE PRIMER. tc  \l 1 “PART I:  INSURANCE PRIMER”
1.
Distinguishing between typical types of insurance

seq level1 \h \r0 

seq level2 \h \r0 

seq level3 \h \r0 

seq level4 \h \r0 

seq level5 \h \r0 

seq level6 \h \r0 

seq level7 \h \r0 tc  \l 2 “1.
Distinguishing between typical types of insurance”

A.
Liability Insurance (a/k/a “3rd party” coverage) — provides defense and indemnity coverage for certain claims by (and liability to) persons or entities other than the insured (“third parties”)

B.
Property Insurance (a/k/a “1st party coverage”) — provides specific kinds of reimbursement for damage or loss to property of the insured (“first party”)

C.
Business Interruption Insurance — provides specific reimbursement for losses or obligations of the insured occasioned by specific causes of interruption in business operations

D.
Rental (Interruption) Insurance — provides reimbursement for certain rental obligations when operations on the insured premises are interrupted due to specifically covered events

E.
Professional Liability Insurance — provides defense and indemnity coverage for claims made against the named insured arising out of negligent rendition of professional services (e.g., lawyers, accountants, environmental and other consultants).  This is a specialized form of 3rd party coverage.  Separate coverage is necessary for this form of liability because this type of coverage is generally excluded from standard general liability coverage described in I.A.

2.
Identifying Limits
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Identifying Limits”


A.
General Liability Insurance (typically)

(1). occurrence-based

(2). per occurrence limits

(3). aggregate limits — applicable to some or all claims

B.
Property Insurance (typically) — 100% (or less) replacement value of assets (possibly excluding certain items, such as foundations)

C.
Business Interruption Insurance — subject to a variety of limitations, including a non-insured period before coverage applies, as well as dollar and time limitations

D.
Rental Interruption Insurance — subject to dollar and other limits

E.
Professional Liability Insurance

(1). Often “claims made”

(2). Per claim limit

(3). Aggregate limit

3.
Who is Insured
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Who is Insured”

A.
Liability Insurance

(1).
Named Insured (the person or entity who applies for the insurance, receives the policy, is responsible for premium payment and other obligations, and is a principal focus on underwriting)

(2).
Additional Named Insured (the person or entity that has the rights of a named insured, e.g., affiliates, or has named insured status, but only for liability arising out of a specific capacity, e.g., liability arising out of the additional named insured’s conduct in his or her capacity of an officer of the named insured)

(3).
Additional Insured (person or entity that enjoys limited coverage under the named insured’s policy, usually for liability arising out of the conduct of the named insured (e.g., landlord as additional insured under the tenant’s policy for liability arising our of the tenant’s use of leased premises, liability of general contractor arising out of the work of a subcontractor, etc)

B.
Property Insurance 

(1).
Loss Payee (typically the principal owner of the insured property)

(2).
Additional Loss Payee (a person or entity that has some other interest in the property, e.g., a landlord’s reversionary interest in property leased to the loss payee of a lender)
4.
Exceptions to ‘First Dollar’ Coverage
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A.
Deductibles


B.
Self Insured Retentions


C.
Retrospective Premium Endorsements

5.
Basic Policy Parts
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A.
Grant of Coverage (the basic insuring covenant — in the event of a dispute, the policyholder generally bears the burden of proof on these issues)

B.
Exclusions (exceptions to the coverage provided in the grant of coverage — in the event of a dispute, the insurer typically bears the burden of proof on these issues)

C.
Terms and conditions (additional obligations placed on the insurer or the insured; the insured’s breach of certain of these provisions sometimes results in a waiver of coverage, e.g., if the insured provides late notice of a claim, which causes prejudice to the insurer)

D.
Endorsements — amendments to any of the foregoing

6.
Common Myths and Errors
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A.
Adding “additional insureds” is difficult and expensive (especially in the retail leasing context)

B.
Requiring another party to contract provide insurance without specifying the type and limits (among other requirements)

C.
Requiring that another party to a contract provide coverage subject to limits that do not make sense, e.g., requiring “replacement value” coverage for 3rd party (liability) policies or requiring “per occurrence” limits for 1st party (property) insurance

D.
Executing contracts before inquiring about the implications of insurance (and related liability) provisions

E.
Objecting to provisions that sound ominous (e.g., “mutual waiver of subrogation”) even though they are often beneficial

    � Interestingly, seasonal openings may be important in the non-retail context.  For example, accounting firms will decline to commence occupancy (especially if occupancy is directly tied to the commencement of rental) during "tax season."


    � Landlords sometimes require approval of some or all of the following:  exterior alterations (including exterior signage) and interior alterations (including changes affecting building-wide systems and/or structural items).  Tenants often attempt to obtain these approvals prior to lease execution (although that may be impractical or risky, especially if the lease is not executed).  Sometimes, retailers insist on (a) pre-approval of the tenant’s basic prototype design and signage and (b) a covenant by the landlord to accommodate the tenant’s then-existing trade dress (with respect to initial and subsequent alterations).  Most tenants do not accept approval rights on interior signage.


    � In the office context, the concern for the construction period may be supplanted by the concern about completion of tenant improvements by the landlord and the acceptability of the punchlist procedure described in the lease.


    � In the case of food retailers, health department licenses and drive-thru permitting may also be crucial (and sometimes time consuming to obtain).


    � Completion of the installation of utility services, including, HVHC, is crucial in the retail and other commercial contexts.


    � This provision is commonly presented in non-retail leases as well.


    � This type of clause is extremely common in all commercial lease, not just retail leases.


    � Although percentage rental will be discussed later in this program, I am providing a checklist of a few key items concerning percentage rent for your convenience.


		How are "gross sales" defined?  (Are the appropriate exclusions included?)


		What records must the tenant keep and for how long must the records be retained?  Where must the records be located?


		In what manner, under what circumstances and for how long may the landlord audit the tenant's records?  In what circumstances must the tenant pay for the landlord's audit?  Under what circumstances does an error in the tenant's gross sales reports become an event of default that enables the landlord to exercise certain remedies, including termination?


		How is the percentage rent calculated (e.g., quarterly, monthly, or annually) and/or payable?  How is it reported and paid with respect to partial lease years?


		What reports must tenants submit concerning sales?  Must the reports be certified or audited?


		Are rental and other charges payable i.e., without any deduction, credit or offset whatsoever?


    � Especially in the office context, the lease should indicate that the landlord will furnish seasonal air conditioning, heating and ventilation during hours of operation acceptable to the tenant.  The lease should specifically address the provision of those services on weekends.  Holidays (if exempted) should be specifically defined.


    � In the non-retail context, the tenant's liability for common area costs is often limited to costs incurred by the landlord in excess of "base year" costs.  Those "base year" costs should be calculated as if the building were fully leased and occupied.  The base year for adjustment of taxes should be the later of the first year in which the building is fully assessed for tax purposes or the first year of the lease term.


    � Proposed exclusions from "operating expenses" include the following:  (a) costs incurred to repair, change, improve, replace or correct defects in the original construction or design of the Center, ordinary wear and tear excepted; reimbursement costs, e.g., costs recoverable by insurance or pursuant to warranties made for the benefit of the landlord; the landlord's administrative and overhead expenses not incurred directly in maintaining the common areas; costs incurred because of the negligence of the landlord, breach of the landlord under any contractual obligation, or the breach of any contractual or other legal obligation by another tenant in the Center; professional fees incurred in connection with enforcement of other leases or development and construction of the Center; capital items; building management fees in excess of a stated percentage; expenses paid to person or entity related to the landlord in excess of the fair market value of such services or materials; the costs of achieving environmental compliance; amounts payable under the landlord's mortgage, deed of trust or ground lease; any item which, under general accepted accounting principles applicable the subject of center, would not be considered a reasonable Operating Expense; limitation on the landlord's "markup" on operating expenses.


� Traditionally, these prohibited issues were restrictions that protected the landlord and the retailer, e.g., prohibition against sale of pornography.  More recently, these provisions also include detailed exclusive use rights imposed for the benefit of other tenants, so these provisions require careful review.





� Sometimes, the landlord really does not oppose a sidewalk sale, but inserts the prohibition into the lease so that it can later extract an additional fee or more rent for such an event.
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