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Tips for Optimal Quality

Sound Quality
If you are listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet 
connection.

If the sound quality is not satisfactory, you may listen via the phone: dial 
1-877-447-0294 and enter your Conference ID and PIN when prompted. 
Otherwise, please send us a chat or e-mail sound@straffordpub.com immediately 
so we can address the problem.

If you dialed in and have any difficulties during the call, press *0 for assistance.

Viewing Quality
To maximize your screen, press the ‘Full Screen’ symbol located on the bottom 
right of the slides. To exit full screen, press the Esc button.
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Continuing Education Credits

In order for us to process your continuing education credit, you must confirm your 
participation in this webinar by completing and submitting the Attendance 
Affirmation/Evaluation after the webinar. 

A link to the Attendance Affirmation/Evaluation will be in the thank you email 
that you will receive immediately following the program.

For additional information about continuing education, call us at 1-800-926-7926 
ext. 2.
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Program Materials

If you have not printed the conference materials for this program, please 
complete the following steps:

• Click on the link to the PDF of the slides for today’s program, which is located 
to the right of the slides, just above the Q&A box.

• The PDF will open a separate tab/window.  Print the slides by clicking on the 
printer icon.

Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.
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Net and Gross Leases

• Triple Net or Net Lease
 Rent is net to landlord of all operating expenses
 Tenant traditionally bears burden of operating expense 

increases but has more room to negotiate exclusions in the 
current COVID climate

 Triple net versus net 

• Gross Lease
 Rent includes all operating expenses
 Risky for landlord – electricity costs sometimes excluded
 Most common for short-term tenancy or sublet

• Hybrid Leases
 Most common in industrial and office settings
 Tenant pays pro rata share, sometimes with a cap
 Tenant pays over a base year
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Operating Expenses Defined

• Operating expenses versus CAM
• Typically negotiated in the lease, not term sheet
• Often general and broad in scope
• Determining tenant’s pro rata or proportionate 

share – is tenant’s denominator based on 
“leased” or “leasable”
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Operating Expense Categories

• General categories of expenses:  
 Repairs, maintenance and replacement 
 Reserves
 Operations 
 Insurance 
 Taxes 
 Capital expenditures 
 Administrative & management fees
 Utilities
 Overhead and employee benefits; bad debts; legal fees
 “Green” initiatives
 Advertising
 Construction and supervisory fees; costs associated with 

other tenants
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Base Year Operating Expenses

• Tenant pays its pro rata share of the increases in operating expenses over a 
base year

• Base year also called “comparison year”
• What happens with new construction?
• Tax incentives should be considered
• Base year may be different for taxes and operating expenses
• Request 3 years of reconciliations from landlord
• Inquire as to whether landlord anticipates major improvements during term
• Does the base include  capital expenditures  already incurred and the 

amortization of same?
• Renegotiate base year upon renewal or option
• Office leases – consider loss factor for space in pro rata share calculation
• Industrial leases – consider high traffic users that might artificially increases 

maintenance expense
• Reconciliation – when issued?
• Delay in delivery of reconciliation
• Reconciliation – what should it include?
• When is shortfall or overpayment paid or reimbursed?
• Survival of tenant obligation following lease expiration
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Fixed Operating Expenses

• Fixed deals are becoming more common
• Tenant has the benefit of “no surprises”
• Fixed operating expenses typically do not cover real estate taxes, 

insurance or utilities
• Real estate taxes and insurance are typically on a pro rata basis
• Office and shopping center leases – landlords often retain a right to 

adjust utility charges based on annual assessments of a tenant’s usage
• Typically only the base and fixed increases are negotiated
• Considerations when negotiating the base and fixed increases
• Landlord runs the risk of not being fully reimbursed
• “Excluded Areas” in shopping center leases may affect pro rata share
• Differences with respect to “mixed use” properties
• Concerns with “office complexes” and hidden fees
• No audit rights
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COVID-Related Impacts on Operating Expenses

• Certain property-related operating expenses have increased:
 COVID-related deep cleaning and disinfecting costs
 Additional janitorial services as buildings reopen (e.g. high 

touch point cleaning)
 COVID-related re-occupancy costs (e.g. signage and hand 

sanitizer)

• Certain operating expenses have decreased due to reduced 
occupancy:

 Trash removal
 Overall janitorial services
 Utilities

• Certain operating expenses have stayed the same: 
 Service contracts
 Proactive maintenance
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Current Negotiation Climate

• Traditionally, landlords have been successful in passing on many of their 
operating costs; however, the pandemic and its effect on desire for office 
space has impacted negotiations between landlords and tenants

• Tenants are increasingly negotiating a cap on operating expenses

• Tenants are also increasingly negotiating exclusions to operating expenses 
such as: 
 Costs associated with preparing vacated spaces for leasing
 Commissions and advertising costs
 Legal fees to resolve disputes involving the landlord
 Penalties incurred due to landlord’s inability to pay taxes on time
 Costs reimbursable by insurance
 Works of art or decoration 
 Costs incurred by the landlord as a result of breach of the lease
 Costs associated with operating a parking garage or other 

specialty area (such as a fitness center or cafeteria) for which the 
landlord already charges a fee
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Audit Rights & Disputes

• Tenant dispute rights
• Tenant must pay disputed amount; no right to withhold
• Operating expenses should not be a profit center for landlords
• Limit recovery to 100% of actual expenses
• Audit rights limited to tenant and its authorized representatives
• How often are audits permitted?
• How long after receipt of reconciliation statement is audit 

permitted?
• Notice to landlord; location of audit
• Retention of records by landlord
• Use of an auditor whose fee is based on a contingency is typically 

prohibited by landlords
• Results delivered to landlord
• If overstated, landlord reimburses tenant for reasonable cost of 

audit fee – 3% to 5% is norm
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Negotiating Audit Rights in the Lease

• Tenant may negotiate a clause in the lease giving 
them a right to review the landlord’s books and 
records concerning the operating expense 
calculation

• If tenant requires such right, landlords can require:
 That the tenant exercise these rights within a certain 

timeframe after receipt of the final operating expense 
calculation

 That the tenant pay for the costs of the audit (as discussed)
 That the audit must be performed during regular business 

hours 
 That landlord reserves approval rights of the firm performing 

the audit to ensure the audit is performed by competent 
and unbiased professionals
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Gross-Up Defined
• What is “gross-up”?
• Generally applicable to office leases
• Expenses that vary with occupancy are grossed-up to the amount such expense 

would have been if the building were fully occupied
• Real estate taxes and insurance should not be grossed-up because they are 

constants
• Typically negotiated at 90-95% occupancy
• How does “gross-up” work?

 5 story office building with 3 tenants each occupying 1 full floor of 10,000 
square feet for a total of 30,000 square feet leased out of the 50,000 
available

 Each tenant’s pro rata share would be 20%
 Landlord would be collecting 60% of total operating expenses if the variable 

expenses are not grossed up.
 Total expenses are $100,000 with $30,000 variable then landlord is collecting 

only $60,000 of which it is recovering only $18,000 of the variable expenses
 Grossing up the variable expenses for 100% occupancy would increase the 

variable expenses to $50,000 and each if tenant pays 20% then landlord 
would recover $30,000 which is amount landlord actually incurred.

• Can gross-up benefit tenant?
• How does gross-up work  with a base year?
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How Gross-Up Works
• How does “gross-up” work?

 5 story office building with 3 tenants each occupying 1 
full floor of 10,000 square feet for a total of 30,000 square 
feet leased out of the 50,000 available

 Each tenant’s pro rata share would be 20%
 Landlord would be collecting 60% of total operating 

expenses if the variable expenses are not grossed up.
 Total expenses are $100,000 with $30,000 variable then 

landlord is collecting only $60,000 of which it is 
recovering only $18,000 of the variable expenses

 Grossing up the variable expenses for 100% occupancy 
would increase the variable expenses to $50,000 and 
each if tenant pays 20% then landlord would recover 
$30,000 which is amount landlord actually incurred.

• Can gross-up benefit tenant?
• How does gross-up work  with a base year?
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Tenant  Protections

• Negotiate a “cap”
 Typically limited to a category of expenses
 What are “controllable expenses”
 What are “uncontrollable expenses”
 Will the cap be cumulative or non-cumulative

• Limit capital expenditures
• Paving – no more than every 5 years
• Administrative fee – what is the norm?
• Management fee – what is the norm?
• Exclude any expenses related to other tenants
• Excluded landlord’s brokerage commissions and legal fees
• Reserves
• Ground rent and mortgage amortization
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