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Can We Increase Our Commercial Income?
By Howard Schechter

Some tucky cooperatives and condominiums
have commercial space that belongs to the building,
Théy lease out the space to commercial tenants; and
the rent they collect subsidizes the operation of the
building, holding maintenance charges down. Like
other commercial landlords, these buildings seek
to get the highest rents they can for the space and
to Jimit as much as possible the expenses they must
pay. Typically, commercial leases extend for five,

OU COULD LOSE as much as $58,000 if you
don’t get on the escalator. The tax escalator,
that is. Want to know more? Read on.

ten, or fifteen years — or even longer, raising special
concerns when negotiating the leases. A major con-
cern is to assure that the profit generated by the rent
does not go down over time because of increased
expenses or inflation. One strategy for accomplish-
ing this is to step the rent up every year or two to
keep pace with inflation.

Another is to make the commercial tenant
responsible for unpredictable expenses, such as
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- &éﬁ money - eVen 1f you, don’t
- have a porter |

on, and cotifp time). ‘

One the index and base daté are estabhshed it becoines
a relatively simple task to ineasure thé increase in terms
of a percontages that percentage is then applied to the
tenant’s bage Tent to daterming the new and increassd

- annual reént, When applying this escalator to tenancies
Tonted by the square foot, the most cominon increase is
“penny-for-penny”: the rent per square foot will be in-
creased by a cent for each cent by which the statéd union
worker’s wages and bernefits are increased, H
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repairs in the space as well as cleaning, waste removal,
decorating atid-other maintenance expenses, water and util-
ity costs, hot water, and even heat. Once these items have
been accounted for, the remaining big variable expense is
the real estate tax, Since this is based on the assessed value
of the building and the commercial space is part of that

.| value, a portion of the tax bill is attributable to the commer-

cial space; and unless the board, as the landlord, protects
the property, the value of its rental stream can go down
each time the real estate tax goes up. When New York City

. imposed double—digit increases in real estate taxes a few

years ago, landlords who had not protected their propertles |
experienced big losses in their net rental income.

Santa Clause Keeps On Giving

The solution to this problem is the tax escalation clause,
a provision in the lease that makes the commercial tenant
responsible for paying the portion of the increase in taxes
that is attributable to the commercial space. Includmg such
4 clause in all its commercial leases can result in large

7| " teturns for the boards that include them.

Tax escalation clauses consist of several components.
Generally, the tenants agree to pay their portions of the
increases in real estate taxes over the life of the lease. A.
well-drawn clause must carefully define the term “real es-

N ommercial income is

. not only rent. Savvy

- boards include tax escalation
clauses that over time
prove bountiful.

tate tax™ to assure that all impositions by the authorities are
included, mwst then fix the amount of the taxes over which
the increases will be calculated (sometimes called the “base
taxes”), and must state the percentage of the increase in
taxes for the whole building that will be the responsibility
of the commercial tenants. The base taxés are fixed as the
taxes payable durmg an initial year (typically, the year in
which the lease is written is called the “base year”). If the
taxes in any year after the base year are higher than the
base taxes, then the tenants are responsible for paying their -
proportionate share of the increase.

For example, if the base taxes are $250,000, by the next

- year they will be $300,000 with the tenant’s share at five

percent, meaning he would be required to pay $2,500
($250,000 subtracted from $300,000 equals $50,000,

" which ts multiplied by five percent to end up with $2,500).

The true value of these clauses is seen in the later years of

. the lease when the taxes have increased the most. In the
‘exdmple, the taxes five years later could be $400,000. In -

that case, the tenant’s share would be $7,500. Since the tax
escalation clause produces additional income each year,
over time the amounts can become quite substantial.

One issue that has recently arisen concerning the defini-
tion of real estate taxes concerns the co-op dbatement
allowed by New York City during the last several years.
‘The abatement program is designed to compensate owners
of cooperative apartments for the higher rates of real estate




taxes their buildings pay compared

--to one-family homeowners. Under - -

the law, the cooperatives are required
to give the abatements they receive

from the city back to the shareholders

penny-for-penny.
In one instance, a Manhattan coop-

erative had a commercial tenant under a -

lease written before the co-op abate-

- ments began, When it calculated the
amount the tenant was required to pay
under a real estate tax escalation clause,
the board, reasoning that it was not the
building’s money but the shareholders’,
charged the tenant for the increased
taxes without reducing them for the
amount of the abatement, The appellate
division, New York’s second hlgh—
est court, ruled that this was wrong:
the cooperative had to use the taxes

_reduced by the abatement in calculat-
ing the amount the tenant had to pay.
As aresult, the cooperative lost almost
$21,000 in income for three years.

Boards that are in the process of
negotiating new commercial leases
are sometimes lax about the details of
the tax escalation clause. They should
not be, since it can make a big differ-
ence in the rent collected over the life

-of the lease. For example if a lease is
to be negotiated in August 2008, the

" most appropriate base year would be-

July 1, 2008, through June 30, 2009,

The tenant might ask for the base year

to be 2009 to 2010 instead. But if the

board agrees to this, it will reduce
the income each year for the life of
the lease, not just in the first year. In
the example given earlier, that would
amount to $2,500 per year for the life

of the lease. Over ten years, that’s a

great deal of money.

-'The percentage that the tenant must
pay is also worth attention. Typically,
it is calculated based on the percent-
age of the total square footage of the
building that the commercial space
represents. If this has not been mea-
sured out correctly, it can also result
in too little being collected from the
tenant. Boards with commercial space
should review how the percentage for
each tenant was arrived at and make
corrections, if needed.

The tax escalation should be spe-
cifically called “additional rent” in the
lease. That way, if it is not paid, the
tenant can be evicted. Without this
language the board may be limited
to-suing the tenant for the money, and
if the lease ends before a tax year is
complete or the tenant has paid the
tax escalation, the obligation to pay

will continue and be adjustéd when

-the numbers-are determined:

Remember: the best-written tax es-
calation clause is worthless if the rent
15 not collected. A cooperative client
of ours recently changed managing
agents. In reviewing the commercial
lease to determine how much to bill
the commercial tenant, the new man-
ager noticed the tax escalation clause.
After its initial 20-year term had ex-
pired, the lease had been renewed for
I3 years. There had been a big dispute
about the rent during the rénewal pe-

- .
riod. After the arbitration, the previous
managing agent had billed-the new

rent determined by the arbitrator but

did not include the tax escalation, As

it turned out, the base year for the tax
escalation was the year at the begin-
ning of the first 20-year term. The

tax escalation rent that had not been
billed for the first five years of the
renewal peried totalled over $58,000!
The moral of the stary: be vigilant and
review commercial leases. Otherwise,
you could be missing out on a fortune. -
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Clermont has been commitied to providing long term quality
_Insurance programs to-the Metropolitan NYC Coop/Condo ..
' community through member companies

of WR Berkley Corporation.

We have provided 21 yeafs of predictable, responsible service
W|th the same cast of players, during contrasting condltlons '

in the industry and NYC.

We are ready to continue this service indefinitely

regardless of market conditions.

' Call your Insurance Broker/Agent for Addftfonaf Information

- about the Clermont Advantage!
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