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ABSTRACT

This dissertation describes how retail and office lease provisions can be
written to minimize contracting issues between transacting parties. Testable
hypotheses regarding the allocation of risks and the reduction of opportunistic
bchavior, by lease provisions, are proposcd. An empirical model which uses
Rosen’s {1974) well-known thecory of hedonic price estimation is devecloped to test
for the economic impact of specific retail and office lease provisions. Two unique
data sets arc cmploycd which minimize non-psovision variation between lcased
spaces. The first data sct contains one hundred and threc shopping center leases
I'rom neighborhood and ¢ommunity shopping centers which are atl of strip design
and are located within a three mile radius in the same geographic area of a city.
The open air shopping centers are comparable in size, architecture, occupancy, and
amenities. The sccond data set includes three hundred and twenty-two office
fcases situated in (ive multitenant buildings that are similarly located in a
prominent part of a city and within a quarter mile radius. The office buildings
are comparable in size, number of floors, architecture, occupancy, and amenities.
The empirical results provide strong evidcnce that the lessening of contracting
problems associated with the retail and office lease process is important in

understanding how landlords and tenants structure leases, including provisions.

viii



A THEORY AND EMPIRICAL TEST OF RETAIL
AND OFFICE LEASE CONTRACTING
CHAPTER 1|

INTRODUCTION

Financial thcorists have written extensively about contracting problems
associated with financial transactions.! These researchers stress the role of
resolving contracting problems in shaping the framework of organizations and the
structure of contracts employed in transactions. The shopping center and office
building leasing processes afford unique opportunitics to cxpand financial
contracting theory and present empirical ¢vidence on contracting. In addition, the
examination of commercial lcase provisions has important implications for the
structure of leases, the valuation of leasehold interests, and the design of
commercial mortgages.?

Shopping centers and office buildings are two major types of real property,
and the Icases associated with these commercicl properties generally contain a
diversity of contractual provisions.s Although it scems reasonable that contracting

problems are important in the determination of lease type and in the inclusion of

lJensen and Meckling [1976], Myers [1977], Smith and Warner [1979],
Barnca, Haugen, and Senbet [1981, 1985), and Kalay [19821 have written about
problems that arise from conflicts of interest between contracting parties such as
bondholders and stockholders. Costly contracting results. Contracting costs often
tnclude expenses for structuring, monitoring, and bonding a sct of contracts
between two principals or between a principal and an agent. A residual loss to
one or both parties can occur because the costs of enforcing contracts may become
greater than the benefits.

The economic impact of retail and office lease provisions has important
implications for mortgagees or lenders. The mortgagee views himself as a possible
successor to the landlord’s position. The Report of the Committcc on Leases,
Section of Real Property, Probate, and Trust Law, of the American Bar
Association [1967, p. 411] published a quote that states, "What is good for the
landlord is also good for the lender, with few exceptions.” Additionally Kuklin
[1980]) remarks that the lender is the developer once removed.

3Singic family residential, multi family residential, industrial, and special-
usc properties arc other major types of real property. Scc Pyhrr and Cooper [1982]
for a discussion of rcal estate property types.

!



provisions for a landlord-tenant transaction, little empirical research on the
subject has occurred.®* This dissertation demonstrates that the resolution of
contracting issues associated with the allocation of risks and the minimization of
opportunistic behavior influences the structure of retail and offlice [leases,
including provisions.

The dissertation is divided into five chapters. Background literature on
shopping centers, office buildings, lcases, and prior related work appear in
Chapter 2. Contracting issues in retail and office Icasing along with a discussion
of the resolution of these concerns by beasc provisions are presented in Chapter 3.
In addition, testable hypotheses regarding the allocation of risks and the
minimizing of opportunistic behavior between the lessor and the lessce, by lease
provisions, are proposed for both retail and office leases. Chapter 4 introduces a
multiple regression c¢quation based upon Rosen’s [1974]) well-known theory of
hedonic price estimation that will determine the cconomic impact of specific lease
provisions on rent. The multiple regression equation will employ two unique lease
data scts. The shopping center data set contains ene hundred and three retail
lcase observations. The retail lease data set was sclected to minimize the spatial
and locational variation among lcased spaces. The one hundred and three leases
arc from neighborhood and community shopping centers which are of strip design
and are located inside a threce mile radius in the same gecographic arca of a city.
Further, the open air shopping centers arc comparable in size, architecture,
occupancy, and amgenities. Also, Chapter 4 gives the retail lease empirical results
which provide strong support to the dissertation’s theory that the resolution of

contracting issucs i5 important in undcrstanding how landlords and tenants

‘Smith and Wakeman [1985] propose that taxes alone do not explain all
aspects of corporate leasing policy. They indicate that contracting problems are
important in the leasc versus buy decision. So, contracting costs appear to affect
lcasing policy and should also be significant in the sclection of an appropriate
icase structure.



structuee rctail leases. The second data set includes three hundred and twenty-two
office leases. The office data set was chosen so as to lessen the spatial and
locational variation among leased spaces. The three hundred and twenty-two
office leases are located in five multitenant office buildings which are situated in
a prominent part of a medium size city within a quarter mile of each other and
are comparable in size, number of floors, architecture, and occupancy. The five
office complexes arc all rated class B office space. The office lease empirics
indicate that specific lecasc provisions affect office rental rates. A summary
which includces the dissertation’s main results and a discussion of possible areas of

future research concludes the dissertation.



CHAPTER 2
INSTITUTIONAL BACKGROUND: AN OVERVIEW
OF RETAIL AND OFFICE LEASES

I. Introduction

The leases associated with shopping centers and office buildings are varied

5 This chapter is

and generally contain a diversity of contractual provisions.
divided into five scctions and provides an overview of rctail and office leases and
their standard terms and provisions. Sections II and It contain an introduction 1o
the types of assets being leased -- shopping centers and office buildings. Section
IV examines the lcasing process by describing rent types, the document, standard
terms, and covenants, contingencics, and other special provisions. Section V

reviews prior related research on shopping centers, office markets, leases, and the

valuation of contractual covenants, contingencies, and special provisions.

II. Shopping Centers: A Description

The Urban Land Institute [1987) defines a shopping center as a group or
¢collection of retail cstablishment rental spaces that are plaaned, developed, owned,

and operated as a unit and are related by location, size, and variety of stores to

5See Fricdman [1983] and the American Bar Association [1987] lor an
indepth commentary on commercial leases and their provisions.

4



the corresponding trade arca.® However, Friedman [1968, p. 559] provides a more

simplistic definition:
"The distinguishing factor of a shopping center is that it is not a
free-standing store or a cluster of free-standing stores, and if one
takes a free-standing store and adds a parking ar¢a and other

facilities it is still not a shopping center. A shopping c¢enter is in
¢ssence an enscmble of many stores, with their combined pulling

power.”
Shopping centers provide onsite parking in direct relationship to the quantity and
sizes of stores. Shopping centers range in size lrom giant "super regional” malls
with over a million square fect to small neighborhood shopping centers with less
than twenty thousand square feet of rentable spacc.’

Most neighborhood and community shopping centers arc strip shopping
centers. A strip shopping center is 3 group of stores connected by a canopy over
the sidewalk which runs along the front of the stores.? Parking is usually at the
cntrance of the retail establishments and is commonly composed of one to ecight
parallel rows of parking spaces. Three diffcrent types of merchants are typically
tound at shopping centers.® An anchor tenant is the key tenant that gives the

center its stability and drawing power. A national chain supermarkct or drugstorc

is a typical anchor tenant for many strip shopping centers. Another type of

8There exist four types of shopping centers based upon their function:
ncighborhood, community, regional, and super regional. A neighborhood center
caters to daily needs by providing for the sale of convenience goods (e.g. groceries)
and personal services (¢.g. dry cleaners) while a community center expands upon
convenicnce goods and personal services by supplying a wider selection of soft
lines (apparcl) and hard lincs (hardware and appliances). Regional and super
rcgional centers arc usually malls. A ncighborhood center contains between 30,000
and 100,000 square fcet while a community center has between 100,000 and
300,000 square feet. Sce Urban Land Institute’s Dollars and Cents of Shopping
Centers: 1987,

"The International Council of Shopping Centers (ICSC) estimates that there
are over 24,000 ncighborhood and community shopping centers in the US. Sce
Urban Land Institute, Dellars and Cenis of Shopping Centers: 1987, p. 135,

BThe data sct of retail leases used in the discertation are for strip shopping
centers.

®The Urban Land Institute [1987] provides a detailed overview of the many
categories of merchants found within the three merchant types.
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tcnant is the local chain store such as a ladies apparel shop which feeds off the
anchor tenant and has high, stable sales as well as brings more shoppers to the
center. A third type of tenant is the singlc-location or "mom and pop”
independent store which usually pays high rent, and has uncertain sales and
linancial stability, With the numerous variety of stores available within merchant
typcs, shopping center owners try to find a mixture of stores that will maximize
total sales and total rents.!® Thus, shopping center owners attempt to control their
cxposure to risk through three mechanisms: the store mix, the loan to value ratio
of the financed property, and the lcase agrccmcnt.” The retail lease agreement
allows landlords and tenants to vary uncertainty through changing the type and

amount of rent and contractual provisions to suit their specific risk preferences.!?

Yaccording to Epley and Rabianski [1986], the successful shopping center
ownecr/manager trics 1o sclect tcnants that will achieve a positive synergistic
rclationship with other tenants. The activities of one merchant should increase
the flow of customcrs to other merchants. There exists synergism between such
types of tenants as major department stores and specialty apparel shops, apparel
shops and shoe stores, jewelry shops and women's clothing stores, etc. Also, see
Anderson [1985) for resecarch on the association of shopping center anchors with
the performance of a nonanchor specialty chain's stores.

HUpyher and Cooper [1982] review risks associated with shopping centers
and office buildings and their minimization. Pyhrr and Cooper [p. 549] note that
". . . sources of shopping center risk include the possibitity of high vacancy rates
for non-major tenants, lack of adequate growth in sales to provide overage
income, bankruptcy of a major tenant, uncompensated but escalating operating
costs due to rising tax and utility bills, and the opening of new shopping centers
in the trading area without the concomitant increase in consumer buying power."

2Requiring low minimum rent but high percentage rent for retail tenants
shifts much of the risk onto the shopping center owner because the tenant pays
higher rent when he has higher sales. However, in an agency framework this may
bc an optimal lease arrangement since the landlord and tenant both have mutual
incentives to increase store sales. Additionally, the landlord has an incentive to
find the right mix of tecnants to maximize overall shopping center sales. Sec
Barnca, Haugen, and Senbet [1981, 1985] for an cxamination of agency problems
and their resolution.



111. Office Buildings: A Description

Office buildings are composed of on¢ or more rentabie spaces and range in
size from the World Trade Center in New York with millions of square feet of
rentable space to small, single tenant office buildings. Typically, office buildings
provide janitorial and utility services to occupants along with free parking. Class
A office spacc is a rating for relatively new buildings in prime locations with
high occupancy levels and highly competitive rental rates. Class B office space
represents new buildings in nonprime tocations, clder buildings in prime locations,
or buildings that have been renovated to modern standards in prime locations.
Class B office spacc has high occupancy and compectitive rental rates. Class C
buildings, comprised of older, unrenovated buildings in fair condition, have good
occupancy and low rental rates.!3

Building owners can modifly their financial uncertainty by changing the
loan-to-value ratio of their financing or varying the type and amount of lease rent
and contractual provisions. Synergy from the mix of office space o¢cupants is not

4 Howecver, as with shopping

as favorable as with shopping center tenant mixes.
centcr ownership the lcasc agreement for office buildings can lessen the

uncertainty associated with being a landlord.

3The Urban Land Institute provides these definitions of office space
classes. This terminology closcly follows standard industry definitions of office
space classes.

Ypyhrr and Cooper [1982].



1V, Leases

Shopping center and office leases are usually arranged for medium to long

16

terms and are similar in nature to operating leases. For merchants and small

officc space users, lcases of three to five years are normal, For big retail space
tcnants such as supcrmarkets and department stores and large office space
occupants, fifteen to twenty-five year leases are common. Commercial leases
typically include standard terms for the payment of rent along with negotiated
covenants, contingencies, or other special provisions, Retail and office space
landlords negotiate contracts that assure a stable tenant tenure, favorable rents,
and a beneficial allocation of risks.!® Transaction, monitoring, and contracting

costs must be considercd when explaining the lease arrangement.!”

A, Rent Types

According to Ring and Dasso [1985], rctail and office lcases extending over
on¢ (1) year or morc are lengthy documents which contain many landlord-tenant
covenants, contingencics, and other special provisions. The straight or [ixed lease
is generally used in office leases. A straight lease is an agreement requiring fixed
rent to be paid periodically throughou: the entite Iife or term,

Untike the office lease, in which the rental payment is usually fixed, the

rctail lease can rcquire any of several payment methods. However, the percentage

15Copeland and Weston [1988] observe that there exist three main types of
leases: operating (scrvice), sale and leaseback, and strict financial. The operating
lease is most similar to thc retail space lcase because the landlord agrees to
provide space and the costs of maintenance of the space are usually included in
the lease payment. Additionally, the lease is executed for a length of time less
than the asset’s lifc, so that the payments do not fully amortize the cost of the
equipment. The lessor recovers his investment through a subsequent new or
renewal Icase or by an assct sale.

'van Horne [1983] comments that the icssor and lessee can adjust the
degree of risk held by participants via varying the term of the lease and/or
including options in the contract.

7Sec Smith and Wakeman [1985].



lcase based on gross sales is the most common.’® The percentage lease usually
requires a minimum fixed rent ranging from forty to eighty percent of amounts

considered fair in rclation to property value along with a predetermined

percentage of sales rent based upeon store type and classification!® Specific
percentage rent amounts based upon store type and classification have evolved
over the past several decades and have been accepted for use by most retail
landlords.?® The percentage of salcs rent may range from as low as two percent of
gross sales for discount stores or supermarkets to as high as ten percent for
jewelry stores. At the sales break-point percentage rent is equal to fixed or base
rent. Percentage rcnt only becomes payable after the sales break-point or the
contractually agrecd minimum threshold amount of sales per annum has been
attained. Thus, a base and percentage rent combination provides the landlord

with a stable minimum income along with the potcential for increased income as

sales volume grows.

B. Document®!
A lease is an agrecment between a lessor (owner) of real property and a

Icssee (tenant) that conveys to the lessee the right to use and possess the lessor’s

18The American Bar Association [1987] observes that percentage rent should
be ideally based on a net revenue fFigure, but that shirking and other opportunistic
behavior problems arise when the landlord intrudes into the tenant’s business.
FFurthermore, accounting difficulties resuit when determining net income. For
these reasons, gross revenue percentage rent is almost universally used. The gross
rcvenue percentage rent reflects an anticipated share of the tenant’s prolits.

9Ring and Dasso [1985].

0The Urban Land Institute [1987] publishes average percentage rents by
shopping center category for the three major store types and over 100 store
classifications.

31gee Friedman [1983], Gibson, Karp, and Klayman [1983], and Lusk and
French [1984] for a thorough discussion of leases and the law associated with
lcasing.
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property for a designated time period in return lor financial consideration.?? The
terms of the lease such as tenancy period, rental payments, a description of the
space to be rented, contingencies such as options to renew and lease cancellations,
covenants, and other specific provisions agreed to by the lessor and lessee arc
described within a lcase. Thus, the lease arrangement combines a conveyance of a
property intcrest, which crecates a leasehold interest, and a contractual statement
outlining the rights and obligations of the landlord and the icnant (c.g. the
landlord is obliged to provide space while the tenant pays rent). In determining
the validity of a lcase, the courts apply the rules governing contracts. The
cssential elements of a valid contract include offer and acceptance, consideration,
capacity to contract, and legal abjectives.

The statute of frauds typically requires that leases covering a period of
time greater than one year must be in writing. Ordinarily, a commercial or office
lease is [iled for public record in the county in which the property is situated.
However, only a mcmorandum of the lease is recorded in some states in which

case the terms of the lease are not revealed, but public notice is given.

C. Standard Terms

A sufficient retail and office lease may contain a number of standard
terms along with standard and non-standard provisions.?* According to Pyhrr and

Cooper [1982)], standard terms include a description of the space to be leased, the

24 commercial lease is a legal document that presents the contractual
arrangemcnt between a lessor who owns retail or office property and a lessee who
is a private business or professional person. Retail leases are written for
merchants such as rctail stores, restaurants, movi¢ thcaters, and gas stations.
Office lecases arc drawn up for office space that is occupied by accountants,
attorneys, appraisers, mortgage companies, and other professiona! individuals.

Bpollack [1970] observes that developers try to keep their store and office
leases as uniform as possible and usually develop a landlord-oriented form.
However, some tenants have their own lease forms, and their ability to use their
own forms is dependent on the lessor’s needs and the lessee’s desirability as
tenants,



origination date and length of the lease term, the rental agreement and payment
procedures, specific required sales reports (not applicable for office leases), the
determination of responsibility for payment of utility bills, repairs, insurance, and
tax increases, restrictions on sub-letting space, security deposit requirements,
arbitration rules regarding the handling of disagreements in lieu of litigation, and

duty to pay for common areca maintenance charges.

D. Provisions

Real estate Icases contain standard and non-standard contractual provisions
such as covenants and contingencies which can allow, restrict, or extend the use or
transfer of property or funds. Contractual provisions can be considered
conditions to the lease or transfer of asscts. Conditions can be ecither precedent,
concurrent, or subsequent to a valid contract.?*

A covenant is a contractual promise to perform an act or activity or not to
perform an act or activity. A breach may subject the defaulting party to
dissolution of the leasec. Covenants often restrict onc contractual participant from
cngaging in specific activities that are injurious to the other party. A contractual
contingency is usually a condition precedent to a valid contract but can also be
considered a condition concurrcnt. A contingency is a provision requiring the
completion of an act or the occurrence of a particular event in order for a
contract or a provision of an ¢xisting contract to be binding.

Contractual provisions such as covenants and contingencies are negotiated
by the grantor and grantce and are inserted within a contract. Thus, standard
rcal cstate contracts can have significant variations because of the inclusion of

many types of negotiated contractual covenants and contingencies. For example,

MK ratovil and Werner {1983] indicate that contractual conditions, including
covenants and contingencies, may be ¢ither expressed, implied in fact, or implied
in law. However, it is possible that the lessor and lessee may devise an
unconditional lease contract to allow the property transfer to occur without
conditions.



12

in a retail lcasc agreement, a covenant may be a provision that restricts a lessce
from operating another retail outlet within a certain distance of a leased location,
i. Covenants

The rights and obligations of both the landlord and the tenant are
expressed in a written lease. Many of these rights and obligations may be
standard lease provisions, but a number of covenants, contingencies, and other
special lease conditions are negotiated. Pyhrr and Cooper [1982] emphasize that
lease covenants are originated and accorded by the tessor as a means of controlling
and maintaining the desired quality and character of a shopping center or office
building. Lcase covenanis address such areas as late payment charges, possession,
property improvements and repair, assignment, and use of the premises.

Rental payments must occur in a timely manner. Late payments subject the
lessor to increased risk and uncertainty. Covenants insuring prompt rental
payments such as late payment charges and sccurity deposits may be advantageous
to both the landlord and the tenant, since any decrease in the landlord's
monitoring costs should be refiected in Jower rent.

Leases have the implicd covenant that the tandlord wiil convey to the
tcnant possession of the property.®® A landlord must transfer possession to a
tenant for the term of the lease, only subject to lcase contingencies.?® Neither the
landlord nor the tenant is expected to make any improvements to the property
unless required to do so by the lease. However, a tenant may be granted the right
to install trade equipment or fixtures that are necessary for the operation of his

business. Under thc principle of caveat lessee, a lessor is not bound to make any

®For a good overview of the many covenants, contingencies, and other
special lcase provisions contained in commercial Icases see Stambaugh [1978] and
Epley and Rabianski [1986].

315 the possession covenant, a provision is usually included which assures
the tenant that his right of possession will survive a foreclosure sale or a
termination of a ground lcase. Sce Pollak [1970).
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repairs to the leased premises. However, the lcase usuvally allows the landlord to
cnter the premises after notice and make nccessary repairs to comply with
governmental regutation.?” Also, the tenant is not required to make repairs but is
expected to return the leased space in the same condition as rececived, with
allowances for ordinary use. Most retail and office leases prohibit the assigning
of leases in order to allow the landlord to restrict the entry of undesirable tenants.
The use covenant is wvsually narrow and specific and holds that the tenant may
only use the space for specific purposes which are designated in the lease. Other
lease covenants govern the amount of tenant liability tnsurance required, hours of
business operation, signage, type and quality of merchandise, membership and
assessments for merchant associations {not applicable for office leascs), and use of
common areas such as lobbies, parking areas, stairways, and storage rooms.
2. Contingencies

Negotiated contractual contingencies include the option to renew, leasc
default contingencics, and the landlord’s right to relocate a tenant. Many leases
contain an option that allows the lessee the right but not the obligation to renew
his lease. The option to renew requires that the lessee provide notice on or before
a specific date of his intention to exercise the renewal option. However, therc is
no separate notice rcquirement (o terminate a lease without a renewal option when
it expires, since a written lease for a stipulated period of time stops at the end of
that time period. When a tenant defaults on or breaches a lease provision, a
landlord may suc to rescind the lcase and evict the tenant through court
proceedings. Likewise, when a landlord breaks a lease provision, the tenant is
entitled to sue the landlord to obtain a judgment to recover rent paid or cure

defaults. The parties to a lease can mutually agree to nullify the lease, but a

7State statutes recgulatec these rights and obligations if they are not
explicitly written in the lease.
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tcnant who abandons leased property remains liable for the terms of the lease,
including rent payment,

Office leases sometimes contain the contingency known as the landlord's
right to relocate the tenant which allows the landlord to move office tenants into
a new space in order to accommodate the spatial requirements of old and new
tenants. However, it is usually stipulated that the new space must be similar to
the ariginal office space, and any expenses associated with the relocation must be
paid for by the landlord.?® Landlord rental concessions depend on the occurrence
of a particular event such as the landlord’s failure to have the leased space
finished and available for the tenant on time. Other negotiated contractual
contingencies consist of overage rent {or sales beyond a breakpoint and lease
cancellation by the landlord or tenant for low sales or high shopping center or

office building vacancy.

V. Prior Related Research

A. Shopping Centers

Although wurban cconomists, geographers, and real c¢state thcorists have
analyzed shopping ccnters, very little work has becen done on the economics of
shopping center leases.?® This dissertation breaks new ground because it describes
and tests for the cconomic impact of certain retail lease provisions. First,
however, a reviecw of related shopping ccnter rtesearch will allow better
comprchension of the cconomics of the lease from both the landlord’s and tenant's

perspectives.  Specific issues in shopping center rescarch include models of

28Fricdman [1983) in his treatise on leases indicates that courts have held
the landlord’s right to relocate the tenant to be legal since it does not abrogate the
tecnant’s right of property use and possession.

9 ec [1987] provides a comprehensive review of the literature on shopping
centers contained in urban economics, geography, marketing, and urban planning
r¢search,
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shopper behavior, shopping center existence theorses such as central place and
agglomeration, rent differentials, merchant mix, store location models which
cmploy regression analysis, and the impact of shopping center development.

1. Models of Shopper Behavior

Models of shopper behavior are important because they permit improved
understanding of the demand side of the shopping center supply-demand
cquilibrium. Modcls of shopper behavior are based upon the assumption that
shoppers are utility maximizers or cost minimizcrs.

Although purchascrs usually prefer buyving at the closest store in order to
minimize travel time, one-stop shopping provided by shopping centers may be
more favorable because it allows for different types of merchandise to be
purchased on the same trip. This maximizes shopper utility or minimizes overall
shopping costs. Thus, to reduce the cost of time lost to searching and travelling,
buyers visit agglomerated stores or shopping centers to purchase different types of
merchandise from different merchants on onec trip. Therefore, shoppers may
bypass nearby individual stores in favor of distant shopping centéers to save
valuable time and benefit from increased merchandise selection.

Empirical studics such as O'Kelly's [1981] investigation provide evidence
that approximately 30-50 percent of all shopping trips arc for multiple purchases.
However, a problem with most studies of consumer multi-purpose shopping
behavior is that they do not have a model which rcflects rational human behavior.
In an attempt to solve this problem, Narula, Horowitz, and Lentnck [1983a) and
Ingene [1984] show that multipurpose shopping is a rational consumer behavior
because it reduces travel time and shopping costs.

2. Reasons for Shopping Center Existence
Central place theory and agglomeration economics have been employed by

cconomic researchers to account for the c¢xistence of shopping centers. In early
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research, central place theory was used to rationalize why shopping centers were
supplied. Traditional central place theory stressed that shoppers visited the
nearest store, However, agglomcration thcories developed after researchers
realized that shoppcrs made a greater number of visits to larger shopping centers.
The larger centers had a greater agglomeration of stowes with more merchandise
choice for the shoppers.

i. Central Place Theory

Central place theory is a normative model which accounts for the spatial
distributions of rectail facilities and market arecas. Central place theory holds that
scllers create small dispersed monopolies because purchasers shop at the closest
shopping center. Although carly spatial theorists such as Losch [1954] developed
models for shopping center existence based upon a geometric locational theorem,
recent models include compcetition from other rctail firms and seem to better
cxplain retail location. Ghosh [1983]) contends that surviving rctail outlets are
positioned in strategic sites which lessens the ability of competition to enter.
Howcver, Ghosh and Craig [1984] note that new stores may find locations that are
better adapted to changing market conditions.

ii. Agglomeration

Shoppers prefer larger shopping centcrs over smaller shopping centers
because store diversity improves multipurpose shopping. Agglomerated or
clustered retail stores reduce shopping time and costs through decrcased travel and
scarch cfforts. Eaton and Lipsey [I1981] observe that locational clustering
facilitates comparison shopping by customers along with information exchange
between competitors. Bucklin [1967] emphasizes that shopping centers assimilate
different rctailers because they provide more attractive shopping through an
increased selection of merchandise. Thus, store clustering through shopping

centers atlows for better merchandise sclection, decreased travel costs, and lower
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prices (through increased competition). These shopping cenler benefits translate
into a positive economic externality. Rent differentiais between big and littic
shopping centers and among merchants may result from this externality.

3. Rent Differentials

Since larger shopping centers attract more shoppers than smailer centers,
higher rents should result at larger centers. Eaton and Lipsey [1982] and Mulligan
{1983) find that mcrchants in large centers have a competitive advantage over
small center merchants because of an increased number of multipurpose shoppers.
Ghosh [1986] shows that the major benefit of multipurpose shopping goes to
landlords and low order retailers,

Landlords and tenants are aware of the valuable economic externality
associated with shopping center customer traffic. However, not all merchants pay
equally when it comes to compensating the owner for space use. Since store
clustering is especially beneficial to a low order retailer or shopper traffic
cxploiter (¢.g. jewelry store), the high order store or shopper traffic generator (e.g.
supermarket) may rzquest a share of the created positive extecrnality. Shopping
center owners often provide side payments in the form of rental discounts to
traffic gencrators. Thus, the beneflits of clustering that accrues to lower order
stores returns to the high order stores via rental subsidies.® However, merchant
mix can also affect rent levels.

4. Merchant Mix

Rent levels and merchant mix are interrelated. The amount of rent
charged determines the type of tenant that will locate in a center. Tenant type
will affect the tenant mix which then will influence the shopping center rental
income. However, the devcloper and the merchant have conflicts of interest when

determining tenant mix. CALUS [1975] explains how the landlord wants to

3Ghosh [1986] determines this level of clustering benefit.
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maximize rental income from the entire shopping center and has an interest in an
individual store's success only as a contributor to the overall shopping center
rental income. In contrast, the tenant is very concerned about his own sales and
his interest in the overall shopping center sales is related to how it will affect his
store’s sales. Nevertheless, there is some middle ground in that both the landlord
and the merchant have mutual incentives to promote shopping center traffic
which can lead to higher individual merchant and overall center sales. Yet, the
owner can allow two very similar stores in the same center much to the distress of
the original merchant.

Restrictive covenants preventing entry of similar stor¢es and, thus, the level
of price competition are sometimes found in retail leases. Ghosh [1986] discloses
that the possibility of additional competition from similar stores within a
shopping center should affect a tenant’s rent. These restrictive covenants should
increase tenant ren! because the developer would want to share in the merchant'’s
monopoly.

The number of anchor tenants also influences overall center sales and
success. CALUS [1975] finds that the amount of anchor space to overall rental
space will affect the viability of a shopping center and rental income. Further,
the sclection of major tenants defines the focus of the shopping center. Other
researchers, such as Anderson [1985), provide additionai support for anchor stores
serving an unigue role in shopping centers.

Anderson investigates the relationship between the performance of a
nonanchor specialty chain’s store and the number of anchor stores in a shopping
center.  Anchor stores generate consumer traffic. Nonanchor stores count on the
consumer traffic produced by anchor stores and the shopping center's overall
marketing. Anderson finds that a nonanchor specialty chain store’s profit per

square foot is a function of the number of anchors, with or without Sears (perhaps
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the greatest anchor of them all), store design, with or without Penney’s (another
major anchor), and the number of non-anchor stores. Anderson concludes that a
chain store situated in a shopping center with many anchor stores and relatively
few nonanchor stores has greater proflit per square foot and higher rent,
5. Store Location Models

Store location regression models usuvally have store performance as a
dependent variable, and location, spatial attributes, market characteristics,
merchandise price, and competition as independent variables. The regression
models that have been developed have generated conflicting results. Lord and
Lynds [1981] show that a store's performance increases with distance I'rom a
competitor, while others ogbserve better merchant performance with stores located
ncarby. However, these studies do not include specific lease information.
6. The Impact of Shopping Center Development

Municipal governments, developers, merchants, and researchers have been
concerned about the environmental, social, and cconomic impacts of shopping
centers on local governmental scrvices, consumers, and pre-existing retailers. 3
Rogers [1979] reports changes in shopping pattcrns, consumer costs and benefits,
merchant competition, traffic (lows, and travel patterns arising {yom new retail
developments.  Alcxander and Dawson {1979} find that new shopping centers
increase employment in the local community. Their results indicate that floor
space per worker is positively related to stuore size and is greatest in small

shopping centers.

3ee [1987] obscrves that there exist varied interests among the business
and governmental participants involved in the shopping center development
process. When a developer attempts to construct a ncw shopping center, he may
confront certain business groups who want to protect ¢xisting shopping areas, city
planners that address the traffic problems and service expenditures associated
with new centers, and a local government that wants the additional tax and

employment base.
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Shopping centcrs often replace downtown areas to the dismay of existing
downtown stores and local governments. Bennison and Davies {1980) point out
that merchants often rclocate from town centers to new shopping areas, and
therefore the number of existing town center businesses decreases. Although new
shopping centers crcate additional needs for municipal improvements such as
increased traffic control, sewage, water, and roads and services such as fire and
police protection, they also generate greater municipal revenues through sales and
rcal property taxes.

7. Summary

Shopping centers create a valued externality through the grouping of retail
stores, The valued externality is5 multipurpose and c¢omparison shopping.
Developers/landlords select tenant mixes and plan store Jocations so as to

maximize the externality.

B. Office Markets

First of thc¢ threc historic branches of office market rescarch is an
investigation into thc spatial patterns of office employment.3? Second, hedonic
modeling is applicd to better understand the determinants of office rents. A third
branch concerns an cxamination of office market cycles and the forecasting of
changes in supply and demand for of(ice space.

1. Spatial Research on Office Employment

Spatial layouts of office employment have been rescarched by geographers
in order to gain undcrstanding about how office markets are affected by relative
cmployment location. The opportunity for a variety of face-to-face meetings has
been offered by rescarchers as the strongest rationale for office space clustering

and the existence of central business districts (CBD's). Wabe [1966] obscrves that

3Clapp [1985] provides a thoughtful review of these areas of office market
research.
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office location in a CBD facilitates professional interactions, inciuding mcctings
with business people from outside of the area. Thorngren [[970] reports that
executives nced to interact with a wide variety of people and services and this is
achicvable in a central office area. Long, Witte, Tauchen, and Archer [1984]
cmploy the desire for face-to-face interactions as a foundation for creating a
theorctical model of spatial use. Their findings indicate that office locations are
positively related to the ability of professional employces to conduct face-to-face
mectings, available amenities, provision of bus service, and fire and police
protection, but arc necgatively associated with property taxes and traffic
congestion.

In addition to facilitating face-to-face meetings, external ¢conomies can
cmerge from the centralization of many experienced workers and the availability
of a wide variety of services. Robbins and Terleckj |1960] comment that external
economics come from the accessibility of a wide variety of specialized services
that are concentrated in metropolitan office areas and central cities. Burns [1977)
also obscrves that a diversity of specialized services are obtainable in central
citics and this gives rise to office space demand,

However, suburban office markets do have some advantages. Burns points
out that suburban office markets of fer better access to less costly clerical workers
and reduced commuting time. Wabe [1966]) Finds evidence to suggest that office
worker costs arc lower in the suburbs. Wabe also reveals that turnover for office
jobs may be less i rcquent when the costs of personal commuting decrcase. Clapp
[1980] and Archer {i1981) empirically observe that CBD offices rclocate to the
suburbs. Howcever, Pye [1977], Code [(1983), and Clapp [1983) stress that rent
differentials between central and suburban office markets must be large enough

to justilfy relocation to the suburbs.
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2. Hedonic Office Rent Studies

Office rent hedonic studies typically employ Rosen’s [1974] theory to show
that structural and locational characteristics affect rent3® The first hedonic
office rent study was done by Clapp {1980). Using a sample of 105 office
buildings in Los Angeles, Clapp finds that therc is an implied tradeoff between
lower rents and facc-to-face business contacts. Rental charges decline as distance
from the CBD increases, but there is also a corresponding decrcase in the
opportunity for facc-to-face encounters between business persons since the density
of tand use declines. However, suburban office areas may permit enough face-to-
face meetings to scrve as a replacement for a3 CBD. Other office rent hedonic
studies have examined the effects of property taxes, quality of architecture, and

CBD location on nominal rent.

Wheaton [1983] investigates whether or not owners of office structures
capitalize property taxes into rental rates. Utilizing data collected from office
leasing agents in Boston, he shows that property tax, building size in square feet,
and number of floors have a positive affect on rent, while building age influences
rent negatively.

Hough and Kratz [1983]) examine the cffect of quality building architecture
on office rent through a hedonic equation. Employing the average dollar rent for
office space as a decpendent variable, they show that a proxy for high quality
architecture has a significantly positive coefficient.

Brennan, Cannaday, and Colwell (BCC) [1984] develop an explanatory rent
model for the Chicago CBD. In their hedonic analysis, BCC employ rigorous

empirical methodology. They use a Box-Cox transformation to select the best

33Rosen [1974] explains how a market for a single commodity with many
characteristics operates and indicates the nature of the price function that clears
the market. The office market is analogous to other markets For differentiated
products such as housing. Therefare, Rosen’s methodology can be used to estimate
the implicit prices for various characteristics or attributes associated with office
space.
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model and an affiliated Box-Tidwell [1962] transformation to determine the
correct form for cach of the included e¢xplanatory variables. They demonstrate
that base rent is a negative function of distance from the CBD’s center of
activity, square footage of the leased office space, and greater tenant
responsibility for increases in building operating costs while being a positive
function of building square feet and vertical position in the building. With
vertical positioa in the building, it is belicved that rent rises as office location
becomes higher duc to upper floors having better views. However, a high (loor
number may indicate location in a prominent office building since tall structures
are the most well known edifices. The lower rental rates per square foot
predicted as square footage expands may result from the negotiating strength of
the tenant increasing with lease size.
3. Office Demand Forecasting

Office demand forccasting is sufficiently developed to enable accurate
prediction of changes in office space demand. Kelly [1983] comments that the
risks connected with office development can be lowered by understanding cycles
and trends in office employment. He discusses how new office space absorption
can be predicted from new construction and changes in vacancy rates. Although
many office space forecasting models have been created, perhaps the most
interesting is that of Wheaton and Torto [1985) who provide a macro forecasting
model of office space demand. Employing a series of five equations, they are able
to model existing vacancy rates. The model can then be used to predict future
vacancy rates based upon changes in the independent variables such as new
construction and office absorption rates. They also note that finance, insurance,
and rcal estate activitics, along with other service oriented businesses, are the

primary users of office space.



24

. Research on Lease Pruvisions

Financial theorists have developed substantial litcrature on lcasing.s‘
However, the bulk of their efforts concentrate on the lease versus own decision.3®
Contractual covecnants, contingencies, and other provisions are taken to be
cxogenous to this financing decision. Nevertheless, Smith and Warner [1979),
Myers [1977], and other rescarchers indicate that contractual provisions in
dif ferent types of contracts such as bond indentures do affect nominal contracting
costs (e.g. interest rates). Further, Smith and Wakcman [1985] suggest that
contractual provisions in leases help determine rental rates.®

Empiricists have neglected the leasing process. Copeland and Weston [1988,
p. 632} observe that there is "scant™ empirical literature on leasing or leasing-
rclated issucs. According to Schallheim, lohnson, Lease, and McConnell [1987],
theoretical research on leasing has proceeded more rapidly than empirical work
because data on leasing arrangements is not casily obtainable. However, the

authors point out that the role of transaction, information, and search costs, along

with default risk must be considered when valuing leases. In support of this

MAng and Pcterson [1984), Bower [1973), Brealey and Young [1980],
Copeland and Weston [1982], Franks and Hodges [1978), Lewellen, Long, and
McConnell [1976), McConnell and Schallheim [1983], Miller and Upton [1976],
Myers, Dill, and Bautista [1976], Schall [1974, 1985, 1987], Schallheim, Johnson,
Lease, and McConnell [1987], Smith and Wakeman [1985], and Weingartner [1987]
are some of the researchers who have analyzed leasing practices.

3% These authors commonly employ net present valuc analysis in order to
determine whether or not there is a net advantage to leasing when making a lease
versus own decision.

%Smith and Wakeman [1985] investigate the nontax determinants of the
lease structure. They observe that lessees have little incentive to maintain their
lcased property becausc they have no claim on the residual asset’s value. They
suggest that assets which have specific uses create contracting costs. These
contracting costs arisc from conflicts between the lessor and the lessee and cover
n¢gotiation, administration, and enforcement costs.
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realization, the researchers show that their proxies for transaction and search costs

are statistically significant, while default risk proxies have mixed outcomes.®’

D. Agency Theory

Information asymmetry and monitoring or auditing problems can arise
from the conflicts ol interests that occur between contractual participants
involved in a cooperative activity.3® Confiicts of interest may be present because
contractual participants bchave according to "me first” rules and choose actions
that maximize their own personal welfare.3® Jensen and Meckling [1976]), Myers
[1977], Smith and Warncr [1979], Barnea, Haugen, and Senbet [1981, 1985}, Kalay
[1982], and others have analyzed the conflicts of interest and wealth expropriation
that ¢an occur between a firm’s stockholders and its bondholders who are
participants in indenture contracts. These researchers indicate several methods by
which sharcholders can expropriate bondholders’ wealth. Stockholders can issue
addittonal liability claims and c¢xcessive dividends to lessen bondholders
collateral. Further, stockholders can expropriate bondholders’ wcalth by "risk
shifting" or investing in higher risk projects (Barnca, Haugen, and Senbet [1981])
and “underinvesting” or avoiding tnvestments that increase collateral for
bondholders (Myers {1977]). However, bondholders are assumed to be rational in

anticipating information asymmetry and monitoring problems associated with

3’Schaltheim, Johnson, Lease, and McConnell [1987] test the hypothesis of
Miller and Upton [1976]) and McConnell and Schallheim [1983). They investigate
whether or not the yields of financial leases are a function of the risk-free
intecest rate and the discounted value of the non-diversifiable risk of the asset’s
residual value. Using a sample of 363 financial lcases originated from 1973
through 1982, the authors find results consistent with their hypotheses.

3¥Barnca, Haugen, and Senbet [1985) provide extensive coverage of the
financial theory of agency which concentrates on the relationships among security
holders and includes the relationship between bondholders and sharcholders in the
context of optimal firm financing.

%®Fama and Miller [1972] call the priority agrecment between security
holders that control wealth transfers "me [irst” rules.
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indenture agreements and would impose restrictive bond covenants to reduce the
contracting costs between bondholders and stockholders.

A conflict of interest requently arises between the lessor and the lessee in
leasing.%® This conflict of interest is analogous to the conflict of interest that
occurs between a firm’s stockholders and its bondholders.®! However, in leasing,
management and sharcholders are combined together as one principal known as
the lessee (1enant), while bondholders are represented by the lessor {owner). With
leases outstanding, the lessee (tenant) may have incentives to operate his business
and personal financial structure in ways which benefit himsell, to the detriment
of the lessor (landlord). For example, the lessece can open additional retail
locations that compctec with the tandlord’s location after the business becomes
cstablished, thus, recducing sales that may have developed in part due to the
landlord’s advertising and reduced rent.

The tenant’s actions are similar to a management’s actions which, when
acting in the stockholder's interest, has incentives to design the firm's opcrating
characteristics and financial structure in ways which benefit stockholders to the
detriment of bondholders. Information asymmetry and monitoring costs arise
from both conflicts of interestt The minimization of these contracting costs
through the use of contractual provisions such as covenants affect nominal bond
and leasc costs. For example, a lease could contain a coveaant prohibiting the
lessec from operating another store within a specified gecographic arca. If real
cstate markets are cfficient, then specific contractual covenants should be
capitalized into leasc prices because these covenants aid in monitoring the

activities of the contract’s participants and, thus, reducc contracting costs.

*“There are a variety of contracts such as mortgages where there exists
similar conflicts of intercst between the grantor and the grantee. Sce Benjamin,
Frankfurter, and Sirmans [1988).

41Copeland and Weston [1988], Martin, Cox, and MacMinn [1988], and others
indicatc that long-terim lcases are similar to debt.
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Therefore, contractual conditions may be valuable in a Smith and Warner [1979]
framework because they increcase the cxpected value of the lecased asset (by

decreasing the lessor-lessee conflicts) and decrease the contract leasing rate.$?

E. Other Contraciing Research

The inftuence of contractual provisions such as covenants or contingencies
on the determination of nominal contract prices including leasc rates has been the
subject of limited rescarch by financial theorists and empiricists, real estate
appraisers, housing rescarchers, legal theorists, and other researchers.

Fingncigl Reseqrchers. Although there is rescarch by financial theorists and
cmpiricists on the valuation of bond covenants, most of these researchers furnish
only indirect evidence on the effects of covenants. Black and Cox [1976], Ho and
Singer [1982], and other financial theorists demonstrate the expected effects on
bond valucs of seniority and security covenants via option pricing models. Thesc
researchers indicate that senior debt should have a greater price than subordinated
debt. However, no estimates of the price premiums or yicld differentials are
dcveloped. In contrast to the theorists, the empiricists present some support for
the existence of bond covenant values.

Smith and Warner [1979], Kalay [1982], and Thatcher [1985] find consistent
patterns in the use of covenants with bond indenture agreements, but furnish only
indirect evidence on covenant values. Nevertheless, Brauer {1983], Roberts and
Viscione [1984), Malitz [1986], and Boardman and McEnally [1981] test whether the
valuc of bond covenants is reflected tn the market price of firm debt.

Brauer offers evidence that "me-{irst” rules alffect market values of bonds.

However, he only cxamines the market performance of two bonds issued by the

42Smith and Warner [1979] explain how debt contracts are written to lessen
stockholder-bondholder conflicts. They provide evidence that protective covenants
contained in debt indenture agreements lessen borrower-lender conflicts and lower
the nominal lending intcrest rate.



28

same company and similar except for differences in collateral. Having a data set
of two bonds (rom one company cannot supply strong proof that nominal dcbt
prices reflect the value of "me-first” rules or covenants.

Roberts and Viscione employ matched pairs of nonconvertible bonds which
are issued by the same company but contain different seniority and security
covecnants in order to provide support for rational covenant pricing. Although
Roberts and VYiscione indicate that bonds with scniority or security covenants
have lower vyiclds than bonds without protective covenants, the value of the
individual covenants arc not ¢stimated.

Malitz apphlics discriminate analysis to identify a firm’s sclection of
covenants based on its leverage, size, and relationship with the capital market.
His work supports the hypothesis that covenants affect nominal bond rates, but he
dces not show the value of individual covenants.

Finally, the study by Boardman and McEnally linds cither tnsignificant or
negative cocfficients for security covenants in regressions estimating debt yields.
These authors explain their contrary findings by the inclusion of bonds within a
similar rating category but which have apparently different risk.

In contrast to thcse authors, Benjamin, Frankfurter, and Sirmans [1988)
find a direct value for several security and seniority covenants. Unlike Roberts
and Viscione [1984), who study matched pairs of nonconvertible bonds which are
issucd by the same¢ company, thcir model employs over 1450 mortigage offerings
for loans backed by similar assets. The mortgage offerings arc for single family
residences that were extended on the same date, with the same maturity, and with
the same coupon. Using a cross sectional regression that does not rely on borrower
ratings as does Boardman and McEnally [1981], estimates for the value of specific

covenants are developed.
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Real Estate Apprgisers. The appraisal industry has long acknowledged that

sales contingencies or provisions may influence the selling price of real estate.
Minaya [1969]) and other practitioner oriented real e¢state writers note that the
conditions or provisions surrounding the contractual sale of property can affect
the appraiser’s estimate of value. However, there has been little ¢empirical work to
support appraisers' beliefs that contractual provisions have worth.

Housing Rescarchers. The hedonic housing literature has given inadequate
consideration to the connection between contractual provisions and nominal
contract prices.®® Clapp [1980], Hough and Kratz {1983}, Brennan, Cannaday, and
Colwell {1984], Roscn [1984], and Cannaday and Kang {1984} all deveclop hedonic
models that explain the variation of office rents in a marKet. In addition,
Guntermann and Norrbin [1987] employ regression analysis to explain the
variability in apartment rents. These authors, however, fail to include contractual
provisions in their rent models. Brennan, Cannaday, and Colwclt [1984, p. 246]

note:  "While it appcars to be gencrally accepted that physical and locational

SMany rescarchers have employcd the hedonic approach to obtain measures
of household willingness-to-pay for particular housing characteristics.  Their
research includes valuations of housing age, corner lots, location near parks and
schools, type of neighborhood, racial ¢omposition of neighborhood, time on the
market, financing, building and housing codes, air pollution, airport noise, zoning,
property taxation, income¢ taxation, transpertation, rent control, public housing,
location near nuclear power plants, fuel prices, crime, type of brokecr employed to
scll property, energy conservation, grecnbelts, housing quality rcgulations and
other issues. The annotated bibliocgraphy by Follain, Gross, Jimenez, and Malpozzi
[1984] contains a summary of c¢mpirical and theoretical studies concerning
houschold willingness-to-pay for particular housing characteristics.
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characteristics are important determinants of rental rates for office space, very
littte has been donc with features of the lease contract other than rent.44

Legal Theorists. Legal writers have analyzed the role of risk allocation in
contracting. MacCaulay [1963)]), Cheung [1969], Hirsch [1979], and Shavell [1980,
1984) investigate optimal risk allocation in breach of contract situations. These
rescarchers examine the effects of contracteal provisions that encourage grantees
to complete their promises or default. Shavell notes that most contracts contain
provisions such as a mutual set of promises or covenants to be performed (or not
performed) and contingencies along with remedies such as payment of damages if
one or both parties fail to perform their obligations. In addition, contracts with
conditions such as a contingency occurring require contractual performance after
the occurrence of the stated event. The failure of the stated event to occur
discharges the contract and subjects the c¢ontracting parties to no liability.
According to Shavell, the presence of an increased number of provisions such as
covenants and contingencies to which a contract is subject would make the
contract less valuable.

Other Researchers,  Other authors investigate the cffects of contractual
covenants and contingencies in other types of contracts. Dunn and Spatt [1985)
investigate prepayment contingencies and duc-on-sale clauses in  mortgage
contracts, Allen, Shilling, and 3irmans [1986, 1987) examine the relationship
between provisions in purchase contracts for singie-family house prices and the

actual agreced upon sales price. They hypothesized that therc exists a connection

“Brennan, Cannaday, and Colwell (BCC) [1984] model the variation in
office rent for a sample of twenty-nine Chicago office lease transactions.
Although BCC include lease features such as the date of lease execution, rental
rate in dollars PSF, term of the lease, the "work letter” cost in dollars PSF, rental
abatement, CPI escalation, inclusion of a "stop" or "base year escalation,” and the
amount of the stop, other lease provisions such as renewal options and cancellation
clauses were not given consideration. Further lessee characteristics such as credit
worthiness were excluded Mrom the model. Thus, certain lease provisions and
lessee characteristics may have a significant impact on office and retail rental
rates,
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between single-family house prices and contractual contingencies since the
presence of contractual contingencies c¢reate uncertainty and, therefore, the
uncertainty causes a price premium.*® The authors develop a model of contractual
contingencies based on e¢xpected utility, Using a sample of house transactions,
their results indicate that provisions such as contingencies contained in contracts
for property rights affect the actual house purchase price in anticipated

directions.

F. Summary

Extensive work on a number of topics relating to shopping centers and
office buildings has occurred. In addition, leasing researchers have developed
substantial theoretical and some¢ empirical literature. However, virtually none of
the literature on shopping centers, office buildings, or leasing examines lease
provisions and their rclationship to rent. Nevertheless, Smith and Warner [1979)]
and other contracting investigators indicate that contractual provisions may
minimize contracting costs so as to affect nominal contract prices. Also, financial
theorists and empiricists, real estate appraisers, housing researchers, lcgal theorists,
and other rescarchers indicate, in varying degrees, that lease provisions will

influence nominal rental ratces.

BThe contingencies are in the form of contractual provisions that discharge
the contract if they are not met. An example would be "purchasc subject to buyer
obtaining financing”



CHAPTER 3

LEASE CONTRACTING ISSUES AND THEIR RESOLUTION

Chapter 3 discusses why shopping center and office lease contracting issues
develop from the existence of risks and opportunistic behavior and how thesc
lease contracting issucs are rcsolved. Chapter 3 is composed of four sections.
Contracting issues in rctail and office leasing are introduced in Section I. Section
It gives an analysis of the resolution of retail leasing concerns by lease provisions.
Testable hypotheses regarding the allocation of risks and the minimization of
opportunistic behavior between the lessor and the lessce, by retail lease provisions,
are proposcd. Additionalty, testable hypotheses concerning the base and
percentage rent tradc-off are presented. Scction IIP examines the resolution of
office leasing conccerns, Testable hypotheses are also set forth which indicate how
office lease provisions allocate risk and minimize opportunistic behavior between

thc contracting parties. A summary complctes the chapter.

I. Contracting lssues in Leasing

A. Basic Provisions in a Retail or Office Lease

The retail or office lease is usually an extensive and complex document
filled with many provisions.*® Table 1 provides an outline of the basic provisions
of commercial leases for retail and office space. The important commercial lease
provisions include a description of the demised premises, the term of the lease,

rcnt, obligations of the landlord, obtligations of the tcnant, subletting and

‘GVirtually all retail and office lcases analyzed in this dissertation
cxceeded thirty legal pages in length. Some of the leases werc as long as one
hundred pages. However, most of the leases contained "boiler plate” sections based
upon the International! Council of Shopping Centers and Building Owners and
Managers Association model lcascs.

32



TABLE 1

Basic Commercial Lease Provisions
for .
Retall Shopping Center and Office Leases

I. The Demised Premises

A,
B.

Area
Condition of Demised Premises

II. Term of the Lcasc

TMOUN® >

Generally

Duration; Statute of Frauds

Commenccement Date

Rcnewals

Termination

Persons Dcriving Rights through the Tenant

[1. Rent

A.

C.

Fixed Rent

I. Incrcases in Fixed Rent

2. Rent Abatements and Offscts
Percentage Rent (only applicable to retail leases)
1. Generally

2. Definition of "Gross Sales”

3. Tenant's Conduct of Business

4. Frequency of Payment

5. Statemcnt of Sales

4] Negation of Partnership

7. Noncompetition/Radius Restrictions
8. Prepaid Rent; Security Deposit
Additional Rent

I.  Utility Charges

2.  Real Estate Taxes

3. Common Area Charges

4. Opecrating and Maintenance Expense

[V. Obligations of Landlord

A.

B,
C.

Maintenance of Premises

I. Frec-standing versus Multi-tecnant Structures
2. Shopping Centers

Tenant Expansion Options

Contribution to Merchants’ Associations

V. Obligations of Tenant
A. Maintenance of Leased Premises

1.  Structure
2. Landlord’s Failure to Make Structural Repairs

3. Nonstructural Repairs

»
American Bar Association [1987].

i3



TABLE 1
(continued)

B. Compliance with Laws

1. General

2. Limitations
C. Use Clause
Genceral
Legality of Use
Exclusive Use Rights
Abandonment

B

VI. Subletting and Assignment
Censent to Assignment
Liability of Original Tenant
Assignment to Related Entitics
Assignments to Affihates
Assignment of Subtenant Rent
Involuntary Assignment
Recapturc of Profits or Space

Qmmpowe

Y11, Insurance and Condemnation
A. Insurance
B. Kinds of Insurance
C. Condemnation

VII. Defaults

I[X. Options

A. Options to Modify the Leaschold Interest
I. Option to Expand Term
2. Option to Lease Additional Space
3. Option to Terminate

B. Options to Acquire the Landlord’s Interest
1. Option to Purchase
2. Right of First Refusal Option

X. Subordination
A. General
B. Foreclosure
C. Lender Considerations
l. Quict Enjoyment
2. The Nondisturbance Agrecement

XI. Estoppel Certificates
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assignment, insurancc and condemnation, defaults, options, subordination, and
estoppel certificates. This dissertation reviews only those basic provisions which
allocate risk, minimize opportunistic behavior, or can be demonstrated to
significantly affect the nominal rent charged by the lessor.  Friedman [1983]
provides an excellent overview of the existence and legality of the commercial
lcase provisions that are not analyzed in this research,

A number of contracting issues relating to allocation of risks and
minimization of opportunistic behavior arise in the retail and office leasing
process.” Among the differcnt types of risk associated with the lecase contracting
process are default, portfolio, and geographic. Opportunistic behavior consists of

free rider issues and quasi-rent appropriation.

B. Allocation of Risks

In the ex-antc leasc contracting process, the landlord and the tenant may
hold different investment portfolios and therefore may have different preferences
toward several types of risk associated with leasing.*® These types of risk include
default, portfolio, and geographic risk. Default, portfolio, and gecographic risk
determine how much the lessor or the lessce nceds to be compensated to bear a
particular risk. Thus, the risk preferences of the landlord and the tecnant along
with the amount and type of rent charged help determine how leases are
structured. A review of each type of risk is necessary in order to understand how

and why lcssors and lessees value the different risks.

“TThis analysis of contracting issues in retail and office lcasing follows
Brickley and Dark’s [1987] examination of franchising related contracting
problems.

“8Although capitat market theory suggests that everybody holds the market
portfolio and a risk free assetr, the lack of divisibility and hedging opportunitics
with real estate and small business ownership along with greater transaction and
scarch costs may nccessitate landlords and tenants holding different non-market
portfolios.
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1. Default Risk

In sctting lcase rental rates, the landlord makes ex-ante judgments about
the credit worthiness of the tenant.*® If the credit worthiness of the tenant is
good, so that the probability of the tenant defaulting is low, then the landlord is
less uncertain about receiving the rental cashflows due him under the lease accord.
However, if the credit worthiness of the tcnant is poor, so that the probability of
the tenant defauluing is high, then the landtord is more uncertain about receiving
the rental cashlflows due him under the lease accord. The uncertainty about
treceaving the rental cashflows can affect the lease rental rates charged by the
landlord. If lower (higher) default risk through higher (lower) credit worthiness
lcads to decreased (increased) uncertainty about the landlord’s receiving rental
payments, the landlord can be expected to charge lower {higher) lease payments to
lessces with lower (higher) default risk, all else being equal.

2. Portfolio Risk
In cases where a tenant has limited resources so that a large proportion of

his personal wealth and income rely on the performance of his business, then his

Y¥Even though a lessor can regain possession of his retail space within a
few wecks in the case of lessce default, there cxist costs of default such as
rcleasing expcenses, space downtime, attorncy's fees, etc.
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investment portfolio may lack diversification.®? This can create problems5!: 32

First, the undiversificd merchant or office space occupant may require higher
than normat rates of return from his business in order to justify holding an
undiversified p(:tr(folio.53 Sccond, an undiversified tenant will be less likely to
desire the same lease term or make the same investment decisions as a tenant who
holds a well diversilied portfolio.

An undiversified tenant may prefer a shorter lease term so as to reduce the
present value of rcntal payments that he guarantees in the lease since this amount
could be due in full or remain payable in the case of business failure or other

financial distress.’* The lease guarantee is similar to a contingent debt and would

80Although the tenant is referred to as an individual, the tenant may be
either a corporation, partnership, or individual.

11t is assumed that the undiversificd tenant is unable to diversify or hedge
at reasonable costs all the risks associated with his business, including the risks
associated with a unique location. The inability t¢ diversify or hedge occurs
because there exist little, if any short sale possibilities for stock or other assets
similar to his business and/or business location. Also, applicable options and
futures are not available for most businesses and their location and insurance does
not fully cover business operating and default risks. Fama and Jensen [1983],
Rubin [1978], and Shavell [1979] review the incentive problems with holding
undiversified portfolios.

82Difficulty arises in testing for the effects of tenant portfolio
diversification on investment choice and lease structure. Nevertheless,
approximately 30 out of 103 retail tenant financial statements were available,
These financiat statements, which mostly represented independent tenants,
indicated that most of the independent tenants had a net worth of less than
$200,000.

5sAlmrnat-::ly, the tenant may have private information that explains why
he owns a business which makes his portfolio more undiversified.

54The retail and office lease usually contains provisions which prevent a
tecnant from subleasing or assigning his space to a third party without the prior
written permission of the landlord. If a sublease or assignment is allowed, then
the lecase normally rcquires that the new tenant be in the same trade or business so
as not to alter the tenant mix. However, finding a new and/or similar tenant
entails search, lcgal, remodcling, space downtime, and other costs {especially for
re-ail tenants). In addition, the original tenant may still remain liable for the ncw
tenant’s lease payments.
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affect the diversification of his portfolio.’® For the undiversificd merchant or
office tenant, a fonger term lease is not merely more contingent debt which allows
movement outward along the capital market line (CML) for his holdings, but also
represents greater investment concentration in his business or one asset.
Therefore, an undiversified tenant may choose to minimize his lease term in order
to reduce the contingent debt’s potential impact on his personal portfolio.®® 1n
addition, an undiversificd tenant has rcduced incentive to invest additional
wealth in his store or office space because his portfolio may become even more
undiversified. Further, the undiversified retail merchant may be tess willing to
undertake costly activities such as extensive advertising to promote his business
and, indirectly, the shopping center and would prefer percentage over base rent.
An undiversificd merchant may not want to pay as much base rent for a
leased prcmises, preferring to pay higher percentage rent since the latter system
allows the merchant to sharc some of his non-diversification risk with the
landlord. The landlord, in most cases, will be better able to handle the non-
diversification risk of the merchant's operations because the landlord has more
wealth and is better diversified. The landiord owns the lease space (or many

stores. By holding varied investmcents and/or leasing to rctail tenants with less

5Jcnsen and Smith [1985] indicate that a lcase is a substitute for secured
debt because it accomplishes the same objective. However, with a lease the lessor
or lender keeps title to the asset and the lessec (borrower) has use of the asset
provided default does not occur. Furthermore, Chiang, Lai, and Ling [1986] report
that a lessee’s lixed monthly rental payments paid to a lessor are similar to
payments made by corporations to investors who hold their debt. Thus, a lease
can be valued by Merton’s [1974] contingent claim framework.

56Although the contingent debt’s present valuc is determined by the tenant's
probability of default, holding a large negative contingency could force the
undiversified lessee to alter the contents of his wealth portfolio so as to lessen the
potential impact of the liability. If the undiversified tenant chooses not to
reallocate his portfolio, he may be forced to hold an even more undiversified
portfolio. MNevertheless, if the undiversified tenant alters his personal portfolio to
lessen the lack of diversification problem associated with guaranteeing lcases,
there exist portfolio reallocation costs. These reallocation costs could be
substantial il it mcans selling an illiquid assct such as a house.
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than perfect positive corrclation in terms of profitability/returns, a landlord is
able to reduce the variance of investment cashflows and/or rental payments.

Thus, higher percentage rents and lower base rcnts are expected for financially
undiversified merchants.®”
3. Geographic Risk

Geographic non-diversification increases the risk of the tcnant who has a
single unique locatien. By not diversifying gecographically, the single location
tcnant has to rely on the fate of one ¢conomy and a unique location versus having
cxposurc to many local economies and locations. By contrast, the geographically
diversified tenant with many different business sites benefits from the economic
stability of multiple economies and locations.®® Thus, by having numerous store or
officc locations with lcss than perfectly positive correlations in terms of local

cconomics which impact retail sales activity, a geographically diversified tcnant is

7By contrast, the financially diversified tenant enjoys the economic
advantage of a diversified investment portfolio. If a tenant is a major chain
store, large office space user, or is otherwise wealthy, then its portfolio may be
large cnough so that a lecase payment guarantee would not impact its portfolio’s
diversification. Therefore, the national chain store, large office space user, or
wcalthy tenant would be less concerned about the base and percentage rent
combination {for rctail tenants only), the term of the lease, and the amounts and
kinds of investments put into the lecased space.

58An exampie would be a tenant who has store locations in an economically
booming city or arca of a city and in an cconomically suffering city or area of a
city. His retail sales and cashflows would be more stable (assuming they were less
than perfectly positively correlated) than a store owner with only one location.



40

able to reduce the variance of possible returns.®™ Therefore, the geographically
diversified tenant may enjoy reduced risk.®°

In addition, a geographically undiversified merchant may not wish to pay
as much base rent for leased space as a geographically diversified tenant,
preferring to pay higher percentage rent since the latter system allows the
mcrchant to share some of his geographic non-diversification risk with the
landlord. The landlord, in most cases, will be better able to handle the geographic
non-diversification risk of the merchant’s opcrations because the landlord owns
the lease space for many stores. By leasing to compatible retail tenants with less
than perfect positive correlation in terms of profitability/returns, a landlord is
able to reduce the variance of possible rental payments. Therefore, higher
pcrcentage rents and lower base rents on average are expected for geographically

non-diversified merchants.

5%The reduction in risk from geographic diversification is ¢vident when one
cxplores the implications of

6 =VII AA P 66

where 6 is the standard deviation of thé refurns gf:ncra:cd by the portfolio of
store locations, A]. is the proportion of the total arca of all stores in location j, A

is the proportion of the total area of all stores in location k, I is the expecte

corrclation between returns from store location j and k, 6'is the standard
deviation about the expected return of Focation j, and 6, is the dtandard deviation
about the expected rcturn of location k. In a similar manner, reduction of risk
may also occur by diversifying across property types. See Hartzell, Shulman, and
Wurtzebach [1987]) for an analysis of reducing risk through geographic
diversification and Hartzell, Heckman, and Miles [1986) for an analysis of reducing
risk through diversification across property types.

8gince his risk adjusted return is lower, then the geographically
undiversified tenant should diversify geographically if he wants to increase his
risk adjusted return. However, owning additional busincsses in more locations
may be financially and managerially impossible so that the undiversified tenant
bears this risk.



41

C. Opportunistic Behavior®

i. Free Riding by Tenant

Free riding by a tenant occurs when a tenant defaults on his obligations to
the landlord and other tenants. For example, a shopper is less likely to return to a
shopping center aftcr purchasing low quality merchandise or not being able to
purchase an item because the store is closed. An office tenant could use his office
space for manufacturing or as a warchouse which could negate the quality of the
buildirig as office space. These costs are borne primarily by the shopping center
or office building landlord and by other tecnants. Retail lease provisions requiring
standards of operation, such as thc sale of quality items only or maintaining
minimum business hours, lessen the merchant free rider problem. Office lease
provisions requiring standards of operation, such as restrictions on the use of the
premiscs, lessen the office tenant free rider problem. In addition, minimizing
advertising ¢expenditures allows a merchant to free ride on the advertising dollars
spent by the landlord and other merchants.®? However, merchants’ associations,
common in many community, regional, and super regional shopping centers, lessen
this problem by undcrtaking joint advertising for the shopping ccnter with other
tcnants and the landlord.®® Additionally, one explanation for retail and office
tenants finishing out their own space is that it serves as a bond to the landlord.

Once the refurbishing occurs, the merchant or offjce space occupant has a greater

®IRestriction of opportunistic behavior can also be thought of as writing
contracts whercby participants bear the full costs of their unwanted actions.

%2A150, a merchant has a decreased incentive to advertise if benefits g0 to
other shopping center tenants.

83A merchants’ association is an organization whose purpose is to improve
cooperation among tecnants and between the landlord and the tenants. In addition,
the organization can rcgulate activities of the shopping center and tenants that are
not covered by lcase provisions. However, joint advertising and promotion is the
primary function of the group. Tenants are required by lease provision to join
the association and pay a proportionate share of the organization’s expenses.
However, the landlord contributes to the costs of the group. Kuklin [1980)
observes that a merchants’ association usually takes the form of a corporation,
with by-laws and a board of directors, so as to limit liability.
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incentive to maintain the worth of the shopping center or office building because

the market value of his lcasehold interest would be low in the case of shopping

center or office building failure®4

2. Free Riding by Landlord

The shopping center landlord/developer assumes responsibility in assuring
the attractiveness and viability of the shopping center and tenant space.
Furthermore, the landlord provides maintenance and advertising and creates an
optimal tenant mix. The office building landlord/developer also assumes
responsibility in assuring the attractiveness and usability of the office building
and the tcnant spaces. In addition, the landlord provides maintenance and signage
as well as creates an optimal tenant mix. Since these responsibilitics are costly,
and many of the benclits are included in the lecaschold value of the retail or
office tenant's spacc, the shopping center or office building owner has an
incentive to skimp on his obligations. Thus, opportunistic behavior by the
landlord occurs when the landlord fails to satisfactorily maintain common areas,
tenant space, or tecnant mix. Improperly maintained common areas, tenant
Facilities, or tcnant mix cffectively increases the tenant’s cost of leasing.%®
3. Quasi-Rent Appropriation by Tenant®®

A tenant can cngage in quasi-rent appropriation. Suppose that a shopping
center or office building landlord/developer leases a custom space. If the {essce
docs not pay the contracted rent, but instcad offers a lower amount, then a lessor

may {ind it in his intcrest to accept less rent if the costs of enforcing a contract

84Although the landlord can finish the space exactly the way the tenant
likes it and the tandlord can amortize the cost aver the lease term so that the
tenant pays an otherwise higher rent, the tenant would not be obligated to pay
this amount with a shopping center or office building failure. Whereas, if the
tcnant owncd his leasehold improvements he would lose his investment.

%)n addition, improperly maintained common areas, tenant facilities, or
tenant mix would incrcase tenant turnover and releasing costs for the landlord.

%The portion of a space’s value above the value given to the best
alternative usc is the appropriable quasi-rent,
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arc greater than the benefits of the higher rent possibly received. However, most
Ilcases include late charges, security deposits, and guarantees to protect the
landlord from this quasi-rent apprapriation.

Bargaining costs between the landlord and the tenant arise when there is a
likelihood for post-contractual opportunistic behavior. Klein, Crawford, and
Alchian [1978] comment that the costs of contracting increase as assets become
more specific in their use by the lessee. Therefore, when assets are more specific,
more appropriable quasi-rents are created.®”

4. Quasi-Rent Appropriation by Landlord

When a merchant or office space occupant changes his location, he could
lose the goodwill with his customers that has been developed. The loss of
customer goodwill occurs because a business’ ability to serve a given trade area is
linked to its location, A landlord can appropriatc a tenant's customer base and
goodwill when a tenant has a short term lease and the landlord rcfuses to release
the space to the tenant.®® The landlord can then release the space to a similar new
tcnant at higher rent and capture the customer base and goodwill that had been
developed by the original tenant. Alternatively, the landlord can raise the rent

when releasing to the ¢xisting tenant so as to appropriate the tenant’s success.

87K lein, Crawford, and Alchian [1978] obscrve that more contract reneging
occurs when there are more appropriable specialized quasi-rents, However, certain
lcase provisions can rcduce the possibility of gains from such opportunistic
bechavior.

®81t is noted that it would be difficult for a landlord to appropriate the
customer base and goodwill of somc¢ anchor or draw merchants whose customer
bases would follow in the case of relocation. A Scars or McDonald’s would be
cxamples of tenants which would be difficult for the landlord to expropriate their
customer bases and goodwill, However, most retail tenants can be considered to
have competitors who would quickly replace them. Dry cleaners, drug stores,
supcermarkets, video rental stores, etc. are examples of such merchants.

Examples of an office tenant’s customer basc that can be appropriated ~re
scrvice oricnted tenants such as banks, tax preparers and processing services, and
discount stock brokers. However, most office tenant customer bases are
independent of location and the customers would choose to follow the tenant to a
new place of business.
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A retail or office landlord can appropriate another type of quasi-rent by
deliberately delaving the completing of a tenant’s space. A tenant encounters
considerable costs when opening a8 new store or office. These costs include
attorncys’ and architects’ fees, commitments for the purchase of fixtures,
cquipment, furniture, and/or inventory, tying up working capital, etc. In a lease,
the landlord typically agrces to deliver space to a tenant by a specific date.
Therelore, if the deadline for construction completion and premises delivery to
the tenant is not met by the landlord then the tenant is exposed to additional
cxpenses. These additional expenses, such as lost advertising and forgone business,
clfectively increase the tenant's rental rate and are a quasi-rent appropriation by
the landlord.

A solution to risk-bearing imbalances and the threat of opportunistic

behavior by lessors and lessee is an economically enforccable commercial lease.

II. Contracting Issue Resolution in Retall Leasing

Covenants, contingencics, and othcr special provisions and the base and
percentage rent combination are employed to I¢ssen or reduce contracting problems
associated with retait leasing.®® Stambaugh [1978, p. 23] observes that lease
provisions arc not without value because they protect both the landlord and the
tcnant and "ensurc the survival of the (shopping center) species.” In addition, the
landlord incorporatcs his ex-ante judgment of a tenant's default risk and shopper

drawing potential into rental payments.

Bgchin. Crawford, and Alchian [1978] point out that contractual provisions
which reduce opportunistic behavior can be either (1) an explicitly written and
legally enforceable guarantee or (2) an implicit contractual guarantee enforced by
the threat of the contracting party or other market participants withdrawing
future business.
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4. Provisions in Retail Leases™®
Term of Legse. The American Bar Association [1987] defines the term of a

lease to be the period of time during which the tenant has the exclusive right to
possession of the premises along with the corresponding obligation to pay rent.’!
Retail lcases with long terms can reduce the problem of landlord quasi-rent
appropriation as well as decrease the landlord's risk.”?>  Frequent contract
renegotiation from the use of short term leases could allow the retail landlord to
appropriate the merchant’s customer basc or space improvements. Thus, long term
contracts lessen the chance of quasi-rent appropriation by the shopping center
landlord. However, lung-term leases are large investments for some merchants and
may lead to greater imbalances in risk bearing, if the merchant holds an
undiversified portfolio or is geographically non-diversified. Conscquently, as the
lcase term lengthens, the risk of the retail tenant increases while the risk of the
landiord decrcases since he has guaranteed rental revenues to cover mortgage
payments and operating ¢:xr.u':nsf:s.73 Additionally, tenant turnover costs such as
ncw tenant search cxpenses, forgone rent, and reletting and renovation charges

may also be significant to the landlord, thercfore inducing the landlord to offer

"Explicit long-term contracts can reduce opportunistic problems but may
be costly to writc and enforce. Costs of writing include specifying possible
violations while enforcement costs involve policing and litigation.

"'The term of the lease usually begins the earlier of a certain number of
days after the premiscs have been delivered to the tenant (For finishing work) or
when the tenant opens to the public for business.

2Al50, if two parties are undertaking a joint activity, then they are less
likely to create ill will if the relationship must continue {for years.

The lease term can also adversely affect the landlord if he underestimates
inflation, and vice versa. However, if the landlord chooses not to include a rent
escalation provision in the leasc he may have alrcady decided to bear the inflation
risk.
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long-term tenants rental discounts.”™ Shear [1983] uses the rental housing market
in the Los Angecles-Long Beach area to show that landlords provide long-term
tenants with rental discounts to reduce turnnver. Thus, shopping center landlords
offer retail tenants rental discounts dependent on “length-of-stay” because they
receive most of the risk shifting benefits of long-term leases and enjoy reduced
tenant turnover and reletting expenses.

HYPOTHESIS I. Landlords offer long-term retail tenants "lengih-of-

stay” discounts.

Rights tg Renew. A short-term lease with a right or option to rcnew can be
superior to a long-term contract for a lessee. A right or option to rencw grants the
tenant the right but not the obligation to lecase space lor a specified period of time
at a designated price. For most retail lcases, the option to renew modifies or
cxtends the lcaschold interest created by the original lecase. The option to renew
generally subjects the lessee to the covenants and agrecments contained in the
original icase. In addition, the option te renew is usually valid only for a certain
pcriod of time such as the time period when the original lease is in existence.”®

McConnell and Schallheim [1983] develop a framework for modeling the
valuation of asset leasing contracts which contain a renewal option. They indicate
that an operating leasc with an option to renew is similar to a long-term operating
lcase of length ¢qual to the original base period plus the term of the renewal

period. Assuming perfcct capital markets and equal access to information by all

™In thc prescnce of significant tenant turnover costs, offering rental
discounts may be a positive net present value decision for a landiord. The present
vatue of the expected tenant turnover costs would be greater than the present
value of rental payment discounts that serve as incentives for the tenant to

remain.

However, the American Bar Association [1987] notcs that in [ixing a timc
period for an option’s validity, a balance arises between the landlord’s desire for
sufficient time to find a new tenant and the tenant’s wish to keep his economic
choices open as late as possible into the lease term.



47

participants, McConncll and Schaltheim develop a compound option model to value
the lcase renewal option.

Options for the lessee to extend the lease at the current lease rate and
terms can reduce the uncertainty of quasi-rent appropriation by the landlord and
lower the risk associated with holding a poorly diversified portfolic and having
little geographic diversification. The threat of a landlord quasi-rent appropriation
of a tenant's customer base and goodwill is reduced because the temant can
exercise the option and cxtend the lease. Having an option to renew the lease
reduces business investment by the tenant by not having to guarantce a longer
term lease, Further, an option to extend the lecase reduces transaction costs
associated with rcleasing or lecasing a new space. Thus, if a tenant’s wealth
portfolio is undiversificd or the tenant does not benefit from the stability of
multiple locations, then holding an option versus greater investment with a longer
term lease will reduce the nondiversification problems. Thus, a short-term lease
with an option to rencw should be used when the potential for a client’s business
development is great, but a long-term obligation to pay rent would create risk
bearing problems.

Although lecase recncwal options reduce tessee risk of quasi-rent
appropriation, poor portfolio diversification, and no geographic diversification,
the use of an option to rencw provision exposes the lessor to greater risk. At the
original lease’s expiration date, the landlord 5 not free to lease the space to a
tenant at the market rate, but must charge a predctermined contract rate. In

addition, the contract rate may not adequately reflect the effect of inflation.”®

"® However, without an option to rencw, a "lame-duck® tenant may follow a
certain pattern of opportunistic behavior whereby he doesn’t restock his store,
arry the latest inventory, or maintain the premises. This could decrease the
landlord’s receipt of percentage rent, increase renovation expenses for relcasing,
and impact the sales of other merchants located in the shopping center.  Sce
American Bar Association [1987].
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Robbins and Schatzberg [1986] and other researchers suggest that when
there is an option attached to a financial instrument stockholders [or parties to the
contract] pay at the time of contracting an amount which reflects the full value
of the option.”? A similar argument can be made for the inclusion of a renewal
option in a lease. If a renewal option is effective in reducing risk to a tenant,
then the inclusion of a rencwal option should be priced at the time of contracting.
Thus, the value of an option for a lease extension should be reflected in rental
payments.

HYPOTHESIS 2: Lease renewal options reduce lessee risks, but expose

the lessor to increased risk., so a rental premium
should be charged 1o the tenant.™
ndgr nant's ragion. To insure a proper tenant mix, the
shopping center landlord requires that the tenant use the leased premises for
specified retail purposcs only. Furthermore, the lease usually insists that the
tenant maintain its rctail space and conduct its business in a4 manncr consistent
with the other tenants. Provisions are ordinarily specific and demand that the
store be open for certain hours, sell only specified types of merchandise or render
particularized services, have quality merchandise, and have adequate personm:l."9

In addition, the lease usually contains a provision which requires that the business

operate continuously throughout the term of the lcase during standard shopping

"Robbins and Schatzberg make this observation when discussing the
valuation of call options attached to corporate bonds. The authors note [p. 935]
that, ". . . the incremental compensation provided to bondholders should exactly
offset the valuc of the call provision retained by equity holders. Indifference

should obtain."

"This is equivalent 1o stating that there is "no free lunch.” If the rencwal
options are valuable then they should sell for positive prices.

The American Bar Association [1987] observes that a landlord benefits
from provisions restricting a tenant's use of the premises. For example, if a
landlord loses a tenant in a shopping center with a certain tenant mix and secks to
replace the tenant with a merchant of the same varicty, then a standard of
operation’s clause would guarantee that the new tenant would sell the intended
merchandise.
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center hours and not be closed. A tenant’s unauthorized abandonment of the
premises is a defauit. In a shopping center, a merchant's failure to operate will
impact the store mix and the overall center’s gross sales. Furthermore, empty
rctail space presents an undesirable appearance. However, a clause is normally

included which excuscs the tenant from standards of operation because of strikes,

acts of God, etc.®

Standards of Mgintengnce. Tenants have less incentive to maintain asscts

than do owners.®! Lessors arc awarc of this and write covenants to insure
maintenance and upkeep. Therefore, many retail leases stiputate the standards of
space use that a tenant must meet. Explicit remedies for default which are often
written into leases include lease termination and/or the loss of security deposits.
As the probability of tenant opportunistic bechavior occurring increases, more
dctailed property maintenance covenants should be incorporated into a lease.
Minimum Level of Inputs. Some merchants will free-ride on the landlord by
deliberately under-advertising and purchasing inadequate insurance. Lease
covenants usually require minimum e¢xpenditures on advertising and insurance so

82

as to lessen this free-rider problem, Thus, lease covenants rcgarding advertising

and insurance force a tenant to face the full economic cost of his behavior,
Security Depesit gnd Late  Pavment Chaqrges. Contractual provisions
requiring security deposits or late charges, which can penalize the lessee for

unwanted opportunistic bchavior, reduce lessor uncertainty and are alternatives

8The court system through case rulings has narrowly defined acts of God.
The rulings have dcemcd hurricanes, tornadoes, and other major catastrophes as
acts of God. Sec Fricdman [1983].

811t is important to note that tenant selection may also affect operating
costs. Careful tenant sclection usually means lower costs for maintenance and
rcnovations. Thus, a landlord who specializes in a certain type of property and
tecnant may be able to reduce default costs as well as maintenance and
management ¢xpenscs.

82ln addition, Mayers and Smith [1981] note that requiring tenants to
purchase their own insurance allows for increased tecnant monitoring by an
insurance company.
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often used to economize on litigation cxpenses.?3 Late payment charges are owed
when rental payments are overdue. Sincc most retail leases contain provisions
which require unpaid rcnt to incur jnterest at the prime rate or better then a late
payment charge serves as a pcnalty.“ Thus, the late payment charge or penalty is
scparate from, and is in addivion to, the accrued interest on the rental payment
not received. Late pavment charges discourage the untimely payment of rent and
effectively serve as additional security that rental payments will occur in a timely
manner.

Smith and Wakeman [I985} indicate that a security deposit and late
payment charges guarantee the lessce’s monthiy rental payments. In addition, a
sccurity deposit encourages the maintenance and timely rcturn of the premises by
the tenant. If the leased space is not rcturned in good condition or the tenant
does not vacate the premises by the lease termination date, then the security
deposit 15 used to compensate the landlord. Thus, if a lcase provision leads to
deccreased uncertainty for a landlord through the reduction of opportunistic
bechavior by a lessce, then the landlord can be expected to receive lower lease
payments than other landlords with lcases on similar assets but without these
beneficial provisions.®® By contrast, if a lIcase provision creates increased

uncertainty for a landlord by allowing opportunistic behavior by a lessee, then

building owners may be cxpected to reccive higher leasc payments than other

8proving contract violations for legal remedies can be costly.

84gce Fricdman [1583] for a discussion of the penalty aspects of late
payment charges.

851t can be argucd that lare payment charges decrease the probability of
default. As a conscquence, default premiums are lower and, therelore, rents are
lower. This argument can be expressed as:
C=r1r+4d
where
C = contract rent
r = rent for AAA tenant
d = default premium, including late charges, ctc.
The default premium is adjusted for late charges because as they reduce the
probability of default, default premiums will be lower.
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lessors of similar space but absent detrimental lease provisions., Smith and
Wakeman also note that usc of a security deposit, late charges, or other monitoring
provisions will occur when it i35 casy to inspect the lcased property for misuse.
Since retail space is easily inspected by property managers, monitoring provisions
to protect the property are more likely to be observed.®®

HYPOTHESIS 3: Late payment charges decrease remt because the

fandlord’'s unceriainty surrounding tenant
opportunistic hehavior is reduced.

Rent Escalation. A landlord favors inclusion of a rent escaiation provision
as a hedge against the landlord’s income being eroded by unanticipated inflation.®”
Common escalation provisions that provide for increased rent over the lease term
arc the "step-up rent," the "indexed” rent, and rc-appraisal.ss With the step-up
rent, the fixed rent is periodically increased over the lease term in pre-established
amounts. The indexed rent allows the fixed rent to fluctuate (or only increase)
along with an e¢xternal standard or index. The external standard or index is
usually an economic indicator such as the Consumer Price Index (CPI.*® Under

the re-appraisal escalation method, the Fixed rent is predetermined by an appraiser

during the lease term. Although the re-appraisal method can provide more exact

88Some leased assets such as automobiles are not easily inspected.
Therefore, without the bencfits of easy inspection, monitoring provisions may not
be present, However, the costs of a landlord's ex-ante expectations of
opportunistic behavior by the lessee would be incorporated into the lease rates or
insurance would have to be provided by the lessee.

87Friedman [1987] notes that property tax and opcrating expense cscalation
arc two factors which can reduce the landlord’s income stream.

83Gee American Bar Association [1987) and Friedman (1987] for more
information.

8 A1though the CPI does not necessarily match changes in the value of real
property and rental rates, the American Bar Association [1987] observes that it is
commonly used because it is widely published and easy to employ. The CPI is
determined by the Bureau of Labor Statistics of the United States Department of
l.abor. Separate CPI indices are published for major urban areas.
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estimates of rental value than the step-up or indexed methods, it requires greater
time for execution and is more costly.

A rent escalation provision effectively transfers some, if not all, the
inflation risk associatced with operating the property from the landlord to the
tcnant. Thus, a rent cscalation provision transfers uncertainty from the landlord
to the tenant.

HYPOTHESIS 4. A rent escalativn provision reduces uncertainty for

the landlord buit increases unceriainty for the tenant,

so that a rental discount should resuit.

Rental Concession® A tenant is exposed to considerable expense when
opcning a new  store. These costs include attorney’'s and architect’s fees,

commitments for the purchase of fixtures and inventory, tying up working capital,
etc. In a retail lease, the landlord typically agreces to deliver space to a tenant by
a certain date. Therefore, if the deadline lor construction complction and
premises delivery to the tenant is not met by the landlord, the tenant is exposed to
additional expenses. These additional costs which include lost advertising and
business effectively incrcase the tenant’s rental rate and are a quasi-rent
appropriation by thc landlord. However, a rental concession which grants the
tcnant lower rcnt as compensation {or the late delivery of spacc serves as a

91

deterrent to such opportunistic behavior. Provisions for rental concessions can

also provide for rcduced rent by rcason of a major tecnant’s failure to open for

business or to continue operation,®® or because the landlord violates other

®These are rental concessions granted after the lease has been executed and
are not related to rental discounts or lower rents given by the landlord to attract
tenants to a shopping center or office building.

“1additionally, the loss of rental revenues by the landlord serves as an
inducement by the landlord to provide the finished space in a timely manner.

°2According to Stambaugh [1978], retail tenants located next to or ncar a
major department store that closes can flace disaster. This has been an
unfortunate reality for stores located next to or near Woolco department stores.
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covenants in the lcase.®® Thus, a landlord is exposed to additional unceriainty
with a rental concession provision. The rental value of a premises would be
lessened to the extent that a landlord’s rental stream is reduced or interrupted by
a rental concession.
HYPOTHESIS 5: A landlord rental concession provision reduces tenant
risk, but increases uncertainty for the landiord. so a
rental premium should be charged.®
Restrictions on Subleasing. Commercial leases usuvally contain provisions
that restrict or limit the ability of a tcnant to transfer or sublease space to
another tenant. This restriction allows for a morc effective bonding between the
landlord and the tcnant since any unforeseen use of the space could be
dctrimental to the landlord as well as other tenants.
ignn_Provisjons. Retail leases sometimes contain a cancellation
provision which allows the landlord and/or tenant the right to cancet the lease
prior to its expiration. Cancellation rights are usually found when the landlord,
the tenanat, or both parties are unsure of the other contracting party's ability to
fulfili the obligations of the lease. A cancellation provision allows cither or both
parti¢s to end the agreement without exposure to added liability or risk. Copeland
and Weston [1982] obscrve that a tenant cancellation clause is really a put held by

the lessee. Thus, a landlord cancellation feature would really be a call held by the

Icssor.‘:’5

%In the event of damage by fire or other hazard to the premises or the
property is condemned, the fixed rent is normally abated. See Fricdman [1983].

%n order for the rental concession to be an cffective deterant to unwanted
lessor behavior, the present value of the rental concession has to be greater than
the present value of the rental premiums to be paid.

%Copeland and Weston [1982] use a binomial option pricing mode! to value
the lessee cancellation clause or put associated with operating leases. Since the
value of the put varics with both the increcased uncertainty of the leased asset’s
replacement value and decreascs with the riskfree rate of interest, individual
estimates of the put’s valuc would have to be determined for each leased asset.
The same would also hold true for the lessor canceliation right or call.
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L.ee, Martin, and Senchack ([1982]) show how the contracting costs of
monitoring a Jeased asset’'s use and maintenance are rcduced by the inclusion of
call options. The cancellation provisions allow the landlord to recapture the
Icased asset after the occurrence of an unwanted cvent or the tenant defaults.®®
These unwanted events or tenant defaults include percentage rents not being
received from the tenant or dropping below a specified level for a certain period
of time, the lessee’s business being closed for several consecutive days, and the
lessce failing to operate his retail establishment while other shopping center stores
are open,

HYPOTHESIS 6: Landlord cancellation rights lower uncertainty for

the landlord and decrease rent.

Common Arca Mgingenance., Provisions requiring contributions to common
area maintenance by the tenant are often included in retail leases.®? Although
common arca maintenance is ¢ssentially a public good and may thercfore not be in
the lessce’s best intcrest to participate in the cost since he would receive the
benefits anyway, the lessee can be more sure that the duty will be performed if he
shares in the expense. Thus, it is in the lessee’s best interest to participate in the
cost of the maintenance so as to ¢nsure that the common arcas are properly
maintained.”® Further, since the shopping center owner and tenants benefit from

common arcad quality, a sharing of these expenses results in both parties having an

incentive to upkecp common arcas.

%The American Bar Association [1987] observes that a landlord cancellation
provision provides greater protection against unwanted lessee behavior than a suit
for damages or injuctive relief,

®’"Common arca maintenance charges are usually allocated to the tenants
based upon the ratio of the tenant’s square [oot arca to the rentable area of the
shopping center. Specific items of common area expense include heating, air-
conditioning, lighting, cleaning, fire and security protection, utilities, landscape
maintenance, snow removal, and liability insurance.

%Following Smith and Wakeman's [1985]) cxample, contributions to common
area maintenance can be considered a form of metering because it permits the
landlord to bind the quality of the common arca to the tenant's use.
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Defauli A provision regarding default by the tenant is usually written
into a lease., The American Bar Association [1987] writes that a wcell drafted
default clause will give the landlord the option to declare the tenant in default
after the tenant fails to comply with the l¢ase’s covenants and agreements. For
example, a tenant’'s breach of covenants to pay rent, maintain membership in the
merchant’s association, to be open for business, continuously operate during
required periods, or comply with all laws, constitutes a default. After a tenant
has committed a decfault and failed to cure it, the landlord can then take any
sccurity deposit, make any permissible late charges, or seek other remedies,
including taking thec space back, lease termination, eviction, legal proceedings,
liquidated damages, acceleration of rent, and compensation for expenses such as
rclcasing costs and brokerage and attorncys feces. However, landlords make ex-
ante judgments regarding the default risk of a tenant due to financial distress and
incorporate the risk into the lease rental payment.

Shopping cecnter landlords make c¢x-ante judgments about the credit
worthiness of the retail tenant in order to allocate default risk by setting lease
rates which compensate the landlord for the expected losses from default of the
merchant®®  If the credit worthiness of the lcssee is good then the uncertainty
surrounding the landlord’s receipt of future rental payments would be decreased.
With decreased uncertainty about rental payment receipt, the landlord can be
cxpected to charge lower lcase payments than other leases on simtlar assets which
have lessces of higher default risk. In contrast, if the credit worthiness of the

lessee is bad then the uncertainty surrounding the landlord’s receipt of future

®Schaltheim, Johnson, Lease, and McConnell [1987} observe that
information asymmectries between the lessor and the lessee can exist which could
affect lease rates. If the lessor has perfect information about the financial status
of the lcssee then Icase paymcents should be positively related to the lessee’s
default potential. Without perfect information, lease payments would be
positively reclated to the lack of lessee credit information, along with bcing
affected by the default risk of the tenant,
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rental payments would be increased. With increased uncertainty about rental
payment rcceipt, the landlord can be expected to charge higher icase payments
than other leases on similar assets which have lesseces of lower default risk.

The Urban Land Institute [1987] describes three basic retail tenant types:
national chain, local chain, and independent store. The threc tenant types are
objcctive proxies for the tenant’s credit worthiness and opcrational experiecnce.
Tenants who are more credit worthy and have greater operational cxperience
should have lower dcfault risk.’® National chain stores such as The Limited or
Radio Shack normnlly have strong balance sheets and extensive operational
cxperience. The Urban Land Institute classifies a national chain store as having
operations in four or more metropolitan arcas which are situated in three or more
states. The independent tenant known as the "Moms and Pops” are at the opposite
end of the tenant spectrum and have questionable balance sheets and limited
operational expericnce. The Urban Land Institute describes an independent storce
as a busincss operating not more than two outlets which are located in onc
metropolitan area. The local chain stores fall in between the national chain storc
and the independent operator in terms of credit worthiness and operational
experience. Therefore, landlords are expected to charge lower rent for a national
and local chain store tenant than other lcases on similar store space which have
indepcndent tenants as lessees. In addition, lower rental rate charges should exist
for national! and local chain stere tenants c¢ven in the presence of information

asymmetries between the lessor and the lessee, because larger tenants have more

1005 dditionally, credit worthy tenants such as national and tocal chain
stores may benefit from the stability of geographic diversification and larger
wcealth portfolios.
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quality information which lowers default risk.!®®  Thus, rental discounts and
premiums serve to allocate the tenant’s default risk by compensating the landlord
for the default risk that he bears. Also, a national chain store would be
anticipated to have a greater rental discount than a local chain store because its
credit worthiness and operational expericnce would be greater on-average than a

local chain store. 192

HYPOTHESIS 7. National chain and local chain store tenants should
receive rental discounts because of the lower default
risk associated with their credit worthiness and
operational experience. National chain store tenants
should be given a greater discount.

Shopper Draws. Although addressed indirectly by the rent to be paid

provision, whether or not a tenant is dcemcd by the landlord to be a shopping
center customer draw is an important aspect of the retail leasc. Supermarkets,
drug stores, and dry cleancrs are examples of stores that attract many customers 50
as to create a positive externality for the other strip shopping center merchants to
enjoy. As noted in Chapter 2, landlords and tenants ar¢ aware of the vualuable
positive economic ¢xternality that goes with shopping center customer traffic.
Since store clustering especially benefits the retail merchant who is a shopper
traffic exploiter (c.g. shoc store), the traffic generator or shopper draw {ecg.

supcrmarket) may request a share of the positive externality he helped to create.

101gchallheim, Johnson, Lease, and McConncll [1987]) note that the size of
the [irm 1s a reasonable proxy for quality of information about the lessce. They
suggest that lease rates will be inversely related to the awvailability of lessee
information aiong with the ascertainable delault risk. Thus, most national and
local chain store tcnants, who arc larger than independent tenants and make
available to landlords e¢xtensive public and non-public financial information,
should have lower rental rates even with the existence of asymmetric information.

10254me developers may offer lease rate discounts to national chain stores
because they have inadequate ¢redit ratings and nced national tenants with strong
credit ratings in order to obtain financing.
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Thus, a shopping centcr owner often provides rental discounts to a tenant, who is
a shopping center customer draw.
HYPOTHESIS 8: A itenant who generates shopping center tiraffic
should pay reduced rents because the landlord
compensates the tenamt for the customer (raffic

externality thai he helps to create.

B. The Base and Percentage Rewt Combination

Determining the value maximizing rental payment arrangement for a given
tenant i5 a complex undertaking, However, industry leasing practices have
¢volved over time to allow national chain, local chain, and independent tenants to
pay certain combinations of base and percentage rent. Table 2 provides an
cxample of the variations in base and percentage of sales rent for sclected tenant
types and classifications.’®  The percentage rent is based upon a percentage of

gross sales or revenue.'%

The base and percentage rent combination for a retail tenant reflects a
resolution of several contracting problems between the landlord and the tenant.
Increased percentage rent and lower based rcent enables tenants to cnjoy reduced
risk by transferring risk to the landlord who may bc more financially and

geographically diversificd. Hence, therc is an elimination of aggregate risk which

103Most commercial landlords ncgotiate the base and percentage rent in
advance with the tenant. As indicated in Table 1, the Urban Land Institute [1987,
p. 186] reports that national chain {amily shoe stores located in neighborhood
shopping centers will pay a median base rent of $7.71 per square foot and a
median percentage rent of 4.0% of gross sales.

1%4The landlord desires that the lease definition for "gross sales” or "gross
revenues” be as broadly defined as possible. For example, gross sales is usually
written to include the gross selling price of all merchandise and scrvices sold,
lcased, licensed, or delivered from the premises by the lessee. Further,
merchandis¢ or services sold includes all cash and credit transactions and includes
revenues from orders taken on the premises, but filled clsewhere. In addition, the
landlord oftcn insists that the annual gross sales and the amount of percentage
rent due statement be avdited in order to ensure reliability. See Friecdman [1983)
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TABLE 2 .
Base and Percentage Rent Combination
Total Base Rent Rate of
Tenant Classification Per Square Foot Percentage Rent
Median Median
Family Shoes
National Chain 7.71 4.00
Local Chain 9.43 5.00
Independent 10.26 6.00
Radio, Video, and Sterco
National Chain 7.82 3.00
Local Chain 10.46 3.00
Independent 9.78 4.00
Ladies Ready-to-Wear
National Chain 10.85 4.00
Local Chain 9.58 5.00
Independent 8.95 6.00
Restaurant without Liquor
Nationa!l Chain 11.52 5.50
Local Chain 10.40 5.00
Indcpendent 9.36 6.00

*
From Dectailed Tenant Information Tables for U. S§. Ncighborhood Shopping
Centers, Urban Land Institute [1987],
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is socially beneficial.’®® In addition, the receipt of percentage rent ¢ncourages the
landiord to maintain and promote the shopping center as well as to create an
optimal tenant mix, This reduces free riding by the landlord. Also, in Miller's
(1977] equilibrium aggregate debt framework, paying more percentage than basc
rent may allow the low marginal tax bracket lessce or borrower to pay more rent
when sales and marginal tax brackets are higher. However, increased monitoring
by the landlord is nccessary to limit tenant shirking that accompanies the greater

use of percentage rent.

Lowering Merchant Risk. The decision about what amount of base and

percentage rent to pay is a trade-off between lessor and lessee demands, The
landlord wants an independent or non-credit worthy tenant to pay mostly base
rent in order to ensure monthly income. With percentage rent, the landlord’s
income is more affected by the success or failure of the tenant's business and the
productivity of the property’s location than with basc rent. Since the independent
tenant usually has questionable [linancial worth and limited operational
vxpciience, the landlord may prefer mostiy base rent so as to receive a certain
cashflow. However, the independent tenant usuvally holds an undiversified
portfolio and guarantccing extended lcasc payments increases his risk, Percentage
rent can reduce the lessce's exposure in his business so as to allow better portfolio
diversification.

Percentage rent can also lessen the volatility of a tenant’s cash flow by
allowing the tenant to pay higher rent when store sales are good and low rent
when sales are bad. Licbowitz [1983} has advanced a similar argument regarding

metering and tic-in sales. He claims the volatility of a lecase’s net cash [low is

1%The establishment of efficient risk bearing in lease contracts is noted by
Flath [1980]. Thus, one can easily construct cxamples where given access to
perfect capital markets, leasing provides opportunitics Ffor the e¢fficient
administration of lecascd assets.
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lessened through mectering and tie-in sales because the lessce pays more rent when
assct use 15 high and less rent for fow asset use.

Landlord Maimtenance Incentive. Wolfson [1985) points out that to induce a
lessor to supply grcater maintenance, the lessee must at lcast partially tie the
tandlord’s fortunes to the maintenance of the leased asset.!® Thus, the landlord’s
cxpected receipt of percentage of sales rent raises the liketihood that the landlord
will maintain the shopping center’s attractiveness and guality becausce the property
owner would not choos¢ a maintenance and upkeecp program that lessens shopper
traffic and rental income. Therefore, percentage rent binds together the landlord
and tcnants’ mutual interests for increased sales or revenues !07 108

1y nant  Mix, The anticipated collection of percentage rents
provides the landlord with strong incentives to arrange the tecnant mix so as to
maximize joint profitability.

R i nflarion  Risk. Percentage rent provisions can make retatl
commercial real estate investments a reasonable inflation hcdgc.’m Kuklin {1980,
n. 3661 writes that pcrcentage rent is " . . the cream in the shopping center coffee
and the inflation hedge which makes the shopping center one of the prime

investment propertics today.” As prices increcase, so do retail sales and the

1%wolfson [1985] demonstrates that lessor-lessee incentive problems are
mitigated by tying together the contracting partics’ fortunes. He employs a shared
home owncrship contract as an example.

07k ciedman [1983] observes that rental income arising as a percentage of
sales may be interpreted by the courts as establishing a partnership or joint
venture between the landlord and the tenant. Thus, some leases contain a clause
indicating that the partics do not intend to establish a partnership or joint
venture.

1081¢ is assumed that the tenant docs not cnjoy an inclastic demand curve.
In actuality very few tenants (the U. S. Post Office is one example) have inelastic
demand curves. The competitive nature of retail merchandising restricts the
formation of monopolics.

American Bar Association [1987].
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landlord’s rental revenues. Thus, the inclusion of a percentage rent provision
reduces the landlord’s uncertainty from unanticipated inflation.

Leasing and Taxes. Both Modigliani and Miller (MM) [1963]) and Miller
[1977] support the ideca that there is a corporate tax shield on debt (due to the tax
deductibility of intcrest paymcents) and therefore, when assuming no marke!
imperfections, the supply of debt should be horizontal. However, MM belicve that
the corporate tax shicld is always greater than the tax rate of the marginal lender
{lender can shicld interest income) so that the firm should borrow until it is 100%
lcvered. By contrast, Miller suggests that the demand curve for debt is upward
sloping duc to lenders’ increasing marginal tax rates. Miller's upward sloping
demand curve interscets the horizontal debt supply curve when the personal tax
cost of the marginal lender equals the corporate tax beneflit to the borrower. In
aggregate, there would be an cquilibrium amount of debt. However, Miller
suggests that the individual firm should issue morc debt if its corporate tax rate
exceeds the personal tax cost to the marginal lender. Since a lcasc is a substitute
lfor debt, then a firm should lease more, if its corporate tax rate excecds the tax
rate of the marginat lessor. 110

Miller’s rcsults indicate that the marginal tax brackets of the lessor ana
lessee could help explain the base and percentage rent trade-off, If the lessee'’s
marginal tax bracket is low, he may choose to own rather than lease. This assumes

that his portfolio will not be less diversified by owning. However, if he leases, he

10Given the existence of market imperfections, aggregate and individual
firm supply curves for debt may not be horizontal so as to result in an optimum
amount of debt that is less than the 100% debt predicted by MM and the
cquilibrium amount predicted by Miller. An optimal amount of lcasing [or the
individual firm may also result. These market imperfections include bankruptcy
costs, contracting and monitoring cxpenses, information and signaling costs, other
tax shiclds, and clientele effects. Sce Myers [1984].
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may contract 10 pay more percentage than base rent.!!! As sales increase, so could
his marginal income tax bracket. Thus, higher lease payments would result from
higher sales, and higher marginal tax brackets would allow a greater advantage to
lcasing or for lcasing to make better sense in Miller’s framework. With higher
sales and greater profitability, the iessee’s marginal tax bracket could even exceed
the marginal tax rate of the lessor. Thus, low marginal tax bracket retailers, who
chose to lease, would prefer more percentage than base rent so as to minimize the
net disadvantage to leasing, In alterpative, if the lessee faces a larger marginal
tax rate on income than does the lessor, the lessce would favor paying base over
percentage rent. There would exist a net advantage to leasing from the beginning.

Portfolio Risk /Return Altering. Another landlord motive for percentage rent
15 that it allows the landlord to alter the risk/return characteristics of his rental
property portfolio. Even with a portfolio of distinct tenants that have different
risk and expected rcturn characteristics, a landlord can alter the risk/teturn
structure of his portlolio by increasing or decreasing the number of tenants who
only pay base rent (percentage rent). Further, a diversified mixture of base and
percentage retail leascs should be superior to a landlord than cither alt leascs
bearing only base or percentage rent.!1?

Monitori y _Prev rifng. Il a landlord participates in merchant
revenues through percentage rent, the potential for the tenant shirking or
deliberately not undertaking his expected operational activities increases'!s

Sctting percentage rents on sales and not profits, tenant responsibility for space

MiThere exist reasons for Ieasing ¢ven if it does not make sense in Miller’s
framework. These rcasons include better location, lower contracting, monitoring,
and transaction costs, lower operational ¢xpenses, other tax shields, cte.

i\artin [1987] demonstrates this portfolio argument with the revenue
generated from a portfolio of franchisor owned and franchised outlets.

113The problem of monitoring tenant’s activities can be viewed as simitar to
the problems associated with monitoring franchisees. Rubin [1978), Brickley and
Dark [1987), and Martin [1987), and others analyzed franchiscr-franchisee
monitering problems.



64

completion, merchant operation provisions, and other additional landlord
monitoring help to reduce tenant shirking.

Basing the percentage rent on sales revenues instead of profits lessens the
conflict of interest that would result from the incentive of the tenant to increasc
cxpenses or take additional on-the-job perks.!'* Another method of controlling
tenant shirking is to have tcnants complete or finish out their own store premises
so that they have a significant amount of their capitai at risk., Tenants, who
invest little of their wealth in their business, have reduced incentive to increase
their stores’ sales. Additionally, provisions requiring tenants to spend a percentage
of sales on advertising or maintain minimum business hours lessens shirking
associated with pcrcentage rent.

Stambaugh [1978) indicates that the major diffcrence between stores paying
base rent and storcs paying percentage rent is that percentage rent tenants require

5 Monitoring is madc casier by comparing the sales

additional sales monitoring.!!
of similar tenants or comparing a particular tenant’s sales with national averages.
Thus, there is a benchmark against which to evaluate the performance of a
tenant.!'® Merchants are also monitored Tor quality substitution. Monthly sales
reports can hint at changes in merchandise. Therefore, additional monitoring such

as requirements for more frequent sales reports should be observed with merchants

paying high percentage rent.

Mjensen and Meckling [1976] discuss on-the-job perquisitc consumption.
They conclude that ownecr-managers have greater incentive to consume on-the-job
perks because they receive all of the benefits, but pay only a proportion of the
Ccosts,

118 Additional monitoring by landlords to ensure that tenants report sales
truthfuily includes periodic audits of tenant sales reports and/or sale tax
payments.

118National averages for tenant type and classification are published by the
Urban Land Institute [1987] and serve as exogenous standards against which the
performance of lessecs can be compared.
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Thus, the combination of base and percentage rent reflects a trade-of T
between lessor and lessee demands. These demands include reducing unwanted
risk-bearing by tenants and binding of landlord and tcnant interests. In addition,
the costs of monitoring tenant activities presumably represent a significant factor
in the trade-off. However, a framework necds to be established to better
understand the base and percentage rent trade-off. The framework which follows
explains, by applied option price theory, how basec rent is negatively related to

percentage of sales rent while being positively related to sales break-point.

C. An Analyvsis of the Base and Percentage Rent Trade-off

Chiang, Lai, and Ling (CLL) [1985] c¢xtend Merton's [1974] corporate debt
and Ingersoll's [1977) convertible bond contingent claim models to the valuation of
retail lease contracts.!'? CLL develop a single period model which relates rental
rates to the wvarious contractual componcents of retail leases, including the
percentage of sales rent. In their model, the underlying asset upon which the lease
value is contingent is the residual claim on a tenant’s sales. The tenant must first
mcet his business expenses prior to paying the landlord rent. Thus, tenant sales
dollars are the valued asset because the probability of default on a retail lease,
cven if the lease requires only a minimum base rent, is lareely a function of the
variance of tenant sales.

Tenant business c¢xpenses representing first ¢laims on tenant sales can be
expressed as;

C=C0+CIS+C28 (3-1)

where C, is the fixed component of the operating expenses, Cl represents the

variable component of the operating expenses as a percentage of sales or S, C2

170ther approaches beside the CLL method that demonstrate the trade-of f
between base and percentage rent include the bid-price and expected value
mcthodologies. Sec Shilling, Sirmans, Turnbull, and Benjamin [1987] for an
example of a bid-price application,
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comprises the variable componcnt of other expenses claim on sales (such as
advertising) as a percentage of S, and C is the total tenant business cxpenses claim
on sales.!’ The pavment of the total business expenses claim on sales (C) takes
priority over the making of any lease payments. However, lease payments have
priority over any tenant business related profits that may be distributed.

A percentage lecase arrangement is typical of most commercial shopping
center leases. The percentage lease has two components of value: the straight
lcase and the pcrcentage lecase that attains value beyvond the tenant's break-even
level of sales. The tenant’s break-cven level of sales can be represented by:

S>[(B+Cy)/(1-C,-C,)] (3-2)
where S is sales, B is the base lease rent, Co represents the fixed component of the
aperating cxpenses claim, and Cl and Cz are the variable components of tenant
busin¢ss expenses. No percentage of sales rent (and possibly reduced base rent) is
paid when (1 - Cl - C,)S < B + Cﬂ or sales nct of variable expenses are less than
basc rent and fixed expenses. Since total lease payments are composed of base and
percentage rent, the lessor will receive:

B+p(S-X) (3-3)
where B s basc rent, p is a percentage, S is sales, and X is the sales break-point or
valuc of sales beyond which the tenant begins to pay the percentage rent. Thus,
the sales break-point is the exercise price in sales dollars at which the percentage
rcnt becomes payable. Therefore, the value of a lease with minimum base rent
and variable percentage rent at time T has the following boundary condition:

VT=Max[Min{(l-C)S-CO,B},0]+pMax(S—X,O). (3-4)

131 L's meodel can also be expanded to include the lease provisions
previously examined because they arc similar to ¢xpenses in that provisions may
represent claims on a tenant’s sales (or lessen claims on tenant’s sales). An
cxample would bec a provision allowing the tcnant the right to open a second or
more locations,
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The first term in equation (3-4) represents the value of the base or fixed rent
whercas the second term is the percentage rent. CLL solve the following partial

differential equation that represents the Browman motion process of sales with the

abave boundary condition:11®

(1/72)6>8* Ve +rSV-rV, -85 =0 (3-5)
Vg and Vo are the first and second partial derivatives of Icase value with
respect to sales, while r is the risk-free interest rate.  Thus, the valuc of a
percentage lease with current sales dollars, S, is:
V=1 -CH{S;N(d )-X, e TN{d)-[S,N(d')-X,er TN(d,)]}
+PIS,N(d")-X e TN(d,")] (3-6)
where d " =[In (S, / X )+(r+6*/2)T]/6JT

d"=d1"'0vrT

Co/ (1-C)

XX
"

(B+C )/ (1-C)

d =[In (S, /X, )+(r+62/2)T1/6JT

d,=d, -6/T
d'=[In(S,/ X, y+(r+06*/2)T]/6/T
d=d/'-6/T

Y9Chiang, Lai, and Ling (CLL) [1986] cmploy a sct of assumptions similar
to Black and Scholes’ [1973]) original assumptions in order to develop their
contingent claim lecase model. CLL’s assumptions arc: (1) singlc-price law of
markcts, (2) non-satiation, (3) complcte and perfectly competitive capital markets,
(4) borrowing and lending at the same rate of intcrest, (5) continuous trading, (6)
the valuc of tenant’s sales is invariant with respect to its lcase structure, (7)
constant instantancous risk-free rate ol interest, and (8) no restrictions on short
sales.  Additionatly, CLL assume that there exists another retail business or
portfulio of businesses which has a stochastic sales process identical to the subject
merchant so as to allow For perfect hedging.
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The partial derivatives have the following signs:120

dB / dS, dB /dp <0

dB / dX, dB / dC > 0

dB / dr, dB / d6, dB / dT 20 (3-7)

The equilibrium base rent of a percentage lease when a retail tenant pays
all expenses is ncgatively related to sales (dB/dSO < 0} and percentage of sales rent
(dB/dp < 0), while being positively related to sales break-point (4B/dX > 0).!'%!

Therefore, if a tenant’s percentage rent is lower than similar tenants, then its base

rent should be highcr.122 Additionally, as the tenant’s salcs break-point increascs,

then base rent should also increase.}?3

HYPOTHESIS ¢: There exists a trade-off between fixed and percent-
age rent.
HYPOTHESIS 10. As the tenant’s sales break-point increases, then base

rent showld also increase.

1201 1. also derive the partial derivatives for a straight lease, similar to
most office leases, in which an investor ‘landlord) pays opcrating expcnses.

12lassuming that lease provisions are also claims on a tenant’s revenues
then it can be demonstrated in a similar framework that dB/dC > 0. Thus, lcase
provisions that ailow for increased claims on a tenant's revenues are positively
related to rent while provisions that prevent claims on a tepant's revenues will

decrease rent.

122 Another simpler and more intuitive method for explaining the base and
pcercentage rent trade-of f yields the same results. In reviewing combinations of
base and percentage rent, the landlord should be indifferent between receiving
base or percentage rcent il the percentage rent is risk adjusted so as to be
cquivalent to base rent. However, in leasc contracting, if the percent of sales
recvenue to be paid decreases so that the amount of percentage rent to be reccived
declines, then for the landlord’s income to remain constant, base rent will have to
be raised. In alternative, if the percent of sales revenue to be paid increases so
that the amount of percentage rent to be received rises, then for the landlord’s
income to remain constant, base reat will have to fall, Thus, base and percentage
rent ¢an be traded-off in order to allow the lessor’s income to remain constant.

123Another explanation for the basc rent and the sales breakpoint being
positively related is that as the sales breakpoint increascs, the probability of the
landlord receiving percentage rent decreases. Percentage rent is not paid until the
sales breakpoint is attained and, therefore, as that amount becomces higher, then
the probability of receiving percentage rent is lower. In order for the landlord’s
income to remain constant, base rent will have to increase.
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D. Other Deterrents to Opportunistic Behavior

Although a lcase cannot specify cvery possible action by the contracting
parties, the threat of loss of "goodwill" and the resulting withdrawal of future
business can be a deterrent to opportunistic behavior. Thus, the loss of goodwill
between a landlord and his tenants, which could lcssen future business, is an
additional contract enforcement mechanism 134

Another method of contract enforcement is to charge the tenant a rental
prcmium that reflects the expected loss from opportunistic behavior that is not
protected by late charges, sccurity deposits, and other guarantees {sce Klein and
Leffler [1979]). The rental premium increases as the potential loss gets larger
and/or the contracting period becomes shorter. Thus, the rental premium acts as
an insurance payment paid by the tenant.’?® Howcver, a problem occurs in that
the landlord must be able to tell ex-ante whether some tenants will engage in

opportunistic behavior, In addition, the landlord must be able to dctermine the

cxpected value of the loss,

III. Contracting Issue Resolution in Office Leasing

Covecnants, contingencics, and other special provisions lessen or reduce

contracting problems associated with office space leasing.

A. Provisions in Of fice Leases
Default. Office building landlords make ex-ante appraisals concerning the
credit worthiness of the office building tenant so as to establish lease payments

which compensate the landlord for the expected losses for default of the space

124A tenant's loss of goodwill to his landlord can also be a contract
cnforcement mechanism. A tcnant's loss of goodwill would be analogous to a
shopper’s loss of credit worthiness.

l“AIso, rcntal discounts could serve as an insurance policy that the
landlord would providce his expected services.
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which compensate the landlord for the expected losses from default of the space
user.!?® If the tenant is credit worthy then the uncertainty surrounding the
landlord’s receipt of lease payments in the future would be reduced. With reduced
uncertainty regarding receiving lease payments, the lessor can be counted upon to
require lower rent than other leases on similar assets which have lessees of higher
default risk. If the tenant is not credit worthy, then the uncertainty surrounding
the landlord’s reccipt of leasc payments in the future would be greater. With
greater uncertainty regarding lease payments, the lessor can be counted upon to
rcquire higher rent than other lecases on similar assets which have lessees of lower
default risk.

Office tenants can be classified as being above average, average, or below
average credit risks.'*’  Above average credit tenants provide the landlord with
tower default risk, while below average credit tenants give the landlord greater
default risk. National office tenants such as IBM have strong balance shects and
are considered to be an above average credit risk office tenant. The local
insurance salesman who has a questionable balance sheet would be a3 below
average credit risk. The average credit risk office tenant falls in between the
above average and the below average credit risk tenants. Thus, office building
landlords are expected to charge lower rent for an above average or average credit
risk tenant than other lcases on similar office space which have below avcrage

cicdir risk tenants as lessees. Also, an above average credit risk tenant would be

lz6Sc,‘hallhcim, Johnson, Lease, and McConnell [1987] comment that
information asymmectries between the lessor and the lessce can exist so that
without perfect information, lease payments could be positively related to the lack
of lessee credit information along with being affected by the default risk of the
tenant.

2TThese office building tenant credit classifications closely follow
shopping center tenant classifications, See Urban Land Institute [1987]
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expected to have a greater rental discount than an average credit risk tenant
because i1ts credit worthiness would be gremcr.lm

HYPOTHESIS 11: Landlords charge above average and average credit

risk office renanmis lower rent than below average
credit risk office tenanls hecause of the lower
default rish associated with their credit worthiness.
Above average credit risk tenants should be given the
greater discount.

Landlords mav charge out-of-state tenants higher rental rates for several
reasons. First, landlords may make ex-ante appraisals of the collectibility of
default judgments against tenants who are from our-of-state. Friedman [1983]
notes that collection costs on defaulting lessees are higher if their home office or
principal place of business is not found locally. Thus, landlords may charge out-
of-state tenants higher rental rates because of the added costs of contract
enforcement in the case of default. Additionally, out-of-state officc tenants may
be unfamitiar with rental rates in the local market place and end up paying more
than knowledgeable local tenants,

HYPOTHESIS 12: Qut-of-state tenants are charged higher remtal rates.

Landtords may grant existing tenants rental discounts becausc of the lower
information and rclcasing costs associated with releasing to an cxisting tenant.
The rental payment and maintenance record of the existing tenant have been
observed by the landlord so that informational asymmetries are reduced. Leland
and Pyle [1977] and Santomero [1984] indicate that lower borrowing costs arc the
rcsult of a bank having past information about a borrower. As with a bank, the

office landlord is informed about a customer’s payment record so that uncertainty

12Some decvelopers may grant lease rate discounts to credit worthy tenants
because they have inadequate credit ratings and need credit worthy of fice tenants
to obtain financing.
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is reduced resulting 1n lower lease rates. Additionally, releasing costs such as new
tenant search costs, rcmodeling and upfitting charges, and leasing fees along with
forgone revenues due to the space being unoccupied are lessened.
HYPOTHESIS 13, Existing tenants who sign renewal [eases receive a
discount because of lower information and leasing
COSES.

Term of Lease. Office leases with long terms can diminish the problem of

landlord quasi-rent appropriation as well as decrease the landlord’s risk. Frequent
contract renegotiation associated from the use of short term leases could allow the
office landlord to appropriate the tenant’s customer base or space improvements.
Long term contracts lessen the chance of quasi-rent expropriation by the office
building Iandlord. However, long-term lecases are large investments for some
office tenants and may lcad to increased imbalances in risk bearing il the office
tenant holds an undiversified portfolio or is gecographically non-diversified.
Therefore, as the lcase term lengthens, the risk of the office tenant incrcases
while the risk of the landlord decreases. In addition, the landlord may offer long-
term tenants rental discounts in order to reduce tenant turnover and reletting costs
such as new tenant scarch expenses, forgone rent, and rcnovation charges. Thus,
office building landlords offer tenants rental discounts dependent on “"length-of-
stay" because they rececive most of the risk shifting benefits of long-term leases
and experience reduced tenant turnover and rcletting costs.
HYPOTHESIS I4: Landlords offer long-term office tenants “length-of-
stay” discounts.

Security Deposit and Lagte Payment Charges. A security deposit and late

payment charges protect the landlord against unwanted opportunistic behavior
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default by the lessee.!?®  Smith and Wakeman [1985] indicate that a security
deposit and late payment charges guarantee the lessec’s monthly rental payments.
In addition, a security deposit encourages the maintenance and timcly return of
the leased space by the tenant,

Landiords ordinarily requirc that tenants pay one or more months of rent
in advance which serve as a security deposit.!3® If the leased space is not returned
in good condition or the tenant does not vacate the premises by the lease
termination date, then the security deposit is used to compensate the landlord.'!
Also, the sccurity deposit provides funds for the landlord for restoration of thce
premises in the event that the tenant defaults under its requirement to maintain
the lecased space. In addition, the security deposits can serve as partial liquidated
damages if the tenant defaults on any other leasc provision, Thus, if a
rcquirement for a sccurity deposit or other contractval provision reduces
opportunistic behavior by a tenant and leads to decrcased landlord uncertainty,
then a landlord should receive lower rents than other landlords with similar asscts

but without beneficial lease pﬁrovisicm:«s.“”2

12%Contractual provisions requiring security deposits or late lecs, which can
pcenalize the lessce for unwanted opportunistic behavior, are alternatives often
used to c¢conomize on litigation cxpenses because proving contract violations for
legal remedies can be costly.

1300 st legal jurisdictions have specific stipulations rcgarding security
deposits, such as an obligation for the landlord to pay interest and not commingle
the fund with other monies. See Friedman [1983).

3The security deposit may not fully cover all losses to the landlord.
However, the landlord can sue for additional compensation.

1321 alternative, if a contractual provision allows {or greater opportunistic
behavior by a tenant and lIcads to increased landlord uncertainty, then building
owners with similar asscts should receive higher rents than other landlords of
similar space but absent detrimental Icasc provisions.
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HYPOTHESIS 15 A security deposit decreases remt because the
landlord's uncertainty surrounding tenant
opportunistic behavior is reduced 'S®

Assignmeny. A landlord may not want to allow a lease assignment unless he

is convinced that thc substitute tenant or assignee had financial strength greater
than or equal to thec original tenant or assigner. Furthermore, the landlord may
wish to e¢nsure that the assignment will not disrupt the office building occupant
mix and break any lcase covecnants regarding use. However, assignment may not
be desirable even if the financial strength of the assignee is good. Strum [1987]
obscrves that if the tenant is a key occupant in an office building, an assignment
may not be permittcd because of the harmful impact that the loss of a major
tenant may have on the building's perceived value. Therefore, landlords typically
require that g tenant cannot assign his leasc or sublet any part of the premises
without written consent from the landlord.®* Any assignment without the
landlord’s written consent would constitute a default, so that the landlord may
terminate the leasc.!3 In addition, the lessee’s assignment or subletting
arrangement would be void.

IHYPOTHESIS 16; Covenants  preventing assignment decrease the
landilord’s uncertainty and should reduce rent.

Srandards of Tenant's Operations. To cnable development of an effective

tcnant mix, the office building owner/manager normally tnsists that the tenant

use¢ the leased space for office purposes only. The American Bar Association

13310 order for a security deposit to indicate a reduction in unwanted
tenant bchavior and, thus, a lower lease rental payment, the wvalue of the
coefficient for the variable representing the security deposit has to be greater
than the forgone interest on the deposit.

I34The American Bar Association J1987, p. 885] reports that in a majority of
states, courts have uphcld the landlord’s right to ". . . withhold conscnt to a
sublease or assignment arbitrarily and capriciously.”

3% Fricdman [1983] comments that assignment by operation of law which
includes bankruptcy proceedings would not constitute a default.
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[1987] comments that it is in the landlord’s benefit to have provisions restricting
the tenant’s use of the leased premises. For example, if the landlord has a high
quality office building, the landlord may restrict the tenant to executive or
administrative office use that does not generate a high traffic volume. Thus, a
lease usually expressly states the purpose for which a tenant is allowed to use the
space. In addition, the agreement requires that the occupant maintain its premiscs
and conduct its activities in a manner consistent with other tenants. For major
office tenants, there may be a provision which requires that the office space be
uscd continuously throughout the term of the lease and not be closed. A large
amount of wunoccupied space gives the property an undesirable appearance.
However, a clause allowing a release {rom the responsibility of continuous
operation because of strikes, acts of God, c¢tc. is usually included.

QOperationad Expense Allowarnce. An office building landlord usually agrees
to pay all operating cxpenses for the leased space, but also includes the right to
asscss the tenant for future operational costs which are in excess of its first year
cxpensec base or allowance. Friedman [1983]) comments that operating expenses are
normally written to include all costs paid or incurred by the landlord with respect
to the operation, cleaning, repair, sccurity, and maintenance of the building. An
opecrating expense allowance provision serves as a hedge against operating expense
increases for which the landlord may not be protected.!3®

The tenant’s operating expense allowance is usually determined by dividing
the rentable area of the leased premises by the entire rentable areca of the office
building and multiplying the resulting ratio by the estimated operational ¢xpcnses

of the building. However, some tcnants necgotiate higher operational cxpense

136Stambaugh [1978] rcports that the inflation of the 1970’s forced office
building owners to shift some or all of the inflation risk onto the tenant.
Decvelopers originally paid all of the operational expense, but the addcd costs duc
to inflation lessened cashflows.
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allowances. Thus, as the operating expense allowance increases, the probability of
the landlord receiving additional rent is reduced.

HYPOTHESIS I7: As the operational expense allowance increases, the
tandlord’'s probability of receiving additional rent
decreases, so that the ‘andiord is exposed (o greater
risk and charges higher rent.

ruction  Del Release. The construction provision is usually a
covenant requiring the landlord to delivered office space in accordance with the
office building site plan and applicable municipal laws. For office space, it is
usual for the lessor to complete the office space in its cntirety (called a "turnkey
job"™}, so that it is rcady to hold the tenant's fixtures and furniture. However, a
deadline for the completion or remodeling of the premises is nceded for the
protection of the tenant. The tenant is c¢xposed to considerable costs when
opening a new offlice. These costs include attorney’s fees, moving contracts, and
commitments for fixtures, equipment, and furniture. The landlord’s failure to
provide office spacc in a timely manner would be a quasi-rent appropriation by
the tandlord. Therefore, office leases sometimes contain a construction delay
rclease which can discourage quasi-rent appropriation by the landlord through
giving the tenant the opportunity to cancel the lease and contract for space
clsewhere if the delivery date deadline is not met.’ A construction delay release
is usually found when the tenant is unsurc of the landlord’s ability to fulfill the
obligations of the lcase. A construction delay release provision allows the tenant
to end the agreement without e¢xposure to liability or risk. However, the landlord

bears additional risk.

137 A construction delay release is somewhat similar to a lessee cancellation
provision. Howcver, unlike a lessce cancellation provision which is rcally a put
held by the lessee, the construction delay rclease is a lessee put that becomes valid
only 1If the landlord fails to perform.
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HYPOTHESIS 18: A provision allowing for a construction delay release

lowers risk for the tenamt, but raises risk for the
landlord, so additional rent is charged.

Landlord Relocation Right. Office leases often contain a provision which
allows the landlord the right to relocate a tenant to comparable quarters within
the building after giving adcguate notice and agrceing in writing to pay all
rcasonable moving e¢xpensces. The relocation right enables the landlord to retocate
tenants so as to mceet expansion requirements. Additicnally, the re¢location
provision permits the landlord to readjust his space inventory in a more efficient
manner which should reduce the releasing and operational expenses of the
building. The landlord could adjust floor configuration to become more attractive
to new tenants or to reduce utility and janitorial expenses. However, tenant
moving costs must bc considercd by the landlord when making a tenant relocation
decision. Nevertheless, a reduction in building leasing and operating costs could
be transferred to the tenant as compensation for his willingness to relocate and
the disruption it crcates.

HYPOTHESIS 19: Landlords grant rental discounts in exchange for

receiving a right to relocate the tenant.

1V, Summary

This chapter provided risk allocation and opportunistic behavior
minimization rationales for the existence of retail and office lease provisions.
Testable hypotheses concerning retail and office leases were given. Table 3
summarizes the expected impact of certain lease provisions on nominal retail and
office rent. Howcevcer, are Icase provisions priced into nominal lease rates? The
ncxt chapter will estimate hedonic rental equations for retail and office leases.

The hedonic rental ecquations include variables representing lease provisions.
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TABLE 3

Expected Impact of Lease Provisions on Retail and Office Rent

Expected Impact

Hypothesis Lease Provision on Rent*
Retail Leases:
1 Term of Lease -
2 Renewal Option +
3 Late Payment Charges -
4 Rent Escalation -
5 Landiord Rental Conccession +
6 Landlord Cancellation -
7 Default; National and Local Chain Stores -
8 Rent; Shopper Draws -
9 l.ower Pcrcentage of Sales Rent +
10 Higher Sales Break-Point +

Office Leases:

12
13
14
15
16
17
18

19

DPefault: Above Average and Average Credit
Risk Office Tenants

Dcfault: Qut-of-State Tcnants +
Default: Existing Tenants -
Term of Lease -
Security Deposit -
Covenants Preventing Assignment -
Increasing Operational Expense Allowance +
Construction Delay Release +
Landlord Relocation Right -

*+ = positive impact
- = negative impact



CHAPTER 4

EMPIRICAL RESULTS

Chapter 4 demonstrates how the resolution of contracting issucs originating
from the existence of risks and opportunistic behavior affect the structure of
shopping centcr and office building leases. Section [ introduces an empirical
model which utilizes retail and office lease data to examine the effects of
provisions. Section II prescnts the empirical results which show that the resolution
of contracting issues is important to retail landiords and tenants in determining
lcasc structure, including the use of specific provisions. In Section I1l, another set
of empirics indicates that the resolution of contracting concerns is also relevant to

cxplaining how office lessors and lessces structure leases,
I. Empirical Model

Explanations of why contractual provisions have valuec were developed in
Scction Il and Section 11l of Chapter 3. The empirical tests for lease provision
pricing will occur through a reducced-form methodology and a hedonic equation.!3®
Previous literature on rent variaticns includes Clapp [1980], Hough and Kratz

{1983), Brennan, Cannaday, and Colwell (BCC) [1984), Cannaday and Kang {1985],

and Guntermann and Norrbin {1987]. The model estimated here contains variables

138Another way to indicate that provisions have value is by a market
failure analogy. A markert failure for lease provisions may ensue if landlords and
tcnants are indiffercnt or oblivious to lease provisions, Such potential failures
would be noticed in lcase contracts where provisions would not be present or only
present in a random manner. Lease provisions found in a random manner would
indicate that they have no valuc. However, it is easily observed that purposcful
provision variation docs exist and a market failure has not occurred. See Hough
and Kratz (1987) for a similar argument rcgarding whether good architecture
alfects office rental rates.
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representing spatial and lessee characteristics, market conditions, and contractual

provisions.!3?

A. The Renmt Equation

Lessors will offer tenants rent based upon the physical characteristics of
the lecased space, the tenant characteristics, the market conditions, and the lease
provisions which include covenants and contingencies. Thereflore, landlords may
charge different tenants leasc prices which vary based upon their spatial, tenant,
market, and contractual characteristics. If the law of one price holds for rcal
cstate markets, then these characteristics should be incorporated into nominal
rental rates. Thus, the implied equation for retail rents is:

r=1(Z) (1
where r is the rent for retail space, and Z is a vector of spatial, tenant, market,
and contractual characteristics or attributes [Z = (zl, C zn)]. By differentiating
r(Z) with respect to z, one can obtain a set of marginal prices. According to the
structural reclationship for r{(Z), the estimation of these marginal prices is

cquivalent to direct observations on prices of the component characteristics or

attributes.

B. Equilibrium Lease Payment

McConncll and Schallhcim [1983]) develop a reduced-lform mcthodology for

estimating an cquilibrium lease payment, ELP, that incorporatcs changes in assct

139The tenant’s location and competitive conditions affcct the level of
rental payments. A rctail or office space with a better location provides increased
bargaining power to the landlord. Thus, both a larger base rent and percentage of
sales rent may result for the retail lessee or just a larger fixed rent for the office

occupant,
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prices.'*” 