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About the Institute

The Institute of Continuing Legal Education (ICLE) was founded in 1959 by the
University of Michigan Law School, Wayne State University Law School, and the State
Bar of Michigan. In 1981, the Thomas M. Cooley Law School and the Detroit College of
Law joined as cosponsors. The University of Detroit Mercy School of Law joined as co-
sponsor in 1997. The Institute is a self-supporting, nonprofit organization serving the
continuing education needs of the Michigan bench and bar. The Institute is governed by
an executive committee made up of representatives of the six cosponsoring
organizations, thus merging the interest and efforts of practicing lawyers and the
academic community.

Each year, over 13,000 registrants attend Institute seminars. This enthusiastic
response has helped establish the Institute as one of the most effective and respected CLE
programs in the nation. This success is due largely to the outstanding practitioners,
judges, and law professors who generously contribute their time, talent, and energy to the
Institute’s seminars and publications.

Most Institute seminars are scheduled three years in advance. However, when major
legal developments require that Michigan lawyers achieve competence quickly in specific
areas, seminars may be presented on very short notice. Most seminars offered by the
Institute consist of lectures or panel discussions which are followed by question-and-
answer periods. Other educational techniques are used when appropriate to the subject.
For example, the Institute frequently uses demonstrations to teach trial skills and offers
workshops to allow learning-by-doing.

At every seminar, registrants receive seminar materials to complement lectures and
discussions. These materials generally include speaker outlines, legal forms, citations to
or copies of leading cases, statutes and regulations, and pertinent articles from bar
journals and law reviews.

In order to serve the continuing education needs of as many members of the bar as
possible, the Institute often presents its seminars as video replays. At the majority of
these state wide presentations, a commentator is on hand to answer questions. Some
seminars are also available on CD.

Through its publications program, the Institute further serves the educational needs of
the Michigan bench and bar. Essential legal tools published by ICLE include Michigan
Model Civil Jury Instructions, Michigan Criminal Jury Instructions, and the Court Rules
of Michigan service. ICLE also publishes textbooks, practice handbooks, form books
and legal assistant manuals on a wide range of legal topics. These publications reflect
the knowledge, expertise, and invaluable practical experience of many members of the
Michigan bar.

ICLE is pleased to have the cooperation and assistance of sections of the State Bar of
Michigan as well as local bar associations.
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I. Leasing Fundamentals: Analysis & Discussion

A. Basic Elements of a Lease (Emily A. Minns)
1. Parties

A lease conveys an interest in real property. Unlike a simple deed of conveyance, the
lease contains a body of obligations and rights that continue to bind, and inure to the ben-
efit of, each party throughout the course of the tenancy. These rights and obligations give
what is otherwise a transfer of real property the character of a contract. The lease requires
the agreement of two parties. The parties are typically the landlord (or lessor), who is the
owner of the real estate and the tenant (or lessee), who is the party taking and holding the
leasehold interest for the term and, in exchange, paying the rent and performing other
specified obligations.
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a. History of Landlord/Tenant Relationship

The landlord-tenant relationship developed during the Middle Ages. At that time, feu-
dalism formed the basis of the political and social systems of Western Europe. The semi-
nal concept of feudalism was that all land was owned by the king. In exchange for a debt
of service, the king would allow portions of his land to be used by various individuals
selected by him for defined periods of time, with the land reverting to the king (or his
heirs) at the end of that period. Each of those individuals was free, during his term on that
land, to convey portions of his parcel to others, for the same sort of consideration. Some-
times the duty owed was military service; other times, it might be the cultivation of the
land for crops. The superior land holder was referred to as the “lord” (eventually, “land-
lord”). The interest conveyed was called a “tenement”, from the Latin verb, tenere, mean-
ing “to hold” (as the interest was to be distinguished from the concept of ownership), and,
from that same Latin verb is derived the word “tenant”.

b. Authority

The issues that often arise around the question of parties to the lease are not unlike
those arising in any contract situation. One of the primary goals, in general, is to make
sure the contract is enforceable against the parties in accordance with its terms. When the
parties are other than individuals (e.g., trusts, partnerships, limited liability companies or
corporations), a fundamental question is whether the individual acting (and executing) on
behalf of that party has the legal authority to bind the party to the terms of the lease. This
is often addressed in a lease through a statement or representation by the party that the
individual executing the agreement has been duly authorized to execute the lease, and that
the individual’s execution will effectively bind the party to perform in accordance with the
terms of the lease.

c. Statute of Frauds and Execution
The effect of the statute of frauds and other related statutes must be also considered.
Applicable Michigan law requires a lease for a term in excess of a year be in writing and
signed by the party granting the interest, the landlord. If the landlord seeks to charge the
tenant with performance, the lease must also be signed by the tenant. However, if the ten-
ant wishes to enforce the lease against the landlord, it need only produce a lease that is
signed by the landlord. The tenant’s signature, for this purpose, is not required.

d. Marital Status
If an individual is a party, the other party should be aware of the individual’s marital

status and the possible ramifications that marital status may have with respect to the lease.
Should the spouse, if any, should join in the execution. If the landlord is married, is the
property jointly held? What about the dower rights of the landlord’s wife? Is the execution
of a lease by a married landlord, without his wife’s execution, an effective conveyance? If
the tenant is married, should the landlord require the spouse to sign, so that jointly held
assets can be reached in the event of a default by the tenant?

e. Title to the Premises
In addition to issues of authority and effective execution, to effectively convey the
leasehold interest, the landlord must own an interest in the property that is sufficient to
allow the grant. Without valid title, the conveyance fails and the tenant will be a tres-
passer. One of the covenants made by the landlord in granting a leasehold interest is the
covenant of quiet enjoyment. Under this covenant, the landlord promises that the landlord
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will defend the tenant’s right to quiet enjoyment of the premises, conditioned on the ten-
ant’s performance of all of its obligations under the lease, including the payment of rent.
The defense by the landlord may be limited to actions asserted by those claiming by or
through the landlord or it may extend to the act of any third party that might interfere with
the tenant’s quiet enjoyment. But the covenant of quiet enjoyment protects the tenant’s
right to possession, and not the tenant’s title to the leasehold interest. So it is only a partial
fix to the problem and if the landlord does not have title, the covenant of quiet enjoyment
is a hollow promise. Often in a lease of commercial property, the landlord will represent
and warrant that it owns fee title to the premises, or that it owns whatever title is required
to enable it to effectively grant the tenant the leasehold. A title search can help address the
question, as can title insurance.

f. Transfer by a Party

In addition to these issues, questions concerning the parties arise in other areas of the
lease agreement. As one example, the lease will often provide that, during the term, each
party has certain more or less limited rights to transfer all or a portion of its interest in the
premises and/or in the lease. If such a transfer occurs, the question is who is party to the
lease after the transfer? Who does the tenant look to for performance by the landlord under
the lease if the original landlord sells the property? If the tenant transfers its interest in the
premises, is the original tenant released from the lease? The transferring landlord is typi-
cally released once it sells the property, and the new owner becomes the landlord, assum-
ing the obligations of the landlord under the lease. Whether the tenant is released, with its
transferee assuming the tenant’s obligations, varies from case to case, usually having been
the subject of intense negotiation between the parties. The issue of release after a transfer,
and how the parties are often treated differently in this regard, is a good illustration of the
dual nature of a lease as both real estate conveyance and contract. Our discussion of
assignment, sublease and other transfers, including involuntary transfers such during
bankruptcy or foreclosure, will explore in greater depth the issue of alienation and how it
affects the concept of “parties”.

2. Term

One of the defining characteristics of a leasehold interest is its lifespan. It doesn’t
matter whether the actual duration of the term is known at the time of the grant, or whether
its end date is to be determined upon the occurrence of a future event. The key is that there
must be a term, the length of which is either defined or capable of being defined.

a. Commencement

The lease term may commence on a date certain, or as of the execution of the lease by
both parties, or when possession of the premises is delivered, or a stated period of time
after signing, possession or any other event described in the lease. Unless the lease com-
mences with execution by the parties or on some other date certain, the lease must provide
that if, for any reason, the term has not commenced within a certain period of time after
execution, or by a date certain, either party has the right to terminate the lease, or else it
terminates automatically. This prevents the grant from sitting, unvested, for an indetermi-
nate period of time. If there is no commencement, then there will be no expiration and the
interest would remain in suspension, clouding the landlord’s title and of no value to the
tenant. Often, the date of commencement will be extended by force majeure (particularly
when the construction to the premises is required prior to turnover), or the lease is signed
prior to the landlord closing on its purchase of the property, and is made contingent on that
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closing or on the landlord recapturing the premises from an existing occupant, or closing
financing. The term cannot be forever contingent, or delayed due to force majeure. At
some point, the lease must terminate, regardless of the reason the term has not com-
menced. How the risk of contingencies is allocated is often the subject of intense negotia-
tion between the parties.

b. Duration

The duration of the term may be defined as a specific period of time or it might be
described by stating its commencement date and expiration date. It may end on a date cer-
tain, or on the occurrence of a future event, or it may renew automatically until terminated
by the act of the parties (or either one of them) or another event. When expressed as a
specified period of time, it may be described as a period of months or years or, under cer-
tain circumstances, as “lease years”. The lease year concept is used to make the years of
the lease (at which point adjustments in rent and other economics occur) coincide with
other relevant periods of twelve months. For administrative convenience, a landlord of a
multi-tenant property may want the rents under all leases adjusting on the same day, or
may want the terms of all leases ending on the same day of the year. In a retail setting, it
often makes sense to time things based around the holiday sales season, so it is typical in
this situation to see a lease year timed to begin on February 1 and end on the next follow-
ing January 31.

c. Expiration
The expiration date may be stated as a specified period of time after the occurrence of
the commencement date or may be a date certain. Expiration is usually effected automati-
cally without the need for any notice or additional agreement, unless otherwise required
under local law.

d. Early Termination

The term may end when it expires, or it may be terminated prior to the intended expi-
ration date for various reasons. The end of the term may be conditional on the occurrence
of an event, such as the death of a party or the commencement of a new lease term in
another location. In a retail lease situation where the tenant’s sales levels matter, some-
times one or both parties will have the right to terminate if a minimum amount of sales is
not being generated. Sometime, the parties will have rights to terminate the lease due to
casualty or condemnation of the premises. Other times, where a retail tenant has no obli-
gation to operate for business, the consideration for the absence of this type of obligation
might be to allow the landlord the right to recapture the premises and end the term, if the
tenant, in fact, closes down its operation. The termination of any interest that is superior to
that of the tenant’s lease may cause the termination of the lease. As an example, if the
landlord’s interest is subject to a mortgage, a foreclosure of that mortgage may well end
the term of any lease that is subordinate to the mortgage. A variety of events, specifically
provided for or otherwise anticipated, might give rise to early termination rights.

e. Holding Over
Sometimes, for many reasons, a tenant fails to vacate the premises at the end of the
term. This may happen with or without the landlord’s consent. If it is without the land-
lord’s consent, the landlord has the option of going to court to evict the tenant. But, often,
a landlord would just as soon allow a tenant, who is willing to continue to pay rent, to
remain in the space while a new tenant is located. Because this is a common occurrence,
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the lease will often address the so-called “holdover” period. A typical provision will set a
rental rate for that period that is somewhat higher than the last effective rate of rent (usu-
ally 1 1/2 or two times higher) and will identify the holdover tenancy as month-to-month,
terminable by either party on 30 days’ notice to the other. In addition, an indemnity might
be included, providing that the tenant will make the landlord whole against any losses suf-
fered by the landlord due to the holding over. This is intended to cover the situation where
the landlord may lose a new tenant because of the holdover. Tenants often argue that the
incremental increase in holdover rent is meant as compensation to the landlord for that
type of loss, but the landlord’s view is that the incremental increase is a reflection of what
may well be increased market rent rates in effect at the time and the loss to the landlord of
a new lease is a much greater loss that holdover rent could never cover.

f. Rule Against Perpetuities Issues
The Rule Against Perpetuities, as it applies to a lease, requires that the interest
granted under the lease vest within a certain period of time after execution of the grant.
The consideration is critical in the area of term commencement and, to a certain extent,
when it comes time to exercise options to extend the term. The effect of the rule against
perpetuities on options to extend will be addressed in the discussion on renewal options.

g. Survival of Obligations

Often, there are obligations in the lease of either party that, by their nature, may not
be able to be performed during the term of the lease. An agreement to indemnify may
extend to claims that arise out of a loss occurring during the term, but the claim itself may
not be brought until after term expiration. If there is an overpayment of rent by the tenant,
the tenant will want to make sure that the landlord refunds the overpayment. But, some-
times, the overpayment isn’t discovered until the term is over and accounts are being rec-
onciled. Therefore, it is important to take note of the potential for these types of
obligations to crop up post-expiration and expressly state that they survive expiration. In
addition, if the lease is terminated prior to the stated expiration, it is important to state that
such termination is to have the same effect on the parties and their respective obligations
and liabilities as if the lease term had expired in its normal course. That way, the survival
of those obligations, which are said to survive expiration, will remain intact even if the
end of the term is effected by way of termination instead of expiration.

3. Premises
a. Description

The heart of the lease is the premises. It is critical to define and describe the premises
with as much detail and specificity as possible. The degree to which this is possible often
depends on the timing of the lease vis-a-vis the timing of the completion of construction of
the premises. Where the premises are, at the time, in actual physical existence, the ease
with which the premises can be properly described is greatly enhanced. Where the pre-
mises are under construction, or still on the drawing board, the description will have to
allow for some evolution. Although the specifications for premises to be built can, them-
selves, be precise, field conditions affecting the finished product often account for varia-
tions from such specifications. So it is important in this situation to incorporate as much
flexibility in the description as possible, without the lease failing due to vagueness in the
description of this critical element.
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Premises are often identified in a lease using a depiction, to be attached to the lease as
an exhibit, of the outline of the premises or cross-hatching the location of the premises on
a site plan of the larger development. While this is easy and convenient way to describe
the premises, care should be taken by the landlord using this method of illustration. It has,
at times, been argued by tenants (with varying degrees of success) that such depictions
should be deemed to be the landlord’s representation and warranty as to all matters shown
thereon. So the greater the amount of detail on the exhibit, the more trouble this can cause
for the landlord. While less risky in an residential or office situation, with a lease of shop-
ping center premises, where the success of a tenant often depends on the presence of spe-
cific co-tenants, any identification of a co-tenant displayed on a site plan attached to the
lease, even if the particular site plan was originally prepared for purposes of marketing
shopping center space to prospective tenants (i.e., the drawing was simply conceptual and
not meant to indicate that leases had been signed with any particular tenant shown on the
plan) may be interpreted as the landlord’s guaranty that the co-tenant will always be an
occupant of the center in that very location. Should that co-tenant not be an occupant, or
relocate its premises in the shopping center, the tenant may argue that the premises are no
longer what the landlord guaranteed they would be. When using depictions in this way, the
landlord should include on the exhibit appropriate language disclaiming that the exhibit
can be used for anything other than to show an approximate location of the premises.

If the premises are located in a single-tenant building, the street address may suffice
as a description. When dealing with a lease of space in a multi-tenant residential or office
property, a unit number can be used along with the street address. In a lease of multi-ten-
ant commercial property, whether office, retail or industrial, not only might a unit number
be used, but the size of the premises, described as the number of square feet (more or less)
in the premises, is nearly always included in the description. Size is important as rent is
often expressed in terms of an amount per square foot, but for a lease of yet-to-be-con-
structed property, a common provision allows re-measurement and confirmation of the
size of the space, once construction is complete.

In many leases, as with any instrument of transfer of an interest in real estate, a legal
description may be the “gold standard”. But unless the premises have their own legal
description (which is rare in where a building is occupied by multiple tenants), this is far
less useful or common. There are exceptions, however, if the tenant is obtaining title
insurance for its leasehold or wishes to record a notice of its interest; in cases such as
those, the legal description of the larger building or development will usually suffice and a
separate legal description is not necessary for those purposes. Because a legal description
will enable a tenant to record the lease as an interest against the property, the landlord may
refuse to include such a description or, if it is included, prohibit recording of the lease. As
a compromise, the landlord may agree to allow the tenant to record a memorandum of the
leasehold interest, which will contain only the most basic information about the interest
(e.g., the parties, the length of term, any options to extend, the commencement date, the
expiration date, etc.). The landlord may, at the same time, require the tenant to execute an
instrument discharging the interest of record, which the landlord will agree to hold in
escrow, to be recorded once the leasehold interest has expired.

b. Measurement
How premises space is measured can vary depending on type of real estate and
method of measurement used. Typically, leasable area is measured from the face of any
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exterior wall and from the center line of any common wall. Sometimes, the tenant will pay
rent for area that isn’t actually included within the four walls of the premises. Sometimes
the square footage taken up by columns and other building elements that run through the
premises is excluded from the measurement. It is customary in an office situation to differ-
entiate between rentable and usable space: rentable space, which is the number of square
feet on which the rent is calculated, is typically greater than what is actually contained in
the premises, as it may incorporate a portion of the common area of the office building
determined by the landlord to be allocable to that particular premises.

In a multi-tenant retail setting, frontage is often a critical measurement of the pre-
mises. In the 1980’s, when the design of regional shopping centers as we know it today
was evolving, landlords commonly would construct individual tenant spaces in long,
bowling alley-like configurations, with the minimum amount of frontage. This type of
arrangement maximizes the landlord’s investment in the building. The tenant’s interest,
however, is in having as much public exposure and frontage on the common areas as pos-
sible. The configuration most highly prized by such a tenant is a wide, but shallow space,
giving the tenant the most bang for its rental buck. The issue of configuration is less
important in an office setting.

c. [Easements, Appurtenances and Ancillary Areas

Often, what is demised to the tenant under a given lease is more than just the space
within the four walls that we’ve defined or described above. The grant under the lease
should be accompanied by a grant of easements for use of the common areas, parking
fields, utilities installations, etc. The customary language is usually something like
“...together with any and all rights, benefits, privileges and easements, now or hereafter
appurtenant thereto, arising out of any public or private grant or authority, including, with-
out limitation, the non-exclusive right and easement to use the common areas in common
with other tenants and occupants of the development, as more particularly provided
herein...” Without language to this effect, either in the granting clause of the lease or else-
where in the lease, that the tenant has a right to use the common areas that is any greater
than that of any other person entering the property is questionable.

The right of the tenant to use, on an exclusive (as opposed to common) basis, other
areas of the development or building might also be included in the lease, though these
areas are typically not a part of the premises. Usually, the landlord allows the tenant a
license to use these ancillary areas, such as storage space for a tenant whose actual pre-
mises is not large enough to allow for on-site storage, or a patio seating area for a restau-
rant tenant. The lease will provide that the tenant’s rights and obligations, with the
exception of rent, will extend to its use of such ancillary areas.

4. Options to Extend

An option to extend the term of a lease is a right granted to the tenant to renew the
term for what is a specified period of time at a rent which is either determined at the time
of the grant or to be determined at the time of exercise by applying a stated formula or
guideline. A tenant can be granted any number of options to extend the term, depending
on the negotiation of the business deal. The rent for the initial term should reflect the fact
that the option conditionally ties up the property until such time as it is waived or exer-
cised. The landlord’s goal is an uninterrupted rental stream but, by granting an option
right, the landlord diminishes its ability to market the space until the option is waived. On
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the other hand, if all goes well and the tenant exercises the option, the landlord will have
the space leased for the option term, without having to have stopped to negotiate a new
lease with a new tenant. As long as the option rent is an amount that is favorable to the
landlord, the ease and convenience of avoiding marketing and negotiating might ulti-
mately offset the cost to the landlord of granting the option in the first place.

a. Option Rent

Setting an option rent can be tricky, as this rent is not intended to be effective until a
future date. The market can change, and each party takes a risk that the agreed upon option
rent will not reflect actual future market conditions. This can work for or against either
party. But, courts are in agreement that the rental rate must be set, or a specific mechanism
to determine the rental rate must be included in the option, if the option is to be enforce-
able. An agreement to agree in the future, at the time of exercise, is generally not enforce-
able. If the parties elect to set a specific rent for the option period at the time of the grant,
it is often by simply adjusting the rate of rent last in effect during the initial term by a set
percentage that, it is hoped, reflects market value of the premises at the time the option
term begins. In lieu of setting a specific percentage, the parties may agree to use the
change in an appropriate Consumer Price Index, from the time the rent was last set under
the initial (or current) term until the time the option is exercised, as an indicator of where
market rent should be set. As a third alternative, the parties might agree that the rent for
the option term will be set at a “fair market” rate, whatever that might be at the time the
option begins. Determining what fair market rent can be tricky. Depending on the strength
of the bargaining position of each party, it may be left in the landlord’s discretion to name
the fair market rent at the time of exercise or an appraisal process may be used. Each party
will select a real estate broker or other consultant to set a market rent, based on compara-
ble nearby properties and, if the consultants cannot agree on a figure, they will be charged
with the responsibility to select a third consultant as an arbiter. Provisions that tie option
rent to what is market rent at the time are frequent causes of litigation, when the parties are
unable to reach agreement.

b. Option Exercise

The typical option provision requires the tenant to provide the landlord with written
notice at no later than six months prior to the expiration of the initial (or then current) term
of the lease. The landlord must make sure that the lease language clearly states the option
is deemed to be waived and the right extinguished if it is not exercised by the deadline, so
that there is no question about the right to extend remaining effective indefinitely. The
landlord’s goal is to clear title of this interest, one way or another (i.e., either by having it
exercised or having it waived). If the option rent is a “to be determined at the time” market
rent amount, the tenant will want the right to revoke any exercise of option, pending the
outcome of a market rent determination.

Often, a larger tenant will require that the landlord provide the tenant with a notice
reminding the tenant that it will lose the right to extend unless it exercises such right
within the next number of days or months, so that inadvertent forfeiture does not occur.
Provisions addressing this issue must also state that the initial (or then current) term will
continue, uninterrupted, until such time as the notice is given and the specified number of
days has elapsed. If the term is allowed to expire, but the option is said to remain, unfor-
feited, until the reminder notice and its applicable notice period elapses, the rule against
perpetuities may be violated (depending on how far in advance the option was originally
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granted). If the option remains “connected” to an effective term, there is no perpetuities
problem. But if the lease allows the initial (or current) term to expire, the option, then, is
no longer “connected” to a vested term and courts have found this arrangement to violate
the rule.

If a reminder notice is a requirement of the tenant, the landlord may, for convenience,
want to reserve the right to provide such notice as early in the term as possible, so there is
little possibility of extending the initial term beyond its expiration date to allow for the
notice period to run. However, tenants requiring a reminder notice often respond to this
desire by saying that the landlord’s notice can’t be sent any earlier than a specific date,
usually one that is after the date by which the option is to be exercised, in order to main-
tain the actual reminder effect of the notice.

¢. Option Conditions

Typically, effective exercise of the option is conditioned on the absence of any default
by the tenant, both at the time of exercise and at the time the option term is to begin. In
addition, if a landlord has a strong bargaining position, the landlord may reserve the right
to nullify the exercise if the tenant has filed for bankruptcy within a certain period of time
before the exercise. In a retail setting, where a tenant’s sales performance is meaningful to
the landlord, the tenant’s reaching a minimum sales level during the year prior to the exer-
cise might be required. Sometimes an option is made personal to the original tenant and,
once the lease is assigned, the option is rendered ineffective.

5. Rent

The rent is any consideration that is given in exchange for the leasehold interest, and
is intended to reflect what is loosely defined as the value of the real estate. The traditional
idea of rent is that it is payment by the tenant for the right to occupy the leased premises.
But the modern reality is that it often includes more than just that simple monthly charge.
The diversity of property types in the commercial market has resulted in a diversity among
types of leases, based on types of rental schemes typical to each category of property.
Once the base rent for a commercial property is set during pre-lease negotiating, the real
negotiating drama results from the parties’ attempts to allocate responsibility between
each other for the expenses incurred by the landlord to operate the property and pay the
taxes and to agree on which of the many expenses will be considered as proper operating
costs and taxes, includable as part of the tenant’s financial obligation under the lease.

a. Base Rent

Typically, the parties negotiate a base rent to be paid during the lease term, at an
amount which remains constant throughout the term or is subject to adjustment at periodic
intervals. The rent steps may be set forth in the lease or an adjustment factor, such as a per-
centage, will be included, which will be described as being effective annually, or more or
less frequently than that. Sometimes the Consumer Price Index is used to determine appro-
priate increases during the term, in an effort by the parties to keep in step with inflation. In
a retail setting, where the tenant may also pay to the landlord a percentage of its sales in
the form of “percentage rent”, the amount of percentage rent payable by a tenant in one
year may be added to the base rent to determine rent for the following year. The addition
of the percentage rent to the base rent is seen as a way of adjusting the base rent so that it
more closely reflects the revenue-generating value of that particular real estate.
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b. Percentage Rent

As mentioned above, in a retail setting, the landlord may share in the upside of a ten-
ant’s business. This is particularly true with shopping center properties where the landlord
has made a significant investment in creating and promoting the development as a destina-
tion for the public to visit for shopping, dining and entertainment. Typically, the base rent
will be set at a market rate (which may vary depending on what type of retail business is to
be operated in the premises). Once that is determined, the parties will agree that a certain
percentage of all sales made from the premises each year in excess of a negotiated dollar
figure will be paid over to the landlord in the form of percentage rent. There are often
other provisions, related to the concept of percentage rent, which are included in a per-
centage rent lease, and intended to maximize for the landlord the possibility that the tenant
will reach a percentage rent situation. Such a lease may include a covenant by the tenant
that it will continuously operate throughout the term of the lease and may also include a
“radius” provision. A radius provision is an agreement whereby a tenant agrees with the
landlord not to open another similar store within a certain radius from the landlord’s prop-
erty. This agreement is meant to ensure that all possible sales of the tenant’s within that
radius are directed toward the tenant’s store at the landlord’s shopping center. The lease
will also include a detailed definition of what constitutes “sales”, for purposes of deter-
mining when the breakpoint is reached, obligations for the tenant to report sales on a
monthly and annual basis, and may include rights for the landlord to audit the tenant’s
sales records.

c¢. Gross Rent v Net Rent

The base rent under a lease can be classified as a “gross rent” or as a “net rent”,
depending on what the rent is meant to cover. Whether there is percentage rent due under a
given lease does not effect this classification. Under a gross lease, the rental payment a
tenant makes each month is intended to cover all operating expenses, utilities costs, insur-
ance premiums and taxes. The payment is specific and does not vary from month to month
based on fluctuations in the landlord’s operating costs. Under a net lease, the base rent is
to be paid to the landlord “net” of all or a negotiated portion of all other costs of operating
the property, and the tenant is to take on, to a greater or lesser degree, responsibility for the
payment of the operating costs and taxes on the property.

i. Gross Rent
Under a gross lease, the risks of rising operating costs are the landlord’s to bear. The
tenant pays the landlord only the negotiated rent amount. A gross rent might be flat for the
term, but more often than not, is subject to periodic adjustment by negotiated increases
(e.g., 3% per year, or 5% every five years) or by changes in the Consumer Price Index, but
the tenant pays the landlord only the gross rent and nothing in addition. Leases with gross
rent are typically used for residential properties.

iil. Net Rent
Net leases allocate the costs of operating the property (sometimes referred to as the
“net charges”) between the landlord and tenant. A single net lease is a net lease where the
tenant agrees to pay a monthly base rent as well as the property taxes, with the landlord
remaining responsible for all other operating expenses of the premises. A double net lease
is a net lease where the tenant agrees to pay a monthly base rent as well as the property
taxes and the property insurance and, again, the landlord remains responsible for all other
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operating expenses of the premises. A triple net lease is a net lease where the tenant pays
base rent as well as all other costs and expenses of running the property.

iii. Expense Stop or Base Year

There are many variations on the net lease theme. Under some leases, the tenant’s lia-
bility for operating costs and taxes may be determined by using an “expense stop”. With
this method, the tenant pays only the increases in such charges beyond either a set amount
or beyond whatever their levels might have been during a certain “base year”. The base
year is usually the first year of the term of the lease and, in the second year, the tenant will
begin paying the landlord any amount of such costs and taxes that exceeds the amount
thereof incurred by the landlord in the first year.

iv. Proportionate Share and Gross-Up

In a single-tenant property, the tenant takes on 100% of whatever categories of net
charges are determined to be passed on from the landlord. If the tenant occupies a multi-
tenant property, the net charges to be passed through to the tenants are allocated to each on
a “proportionate share” basis. In a retail setting, there are variations as to how the propor-
tionate share is determined. In some cases, the share will be determined straight pro-rata,
i.e., it will be a fraction of the total amount of the net charges to be passed through, the
numerator of such fraction being the size of the leased premises and the denominator of
which will be the leasable area of the building. In other cases, where the landlord leads in
relative bargaining position, it may be determined based on occupancy of the building.
That is, the fraction will use as its denominator the leasable floor area of the building
which is, at the time, occupied by tenants who are also paying net charges. The closer that
the numerator and denominator of this fraction come to one another, the greater the share
of the net charges the tenant will pay. Therefore, it is in the tenant’s interest to negotiate a
denominator that is as large as possible, and that minimizes the relevance of occupancy,
and it is in the landlord’s interest to shift the risk of vacancy on to the tenant, so that the
landlord collects its base rent net of any other expenses that might be incurred in operating
the property. Sometimes, the parties will compromise on the occupancy issue by artifi-
cially setting a minimum level of occupancy, so that for purposes of calculating the ten-
ant’s proportionate share of expenses, occupancy will be deemed to be never less than X%
of the total leasable floor area of the building, regardless of actual occupancy. Where this
number is set varies based on actual occupancy, projected occupancy and the relative bar-
gaining positions of the parties.

Under an office lease, the risk of vacancy is addressed not by modifying the fraction
used to determine the tenant’s proportionate share, but by use of a “gross-up” provision.
At any time that the building is less than fully occupied, the fraction used to determine the
tenant’s share stays the same, but the landlord has the right to overstate certain of these
expenses as if the building was completely or near completely leased and occupied. The
expenses that are affected by a gross-up provision are those that are, in reality, affected by
occupancy, such as, utilities, trash removal and janitorial services. There are certain build-
ing expenses that do not vary, such as taxes and insurance, and these should not be subject
to gross-up. This arrangement clearly benefits the landlord, but it can also work to a ten-
ant’s favor in one limited situation. If low occupancy is an issue during the first year of the
lease term, when base year costs are being determined, without a gross-up provision, the
base year amounts will be low, resulting in the tenant bearing responsibility for what will
likely be a greater increase once occupancy has filled in and stabilized.
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d. Expenses: What’s Included?

In addition to base rent, under a net lease, the tenant takes on a share of the costs
incurred by the landlord to operate the property of which the premises form a part. While
there are guidelines to what is included established by custom, the specifics are often sub-
ject to intense negotiation. The large categories of these expenses is usually real estate
taxes, common area maintenance and repair costs (often referred to as “CAM”), utilities
and insurance premiums. But within each category, the landlord’s and tenant’s interests
collide. To allow it to freely pass on to the tenant all costs, the landlord will want to use the
most comprehensive definition of each in its drafting of the lease, as the tenant attempts to
narrow each definition as much as possible. It might seem that an agreement requiring the
tenant to pay the real estate taxes on the premises is straightforward, but questions arise as
to whether real estate taxes paid by the tenant should include interest and penalties that
arise from the landlord’s failure to pay, or should cover road improvement assessments
(typically seen by tenants as more akin to a capital expense and not a cost of day-to-day
operation). And what happens when a real estate tax is reduced and the reduced portion
replaced by legislative enactment of a new tax measured by the landlord’s gross receipts
(as has happened in Michigan)? Should the replacement tax be the tenant’s obligation,
even if it isn’t, per se, a real estate tax? Is the cost of replacing the building’s air condition-
ing system a tenant expense or should the tenant’s liability be limited to routine mainte-
nance and repair of the system? And the negotiation is not limited to how to allocate any
of these items between the landlord and the tenant. If only one tenant of the building oper-
ates after hours, should resulting additional security costs be shared by all tenants as a
common expense? If one tenant is a larger user of water than others, should the share paid
by each tenant still be determined based on relative floor area or should such dispropor-
tionate use be factored into the calculation? To get away from haggling over these ques-
tions, yet another variation on the traditional net lease is becoming increasingly popular.
Rather than having CAM passed through to tenants at rates undetermined until such time
as the bill comes each year, at the same time as the base rent, term and other fundamental
elements of the deal are being negotiated before the deal goes to lease, CAM amounts are
being fixed (or capped), with fixed (or capped) periodic increases,. The fixed (or capped)
CAM amount is usually easy to determine, based on expenses being incurred at the time of
negotiation, adjusted by an inflation factor so that at the commencement of the term, the
negotiated CAM approximates what will be incurred that year. The landlord typically
bears the risk of occurrence of an unforeseen event that results in a spike in actual mainte-
nance expenses, but even that can be the subject of negotiation. At times, even when CAM
is set in this manner, exclusions are made from the set amount for so-called “uncontrolla-
ble” expenses, such as snow removal and utilities costs.

e. Audit Rights

When a lease is net and CAM is not fixed, tenants want to see the landlord’s books.
Tenants are typically unwilling to trust the landlord to bill them fairly for net charges and,
unless an audit right in included in the lease as a matter of course, the tenant will work to
negotiate such a right. Smaller landlords may find the idea fairly routine and acceptable.
Larger landlords usually view the right as intrusive and an administrative headache.
Auditing real estate tax records is not necessary because taxes are a matter of public
record and the accuracy of any tax bill to the tenant usually can be confirmed without a
look into the landlord’s books. But CAM can be shrouded in mystery. Although the audit
can be costly for a tenant, it may result in a significant reduction in the CAM bill. There
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are auditing firms that work on a contingency fee basis, but landlords usually object to the
tenant using such firms. In a lease of multi-tenant property, the landlord may also require
the tenant’s confidentiality as to the results of such audit. This is meant to prevent a stam-
pede of angry tenants, should the first auditing tenant find that expenses were misstated.

6. Use

Depending on the type of property being leased, it is often important to the landlord to
control the particular use to which the leased premises may be put by the tenant. Use can
be controlled in a lease by language which prescribes a particular use or proscribes a use
or uses, or, most commonly, by a combination of prescriptive and proscriptive language.

a. Public Restrictions

At a minimum, most leases will require that a tenant’s use of the premises (and the
use by any occupant of the premises by virtue of the tenant’s interest therein, such as the
tenant’s sublessee, licensee, contractor, even its invitees) comply with applicable law. This
is meant to ensure not only that there is no criminal activity in the premises, but also that
zoning ordinances, environmental laws, building codes, health laws and laws governing
public access, such as the Americans With Disabilities Act, are observed. As the owner of
the property, the landlord is ultimately responsible for the property’s legal compliance,
notwithstanding that possession of the property may have been turned over to a tenant. So
the landlord must see to it that the responsibility for compliance is carried out by its tenant
(and those in the premises under the tenant) and, further, that the tenant indemnify the
landlord against any claim raised by a third party resulting from the tenant’s failure to fol-
low the law.

b. Private Restrictions

The landlord will also want to make sure that the tenant complies with any restric-
tions on the use of the premises that encumber the premises by virtue of agreements
between the landlord (or its predecessors in title) and neighboring landowners, such as
easements, restrictive covenants, building and use restrictions and other similar underly-
ing agreements. These agreements, often put in place as part of a scheme of development
of a larger area which includes the premises, sometimes prohibit the premises (as well as
the neighboring properties) from being operated for any one of the uses set forth on a list
of noxious uses. Depending on the character of the area being developed, the list may
include uses such as the operation of a junkyard, a rendering plant, a flea market, or an
adult theater. Of the different types of commercial properties, an industrial property is
likely to be the most lightly restricted in this manner; premises located in a retail or office
development will probably be the most heavily restricted.

¢. Multi-Tenant Property Concerns
The use of premises located within multi-tenant properties will sometimes be

restricted so that neighboring tenants are not disturbed by the activities carried out in a
particular premises. It is common to see in leases of multi-tenant properties provisions
prohibiting the tenant from creating a nuisance for its neighbors, operating in a manner
which results in the emission from the premises of loud noises, vibrations or offensive
odors. Any one of these activities, if allowed to continue unchecked, may give the neigh-
boring tenant enough ammunition to claim that its quiet enjoyment has been breached.
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d. Use Clauses

Leases will often contain provisions prohibiting certain uses and activities and, just as
often, a lease will include a provision delineating exactly what the tenant’s permitted use
of the premises is to be. A provision of this type is commonly referred to as a “use clause”.
The use clause is an important part of any lease in which it is included. But, of all of the
categories of commercial property, its importance is particularly elevated when the lease is
for premises in a multi-tenant retail development. In the shopping center situation, balanc-
ing the uses is critical to the success of the property. The right balance will maximize the
landlord’s investment as well as that of each tenant. Unlike an office, warehouse or indus-
trial property, where business usually does not depend on foot traffic, or public exposure, a
retail tenant’s fortunes are inextricably tied to the retail community in which it operates. A
retail development boasting just the right balance of different uses provides variety and
convenience and will likely become a destination for customers. More customers means
more sales, greater profits for the tenants and the ability of the landlord to demand a higher
rent for the property. In addition, if percentage rent is a factor of the overall rent package
under the lease, the astute landlord will take care when leasing space not to oversaturate
one retail category or another. Oversaturating a retail category will result in the tenants
operating in that category cannibalizing each other’s sales, which, in turn, will greatly
reduce the odds of any tenant reaching a percentage rent situation. Few customers will
patronize a multi-tenant retail development where each premises is operated for a use
identical or nearly identical with the one next door to it. So the landlord of retail property,
sensitive to its market, will tenant its property accordingly. A carefully drafted use clause
will allow the landlord to control the use to which each premises is put, and to make sure
that the uses complement one another, do not conflict with one another, and do not “bleed”
over into one another.

e. [Exclusives

The use clause enhances the value of the property to the landlord. From the tenant’s
perspective, a retail space in a shopping center is more valuable if that tenant can convince
the landlord not to lease to any of the tenant’s competitors. This restriction of the land-
lord’s ability to allow additional tenants to operate for a particular use is referred to as an
“exclusive”. Exclusives can be tricky provisions that must be carefully considered and
negotiated, and drafted with great precision. Courts will construe the language of an
exclusive very narrowly, so ambiguity in drafting benefits neither party. What is covered
and what is an exception are critical elements, as are proper remedies for breach and
clearly resolving what happens to the exclusive if the tenant ceases operating in the center.

B. Rights and Duties as Between Landlord and Tenant (Jonathan W.

Anderson)

1. Delivery of Possession

a. Condition of Premises

The lease should describe the condition the premises will be in at the commencement
of the term of the lease. Delivery of the premises in “as is” condition is the simplest to
describe. The tenant takes possession of the premises in whatever condition they may be
in at the time. Before accepting the premises in “as is” condition, a careful tenant should
make arrangements for an inspection of the premises and address any concerns prior to
signing a lease.

The Institute of Continuing Legal Education 1-14



Leasing Fundamentals

If work needs to be completed in the premises, the involvement of the landlord can
vary from very limited work to very extensive work. The greatest involvement from a
landlord is in a “turn key” arrangement under which the landlord completes all improve-
ments necessary for the tenant to commence occupancy, so that the tenant need only “turn
the key”, move in the furniture, and begin work. At the other end of the spectrum, in a
“shell and allowance” or “vanilla box™ arrangement, the landlord provides a basic shell
(usually a concrete floor, drywalled interior walls, a ceiling and potentially electrical out-
lets) and then provides the tenant with an allowance to pay for the completion of the
remaining work to be undertaken. There can be substantial variation among landlords and
throughout the region as to what constitutes a “shell” or “vanilla box”. Accordingly, care-
ful landlords and tenants will specify precisely what is included in the work to be under-
taken.

b. Completing the Leasehold Improvements

The lease should specify whether the tenant or the landlord is responsible for com-
pleting the initial leasehold improvements. Although in a turn key arrangement, the land-
lord will have that responsibility, with a shell and allowance arrangement, the tenant will
be responsible for the cost, in excess of any allowance, of completing the improvements.
A careful landlord will require that the tenant’s remaining work be completed by the land-
lord’s contractor (or at least a contractor approved by the landlord), to help preserve the
integrity of the landlord’s building.

If the tenant bears some of the economic risk of the cost of the improvements, the ten-
ant should be sure to obtain an estimate of the cost of the work before the work is begun.
This is especially important if the landlord insists on the landlord’s contractor (and not
necessarily the lowest qualified bidder) completing the work.

c. Security for Cost of Improvements

When a tenant is responsible for the cost of the improvements, the lease should pro-
vide that no construction liens may be filed against the property (or if liens are filed, the
tenant must discharge or bond over the liens in a timely manner). When the landlord is
responsible for the cost of the leasehold improvements, a tenant with substantial bargain-
ing power may insist that a landlord provide security for the cost of the leasehold improve-
ments to be undertaken by the landlord. A major tenant incurs substantial expenses in
planning for the new location, and if the landlord is unable to complete the improvements
for that new location, the tenant will suffer loss. Security for landlord improvements
includes evidence of financing or a letter of credit for the benefit of the tenant.

d. Evidence of Completion of Improvements

Many leases will tie the commencement date to the date of “substantial completion”
of certain leasehold improvements. When the landlord has the obligation to complete the
improvements before the term commences, a careful tenant will specify what evidence
establishes the completion of the improvements. In some municipalities, a certificate of
occupancy may be issued by the municipality. In other cases, an architect may certify to
the completion of the improvements in accordance with the approved plans and specifica-
tions. The landlord will often seek agreement that remaining minor touch up or “punch
list” work does not prevent “substantial completion.” Regardless of whether landlord or
tenant completes the leasehold improvements, once the improvements are completed and
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the term has commenced, the parties should confirm the date of commencement of the
term with a supplemental agreement or letter.

2. Operating Expenses, Taxes, and Insurance
a. Building Operating Expenses

There are numerous expenses involved in operating and maintaining a commercial
building. When all of these expenses are absorbed by the landlord, with no direct partici-
pation in the expenses by the tenant, the lease is called a “gross lease.” The tenant pays
gross rent from which landlord pays all building-related expenses. In this arrangement, the
landlord assumes the risk of increases in operating expenses, while the tenant is assured of
a fixed rent obligation each year.

In most leases, the tenant bears a portion or all of the building expenses. In a “net
lease” or “triple net lease”, the tenant bears the economic risk of taxes, insurance, and
maintenance (the three “nets”), assuring the landlord a fixed rental stream not reduced by
operating expenses. In some leases, the arrangement is a “modified net lease” in which the
landlord may be responsible for certain negotiated expenses, such as roof repair and
replacement. In a building occupied by a single tenant, the tenant often pays the expenses
directly.

b. Expenses in Multi-Tenant Buildings

In a building with multiple tenants, the landlord will often charge tenants for building
expenses on a proportionate basis. These expenses typically include expenses of operat-
ing, maintaining, and repairing the building and its common areas. Each tenant’s propor-
tionate share is usually based on a ratio of that tenant’s area (in square feet) compared to
the total area in square feet of all leasable space within the building. (Some leases provide
that the tenant’s proportionate share is based on a fraction in which the numerator is the
“leased” area, and not the “leaseable” area, within the building. A careful tenant lawyer
should be aware of this clause which passes on the cost of vacant space to existing ten-
ants.) Operating expenses in multi-tenant buildings are typically paid on a monthly basis,
based on estimates, with an annual reconciliation between the landlord and the tenant. In
office leases these expenses are called “operating expenses,” while in retail leases these
expenses are called “common area maintenance charges” or “CAM charges.”

In lease negotiations, tenants seek to negotiate exclusions from the landlord’s list of
permitted operating expenses. Typical expenses tenants seek to avoid include management
fees (at least fees greater than a certain percentage of rent) and capital expenditures
(although landlords will seek to include the amortized portion of some capital items on an
annual basis). Tenants may also negotiate a cap or maximum dollar amount on operating
expenses during the first year or in future years and a percentage cap on the increase in
those expenses in future years. In office leases, operating expenses may be described as
expenses in excess of a “base year” (typically the year in which the lease is signed) or in
excess of an “expense stop” (such as a certain dollar amount per square foot, representing
the current expense for the year in which the lease is signed). A tenant comparing various
buildings should be sure to have expenses quoted in the same manner so that apples may
be compared with apples.

c. Property Taxes
Real property taxes may be paid directly by the tenant in a single tenant building; by
the landlord, with a proportionate reimbursement by tenants in a multi-tenant building; or
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with some combination of sharing of tax costs by the landlord and the tenant. The lease
should specify whether taxes are prorated during the first and last years of the lease. In
addition, a tenant should clarify whether special assessments are included in amounts to be
paid by the tenant. Tenants will seek to limit the share of special assessments each year to
that portion of the special assessment coming due during the particular year (if the special
assessment may be paid in annual installments over a period of years).

Various issues may be negotiated in the tax provisions of a lease. One issue is whether
increases in real property taxes resulting from a transfer of the property and uncapping of
the taxes should be paid in full by the tenant, or whether the landlord should bear some of
that cost. Another issue is what property should be included with the tax bill. For example,
vacant undeveloped land adjacent to the building may be included on the tax bill for the
building, but the tenant may dispute paying a share of taxes for the vacant land. Some ten-
ants are not willing to pay property taxes monthly based on the landlord’s estimate;
instead they desire to pay taxes only twice a year after the landlord has provided evidence
that the landlord has already paid the taxes for that period. Finally, some tenants may
require the right to appeal the property tax assessment. In multi-tenant buildings this can
be particularly troublesome for a landlord since the appeal of the assessed value may
require disclosing confidential information relating to income and expenses for the entire
building.

d. Insurance Expenses
The cost of casualty and liability insurance maintained by the landlord may be
included in the operating expenses, discussed above, or may be billed separately to the
tenant in multi-tenant buildings. The proportionate share calculation and the issues of caps
on insurance expenses or on increases in insurance are similar to the negotiations
described above for operating expenses.

3. Maintenance, Repair and Replacement
a. Common Law
Under the common law, a landlord has no duty to maintain or repair premises leased
to the tenant. Many leases modify the common law rule. For example, in new construc-
tion, a landlord may be required under the lease to provide a one-year warranty against
defects in workmanship and materials for the build out of the space completed by the land-
lord or its contractor.

b. Landlord and Tenant Responsibilities
In defining the respective responsibilities of the tenant and the landlord, it is often
appropriate to identify the specific maintenance and repair responsibilities of one party,
and then to provide that the other party undertakes all other maintenance and repair
responsibilities (other than the specifically enumerated ones). This avoids the ambiguities
of an overlap in responsibilities, or more importantly, an omission of responsibilities for
maintenance and repair of a particular component.

The landlord’s responsibilities under a lease are often limited to repairs to the struc-
tural portions of the building, the roof, floor slab, foundation, exterior walls, and utilities
up to the connection of the utilities to the leased premises. By contrast, the tenant’s
responsibilities are often limited to interior non-structural repairs to the premises. This
may include doors and windows, and utility systems within the premises.
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Repair and maintenance responsibilities often exclude repair necessitated by the acts
or omissions of the other party. The obligation to repair and maintain the premises does
not automatically include the duty to make replacements to components of the premises.
In light of this, the drafter should be sure to specify whether maintenance and repair
responsibilities include replacement. The issue of replacement can become contested in
triple net leases, for example, where the tenant has all maintenance and repair responsibil-
ities. If the roof requires replacement near the end of the term of the lease, a tenant may
seek to avoid the replacement obligation, while the landlord may argue that the duty to
replace is part of the duty to repair and maintain.

A landlord’s duty to maintain and repair the premises is usually conditioned on the
tenant notifying the landlord of the need for the repair. In some cases, a tenant will seek
the right to make any repairs that the landlord fails to make in a timely manner, with the
result that the tenant seeks to offset the cost of the repair against rent. This self-help rem-
edy, and any limits on the dollar amount of permitted offsets, is often a vigorously negoti-
ated issue.

The lease should specify who is responsible for repairs or alterations required by
changes in governmental regulations. Although these items may be “grandfathered” until
additional work is undertaken, the lease should specify which party bears the risk of
unforeseen changes in governmental requirements.

¢. Surrender
A sometimes-overlooked section in leases that addresses maintenance and repair obli-
gations is the surrender clause, addressing surrender of the premises at termination of the
lease. If the provision does not take exception for reasonable wear and tear, permitted
alterations, and casualty damage, the tenant may have greater maintenance and repair
responsibilities at the end of the lease than was contemplated.

d. Repair Following Casualty Damage
The lease should address whether the landlord or the tenant has the responsibility to
repair the premises following fire or other casualty damage. The section should address
the time within which the repairs must be commenced and completed, and whether the
duty to repair is limited to the amount of insurance proceeds available to that party.

If the landlord has reconstruction obligations, the lease should specify the extent of a
landlord’s repair obligations, specifically whether the responsibilities include reconstruc-
tion of the leasehold improvements undertaken by the tenant.

e. Related Obligations

In many leases, it can be helpful to specify whether the landlord or the tenant has the
responsibility for miscellaneous upkeep obligations, such as the replacement of light
bulbs. A landlord will often require that the tenant be responsible for janitorial service to
the leased premises, and in some cases, the landlord will specify that the landlord’s janito-
rial service must be used. A tenant may seek to qualify that obligation by limiting use of
the landlord’s janitorial service to cases where the cost is competitive. Some national
office tenants have lengthy specifications for janitorial work to be undertaken by the land-
lord. Some leases obligate tenants to keep the area around the premises neat, clean and
free of rubbish or debris. A careful tenant should avoid taking responsibility for mainte-
nance outside of the perimeter of the leased premises.
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4. Alterations
a. Types of Alterations

Under the common law, a tenant has no right to make any alterations or modifications
to the leased premises. As a result, each lease should address what rights the tenant has to
make alterations or modifications to the physical condition of the leased premises. Some
alterations may be merely cosmetic, such as painting the walls, or replacing the carpeting.
Other alterations may be more involved but not affecting the structure, such as building a
cabinet in a medical office building or building a checkout counter in a retail space. Other
alterations may affect the structure of the building or the mechanical systems within a
building, such as the installation of a doorway between two rooms or installing windows
in an exterior wall. A lease should address each of these categories of alterations and what
level of consent may be required by the landlord.

b. Limitations on Alterations

For a tenant, the lease should provide that no landlord consent is required for interior
non-structural alterations that do not impact the building systems. A landlord may agree
that no consent is required for non-structural alterations if the cost of those alterations in
any year does not exceed a threshold amount, although the landlord may require advance
notice before the work is undertaken. Many landlords will require approval rights over
alterations if their cost exceeds a threshold amount, if the alterations affect the structure of
the building or if the alterations affect the exterior of the leased premises. The landlord’s
approval may be limited to plans and specifications for the alterations or it may extend to
the choice of contractor, key subcontractors, or the architect. Some landlords require that
the only architect and contractor who may work within the building are the landlord’s cho-
sen contractor and architect. To the extent that the landlord’s consent is required, the lease
could specify that landlord’s consent would not be unreasonably withheld or that the land-
lord may withhold its consent in its sole and absolute discretion.

In addition, the landlord may condition its consent on a variety of other matters,
including (i) tenant compliance with laws in connection with undertaking the work, (ii) the
tenant providing landlord with “as built” drawings when the work is completed, (iii) the
tenant providing appropriate evidence of insurance, (iv) the tenant providing lien waivers
when the work is complete, (v) all work being done in a workmanlike manner; (vi) the
landlord having the right to inspect the work while it is being undertaken (without being
deemed to be warrantmg its approval of the plans or the work), and (vii) the tenant agree-
ing to pay any increases in insurance premiums or property taxes resulting from the com-
pletion of the alterations.

¢. Ownership of Alterations and Removal of Alterations

The landlord will typically require that all alterations to the leased premises become
part of the premises upon installation. By contrast, the tenant will require that the alter-
ations remain the property of the tenant during the term of the lease so that the tenant may
depreciate the leasehold improvements, even though title to the leasehold improvements
may pass to the landlord at the end of the lease term. The landlord may require that the
tenant remove any alterations made by the tenant at the end of the term, at the direction of
the landlord; the tenant, by contrast, will resist the obligation to remove the alterations at
the end of the term or may counter that the tenant will remove those alterations at the end
of the term only if the landlord advises tenant of that obligation at the time the landlord
consents to the alterations. In the case of alterations made by the tenant in violation of the
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lease (without obtaining the landlord’s prior written consent), the lease may provide that
the landlord has the right to require the tenant to remove those alterations at any time.

d. Fixtures and Trade Fixtures

Any alterations permanently affixed to the real estate become fixtures under the com-
mon law. Whenever a tenant has specific fixtures that it installs within the leased pre-
mises, the lease should specify how those fixtures will be handled. Ordinary fixtures such
as customary office lighting, plumbing fixtures, HVAC units and floor-to-ceiling parti-
tions, are often required to remain with the leased premises. On the other hand, fixtures
that are unique to a particular tenant’s business (a “trade fixture”) should be expressly
addressed in the lease. In medical office suites, for example, high intensity lighting in
exam rooms, x-ray equipment affixed to the floor or the wall, and similar items may
appear to be fixtures, but the tenant typically expects to be able to remove them at the end
of the term. A landlord will require that the tenant be responsible for restoring any damage
caused by the removal of these trade fixtures.

5. Landlord Access Rights

Under the common law, a landlord has no right of access to the premises leased to the
tenant. To accommodate the need for access by the landlord, an access provision should be
included in each lease.

a. Landlord Access Rights

A lease should provide the landlord with access to the leased premises when needed
for various purposes. The landlord should have the general right to inspect the premises
from time to time, to determine whether there are any conditions in the space requiring
attention. If the landlord has an affirmative duty to repair and maintain the premises, the
lease must reserve access rights for those purposes. If the landlord has the right to make
alterations to the premises or to other space within the building, the lease should reserve
the right for the landlord to access the Premises for those purposes. For example, the land-
lord may need to run a utility line or other duct work through a tenant’s space in order to
provide a service for another tenant in the building, and that right should be reserved. If
the landlord is refinancing the building or selling the building, the landlord should have
the right to bring others through the premises. Toward the end of the term, the landlord
should have the right to show the premises to potential new tenants. If the landlord needs
access to the space during emergencies, the lease should clarify that the landlord’s access,
even if with a master key, does not constitute a constructive eviction of the tenant.

b. Limitations on Landlord Access Rights

From a tenant’s perspective, the lease should provide limitations on the landlord’s
access rights. The landlord should be obligated to provide reasonable written notice in
advance of seeking access. The lease should specify how much notice is appropriate, and
may provide that in some cases, notice by telephone, and not written notice, could be
acceptable. The times during which the access right may be used should also be defined in
the lease. The right of access may be limited to “reasonable times” or during “ordinary
business hours”. The landlord may seek an exception from the notice requirement for
access during emergencies, although the tenant may require a clear definition of what con-
stitutes an emergency so that the landlord does not overuse the access right. One definition
of an “emergency” relates to an imminent risk of injury to person or damage to property.
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The lease should describe the manner in which the landlord may exercise its access
rights. For example, the lease may provide that the landlord’s access should not unreason-
ably interfere with the business operations of the tenant. If the landlord desires access to
the premises to show the space to prospective tenants, that should be limited to the last
several months of the term of the lease, typically after the tenant’s right to exercise any
renewal option has lapsed.

In some situations, the tenant may have concerns about security during access. In
medical offices and pharmacies, for example, a tenant may have privacy concerns under
federal law and may require that any access by the landlord be in the presence of a repre-
sentative of the tenant. The same concern arises with financial institutions, law firms,
accounting firms, and other groups that maintain confidential records. Finally in some
cases, industrial tenants may have concerns for “industrial espionage” and impose addi-
tional limits on access by the landlord or the landlord’s agents.

6. Defaults and Remedies
a. Default by Tenant

Every lease must define when a tenant is in default and what the consequences are for
the tenant’s default. Defaults are often divided between a monetary default, such as the
failure to pay rent, and a non-monetary default, which may include many different viola-
tions of the lease. As to monetary defaults, a tenant will seek to receive both written notice
of the default and a grace period following the notice (or following the receipt of the
notice, for the tenant with more bargaining power). The notice period can vary from as
short as three or five days to as long as 15 days. Some landlords are unwilling to give writ-
ten notice that rent is unpaid and will only provide for a grace period following the due
date, under the theory that each tenant knows that rent is due on the first day of the month.
In some cases, a landlord may be willing to give no more than a stated number of default
notices (such as no more than two notices in a 12-month period, or three notices during a
five-year term); following the maximum number of required notices, however, the land-
lord is not required to give any further notice. This can be an appropriate response for a
repetitive defaulter or late paying tenant.

As to non-monetary defaults, these can range from unpermitted alterations to inade-
quate insurance, to un-consented assignments, to name just a few of the many other lease
clauses that could be violated. A tenant typically receives both written notice and a cure
period, and the cure period is typically longer than the cure period for monetary defaults.
A tenant often requests additional time to complete the cure if the cure cannot be com-
pleted within the initial notice period; the landlord will often agree, so long as the cure is
commenced during that period and diligently brought to completion. Some national ten-
ants have form leases that limit tenant defaults to “material” defaults. A landlord should
avoid this qualifying language since it raises ambiguities about whether a default is mate-
rial or not.

b. Remedies Against Tenant
Once a tenant has committed a default under the lease and any cure period has
expired, a landlord has two primary alternatives. First, the landlord may terminate the
lease, which also has the effect of terminating the tenant’s right to possession of the leased
premises; however, the landlord may terminate the lease only if the lease expressly per-
mits the landlord to terminate the lease. Careful drafting by the landlord should provide
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that although the lease is terminated, the tenant remains liable for rental payments that
would have come due under the lease.

Second, the landlord may terminate only the tenant’s right to possession, without ter-
minating the lease. Under this alternative, the landlord has the right to relet the premises
on behalf of the defaulting tenant, and hold the tenant liable each month for the difference
between the higher rent reserved under the lease and the lesser amount that the landlord
obtains from the replacement tenant. From a landlord’s perspective, the lease should per-
mit the landlord to add the costs of any new broker commission and any new leasehold
improvements to amounts owed by the defaulting tenant. Some leases permit the landlord
to accelerate rents coming due for the balance of the term. To be enforceable in Michigan,
the remedy should provide the landlord with the right to the present value of the difference
between the (higher) rent reserved over the balance of the initial term, and the (lesser)
amount paid by the replacement tenant (sometimes called the fair market rent credit). A
court is less likely to enforce an excessively pro-landlord provision that permits the land-
lord to accelerate all rent, with no offset for the fair market rental that would be payable
over the remaining term.

For lesser defaults, a landlord may negotiate for a liquidated damages clause. Impos-
ing a penalty or fine on a tenant for a violation of a lease provision (relating to trash
removal, janitorial issues, or other maintenance issues) could be an effective remedy for a
landlord.

In the tenant default section, the lease often addresses the right of the landlord to
recover legal fees and costs from a defaulting tenant. A typical tenant response is to ask
that the clause be made mutual so that the prevailing party recovers its attorney’s fees and
costs from the losing party. In many cases, a landlord has a duty to seek to mitigate its
damages under Michigan law, although this may vary depending on whether the landlord’s
claim is for a breach of contract or a claim for rent (in which case there may not be a duty
to mitigate).

c. Default by Landlord

The starting point for the discussion of landlord default clauses is that most landlords
are not willing to have these clauses added to their leases. A typical landlord response is
that their lender will not allow a landlord default clause in the lease. In some cases, how-
ever, a landlord may agree to a basic landlord default clause that provides that the landlord
may not be held to be in default unless the landlord has received notice of the default and
a period within which to cure (typically 30 days or more). Although such a clause appears
to give a benefit to the tenant, it is actually used by the landlord to defend against a claim
by the tenant where the tenant did not provide notice or the opportunity to cure.

If a landlord is ultimately willing to agree to a landlord default clause, the defaults
may once again be either monetary or non-monetary. As to monetary defaults, this may
include the failure to pay the underlying mortgage or the failure to pay property taxes. If
the default is a non-monetary default, the issue typically relates to maintenance of com-
mon areas or of the leased premises. As was the case with the tenant, a landlord should
insist on appropriate notice and cure rights.

d. Remedies Against Landlord
As to remedies against the landlord, a tenant may insist on the right to cure the default
on behalf of the landlord. A landlord may seek to limit this right by agreeing that the ten-
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ant may cure a landlord default only if the alleged default is serious (for example, that it
adversely affects business operations in the leased premises). Some leases provide that if
the tenant cures on behalf of the landlord, the landlord is obligated to reimburse the tenant
for the reasonable cost of the cure. Other more tenant-friendly leases provide that if the
landlord does not reimburse the tenant, the tenant may offset the costs the tenant incurred
against rent coming due under the lease. Landlords often oppose these clauses since they
interfere with the income stream pledged to the lender. A compromise position could
involve establishing a dollar maximum amount per year which tenant rent offsets may not
exceed. The maximum may be a percentage of the monthly rent (such as no more than
50% of the monthly rent, and for no more than X months). Other landlords further limit
the tenant’s right by limiting the offset right to circumstances in which the tenant has
obtained a judgment in court against the landlord.

Some tenants will seek a right to terminate the lease in the event of a landlord default.
Landlords inevitably dispute this right and most are unwilling to give the right. Occasion-
ally, tenants with substantially bargaining power obtain the termination right, although the
landlord will seek to limit the right to circumstances in which the landlord has substan-
tially and for an extended period intentionally interfered with the possessory rights of the
tenant. A landlord often insists that the termination right apply only after a rather exten-
sive cure period, to give the landlord adequate time to complete the cure.

C. Rights and Duties as to Third Parties (Thomas A. Kabel)

1. Insurance

a. Insurable Interests

Before deciding on the types and amounts of insurance the parties should be required
to maintain during the term of the lease, it is important to first determine the insurable
interests of each party. This is primarily determined by looking at both what each party
owns or controls and which party is responsible for construction and on-going mainte-
nance at the premises. In most leases, the landlord is responsible for constructing and
maintaining the building shell and structural components of the building (and, in many
instances, the initial build-out of the premises) and has control over the common areas,
whereas the tenant is responsible for maintaining the interior of the premises (and, in some
instances, the initial build-out of the premises) and has control over the premises. Under
the foregoing scenario, the landlord will typically carry casualty insurance on the building
shell and structural portions of the building and liability insurance on the common areas;
the tenant will carry casualty insurance on any improvements it makes to the premises and
on its personal property, equipment, fixtures and furnishings, and liability insurance on the
premises. Obviously, the type and size of the building and tenancy will determine the rela-
tive rights and responsibilities of the parties with respect to insurance coverage.

b. Types of Coverage
i. Casualty Insurance

Property and casualty insurance provides coverage against damage or other loss to the
building, improvements, furnishings, fixtures, equipment and personal property caused by
various insurable events, such as fire, earthquake, tornado, hurricane, acts of war, terror-
ism or boiler damage. After an insurable casualty, the insurance proceeds will be made
available to the insured in order to rebuild or replace the damaged items. In order to be
fully covered in the event of a casualty, the parties should make certain that both the land-
lord and tenant have adequately insured their interests in the building and premises. Most
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clauses will require that the insured party carry casualty insurance equal to the replace-
ment cost of the items being insured, although it is not uncommon for the parties to limit
this to an agreed upon amount. Under the former type of coverage, the insured will also be
required to maintain insurance of at least 80% of the value of the property, whereas under
the latter type of coverage this requirement does not pertain. If a lease requires the land-
lord to rebuild in the event of a casualty, it is important for the landlord to ensure that it is
fully covered by its casualty insurance (subject to reasonable deductibles) and that the ten-
ant will have sufficient coverage to rebuild/replace tenant’s damaged items in order to
recommence operating from the premises.

ii. Comprehensive General Liability

Comprehensive general liability (CGL) insurance provides coverage against bodily
injury, death and property damage suffered by third parties. Unlike casualty insurance,
claims made against a CGL insurance policy are paid directly to the third party making a
claim. For instance, if a third party is personally injured or suffers property damage while
at the tenant’s place of business and makes a claim against the tenant, the tenant’s CGL
policy will pay the injured third party directly for its loss, up to the tenant’s policy limits.
CGL policies will be in the form of either an “occurrence policy” or a “claim-made pol-
icy.” An “occurrence policy” covers against losses which occur during the term of the pol-
icy, even if the claim is made after the policy has lapsed. Conversely, a “claims-made
policy” covers against losses so long as the claim is made during the term of the policy,
regardless of when the loss actually occurs. The minimum amount of coverage is negotia-
ble, but most leases will require the tenant to carry a minimum of anywhere between
$1,000,000 and $3,000,000 per person/per occurrence, with an aggregate cap of anywhere
between $1,000,000 and $5,000,000, depending on the type and size of the tenant’s busi-
ness. In order to adequately protect the landlord’s interests (particularly if the tenant is
required to indemnify the landlord for any loss or damage occurring within the premises),
the lease should also require (a) that the landlord, and any mortgagee of landlord, be added
to the tenant’s policy as additional insureds, (b) that any liability insurance carried by the
landlord be secondary and noncontributing, and (c) that tenant’s insurance will provide
coverage regardless of whether landlord is at fault for the loss or damage.

iii. Builder’s Risk
Prior to commencing any construction work at the premises (either before or after
lease commencement), the party responsible for performing the work should be required
to maintain builder’s risk insurance. This insurance protects against any losses which
occur during construction. Typically, the amount of coverage is the anticipated value of
the as-built improvements. Occasionally, the parties may agree to a specific dollar amount.

iv. Rental Interruption
Landlord’s often elect to maintain rental interruption insurance as an additional part
of their casualty insurance policy. This coverage is particularly important since most
leases allow the tenant’s rent to abate if it is unable to operate its business following an
insured casualty. With a rental interruption insurance policy, the insurance company will
insure the landlord against any loss in rental stream during a casualty for a certain period
of time, typically 12 months.
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v. Business Interruption
Many leases require the tenant to also maintain business interruption insurance. This
insurance will cover the tenant for losses it may incur if it is unable to operate its business
for a period of time after a casualty. This is particularly important if the lease contains a
waiver of liability or exculpation clause wherein the tenant waives the right to make any
claims against the landlord for casualties which cause an interruption in the tenant’s busi-
ness.

vi. Contractual Liability
Contractual liability insurance provides coverage against the insured’s indemnity
obligations under the lease. If the tenant has agreed to indemnify the landlord under the
lease, then it is important to make sure the tenant has also procured contractual liability
insurance to cover this liability.

c. Waiver of Subrogation

Waiver of subrogation provisions relate solely to the parties’ respective casualty
insurance, and not their liability insurance. In essence, this clause requires that each party
look solely to their own casualty insurance policies for payment in the event of a fire or
other casualty. To be effective, the clause must contain at least two key provisions. First,
the clause must contain an express waiver by each party of their rights of subrogation in
the event of casualty. Second, the clause must specifically obligate each party to obtain a
waiver of subrogation from their insurance carrier. Often times, the lease will contain the
second party but not the first. Without the contractual waiver, the waiver from the insurer
is not effective. Since adding a waiver of subrogation to an insurance policy could
increase the premium, some lease provisions also state that a party is not required to obtain
such waiver if it is unavailable (which is rare) or will increase the cost of the insurance. In
either instance, the other party should have the option to pay the extra cost or find a differ-
ent insurer who will provide it. Also, if a lease containing a waiver of subrogation clause
is executed after the insurance policy is in place, then the waiver is not effective unless the
insurance carrier consents to it.

d. Insurance Carrier and Insurance Ratings

The lease should require that the tenant’s insurance carrier be licensed and qualified
to do business in the state in which the property is located. Most leases will also require
that the tenant’s insurance carrier be “reasonably acceptable” to the landlord. To better
qualify what that means, a good insurance clause will also require both that the insurance
carrier is financially creditworthy and that the insurance policy itself carries a sufficient
policy rating from A.M. Best Company, Inc. A rating of AA or better with a financial class
of at least VII is generally acceptable.

2. Indemnification

Every lease agreement should contain an indemnification clause of some form or
another. Such a clause will state that the tenant agrees to indemnify, defend and hold
harmless the landlord against any third party claims arising from, or relating to, the ten-
ant’s leased premises. In other words, if a third party sues the landlord for any injuries or
property damage that it receives while at the leased premises, the tenant agrees to protect
the landlord: it will defend the landlord in any such lawsuit, it will reimburse the landlord
for any expenses it may incur as a result of the lawsuit and it will be responsible for any
judgment entered against the landlord. In addition, the lease will likely contain an indem-
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nification from the landlord in favor of the tenant, wherein the landlord will indemnify,
defend and hold harmless the tenant against any third party claims arising from, or relating
to, the common areas of the building.

a. Indemnification of Landlord

As indicated above, these provisions are most typically a one-way street: they favor
the landlord. The reason, however, is fairly straightforward. In most instances, if an event
happens at the leased premises—for instance, if a customer slips and falls while visiting a
retail shop in a shopping center, or if faulty electrical wiring causes a fire at an office suite
and destroys an employee’s property—the injured person will likely sue not only the ten-
ant, but also the owner of the property and anyone else with an interest in the premises; he
will leave it to the interested parties to determine amongst themselves who is ultimately
liable to him for his damages. In this case, the landlord has a legitimate reason to seek
indemnification from the tenant. After all, the injury occurred at the tenant’s place of busi-
ness and the tenant is most likely required by the lease to carry both general liability and
“all risk” property insurance covering the leased premises. The tenant’s insurance should
therefore cover any damages which occur at the premises. Conversely, if someone is
injured in the parking lot, or in the common areas of a building containing several tenants,
then that person will certainly sue the landlord, but it is not very likely that he would also
sue a particular tenant.

b. Indemnification of Tenant

Over the years, it has become much more common for tenants to seek mutual indem-
nification; that is, to ask that landlords similarly indemnify, defend and hold harmless the
tenant against any third party claims arising from, or relating to, the common areas.
Although it is less likely that a tenant would be included in any claim for damages against
a landlord for damages occurring in the common areas, landlords will usually agree to
this. So long as the indemnification is limited to common areas, the risk to the landlord is
fairly limited. In any such mutual indemnification clause, the same concerns and issues
present in landlord indemnification clauses apply.

c¢. Fault Based Indemnification

The most common form of indemnification is fault based. Under this type of clause,
the tenant agrees to hold the landlord harmless from all third party damage claims, except
to the extent (and, in some cases, unless) the landlord is at fault for the damage. The usual
point of negotiation in this type of indemnification is to determine whether the landlord’s
simple negligence, gross negligence, willful misconduct or intentional acts, or a combina-
tion of these, will be sufficient to limit the tenant’s indemnity. Typically, a tenant’s indem-
nification of the landlord will not extend to protect the landlord if the landlord’s gross
negligence or willful misconduct contributed to the harm caused to the third party. The
problem with this type of indemnification is that it does not usually afford the landlord
with complete protection against third party claims, even if it is ultimately determined that
the landlord was not at fault. Because assigning fault is necessarily a fact-based determi-
nation, a landlord under this type of clause may very well have to defend itself in a third-
party lawsuit until it is determined that the landlord was not at fault, at which point the
indemnification would be triggered and the tenant would be required to make the landlord
whole for any costs it incurred in defending itself.
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d. No-Fault Based Indemnification

“No fault” indemnification, which is also sometimes referred to as “location based”
indemnification, is the most complete form of indemnification. Under this type of clause,
the tenant agrees to hold the landlord harmless from all third party claims for any reason—
even if the landlord is fully or partially at fault. The theory behind this is that the tenant
should be maintaining general liability insurance and “all risk” casualty insurance cover-
ing the leased premises, and so the tenant’s insurance should cover any claims for acts
which occur on the leased premises. The advantage for the landlord is that it does not have
to wait for a final determination of fault in order to receive the full benefits of the protec-
tion. If a claim relates to an injury or damage occurring at the leased premises, the land-
lord is simply not liable; the tenant must fully protect the landlord from the beginning.

e. Costs; Right to Defend

As an indemnified party, it is important to make sure the indemnification also
includes all costs related to the claim, including any reasonable attorneys and court costs
that the indemnified party might incur. This is particularly important for “fault based”
indemnification, since the indemnified party may very well have to incur costs in defend-
ing a lawsuit until it is determined that he is not liable. It is also a good idea to include a
clause allowing the indemnified party the right to approve of the lawyers hired to defend
the action and to be able to monitor the defense. Under a “fault based” indemnification
clause, the indemnified party might also want to make sure that it has the right to hire its
own legal counsel (at the other party’s expense) to handle the defense if it so desires. After
all, it is not necessarily in the indemnifying party’s interest to make sure the indemnified
party’s lack of fault is clearly established.

f. Exculpation
Many leases also contain an exculpatory clause, either within the indemnification
clause or as a separate provision. Under this type of provision, the tenant not only indem-
nifies the landlord against any third party claims, but also agrees not to pursue any direct
claims against the landlord for acts which occur on or at the leased premises, even if the
damage is directly or indirectly caused by the landlord. A typical example is for damage
caused by bursting pipes which were the landlord’s responsibility to maintain.

3. Casualty and Condemnation

A properly crafted lease should not only contain casualty and condemnation clauses,
delineating the rights and responsibilities of the parties in the event of either occurrence,
but should also be designed so that these clauses work properly with the insurance, indem-
nification, waiver of subrogation and leasehold improvement sections of the lease. With-
out properly accounting for these other areas of the lease, the casualty and condemnation
clauses may not work correctly in the event of an actual casualty or condemnation.

a. Casualty
The casualty section of the lease will govern the parties in the event of a fire or other
casualty at the property. This clause should identify which party is responsible for rebuild-
ing which improvements, under what circumstances either party may terminate the lease,
how much time the responsible party has to undertake and complete its reconstruction and
how and when the tenant’s rent will abate during reconstruction.
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b. Obligation to Rebuild/Repair

In the event of a casualty to the building or premises, the tenant will want to ensure
that the landlord is obligated to rebuild those items covered by landlord’s insurance in a
timely manner, and the landlord will want to similarly ensure that the tenant is obligated to
rebuild those items covered by tenant’s insurance. In most situations, the party carrying
insurance on the building should have the obligation to rebuild the building and the party
carrying insurance on the tenant improvements and contents should have the obligation to
rebuild or replace those. In a lease where the landlord performed the initial tenant
improvements, both parties may want the landlord to also reconstruct these improvements.
In this situation, if the improvements are covered by tenant’s insurance, the casualty provi-
sion should require that the tenant assign the applicable insurance proceeds over to land-
lord for this purpose. In a retail or multi-tenant office development, the landlord will most
likely be the one responsible for carrying casualty insurance on the building and will
therefore have the obligation to rebuild or repair any damage to the building. In a single-
tenant building where the tenant is responsible for carrying, or at least paying for, the
building’s casualty insurance, the lease may require the tenant to rebuild everything after a
casualty. Before agreeing to this shift in responsibility, however, the landlord should con-
firm with its lender that this arrangement is acceptable and will be honored.

Assuming the landlord is responsible for rebuilding or repairing the structural compo-
nents of the building and the common areas, the landlord will want a provision in the lease
requiring the tenant to rebuild its own improvements and to replace any personal property
after the landlord has completed its reconstruction work. The time to complete this work is
typically tied to whatever time period the tenant had to complete its initial work.

c. Standard of Reconstruction

The casualty section should also make clear the standard to which any reconstruction
should meet. Some clauses require the responsible party to rebuild or repair any damage to
the same specifications to which the building or improvements were initially constructed.
Other clauses simply require the responsible party to rebuild or repair to a condition equal
to that which existed immediately prior to the casualty. The standard of reconstruction will
obviously determine, to a great extent, how much time will be needed to complete the
repairs and how much it will cost.

d. Termination Rights

Even though each party may ideally want the other to rebuild after a casualty, there
are certain situations where either, or both, of the parties will want to simply end the land-
lord-tenant relationship following a casualty. Landlords typically want the right to elect
not to rebuild, and instead terminate the lease, under some or all of the following circum-
stances: (1) if the casualty occurs during the last few years of the lease term; (2) if there is
a “substantial” casualty, which is usually based on a specific percentage of damage to the
premises, common areas or building (usually anywhere from 20%-50%); (3) if the casu-
alty was not covered by landlord’s insurance or if the available insurance proceeds are
insufficient to properly rebuild; (4) if the landlord or landlord’s architect determines that
the repair or replacement will take longer than a specified period of time (usually any-
where from 90 days to 270 days); or (5) if the landlord’s lender does not permit the insur-
ance proceeds to be used for reconstruction. Once the landlord elects to rebuild, however,
it will want some assurance that the tenant cannot simply walk away from its lease obliga-
tions.
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Tenants, of course, want to limit the landlord’s ability to terminate the lease and also
usually want their own rights to terminate the lease in certain situations. The most com-
mon situations where the landlord should not be able to terminate the lease are where the
landlord failed to maintain the insurance required under the lease (under the theory that
the tenant should not suffer the consequences of the landlord’s failure to comply with the
lease) or where the landlord is not also terminating the leases of all similarly situated ten-
ants at the development (in order to prevent the landlord from using the casualty as a pre-
text to simply remove this particular tenant from the development). Normally, a tenant
would also want the right to terminate the lease if there is a “substantial” casualty, if the
casualty occurs during the last 1-2 years of the lease term or if the landlord estimates that
the reconstruction will take longer than a specified period of time. A casualty clause may
also provide that the landlord will be obligated to rebuild so long as the tenant extends its
lease for a sufficient period of time. Some casualty provisions also allow the tenant the
right to terminate the lease if the actual reconstruction takes longer than the time allowed
under the lease. Under this last scenario, however, the landlord should be careful to make
sure there is a lag (usually 30 days) between the time required to rebuild and the time at
which the tenant may terminate due to landlord’s failure to finish the reconstruction—oth-
erwise, the landlord may expend a great deal of time and effort to rebuild, only to have the
lease terminated because the landlord just missed completing the work in the time allotted.

e. Notice

The landlord will need sufficient time after the occurrence of a casualty, or after
receiving notice of a casualty, to notify its insurer that a casualty has occurred and file a
claim, to engage a contractor to assess the damage and provide an estimate of the cost and
time needed to properly rebuild or repair the damage, and to ascertain from the insurance
carrier whether and how much it will pay out on the claim. All of this will need to take
place before the landlord will be able to determine whether or not it will rebuild or repair
the damage. Tenants, of course, do not want an extended period of uncertainty—they will
want to know as soon as possible if the landlord will rebuild and how much time the land-
lord anticipates reconstruction to take. Most lease provisions allow the landlord anywhere
from 30 to 60 days after notice of a casualty to make this determination. If the tenant has a
right to terminate the lease following a “substantial” casualty or during the last year or so
of the lease, then the tenant should have a similar period of time after the casualty to
decide whether it will terminate the lease. If the tenant has the right to terminate if the
landlord estimates that the reconstruction will exceed an agreed-upon period of time, then
the tenant should have a specific number of days (usually 10 to 30) after receipt of land-
lord’s estimated reconstruction time, to exercise this termination right.

f. Rent Abatement

Rent should abate during the period in which the premises are rendered untenantable
after a casualty. This should not pose a problem for the landlord since the landlord will
likely have rental interruption insurance (the premiums of which are likely being paid for
by the tenants). In situations where there is only a partial casualty and the tenant is able to
operate its business out of a portion of the premises, it is not uncommon for the lease to
allow for a partial abatement of rent, typically based on the useable square footage of the
premises.
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g. Condemnation

Condemnation—or eminent domain—provisions are typically divided into two types
of takings: partial and total or complete. In the event of a complete taking of the building
or premises, or of a partial taking which renders the premises unusable, the lease will typ-
ically terminate on the date title to the property is conveyed to the condemning authority
or the date that the parties are notified of the taking. Some condemnation clauses will also
allow the tenant to terminate the lease if the available parking is reduced below a certain
number and the landlord is unable to provide adequate alternative parking. At that point,
the tenant will be required to surrender possession of the premises, the lease will terminate
and each party will be relieved of all further obligations under the lease except for those
which expressly survive termination. In the event of a partial taking under which all or a
specified percentage of the premises will remain usable, the condemnation clause will typ-
ically mirror the casualty clause: it will delineate which party is responsible for recon-
structing the remaining portion of the building or premises, under what circumstances
either party may terminate the lease, how much time each party has to complete its recon-
struction and how and when the tenant’s rent will abate. In addition, if a portion of the pre-
mises is taken, the rent should be proportionately reduced.

Most condemnation clauses will provide that any compensation paid for the premises,
including the value of the leasehold premises, as a result of a taking belong exclusively to
the landlord. Tenants, however, will want to make sure that they have the right to pursue a
separate claim for their own trade fixtures, moving expenses, loss of business, and other
items personal to the tenant. It is important for the landlord to make sure that any such
award does not diminish the award to which the landlord, or landlord’s lender, would oth-
erwise be entitled.

4. Transferability

Both parties to a lease should consider whether they have the ability to change the
nature of the relationship during the term of the lease. As circumstances change, the land-
lord may desire to sell the property and will not want to be prevented from doing so by one
of its tenants. Conversely, a tenant may desire to sell its business or merge with another
entity, or may decide that it can no longer continue to operate at the premises, or it might
seek out financing and need to pledge its assets or its leasehold interest as collateral. Natu-
rally, each party has legitimate concerns with allowing the other party the right to change
the nature of the relationship. Under Michigan law, however, in the absence of a lease pro-
vision prohibiting or restricting a party’s right to transfer its interests in the lease, each
party may freely do so without condition. In order to protect against unforeseen conse-
quences, then, the lease should squarely address issues related to assignment, subleasing,
leasehold mortgages and other security interests of the tenant, and the ability of the land-
lord to transfer its fee interest in the property.

a. Assignment and Sublease

The most common methods for a tenant to transfer its interests in a lease is by either
assigning its rights under the lease to a third party or subletting the premises to a third
party. Under a sublease, the tenant subleases all or a portion of the premises for less than
the full remaining term of the lease, and thus reserves a reversionary interest in the pre-
mises. The primary lease between the landlord and tenant remains in place, and the tenant
and subtenant enter into a separate sublease. The sublease will be subject and subordinate
to all of the terms and conditions of the primary lease unless the landlord specifically con-
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sents to modifications. Since a subtenant has neither privity of estate nor privity of con-
tract with the landlord, its benefits and burdens flow through the tenant: it is not directly
liable to the landlord, but neither does it receive any of the benefits, including the right to
seek redress directly from landlord, that the tenant has under the lease. Under an assign-
ment, on the other hand, the transferee assumes the tenant’s interest under the lease for the
remainder of the term, and thus has all of the benefits and burdens of the original tenant.
The transferee has, in essence, stepped into the shoes of the original tenant under the lease.
Regardless of the nature of the proposed transfer, however, the landlord and tenant should,
at a minimum, address the following issues:

b. Consent

Very few leases are silent or contain an outright prohibition against assignment and
subletting. Rather, the majority simply prohibit such transfers “without landlord’s prior
written consent.” Although it is possible that some courts will read into this an obligation
on the part of landlord to use good faith and fair dealing, a landlord is essentially free to
grant or refuse its consent in its sole discretion. A prudent tenant will therefore want to
ensure, at a minimum, that such consent will not be “unreasonably withheld, conditioned
or delayed.” Since incorporating a reasonableness standard often simply invites dispute
(i.e., who determines whether the landlord is being reasonable?), the landlord will want to
either specify the conditions under which it will be reasonable to withhold consent or
specify the conditions under which consent will be granted. Depending on the nature of
the tenancy (this is a more acute concern in retail leasing), the landlord’s consent may be
conditioned on the proposed transferee having a specified minimum net worth, having sig-
nificant management experience, having a proposed use which does not conflict with any
other tenant’s use, not being an existing tenant of landlord’s, and/or on landlord not having
alternative space available in the development. Tenants will also want to make sure the
landlord has a finite period of time—usually 10-30 days—to review and approve any pro-
posed sublease or assignment.

c. Permitted Transfers
Many leases allow certain types of transfers without landlord’s consent. The most
common permitted transfers are those to the tenant’s affiliates. It is also not unusual for a
tenant to have the right to transfer its interests as a result of a merger or consolidation with
one or more other entities, although landlords will typically want the original tenant to
retain effective control of the new entity or for the new entity to have a specified minimum
net worth.

d. Continuing Liability Following Transfer
Most transfer provisions state explicitly that the original tenant is not released from

liability in the event of an assignment. Although tenants will often argue that they should
be released since the new tenant will be directly liable to the landlord and since the origi-
nal tenant will no longer retain any interest or control of the premises, most landlords will
simply not agree to any release of liability. Accordingly, the assigning tenant will need to
ensure that it has a proper indemnification from the assignee for any defaults or liabilities
arising under the lease.

e. Profit Sharing
Most landlords do not want a tenant to be able to sublease the premises for more than
the rental rate the landlord is charging the tenant. Thus, many transfer clauses will require
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that all or a specified portion of any profit received by the tenant as a result of a sublease
(i.e, amounts received by the tenant in excess of the amounts the tenant is required to pay
landlord under the lease) be paid over to landlord. In this type of provision, it is important
for the tenant to net out all costs associated with subleasing the space (commissions, any
allowances or leasehold improvements the tenant has agreed to provide, etc.) before deter-
mining the amount of the profit.

f. Recapture Rights

It is not uncommon for the landlord to have the right to recapture the premises in the
event a tenant seeks consent to an assignment or sublease. Since a subtenant has no direct
relationship with the landlord, the landlord may find it advantageous to enter into a direct
lease with the proposed transferee rather than continue to deal with the now-absentee ten-
ant as an intermediary. Alternatively, the landlord may desire the space for another tenant
who will pay a higher rental rate. Tenants may not object to recapture rights since they will
be released from their obligations under the lease. That said, the lease should require the
landlord to decide whether to exercise this right in a relatively brief period of time—10 to
30 days is typical—so that the tenant does not expend too much cost and energy pursuing
a transfer that is ultimately rejected by the landlord exercising a recapture right.

g. Fees
If the landlord’s consent is conditioned on the tenant satisfying various conditions (as
discussed above), then the landlord will want to make sure that it has the right to require
that the tenant pay all costs incurred by the landlord in connection with its review, includ-
ing outside attorneys fees. Tenants will often negotiate a cap on these costs.

h. Leasehold Mortgages and Security Interests

Certain types of tenants may need to finance their equipment or inventory (or, in lim-
ited situations, their business operations). In these situations, the tenant’s lender may very
well require a security interest in the assets being financed or may desire a leasehold mort-
gage. If the tenant’s lender is taking an interest in the tenant’s assets, the landlord should
be careful not to waive any interest it may have in those items, but rather to simply subor-
dinate its interest to the lender. Any leasehold mortgage entered into after the date of the
lease will automatically be subordinate to the lease. In either event, the tenant’s lender will
likely want to enter into a subordination agreement or a recognition agreement with the
landlord. This document will identify the relative interests of the landlord and tenant’s
lender in the collateral, and will set forth the parameters for how and when the lender will
be able to exercise its rights to the collateral. This issue is particularly important in retail
leases since landlords will want to prevent a lender from taking over the tenant’s store,
conducting a fire sale from the premises or otherwise disturbing other tenants and occu-
pants of the development.

i. Transfer of Fee Interest
Most leases are either silent on the issue of whether the landlord is allowed to transfer
its interest in the fee (in which event they are free to do so without restriction) or provide
certain protections for the tenant in the event of any such transfer. A tenant will want to
make sure that the transferring landlord is only released from liability if the new landlord
assumes, in writing, the landlord’s obligations under the lease. The tenant will also want to
ensure that any security deposit it may have provided is transferred to the new landlord. If
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the landlord does transfer its interests under the lease, the transferee will likely want estop-
pel certificates from each tenant of the building. Estoppel certificates are discussed below.

5. Subordination of Lease

If the landlord’s lender has recorded a mortgage against the property, then any lease
agreement entered into after that date will be subject and subordinate to such superior
interest. As a consequence, if the holder of a superior mortgage forecloses on the land-
lord’s mortgage and takes over the landlord’s fee interest to the property, the tenant’s lease
will automatically be terminated and the tenant will lose its possessory interest in the pre-
mises. Conversely, if a lease agreement is entered into prior to the date the mortgage is
recorded against the property, then the lease will be superior to that mortgage so long as
the mortgagee had knowledge of the existence of the lease prior to recording the mort-
gage. If the holder of such a junior interest forecloses on its mortgage, then it would
acquire title to the property subject to the lease and the tenant’s interest in the premises.
(Although this section only addresses issues with the landlord’s lender, the same concepts
and concerns pertain to any superior interest in the premises, particularly ground leases.)

The landlord’s lender will want its mortgage to be superior to any leases at the prop-
erty, whether the leases currently exist or are entered into after the date the mortgage is
recorded. By doing so, the lender will be better able to control the property after it
becomes the fee owner. Since lenders want to ensure a continuous stream of rental
income, they will almost always agree to a tenant’s request for non-disturbance (discussed
below) in exchange for the tenant’s agreement to subordinate the lease to the lender’s
mortgage. Although a tenant is better protected if it is able to negotiate a separate agree-
ment directly with the landlord’s lender, setting for the rights of each party in the event of
a foreclosure, more typically a tenant must simply rely on the provisions of the lease gov-
erning these issues.

a. Subordination to Fee Mortgage

Most leases contain a simple subordination provision under which the tenant
acknowledges and agrees that the lease, and the tenant’s right, title and interest therein, is
subject and subordinate to the lien of any present or future mortgages recorded against the
property. The majority of subordination clauses make the subordination automatic, while
others state that the landlord or the landlord’s mortgagee has the option to make the lease
subordinate at any time during the term of the lease. Under either provision, a standard
subordination clause will state that the tenant is not required to execute any additional
documents in order to effectuate the subordination. Although the subordination clause in a
lease is sufficient to subordinate the lease to any future mortgages (keeping in mind that
the lease is already subordinate to pre-existing mortgages), some lenders will also want
the tenant to execute a separate agreement acknowledging directly to the lender that the
tenant’s lease is subordinate. Whether dealing with a subordination clause in a lease or a
separate written agreement, however, the tenant should bear in mind that its leasehold
interest is at great risk by being subordinate to the mortgage. To protect itself, the tenant
should demand non-disturbance protection from the lender.

b. Non-Disturbance
The tenant should always make sure that it only agrees to subordinate its lease
(whether by a lease clause or a separate agreement), upon the express condition that the
lender agree to recognize the tenant’s leasehold interest and not disturb (i.e., terminate) the
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tenant’s lease in the event the lender acquires the landlord’s interest in the property follow-
ing a foreclosure. The landlord and its lender will almost always agree to this, particularly
since the lender is often relying on the rent stream from the property to service the debt.
That said, the lender will likely want to qualify the non-disturbance so that it only applies
in the event the tenant is not in default beyond any applicable cure periods. Since the non-
disturbance concept requires an agreement from the lender, a prudent tenant will insist on
a separate written agreement with the lender instead of simply relying on the provisions of
its lease agreement with the landlord. Although such a separate agreement would ideally
be entered into at the same time as the lease, that is often not practical. And, for smaller
tenants, a separate agreement is impossible. If a tenant has sufficient bargaining power to
require a separate agreement with the lender, but is not in a position to secure the agree-
ment prior to lease execution, the lease should require the landlord to obtain such an
agreement within a set period of time after lease execution.

c. Attornment
In addition to subordination, most lenders will require that the tenant agree to recog-
nize the lender as the new landlord in the event the lender forecloses on its mortgage and
becomes the fee owner of the property. This is referred to as attornment and is essentially
the mirror image of non-disturbance. Without such a provision, a tenant may decide to ter-
minate its subordinate lease and walk away after the landlord’s mortgage is foreclosed,
and the lender would have no recourse against the tenant.

d. Lender Modifications to Lease Agreement

Although lenders will usually agree to non-disturbance, they will often insist on mod-
ifying certain terms of the lease agreement in the event they become the new landlord fol-
lowing a foreclosure. The following are the most common modifications or concessions
the lender will seek to impose on the tenant: (1) that the tenant will not modify the lease or
agree to cancel or terminate the lease without the lender’s prior consent (though the tenant
should carve out any non-material modifications and any cancellation rights expressly set
forth in the lease); (2) that before a tenant may terminate the lease after a landlord default,
the tenant must provide the lender with notice of the default and an opportunity to cure
(which usually starts after expiration of the landlord’s cure period, though tenants should
attempt to make the lender’s cure rights coterminous with the landlord’s); (3) that the
lender is not liable for any security deposit or allowance money held by the landlord
unless the money was turned over to the lender; (4) that the lender is not bound by any rent
paid more than 30 days in advance; and (5) that the lender is not liable for any act, omis-
sion or default of the prior landlord, nor for any defenses or rights of set-off the tenant may
have had against the prior landlord (though the tenant should attempt to carve out any set-
off rights expressly provided for in the lease and should not release the lender from any
landlord defaults for which the lender was provided notice and an opportunity to cure).

e. Estoppel Certificates
Any prospective lender or purchaser of the landlord’s interest in the property will

want to know, at a minimum, whether any existing lease is valid and accurate, whether
there are any existing defaults on the part of either the landlord or the tenant, and whether
rent and charges have been paid current. Accordingly, most leases will require the tenant
to execute an estoppel certificate at any time during the lease term upon request. In order
to ensure the purchaser or lender receives timely information, the typical estoppel clause
also requires that the tenant execute the certificate within a very short time (usually 10
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days), failing of which the Landlord will usually have one of the following options: (1)
call an immediate default without the ability for the tenant to cure; (2) execute the certifi-
cate on behalf of tenant as the tenant’s attorney-in-fact; or (3) treat tenant’s failure as an
acknowledgement that the statements in the certificate are true and accurate.

The estoppel certificate will be certified by the tenant to the prospective purchaser or
lender and, once executed, will prevent the tenant from later denying the statements made
in the certificate. Because of the consequences, tenants should take great care in reviewing
any such certificate for accuracy, and should attempt to qualify the statements to the ten-
ant’s actual knowledge. If a tenant certifies that there are no landlord defaults, for exam-
ple, then it will be prevented from claiming a landlord default if it later discovers that the
landlord had, in fact, been in default at that time. By instead certifying that, to the best of
the tenant’s actual knowledge (without investigation), there are no landlord defaults, if the
tenant later discovers that the landlord was in default at the time of the certification, the
tenant will still be able to pursue the default against landlord or its successors.

6. Hazardous Materials

Many leases do not contain a specific section on environmental issues, presumably
relying instead on the general requirement in the lease that the tenant must comply with,
and all time operate its business in accordance with, all applicable laws, rules and regula-
tions, and on the tenant’s indemnity provisions of the lease. That said, a well crafted lease
should include a section specifically addressing environmental issues so that each party
has a clear understanding of their respective rights and responsibilities during the lease
term.

a. Prohibition

At a minimum, the lease should contain a provision prohibiting the tenant from caus-
ing or permitting the use, generation, storage, treatment or disposal of “hazardous materi-
als” at the premises and should also specifically identify what is considered a hazardous
material (usually by reference to various governing statutes). Since cleaning supplies often
fall within the technical definition of a hazardous material, tenants should be careful to
include the right to use de minimum amounts of such items so long as they use them in
compliance with applicable law. Depending on the type of tenancy, the tenant may also
want to carve certain activities out of this general prohibition. If the tenant uses certain
known hazardous materials in the normal operation of its business, this should be clearly
identified in the lease. If this is the case, the landlord may want an exhibit identifying the
materials the tenant intends on using, may require the tenant to carry environmental insur-
ance, and may require periodic reviews of the materials used in the premises (along with a
requirement that landlord’s approval is required for any additional materials).

Depending on the tenant’s negotiating strength and, as a corollary, the amount of
space the tenant will be occupying, the tenant should attempt to have the landlord repre-
sent and warrant that the premises are, as of the date of the lease or delivery of the pre-
mises, in compliance with all applicable laws relating to hazardous materials, and
specifically identifying any issues which currently exist at the building and/or the pre-
mises. If such a provision is added, then the lease should also contain a representation
from the landlord that the landlord will not use, or allow others to use, generate, store treat
or dispose of hazardous materials at the building or common areas during the term. Since
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the landlord cannot control the actions of other occupants of the building, the landlord will
likely attempt to carve out third party acts from any such representation.

b. Indemnification and Remediation

In addition to a prohibition against hazardous materials, the environmental section of
the lease will usually require the tenant to indemnify the landlord for any environmental
conditions at the premises or the building which are caused by or on behalf of the tenant
during the term of the lease. The tenant should make clear, though, that it is not indemni-
fying the landlord for any pre-existing conditions. Along with indemnifications, many
leases will also allow the landlord the right to conduct any and all remediation required at
the premises or the building, although the tenant will be liable for the remediation costs if
the tenant is at fault for the condition. Landlords should keep in mind, however, that the
tenant’s indemnity is only as strong as its net worth and the amount of insurance it is main-
taining at the premises. Accordingly, if circumstances warrant, the landlord may require
the tenant to maintain environmental liability insurance during the lease term. Since the
premiums for this type of insurance can be expensive, any requirement should be specifi-
cally negotiated by the parties.

Regardless of whether the tenant is able to get a representation from the landlord that
the premises are not currently in violation of any environmental laws, the tenant should
insist on the landlord indemnifying the tenant for any environmental conditions at the pre-
mises and the building which exist as of the date of the lease or delivery of the premises to
tenant. The landlord should also indemnify tenant for any environmental conditions
caused by landlord during the term of the lease.

¢. Environmental Due Diligence

If the tenant is leasing all or a substantial portion of the building, the tenant should be
sure to include the express ability to conduct a Phase I Environmental Site Assessment
(ESA) and, if necessary, a Phase II ESA, prior to entering into the lease in order to have a
clear understanding of the environmental condition of the property and any potential lia-
bility or clean up costs that may be required in order to operate its business. In addition,
Michigan law allows a new owner or operator (e.g., a tenant) to conduct, within a short
period of time after acquiring its interest in the property, a baseline environmental assess-
ment (BEA) on any property that might be contaminated. The results of the BEA are filed
with the Michigan Department of Environmental Quality and establish the environmental
condition of the property as of the date of the BEA. Once timely filed, the tenant will have
protection against liability from the State for any environmental conditions identified in
the BEA at that time; the tenant’s potential liability will be limited to any new environ-
mental conditions which arise during the lease term or any exacerbation of those items
identified in the BEA. Landlords will also have the benefit of knowing the environmental
state of the property at the time the tenant commences operations, and will be able to more
readily establish the tenant’s liability if the environmental condition changes during the
tenant’s use of the premises.

d. End of Term Issues
Since environmental conditions may not be discovered prior to the end of the lease
term, it is also important for the environmental provision to include a statement that the
restrictions and indemnifications will survive the expiration or termination of the lease.
Even with a survivability provision, however, a prudent landlord will also want the ability
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to perform an exit environmental assessment prior to the time the tenant leaves the pre-
mises upon lease expiration or termination. Without this level of diligence on the back end
of the lease, it may be difficult for the landlord to pursue the tenant for any environmental
conditions that were, or may have been, created or exacerbated by the tenant during the
term. By performing an exit assessment at this time, the landlord may be able to withhold
the tenant’s security deposit or take other appropriate action while the lease is still in force
and effect.
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Exhibit A
Gross Lease, Single-Tenant Building

II. LEASING FUNDAMENTALS: LEASE FORMS
GROSS LEASE, SINGLE-TENANT BUILDING

THIS LEASE (the “Lease”) dated , 1s entered into by and between *** a
*#%% limited liability company/corporation/limited partnership/co-partnership (“Landlord”)
and *** a **** [imited liability company/corporation/limited partnership/co-partnership
(“Tenant”).

1. Basic Lease Definitions. The following defined terms shall be used throughout this Lease:

A. “Lease Date” means the date of full execution and delivery of this Lease .
B. “Rental Payment Address” means [address to which rent payments are to be sent].

C. “Landlord Notice Address” means [address or addresses to which legal notices are
to be delivered].

D. “Tenant Notice Address” means [address or addresses to which legal notices are to
be delivered].

E. “Premises” means the building and land located at [description], including
[description of any facilities included with the Premises, such as parking lots].

F. “Term” means a period of [number] “Lease Years” beginning on the
“Commencement Date”. .

G. “Lease Year” means each period during the Term which begins on January 1 and
ends on the next following December 31, except that if the Commencement Date
occurs on a date other than January 1, the first Lease Year shall begin on the
Commencement Date and end on the last day of the first full calendar year thereafter..

H. “Commencement Date” means [date on which rent and occupancy begin or the
date on which only occupancy begins, if there is a rent-free build-out period] .

I.  “Expiration Date” means the last day of the last Lease Year of the Term..

J. “Annual Base Rent” is $[amount] [$__ psf].

K. “Monthly Installment of Base Rent” is $[amount].
L. “Security Deposit” is $[amount].

M. "Permitted Use means |[describe use].
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N. ”Rules and Regulations” means the rules established by Landlord from time to time
for the Premises, the current version of which is attached as Exhibit [number /
letter].

O. “Applicable Laws” means the present and future laws, statutes, ordinances and
regulations of all governmental authorities having jurisdiction over Tenant, the
Property, the Building and/or the Premises.

2. Premises. Landlord, in consideration of the Rent to be paid and the covenants to be
performed by Tenant, does hereby demise and lease unto Tenant, and Tenant hereby rents
and hires from Landlord, the Premises, subject to covenants, restrictions and easements of
record. . Tenant has inspected the Premises and is satisfied with their condition. Landlord
shall make reasonable efforts to tender possession of the Premises on the Commencement
Date. Landlord shall not be liable for damages for failure to tender possession on the
Commencement Date, and the validity of the Lease shall not be impaired by such a failure.
Notwithstanding the foregoing, if, for any reason, the Commencement Date has not occurred
within _ [months/years] after the Lease Date, the Lease shall automatically terminated
without further act of either party hereto, and the parties hereto shall be released from all
obligations hereunder.

3. Term. The Term commences on the Commencement Date and expires on the Expiration
Date, unless otherwise terminated or extended as provided in this Lease.

4. Rent. Beginning on the Commencement Date, Tenant shall pay Landlord the Annual Base
Rent. The Annual Base Rent shall be paid by Monthly Installment of Base Rent, to the order
of Landlord, in advance, on the first day of each calendar month, at Landlord’s office or any
other place that Landlord designates in writing, , all such payments to be without any prior
demand therefor and without any deductions or setoff whatsoever . Any Rent not received by
Landlord within [number] days after the due date [or receipt of the notice from Landlord that
Rent is overdue] shall be assessed a one-time late charge equal to [number]% of the late
payment. In addition, all Rent due and not paid before the expiration of any applicable grace
period shall bear interest at the rate of [number]% per annum from the due date (prior to any
grace period for payment) until paid. If the Commencement Date is other than the first day
of a calendar month, the Monthly Installment of Base Rent for the first calendar month of
the Term shall be prorated on a daily basis and paid on the Commencement Date.

5. Holding Over. If Tenant remains in possession of the Premises after the Expiration Date
with the consent of Landlord, it shall occupy the Premises as a holdover tenant on a month-
to-month basis. Landlord may withhold its consent to holdover in its sole discretion. If
Landlord consents to the holdover, Tenant is subject to all the covenants of this Lease to the
extent they can be applied to a month-to-month tenancy, except that the Monthly Installment
of Base Rent for each month of the holdover shall be [125 / 150 / 200] percent of the
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Monthly Installment of Base Rent payable during the last month of the Term. This covenant
does not preclude Landlord from recovering damages if Tenant fails to timely deliver
possession of the Premises after termination of the holdover, nor does it establish any right to
extend or renew the Term. If Tenant holds over after the Expiration Date without Landlord’s
consent, Tenant is liable for all damages resulting from the holdover. It is expressly within
the contemplation of the parties that such damages may include: (a) the reasonable rental
value of the Premises; (b) any damages arising from the loss of any sale, lease, or refinancing
of the Premises; (c) any lost profits incurred by Landlord; and (d) any treble, double, or
statutory damages allowed under the Applicable Laws.

6. Right of Access. Landlord and Landlord's agents shall have the right to enter the Premises
at all times [or during regular business hours] to examine the Premises, to show the Premises
to prospective purchasers, mortgagees, or lessees, and to make such repairs, alterations and
improvements or additions as Landlord may deem necessary or desirable. Landlord shall be
allowed to take all material into the Premises that may be required for the foregoing
purposes, without such activities constituting an eviction of Tenant. Rent shall not abate
while the repairs, alterations, improvements or additions are being made. During the
[number] months prior to the expiration of the term of this Lease or any renewal term,
Landlord may place upon the Premises the usual notices "For Rent" or "For Lease". If
Tenant is not personally present to open and permit entry into the Premises at any time when
entry is necessary or permissible, Landlord or Landlord's agents may enter the Premises by a
master key or may forcibly enter the Premises, without rendering Landlord or its agents
liable. Nothing in this Section, however, shall be deemed to impose on Landlord any
obligation for the maintenance or repair of the Premises, except as otherwise specifically
provided in this Lease.

7. Quiet Enjoyment. Unless this Lease is terminated or Tenant is evicted in accord with
Michigan law, Landlord shall not disturb Tenant’s quiet enjoyment of the Premises or
unreasonably interfere with the Permitted Use.

8. Use of the Premises. The Premises shall be used for the Permitted Use and for no other
use or purpose whatsoever. Tenant shall not use the Premises in any manner that violates the
Rules and Regulations (as the same may be amended, modified or supplemented from time to
time) or Applicable Laws. Landlord may amend, modify or supplement the Rules and
Regulations in its [sole / reasonable] discretion.

9. Repairs and Liens. Tenant shall provide and pay for its own regular janitorial service to
maintain the Premises in a neat and clean condition. Tenant shall be responsible for all
repairs and replacements to the Premises occasioned by the negligence or willful act of
Tenant, its agents, employees, invitees, and licensees. Tenant shall, at Tenant's expense,
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comply with Applicable Laws (including the Americans with Disabilities Act of 1990, as
amended) to the extent that the Applicable Laws relate to Tenant's specific Permitted Use.

Except as set forth in the preceding paragraph, Landlord shall, at Landlord's expense,
maintain the Premises, the Building, and the Common Areas, in good condition and repair.
Tenant shall keep the Premises free of construction or other liens. Tenant shall hold Landlord
harmless against any liens that are placed against the Premises, except those attributable to
the acts of Landlord. If a lien is filed against the Premises as the result of any action
undertaken by Tenant, Tenant shall discharge the lien within [number] days after receiving
notice of the lien. If Tenant fails to discharge the lien, Landlord may procure a discharge at
Tenant’s expense, which Tenant shall pay immediately on demand from Landlord.

10. Utilities. Tenant shall promptly pay all charges for separately metered utilities used in
the Premises during the Term, including, without limitation, gas, electricity, light, heat,
power, telephone, or other communication services, Landlord shall not be liable for any
interruption of any utility service to the Premises, however caused, [except if due to the
ordinary negligence of Landlord].

11. Tenant's Alterations. Landlord consents to Tenant's leasehold improvements described
in Exhibit to the Lease (the "Initial Improvements"). Tenant shall not, without the prior
written consent of Landlord, [such consent not to be unreasonably withheld,] make or cause
to be made any alterations, improvements, additions or installations in or to the Premises (the
"Alterations"), other than the Initial Improvements. [If Landlord so consents, before
commencement of any such work, Tenant shall furnish to Landlord for approval:
architectural plans and specifications; names and addresses of all contractors; necessary
permits and licenses; and certificates of insurance. All of preceding items shall be in form
and amount as may be reasonably satisfactory to landlord.] All Alterations shall be done
only by contractors and subcontractors approved in writing by Landlord [, such approval not
to be unreasonably withheld], and at such time and in such manner as Landlord may from
time to time designate. Tenant shall hold Landlord and its agents harmless from all loss,
costs, claims and damages which may arise out of the Alterations. Tenant shall pay the cost
of the Alterations. Upon completion of the Alterations, Tenant shall furnish Landlord with
sworn statements and full lien waivers for the Alterations. All Alterations shall comply with
all applicable statutes, ordinances and rules. All Alterations shall be done in a good and
workmanlike manner. All Alterations shall become part of the Premises at the time of their
installation and shall remain on the Premises at the expiration of the termination of the term
of this Lease.

12. Signs. Tenant shall not display any sign, notice, picture or advertising matter in or about
the Building or the Premises at places that are visible from outside the Premises without
Landlord's prior written consent [, such approval not to be unreasonably withheld]; however,
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the name of Tenant may be displayed on the entrance door of the Premises in accordance
with the Building standards as established by Landlord. Upon expiration or earlier
termination of the Lease, Tenant shall remove any signs or advertising consented to by
Landlord and shall repair any damage caused by the removal.

13. Mutual indemnification. Tenant shall indemnify, defend and hold harmless Landlord
and its partners, officers, directors, stockholders, beneficiaries, representatives, employees
and agents (individually and collectively, the “Landlord Parties”) against all claims, actions,
damages, liability and expense in connection with all losses, including for bodily injury, loss
of life or property damage relating to the Premises. The claims covered by this
indemnification include all claims for bodily injury or property damage relating to: (a) the
condition of the Premises; (b) the use or misuse of the Premises by Tenant or its agents,
contractors, or invitees; or (c) any event on the Premises, whatever the cause. Tenant’s
indemnification does not extend to liability for damages resulting from the sole or gross
negligence of Landlord or for Landlord’s intentional misconduct. Landlord shall indemnity,
defend and hold harmless Tenant and its partners, officers, directors, stockholders,
beneficiaries, representatives, employees and agents against all claims for bodily injury or
property damage relating to the common areas of the Property. The claims covered by this
indemnification include all claims for bodily injury or property damage relating to: (a) the
condition of the common areas; (b) the use or misuse of the common areas by Landlord or its
agents, contractors, or invitees; or (c¢) any event on or within the common areas, whatever the
cause. Landlord’s indemnification does not extend to liability for damages resulting from the
sole or gross negligence of Tenant or for Tenant’s intentional misconduct.

14. Limitations on Landlord’s liability. The Landlord, as defined in this Lease, includes
successors in interest. The term is intended to refer to the owner of the Premises at the time
in question. If the Premises are sold, the new owner shall automatically be substituted as the
Landlord.

If Landlord fails to perform this Lease and as a result Tenant recovers a money judgment
against Landlord, the judgment shall be satisfied out of the execution and sale of Landlord’s
interest in the Property or by garnishment against the rents or other income from the
Property. Landlord is not liable for any deficiency. This section constitutes Tenant’s sole and
exclusive remedy for default.

Conditioned solely on the conveyance of the Property, Tenant agrees to the following release
in favor of its then former landlord. Effective on the first anniversary of the date on which
Tenant is given notice of the conveyance, Tenant releases its former landlord from all claims
except those expressly preserved in this section. This release is intended to be broadly
construed for the benefit of the former landlord and includes: (a) all claims regarding the
performance of this Lease; (b) all claims for bodily injury or property damage relating to the
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Premises; and (c) all claims in any other way relating to the Lease, the Premises, or the
landlord-tenant relationship. However, this release does not extend to any claim filed in a
court of appropriate jurisdiction within one year of the date of conveyance or to any claim for
bodily injury or property damage resulting from the former landlord’s gross negligence.

15. Insurance. Tenant shall continuously maintain in effect during the Term a commercial
general liability insurance policy providing coverage against claims for bodily injury,
personal injury and property damage for the Premises, including without limitation all
common areas, and the business operated by Tenant and any other persons and entities
conducting business in the Premises, with policy limits of not less than $[amount] per person
and $[amount] per occurrence, exclusive of defense costs and without any provision for a
deductible or self-insured retention.

Tenant shall continuously maintain in effect during the Term a property insurance policy on a
special cause of loss form covering Tenant’s personal property, trade fixtures, and
improvements to their full replacement cost, without deduction for depreciation. The
insurance shall include coverage for loss of profits or business income and reimbursement for
extra expenses incurred as the result of damage or destruction to all or a part of the Premises.

All insurance policies that Tenant is required to maintain shall be written by carriers who are
authorized to write insurance in Michigan and have an AM Best Company rating of not less
than A-VIII. Any commercial general liability policy that Tenant is required to maintain
shall: (a) name Landlord and any other parties in interest designated by Landlord as an
additional insured using ISO form CG 20 26 11 85 without modification; (b) be endorsed to
provide that it shall not be canceled or changed for any reason except on 30 days’ prior
written notice to Landlord; (c) provide coverage to Landlord whether or not the event giving
rise to the claim is alleged to have been caused in whole or in part by the acts, omissions, or
negligence of Landlord; (d) all policies shall be primary, with the policies of Landlord and
Landlord’s Mortgagees being excess, secondary, and noncontributing; and (e) Tenant shall
reinstate any aggregate limit that is reduced because of losses paid to below 75 percent of the
limit required by this Lease. Landlord and Tenant shall require their property insurance
policies to include a clause or an endorsement allowing Landlord and Tenant to release each
other from any liability to each other or anyone claiming through or under them by way of
subrogation or otherwise, for any loss resulting from risks insured against. Notwithstanding
the foregoing, if at any time either party’s insurer refuses to permit a waiver of subrogation,
then Landlord or Tenant may in each instance revoke any such waiver effective 30 days from
the date of notice to the other unless, within that 30 days, the other party is able to secure and
furnish, without additional expense, insurance in other companies with such waiver of
subrogation. If any policy that Tenant is required to maintain is written on a claims-made
insurance form, each policy shall have a retroactive date that is not later than the
Commencement Date. Furthermore, if insurance coverage is written on a claims-made basis,
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Tenant’s obligation to provide insurance shall be extended for an additional period equal to
the statute of limitations for such claims on the Termination Date, plus one year. Insurance
may be provided in the form of blanket insurance policies covering properties in addition to
the Premises or entities in addition to Tenant. All blanket policies shall provide that the
overall aggregate limit of liability that applies to Landlord or the Premises is independent
from any overall or annual aggregate that applies to other entities or properties.

At Landlord’s option, Tenant shall deliver either certificates of insurance or the original
policies to Landlord before the Commencement Date, together with receipts evidencing
payment of the premiums. Tenant shall deliver certificates of renewal for the policies to
Landlord not less than 30 days before their expiration dates.

This Lease requires Tenant to obtain insurance to cover any claim for loss resulting from fire
or other casualty. Landlord and Tenant shall each look to its own insurance for the recovery
of insured claims. Landlord and Tenant release one another from insured claims. Subject to
the provisions of this Section 14, Landlord and Tenant waive any right of recovery of insured
claims by anyone claiming through them, by way of subrogation or otherwise, including their
respective insurers. This release and waiver remains effective despite either party’s failure to
obtain insurance in accord with this Lease. If either party fails to obtain insurance, it bears
the full risk of its own loss.

16. Fire or other casualty. Tenant shall give Landlord notice of fire or other casualty on the
Premises. In addition to the written notice, Tenant shall immediately and with all diligence
attempt to contact Landlord by all means available, including telephone, pager, fax, and e-
mail, to inform Landlord of the casualty. If the Premises are damaged or destroyed by fire or
other casualty, Landlord may terminate this Lease by notice to Tenant. The notice of
termination shall be given within [number]| days after the occurrence of the casualty. If the
notice of termination is not given within that period, this termination option shall lapse and
no longer be effective. Within [period] after the notice of termination has been given, Tenant
shall surrender the Premises to Landlord. After the surrender, each party is released from any
further obligations under this Lease, with the following exceptions: (a) all Rent accruing
through the surrender date shall be paid in full; (b) the Security Deposit shall be retained or
returned as provided in this Lease; and (c) any provisions of this Lease which expressly
survive termination of this Lease shall continue in full force and effect. Tenant has no
obligation to pay any Rent accruing after the surrender date. If Landlord does not exercise
this option within the designated period, Landlord shall diligently proceed to repair and
restore the Premises to its condition before the casualty. In no event shall Landlord be
required to repair or replace any merchandise, trade fixtures, furnishings, equipment, plate
glass, signs and/or personal property of Tenant (collectively, “Tenant’s Property”). If
Landlord repairs or rebuilds, Tenant, at Tenant’s sole cost, shall repair or replace all of
Tenant’s property in a manner and to at least a condition equal to that prior to the casualty.
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17. Eminent domain. If [percentage] or more of the Premises is taken through eminent
domain, including a conveyance in lieu of a taking, this Lease shall automatically terminate
as of the [date that title is vested in the condemning agency / date that Landlord or
Tenant is notified of the taking / date that the condemning agency takes possession of
any portion of the Premises / other date to be agreed upon by the parties].
Notwithstanding this termination, Tenant is required to pay Rent through the date that it
actually surrenders possession of the Premises. If Landlord is notified in writing by a
condemning agency that less than [percentage|of the [useable floor area / Premises /
parking area][shall / may] be taken through eminent domain, Landlord may terminate this
Lease by providing written notice to Tenant. Within [time period] after Landlord notifies
Tenant that Landlord is terminating this Lease, Tenant shall surrender possession of the
Premises to Landlord. After Tenant surrenders possession, the parties’ obligations under this
Lease are terminated, provided that Tenant surrenders possession in accord with this Lease
and pays Rent through the date of surrender. [If Landlord does not exercise its termination
option within [time period] after being notified of the taking, then the option to
terminate lapses and this Lease continues in full effect.]

If any portion of the Premises is taken through eminent domain, including a conveyance in
lieu of a taking, Landlord and Tenant agree that all compensation paid for the Premises,
including any value of Tenant’s leasehold interest in the Premises, shall be paid to and be the
property of Landlord. Tenant may seek compensation for any of its own trade fixtures,
business interruption, going concern, moving expenses, and other items, provided that
Tenant’s compensation is not in diminution of Landlord’s or Landlord’s mortgagee’s
compensation for the Premises.

If any portion of the Premises is taken through eminent domain, including a conveyance in
lieu of a taking, Tenant has no claim against Landlord for the value of any unexpired term of
this Lease. If any portion of the Premises is taken through eminent domain, including a
conveyance in lieu of a taking, and this Lease is not terminated, Landlord and Tenant agree
that the Annual Base Rent for the Premises shall be reduced based on a ratio of the [useable
floor space| that remains after the taking to the [useable floor space] of the original
Premises.

18. Assignment and Subletting. Tenant shall not assign this Lease, sublet the Premises or in
any manner transfer this Lease or any estate or interest in this Lease, or allow anyone to
conduct business at the Premises (whether as a concessionaire, franchisee, subtenant,
permittee, operator or otherwise), either by voluntary or involuntary act of Tenant or by
operation of law or otherwise (in each such instance, a “Transfer”), without the prior consent
of Landlord, which may be withheld in Landlord’s sole discretion. In the event that Tenant,
with or without the previous consent of Landlord, does assign, sublet or in any manner
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transfer this Lease or any esta