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Abstract: This paper explores how lease length influences the dlocation of
responsihilities for leased premises. The reasons why longer leases usudly give tenants
more control over thar premises than short leases are explained. Both internationa
compearisons and variations within merkets confirm this tendency.

However, itisimpracticd to use avallable leesng data to measure amathematica
relationship between lease length and the dlocation of respongibilities. Instead, this paper
describes an dgebraic modd of the (agency) codts of leasing on different bases and how
these cogts vary with the length of the lease. Smulaions using the dgebraic modd
egimate the lease length a which landlords and tenants may benefit from switching
responghilities for the property under severa scenarios.

Typicd lease lengths for non-residentid properties are changing in some countries, either
asaresult of legidation or market forces. Therefore, it istimely to consder whether the
property respongbilitieswill or should be dlocated differently in future. The observed
vaiaionsin the bases of leasing and these Smulations suggest thet there are goproximate
lease lengths, above which respongbilities for the property should be changed.
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Lease length and the care of properties

1 Introduction

One of the functions of alease isto define the responghilities of the landlord and tenant
in managing and maintaining the property. This pagper explores the rdaionship between
leese length and the alocation of these responghilities. It analyses the reasonswhy long
leases would be expected to give tenants more control over their premises than short
leases.

It is generdly accepted that tenants do not have the same incentive as owner-occupiers to
carefor ther buildings. Many writers have recognised that leased premises are likely to
be neglected because lease covenants are only enforcegble a sgnificant cost. Less
attention has been given to the potential neglect by landlords who have granted long
leases or to the potentid overspending by landlordsrecovering costs by way of service
charges. Further, most of the literature is not explicit asto how the length of leases
influences bath the likelihood of neglect and the lease covenants that might encourage
proper care of the premises.

Obsarved variationsin lease lengths are compared with the dlocation of responsibilities
across and within markets. From these patterns and an dgebraic modd, approximeate
threshold lease lengths, above which mgor responsibilities are or should be shifted to the
tenants, are derived.

Typicd lease lengthsfor non-resdentid properties are changing in some countries, either
asareault of legidation or market forces Therefore, it istimely to consider by whom the
care of the property islikdy to be (or should be) handled under leases of different
lengths.

2 The control of leased premises

2.1 From the perspective of landlords and tenants

Both landlords and tenants recognise that an adequately managed and maintained

building is essentid to meat thar investment and business objectives. However,

inadequate management may not affect the parties equaly, giving them different

incentives to agree to look after the property. Because some operating expenses are partly
for future benefits, the length of the lease appears to be the main factor determining

which party gains most from proper management. The frequency of rent reviews and any
rights for the tenant to renew the lease are related factors

For landlords, the qudlity of property management makes no immediae difference to the
rent recelvable which has been fixed by the lease. Therefore, landlords may show little
interest in the care of Single-tenanted propertiesin the early years of long leases. Under
shorter leases, landlords have a stronger incentive to protect the resdud (or reversionary)
vaue of the property by taking proper care during the lease (Catterill 1993, p.80). Raftery
(1991, p.73) dates that maintenance may have only aminor effect on depreciation
(compared with effects of technologica obsolescence and market conditions) with the
exception that “where atenant is nearing the end of alease, he or she may not condder it
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to be worthwhile to carry out certain items of maintenance which are cgpable of being
postponed”.

For the tenant, poorly managed premises may reduce the efficiency of business
operations, faling to protect equipment or stock, creating danger or discomfort for
employees and discourage clients or cusomers. However, tenants are likdly to have little
interest in those property operating expenses which protect the building after the lesse
has expired. Therefore, tenants under short leases will not be indined to spend as much
asowner-occupiers would on their premises. Some authors have commented on the
potentia dameage to the landlord and tenant rdationship because tenants may be reluctant
to carry out repairs and how this may hasten depreciation (Saway 1986, p.113; Baum
1991, p.38).

Aswdl asdifferencesin their benefits from adequate management, landlords and tenants
often do not agree on what are gppropriate maintenance solutions, provisions for
insurance and building management srategies. The party that carries out the repairs can
enaure that the standards, methods and timing of the works metch their persond or
corporate objectives (Lee 1987, pp.18 & 56). Again, the length of the lease gppearsto be
the dominant factor in determining which party will be keener to impose its gpproach to

maintenance and management.

Sarvice charges go someway to solving the landlords problem of enforcing covenants
by the tenant to manage and repair. They enable the landlord to retain control of the
property whilst recovering the cogts from the tenant(s). However, tenants are often
suspicious of leases with provison for recovery of landlords expenses by way of sarvice
charges. Landlords may be over-zedousin thar care of the premises, “seeking to
improve ther buildings (and rentd value) at the tenants cost” (Silman 1998, p.116). The
potentia for overgpending in service charges may be more severe in shorter leases

because landlords will be aware of the imminent changein rent and possibly tenant.
Landlords are dso more concerned to avoid the risks of uncertain costsin longer leases.

It only matters which party cares for the property because there are subgtantid difficulties
and codts in enforcing the lease covenants. The costs begin with the drafting of precise,
and what are hoped to be binding, covenants. However, it isimpossible to anticipate
evary eventudity or to definein alease exactly how the ather party should fulfil its
obligations. During and at the end of the lease, there are further costs of monitoring
compliance. If abreach of covenant is detected, enforcement action is expensve and
sometimes unsuccesstul. The definition of adequate repair is often contentious, with
blurred digtinctions between maintenance and improvement leading to many disputes.

Thereis dear evidence from some countries that covenants defining lidbilities for the
management of properties, particularly for those for maintenance, are difficult to enforce.
The English Law Commisson writes of “ serious shortcomings in the law which governs
the repair and maintenance of leasehold property” (Law Commisson 1996, p.2). Thereis
anecdotd evidence of landlords (and tenants) becoming o exasperated with the ddlaysin
rectifying defects thet they have carried out repairs themsdves (Prodgers 1992, p.102).
The enforcement of long “full repairing” leasestypically requires the production of
Schedules of Dilgpidations a the end of each lease. These Schedules are expensive to
prepare and prosecute. They may result in only partia recover of the costs of repair or
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illegitimate daims for subgtantia refurbishment a the expense of the outgoing tenant
(Taylor 1997, p.77).

In Audrdia, the inadequacies of the law of repair of leased business premises are
highlighted by the volume of disputes continuing to reech the higher courts (Rowland
2000a, p.27). In Audrdia (and probably others with an English common law heritage),
the law lacksa satisfactory standard of repair, lacks any implied covenant to repair and
has wesknesses in the remedies for disrepair.

For many years, tenants have expressed concerns about their inability to verify thet dl
recoverable expenses are legitimate (McGee 1984). As Rubin (1997, p.185) points out
“the service charge is controlled by the landlord and |eases often limit the scope for
challenging costs’. Recent cases' and ongoing unease corffirm that this remains a point of
friction between landlords and tenants (Standing Committee on Industry, Science and
Technology, 1997, p57). Tenants continue to contend that some landlords are
implementing service charges unfairly (Lewison 1999, p.35; King 2001, p.74). Retall
tenancy legidation in al Audradian States prescribes how service charges are to be
adminigtered and audited. There are Sgnificant adminidrative cogtsin providing accurate
operaing expenses Satements and this may discourage their use for very short leases.

2.2 From an academic perspective

Many writers have recognised that leased premises are likely to be neglected because
lease covenants are only enforcegble a sgnificant cost. Whenever the bundle of property
rightsis Solit, contractud arrangements must be devised to minimise the potentid
conflicts between those with interests in the property.

Theliterature on financid leases acknowledges thet the level of maintenanceisan
economic decison and short-term lessees have little incentive to minimise depreciation

of the ass, failing to protect its savage vaue (Miller and Upton 1976, p.766; and Flath
1980, p.253). Smith and Wakeman (1985, p.903) condder how lease provisons may dter
the incentives for both parties, citing the use of service leases (in which the lessor
provides the maintenance) as one way of avoiding the lessee' s tendency to neglect the
ast.

Thelack of incentive for tenants to take care of their premises has been used frequently in
the housing economics literature to explain tenure choice (Henderson and loannides
1983, p.98) and the observed lower rents on lease renewd than new tenancies (Hubert
1995, p.631). Kanemoto (1990, p.7) believes that the problem liesin proving to athird
party (typicaly acourt) that the tenant has neglected or overused the premises. The
author shows how different forms of contracts for the use of property will dter the
likelihood of ingppropriate sandards of maintenance.

A modd of under-maintenance by tenants proposed by Benjamin, de la Torre and

Musumeci (1995, p.179) is a comparison between the present vaues of owning and
leasing premises. The contrast between the care of premises taken by owner-occupiers

and by tenants highlights the overuse by tenants during the lease, with adverse

! Inthe UK, anumber of significant cases since Postel Properties Ltd v Boots the Chemist (1996
2EGLR60) have interpreted service charge clauses.
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consequences for the resdud vaue. The authors describe various ways in which leeses
might be amended to lessen or remove the effects of the tenant’ s incentive to abuse the
premises, such as contracts obliging the landiord to maintain, giving the tenant an option
to buy, requiring security deposits or adjusting the rent according to the intensity of use
(Benjamin, de laTorre and Musumeci 1995, p.184).

Their mode can be generdised as there may dso be an dement of under-maintenance
under (gross) leaseswhich require landlords to care for their properties. Thisis because,
after therent isfixed, landlords will only increase operating expensssif it increesesthe
present vaue of the resdud sufficiently. Service charges create an incentive for
landlords to overspend, provided that thiswill enhance the resdud value.

2.3 Control as an agency issue

Because the actions of landlords (or tenants) affect but cannot be fully controlled by
tenants (or landlords), their conflicts may be modelled as agency problems. In the
economics literature, the concept of agency encompasses any occason when the owner
of an enterprise contracts with someone e se to operate the enterprise (Holmstrom 1979,
p.74; Rees 1985, pp.3 & 75; Ross 1973, p.134). Agents are assumed to maximise their
own wefare which may involve neglect (“mord hazard’). Whenever principas cannot
monitor eesily the actions of their agents (because of “information asymmetry”), there
will be agency cogts (Hirshlefer and Riley 1992, p.295). Whenever principals suspect
agents will shirk from their duties, they will adjust their contractud bids to reflect this
potentid loss Only those agents intending to shirk will remain in the market on these
terms (“adverse selection”). Other forms of contract may emerge which give more
incentive for the agent to work in the principd’ s best interests.

In the context of shareholders and managers of public companies, Jensen and Meckling
(1976, p.308) define agency codts as the sum of:

the cogts that the principa incursin monitoring the activities of the agert;

the cogts for the agent of giving bonds or guarantees that the agent will try to meet the
objectives of the principa; and

the cogts of any resdud lossfor the principa caused by the divergence of the
interests of the parties.

Landlords can be seen as agents acting on behdf of tenantsin providing building sarvices
which influence the tenants  utility. Tenants can be seen as agents acting to ensure thet
thelandlords resdud vaues are protected. Agency cods are present in any lease
because the party that is responsible for the property is acting partly as an agent to protect
the interest of the other party. The rddive vaues of ther interestsin the property are a
function of the length of the lease. The dlocation of responghbilities that minimises the
agency cogtswill beinfluenced by the length of thelease. Thisisthe bass of modd in
Part 4 below.

2.4 The expected allocation of responsibilities

These market and academic perspectives suggest that the dlocation of respongbilitiesis
related to the length of the lease. Although there are innumerable ways of sharing the
duties between |andlords and tenants, the bases of leasing can be thought of asthree
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archetypa leases. A gross leaseis defined as one for which the landlord is respongible for
all agpects of the management and maintenance of the property. A net leese is defined as
one for which the landlord is respongible for dl agpects of the management and
maintenance but recovers dl the cogs from the tenant. A tenant-repairing leese is defined
as one for which the tenant is respongble for dl aspects of the management and
maintenance of the property. The expected effects on these three types of lease on the
behaviour of the parties and the likely length that will minimise agency codts are s out

in Exhibit 1 below.

Exhibit 1
Lease lengths and incentives for landlords and tenants
Type of lease Partyin | The effect of shortening the Minimum agency
control | lease is to... costs arise from...
lower the incentive for the
Gross Landlord landiord to neglect the property. the shortest leases.
increase the incentive for the
Net Landlord landlord to over ) longer leases.
Tenant-repairing Tenant | NIEE the incenive for the the longest leases

tenant to neglect the property.

3 Comparisons of lease structures

To find out whether markets fallow the leesing patterns summarised in Exhibit 1 above,
the types of leases and their lengths can be compared across markets and within markets.
Both comparisons are mede difficult by two factors. Firt, data on lease covenantsis
rardy available for aggnificant unbiased sample of commerdid or indudtrid premises.
Even in those jurisdictions with public records of property sdes, lease transactions are
treeted as confidentid. In some markets, reasonable samples of agreed rents are avallable
but the terms and conditions of the |eases are often not recorded. Secondly, the alocation
of responghilitiesis often shared or blurred, rathe than faling into the neat categories of

Exhibit 1 above.

3.1 Comparisons across markets

Exhibit 2 bdow providesinternationa comparisons of what are believed to be the usud
bases and lengths of |lease for subgtantid lettings of city office gpace. Many large
businesses make internationa comparisonsin deciding where to locate their regiond or
globd offices In some aties, multi-tenanted office buildings domingate the leesng market
and there are more likely to adopt service charges than Single tenanted buildings. The
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information for Exhibit 2 below has been gathered from a variety of written sources® and
enquiries of practitionersin savera countries

Exhibit 2
Single-tenanted City offices. Common bases of leasing

Country Responsibilities of landlords Length of
Structure Servicing Insurance Taxes lease
Australia Yes . 3-10years+
E Siates Y es, recovery of increased costs option
Western Yes 2-byears+
Audraia Yes, full cost recovery option
England Not If sngletenancy; full cost recovery IT mult-tenanted. 15years
France Yes Yes, full cost | Yes occasond | Yes fullcod | =>9years,
recovery cost recovery recovery 3yrly break
for tenant
Germany Yes Externd, Yes full cost | Yes tull cost | 5-10years+
partiad cost recovery recovery option
recovery
Hong Kong Yes Yes, full cost Yes Yes, cost 35years
recovery recovery
India Yes Varied, some | Yes, occasond Yes, 2-3years
cost recovery | cost recovery occasond
cost recovery
Italy Yes Yes, full cost Yes Yes 6 years
recovery
Japan Yes Yes, most Yes generdly Yes 2 years
costs cost recovery
recovered
Mexico Yes Yes Yes Yes 35years
Singapore Yes Yes, some Yes Yes, possbly | 2-5years, +

2 Adair, A., Downie, M.L., McGred, S. and Vos, G. (1996) European Valuation Practice Theory and
Techniques, E & FN Spon.
Centre for European Property Research (1993) International Leasing Structures, Roya Institution of

Chartered Surveyors, London.

Coalliers (1995) Worldwide Office Leasing Guidelines, Colliers International, Boston.
Corgdl, JB., Jffe, AJ. and Lie, R.T. (1992) “Modeling the Economics of Leasing Provisions: Some Cross

Cultural Comparisons of European Contracts”, \Working Paper Seriesin Real Estate, Penn State University.

Dubbin, N. and Sayce, S. (1991) Property Portfolio Management An Introduction, Routledge, London.

[pp.266-276]

Gdbtuch, H.C., Mackmin, D., and Milgrim, M.R., editors (1997) Real Estate Valuation in Global
Markets, Appraisal Institute, Chicago.
Hillier Parker, International Property Bulletin, produced annually, London.

Hurndal, A. (Ed., 1998) Property in Europe: Law and Practice, Butterworths, London
Royal Ingtitution of Chartered Surveyors (1987) The Maintenance of Commercial Tenanted Properties,
R.I.C.S, London. [p.7]
Worzda, EM., Newell, G. and Lizieri, C.M. (1996) “ The Convergence of International Leasing Markets’,
paper presented at the 5" International AREUEA conference, Orlando. [in particular, see Table 5]
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cosis recovery of option
recovered increases
USA Ye&s Yes, some [eases recover codts, possbly of 310years
increases only

Thereis an dement of subjectivity in describing types of leases asusud or normd ina
particular market. The bases and length of leases aso depends upon the Sze and quality
of the space, the state of the market and the attractiveness of the tenant. Further, there
aopear to have been minor changes in the bases and length of leases during the 1990sin
some countries.

Whilg no firm condusions can be drawn from such internationd comparisons, they

reved sometraits of leesng markets that are broadly consstent with the expected link
between lease length and the dlocation of respongilities for the property. Commercid
leases tend to be shortest in Asan countries where landlords look after the properties,
with partid or no recovery of operating expensesis common. In Western Europe, leases
in many countries are longer (with satutory minimaor renewd rights in some countries).
Landlords manage and maintain their premises but, snce the 1980s, service charges have
become the norm in many countries. The Civil Codes often dictate thet the landlord is
regpongble for Sructurd repairs. Inthe USA, thereis more variety in the bases of leasing
offices, with the full range of grossto “triple net” lesses negatiated in esch city

The very long leasesin England usudly passdl responshilities, induding sructura
repairs and inherent defects, to the tenants. Many landlords of single tenanted properties
leased for 15 to 25 years have shown little interest in their buildings, arguing thet they do
not recaive the benefits of good management until the lease expires (Greenwood, 1982:
109). Infact, the treditiona stance of inditutiond investorsin England has been that any
involvement with the property detracts from its characteristics as a passive, trouble-free
investment (Neat, 1984: 293; Taylor, 1990: 18). These patterns are summarised in
Exhibit 3 below.

Exhibit 3
Broad patterns of prime office leases
Many Asian Australia and Many European England
countries New Zealand countries
Gross Almost net Tenant-repairing or
fully net
2 years 5 years 10 years 15 years

Common lease lengths

Although it is nat evident from thisinformation, in those countries where leases permit
frequent adjustments to rent, there isless emphasis on full recovery of operating cogs.
Thisismog naticegble in countries where the rents are linked to either consumer price or

¥ Zankel (1991, p.11 & p.244) suggests that gross leases with recovery of increases on each
operating expense, limited by “stops’, were probably the most common for offices at that time.
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condruction cogt indices. In markets for which changesin the basis of leesing have
occurred over time, shiftsin responghilities that benefit landlords coincide with

temporary shortages and shifts that benefit tenants coincide with surplus space. It gppears
that the dominant party takes advantage of the market conditions to improve basis of
leesing aswell asto increase the rent.

3.2  Within markets

Two examples of the rdationship between lease length and the responsibilities for the
property within particular countries are provided below.

3.21 Australia

The basis of leasing properties in Audraiavaries according to the use of the property, its
dze and its State. Asin mogt countries except England, it isthe practice in Audrdiafor
sarvice charges and tenant- operating leases to excdlude liability for “fair wear and tear”
(Barnett, 1990: 66; Duncan, 1993: 103) and structural repairs.* In self-contained shopping
centres, landlords operate the property and recover the costs from the tenants (except for
some items for which State laws prohibit recovery), whereas leases of sngle shops tend

to give tenants more regponghilities if the letting is for alonger period. Office buildings

in Perth are mogdly leasad net, whereasin the Eastern dities, they are predominantly

leased on a“gross plusincreases’ bads. In oversupplied marketsin the early 1990s,
government departments led a push for gross leases with no recovery of increased cods.

Single tenanted leases of offices and indudtrid properties for more than ten years are not
common but would often require tenants to operate the premises. Single tenanted leases
of lessthan three years are often gross. Exhibit 4 beow shows the portion of net and

grossleases of different length for some 697 leases over commercid and indudtria
propertiesin Port Addaide (South Austrdia).® The Table confirms that leases of one or

two years are Sgnificantly more likely to be gross than leases of 310 5 yearswhich are
normaly net. The column headed “Other” contains amixture of leases with partid
recovery of operating expenses and those for which tenants carry out some repairs and
insurance themsdaves.

Net or Gross (South Australian leases)

Length  Gross Net Other
1 year or less 47.7% 41.4% 10.9%
2-3 years 21.0% 74.4% 4.6%
4-5 years 17.1% 73.6% 9.3%
more than 5 years 15.4% 78.8% 5.8%
Total 28.7% 63.7% 7.7%

* In some instances, neither the lease nor |egidation specificaly make the landlord lidble for these
repairs and, as a consequence, neither party isliable.
> Data kindly supplied by Grant Smpson, Vauer to the City of Port Addaide.
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3.2.2 England

Single tenanted prime propertiesin England are held generdly under full repairing and
insuring leases. Recent new |ettings are typicdly for 15 years with some for longer
periods. Multi-tenanted commercid, retall and industriad properties are leased with
sarvice charges recovering dl operating expenses (dthough some tenants have been able
to negotiate a cailing on the service charge). Gross or “internd repairing” leases are more
common for small secondary properties on short leases, not owned by inditutiona
investors. Exhibit 5 beow summarises informeation about 1616 Ieas&over properties
which were auctioned in England and Wales during 1998 and 1999.° Theinformation
was collated from auction particulars and in many instances the repair responsbility was
undear. Thelink between lease length and who has contral of the premisesis clouded
because the data does not distinguish between tenant-repairing leases and net leases with
savice charges However, it iscear that internd repairing leases are rardly used for
tenancies of more than ten years.

Exhibit 5

FRI/Net or Internal Repairing
(UK auction particulars) by number of leases

Length Unknown FRI IR

<10 35.3% 49.4% 15.3%
10-14 27.0% 69.0% 4.0%
15-19 21.7% 75.7% 2.6%
20-24 18.2% 81.3% 0.5%
25 or more 17.5% 82.5% 0.0%
Total 26.2% 67.4% 6.4%

Note This data does not digtinguish FRI (Full reparing and insuring) leeses from net
leases with sarvice charges, IR (internd-repairing) leases are partly gross.

Thetypicd lease length for “inditutiond grade’ property in England hasfalen from 25
yearsto 15 years Snce the 1980s. Some (but not dl) evidence suggests that this has been
accompanied by more use of internal repairing leases.” It appears that there may be no
less use of full repairing and insuring (or net) leases for what are loosely called prime
properties. A survey of corporate tenants by Craosby, Gibson and Oughton (2001, p.22)
reveded that some fdt that the full repairing and insuring lease was no longer approprlate
with shorter leases (particularly for 10 years or less). A recommended short-term lease®
endorsed by landlord and tenant representetives is intended for usein leases up to three

® This datawas kindly supplied by Professor Neil Crosby of the Department of Land
Management and Development at the University of Reading.

" The andlysis of Vauation Office data for the DETR report (2000, p.80) suggested a declining
use of FRI and net leases for avariety of commercia and industrial properties.

8 published as the BPF Short-Term Commercial Lease (1999) by Sweet and Maxwell Limited .
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years and it providesfor full care by landlords with no service charges except for
payment of utilities

Both the comparisons across and within markets confirm, in alimited way, the expected
link between lease length and the dlocation of respongibilities for the property. Because
of the shortcomings of the data, the complexity of leesing arangements and the danger of
generdising from specific markets, adgebraic mode is proposed below to supplement
these findings.

4 An algebraic model

4.1 The framework of the model

A modd suggesting how property responghilities should be dlocated for leases of
different lengthsis outlined below. The foundations of the modd are that:

landlords seek to maximise the present vaue of their net income during the lease
and the vaue of the property after the lease expires, and

tenants seek to maximise the present value of ther benefits of occupation, net of
al occupancy cods, during the lease.

Themodd showswhy shifting respongihilities does more than shift vaue from one party

to the other. Shifting responghilities may change the combined present vaues of the
interests of the landlord and tenant.

Thelandlord seeks alease that maximises
ét Li _ (Xn ~ Si)_ Cr
=Q+k,) = Q+k ) Q+k)

Equation (1)

n oo

where L; isthe rent per annum in year i;
i aetheyearsof the lease;
t isthelength of theleesein years

k4 istheannud interest rate on medium or long term debat of the tenant ;
X,; arethe property operating expenses paid by the landlord in yeer i;
S; arethe landlord’ s operating expenses recovered from the tenant in year

L

k, istheannud discount rate gppropriate for uncertain liabilities of the
landlord; and

C, istheeffect on the resdud vaue of the building of an ingppropriate
level of operating expenses (neglect or overspending).

During the lease, the landlord will receive rent, L, which isfixed or linked to some index
during the lesse or a leagt until arent review to the current market rentd value. The
landlord may be responsible for some or dl of the operating expenses, X;., dthough some

1C
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may be recovered from the tenant as a service charge, S. The operating expenses are
uncertain when the lesseisSgned.

The discount rate for the rent reflects the return on medium or long term debt issued by
the tenant. The landlord receives lease payments that are the equivaent to paymentson a
corporate bond or other debt instrument issued by the tenant, with the resdud vaueakin
to an equity stake in the property (Graff 1992, p.449; French and Ward 1996, p.48).

The discount rate for uncertain ligbilities such as the operating expenses should reflect

the risk that they may be greeater than expected. Because the eements of the cash flow are
discounted separately in Equation (1) above, risky liabilities are discounted & a lower
rete than certain receipts or ligbilities®

At the end of the lease, the landlord is entitled to the unencumbered vaue of the property
which will largely be determined by market conditions a thet time. However, the resdud
vaue of the building may be affected by neglect of (or overspending on) the property
during the lease. The effect on the resdud vaue arigng from changes to the operating

expensssistermed C,.. Except for this effedt, it is assumed that the vaue of the property
after the lease expiresis not influenced by the current leese.

The tenant seeks alease that minimises.

Ozé L X  + 5. C

ni i ni

a a L+ . .
=g+ k) Q+k, ) @Q+k, )G

TN/

Equation (2)

where X,; arethe property operating expenses paid by the tenant in yesr ;;

k,, istheannud discount rate appropriate for uncertain ligbilities of the

tenant; and

Criisthe effect on the benefits of occupation in yeer i aisng from an

ingppropriate level of operaing expenses (neglect or overspending).
The tenant benefits from occupying the premises until the lease expires, subject to the
payment of the agreed rent, L, and possibly paying for uncertain operating expenses,
ether directly, X, or by rembursing the landlord, S. The benefits of occupation are
uncertain when the lease is Sgned and will be reduced (or increased) if neglect of (or

more spending) on the property. The change in the tenant’ s annua benefits of occupation
istermed C,,.

The discount rate for the (fixed) rent is the cost of medium to long term debot issued by

the tenant. The tenant should be indifferent to paying a (net) rent thet is equivaent to the
interest rate on borrowings to acquire the asset plus the expected depreciation (Miller and

° Itislogical to discount risky lighilities at arate that is less than ariskfree rate, giving risky
liabilities a higher (negative) present value than certain ones. The more risk, the lower the rate.
Thisis consgtent with the use of a higher rate to reflect the uncertainty of positive cash flows.

11
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Upton 1976, p.764; Hendershott 1997, p.6). This cost of capitd for the tenant is the same
asthelandiord’ s return on such debt. The discount rate for risky lidbilities may be

dightly different from the landlord’ s rete for the same lighilities, which may depend upon
the landlord’ s cost of capitd and degree of risk averson.

4.2 Optimal allocation of property responsibilities

Both the landlord and the tenant will be sriving for lease termsthat define their
responshilities for the property in such away thet their own interests are maximised.
Generdly, changes in respongbilities that benefit one party will disadvantage the other,
but not necessarily by the same amount. \Whenever the parties see net benefits from
switching responghilities, the net bendfit can be shared by adjusting the rent.

Provided thet rent can be adjusted when negotiating different lease terms, landlords and
tenants will cooperate to reduce their combined costs during the lease. In comparing two
bases of leaaing, the parties will opt for the one that minimises their combined costs. A
smple numericd examplein Exhibit 6 bdlow demondratesthis. This example shows
how, if the responghilities are changed in such away thet the tenant’ s operating cods are
lowered more than the landlord' s cogts are increased, the tenant will be willing to pay
aufficient extrarent to cover the landlord' s incressed cogts.

Exhibit 6

Consider a property that the tenant has been offered to lease at $80 per
square metre per annum (psmpa) on the condition that the tenant is
responsible for all maintenance and management. Operating the property
would cost the tenant about $35 psmpa until the lease expires but suppose
that the landlord can operate the property for about $30 psmpa.

The tenant would benefit by offering a (gross) rent of up to $114 psmpa for the
landlord to bear the responsibility for operating the property. The landlord
would gain by taking responsibility for all maintenance and management at a
gross rent of between $111 and $114 pmspa. This is because the operating
costs are being borne by the party with the cost advantage.

Inthe example in Exhibit 6 aove, the vaue of both the landlord' s and the tenant’s
interests can be enhanced by changing the dlocation of lease reponsihilities If achange
in the dlocation of lease reponghilities, with an associated change of rent, would
increase the vadue of the interests of both parties, the revised basis of leasing is more
efficient than the origind dlocation of rights and responsibilities. The potentid to
improve the combined vaues of the interests of both parties by changing the lease terms
isredlised by compensating adjustments to the rent.X° Whenever one party to the lease

1% The notion of “efficient” contracts is explained by Cooter and Uren (1997, p.73) and Stephen
(1988, p.57 & p.157).
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would surrender rights or respongibilitiesfor a smaler adjustment to the rent than the
other party, amore efficient lesse can be negotiated.™*

Referring back to Equation (1) and Equation (2) above, each party will agree to changes
in property responsihilities, provided thet after compensating adjustments to the rent, the
present value of thar interest isincreased. Because the appropriate discount rate for the
agreed rent isthe same for the landlord and tenant, the parties will adopt the basis of
leesng which minimises

g é(Xn - Si) Xni +Si Cni y Cr
LEArkY  @rh) @k YL @k
l_e r n n u r

Equation (3)
Thetemsin Equetion (3) above arethe codts of leesing which may vary with the basis of
leasing. This representation of the negotiation of |leases captures two aspects of the
relationship between landlords and tenants. On the one hand, they are adversaries riving
to obtain the most from the property a each other’ s expense. This aspect of their
negotiationsisa“zero sum game’. On the other hand, they are dso partners, working
together to enhance the total vaue of the property and hence increase both of their
interegts.

The property operating expenses, X, and X, and the recoverable operating expenses, S,
are determined by the basis of leaang. A convenient smplification isto define three
types of leasesin such away that:

under agrosslease, X, =0and S =0;
under anet lease, X, =S and X, = 0;
under atenant-operating lease, X, =0and S =0.

These three bases of leasing are used to judge the effects of neglect or overspending
under leases of different length.

4.3 The effects of neglect or overspending

Themodd defines how the bass of leasing will influence the incentive to under- or
overgpend on operating expenses. Changing the level of expensesinfluences both the
residud value of the property and the benefits of occupation. There has been little
empirica research asto how spending on the property influences the benefits of
occupation or itsresdud vaue.

Vorg (1987, p.211) modds maintenance as a sochadtic variable having adedining
positive influence of the queity of housng. Smilarly, Benjamin, delaTorre and
Musumeci (1995, p.179) assume that additiona expenditure shows declining benefits.

11 Srictly, this only holds true if adjusting the rent has the same effect on the value of the interests
of both parties across the negotiating range of rents. Thisis a reasonable assumption for non-
residentia leases, where the benefits are entirely monetary.

13
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Dildine and Massey (1974, p.633) deduce an optimum leve of expenditure (when
margind benefits are equated to margind cogts) and its effect on housing qudity. They
use ageometric rate of depreciation and show that as rents decline, less expenditure can
be judtified. They observe that some expenditure on the property does not influence

depreciation (these are items such as insurance, taxes and fud; p.632) and thet, other
things being equd, an increase in Ste vaues will lower the optimum leve of
mai ntenance expenditure (p.636).

Littleis known about rates of deprediation for properties.*? Thismodd does not specify a
rate of depreciation for a properly maintained building. Ingtead, it defines changesin
depreciation caused by neglect or overspending. A plausible rdaionship between
changesin operding expenses and changesin the vaue of the property is

Equation (4)

where C isthe changein present value of the property ariang from an
Ingppropriate level of operating expenses,
b isthelength of the life of the building in years

X are gppropriate property operating expensesin yedr i;

k isthe annud discount rate for uncertain liabilities (for an owner-

occupier);

u isapercentage change in operaing expenses, and

d isafactor setting the severity of dedlining returns for additiond

expenditure.
The gppropriate operating expenses would be an amount unaffected by any lack of
incentive for the landlord or tenant. Therefore, the gppropriate level of expenses are those
that an owner-occupier would undertake (Benjamin, de la Torre and Musumeci 1995,
p.180). By defining the percentage of unenforceable expensesasu, C givesamessure of
the potentid effect on the value of @ther neglect or overspending.

The unenforceable eements of the operating expenses are mainly maintenance expenses,
some of which may border on improvements. The fact that maintenance is often deferred
under poor economic conditions (Williams 1994, p.17) suggedts that someitems are
treated as discretionary. Tenantswill seek to reduce any expenditure thet gives benefits
after the lease has expired, whereas landlords will give these expenses priority. However,

12 Recently published studies of rates of depreciation in non-residentia properties include Dixon
(1999) and Baum and McElhinney (2000). A review of the patterns and rates of depreciationin
buildings can be found in Dixon, Crosby and Law (1999, p.153), showing margindly stronger
support for exponentia trends in depreciation with a constant compound rate, rather than constant
linear trends in declining value (p.174).

14
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it isnot clear how expenditure in one period limits depreciation in later periods. Nor isit
essy to define which expenses are for future benefits and which for today.

In thismodd, the changes in the present vaue of the property, C, caused by inappropriate
expenditure are apportioned between the landlord and the tenant in accordance with the
length of the lease, ¢, as a portion of the remaining life of the building, . The changesin
thelandlord’ sresdud, C,, and the tenant’ s occupationd bendfits, C,,, are given by:

C to
G _cs§. 19
L+k) =~ & ba
Equation (5)
d Cni — * i
i21(1+ kn)i b

Equation (6)
4.4 Different bases and lengths of lease

Using thismodd, the effects of the basis and length of lease on the vaue of the property
can be tested. Thisis explained fully for a grosslease. Under agross lease, the landlord
will avoid unenforcestle expenses that do not enhance the value of the resdud
auffidently.

If « isthe unenforcegble dement of the operating expenses, Equation (4) and Equation
(5) aove can be combined to show that the effect of this underspending on the resdud,
Cr, would be:

7

C ju

X.u N r o
_r =g i (1.4 )+ 8- L9
(L+k ) - ud el e

@+ k,)

I Do~

Equation (7)

Under agrosslease, alandlord will have an incentive to reduce expenditure, .X;, to the
level a which the present vdue of the reduction in expensesis the same as the present
vaue of the resulting damege to the resdud. This sats the minimum expenditure by the
landlord to the level & which:

X, u b X,u t0
— 0 —=—a—"—*(1-ud)*cl- —=
i§1(1+kr)l ie=11(1+kr)l ( "’ ) gi bo

Equation (8)

Theleft 9de of Equation (8) above represents the potentia saving on expenses and the
right Sde represents the dameage to the resdua vaue that would result.
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The reduced expenditure by the landlord aso lowers the value of the tenant’ s interest.
Asuming that the lease cannot be designed to prevent the landlord lowering expenditure,
the landiord will not congder thisfurther loss. Combining Equation (4) and Equation (6)
above, the tenant’ slossin each year of the lease, C,,;, will be:

ét C :éb X.u
LR Ty

ni

t
*(L- ud )* —
- ud)*s

Equation (9)

The key to the mode isthat, either the landlord does not consder the tenant’ slossin
secting aleve of maintenance under agross lease or that the tenant believes thet the
landlord will not consider the tenant’sloss.

Adopting the same gpproach to a tenant- operating lease, the tenant will reduce operating
expenses by the avoidable portion, « (ubject to aminimum expenditure, X, that makes
the present value of these expenses equd to the present vaue of the damagesto the
occupationd benfits, C,,). The tenant will not be concerned thet thiswill lower the vaue
of the landlord’ s residud.

Under anet lease, the landlord will overspend unless this can be contained by the tenant
(subject to amaximum expenditure, X, that does not decrease the present value of the
resdud). The modd assumes that the effects of overspending on the vaue of the
interests in the property take the same functiond form.

4.5 Initial simulations using the model

One method of testing thismode isto smulate the cogts of leesing asreflected in
Equation (3) above. These costs of leasing are the operating expenses plus any changesin
the vaues of theinterests of the landlord and tenant that are caused by neglect or
overgpending. Using the three Smple bases of leasing defined above (gross, net and
tenant- operating leases), the costs of leasing for any number of years can be evauated.
Thelevd of operating expensesis st by the party respongible for the works (for
example, in Equation (8) above for agrosslease) and ignoring the change in vaue of the
other party (in Equation (9) above).

Theinitid smulation assume that 20 per cent variationsin operating expenses cannot be
controlled by the other party (and d was given avaue of 2, reflecting sharp declinesin
returns for additiona expenditure). The discount rate for both the landlord’ s and tenant’s
lidhilities was set at 6 per cent per annum. Using an arbitrary $1,000 per annum asthe
appropriate operating expenses and a building life of 30 years, the codis of gross, net and
tenant- operating leases of between 1 and 30 years were caculated. These are diplayed as
annudised codts (using acogt of debt of 8 per cent per annum) in Exhibit 7 bdow. The
lease type with the lowest costs would be preferred. The annualised costs above $1,000
represent the aggregate loss created by the incentives to neglect or overspend during the
lease (the agency cods).
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Exhibit 7
Lease length and responsibilities
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Gross leases show lower codts up to lease length of 8 years; tenant- operating leases show

lower cogs for leases of 22 years or more. In this smulation, leases between 9 and 21

years long add the same costs whichever basis of leasing is adopted. Increasing the

uncontrollable variationsin operating expenses or the saverity of the declining returns

reduces these neutrd lease lengths. Decreasing the building life reduces the minimum

leese length for which tenant-operating leases show the lowest codts. Variationsin the

discount rates have a drametic effect upon the annualised costs but much less effect on

which type of lease has the lowest costs a each lease length.

Theseinitid smulations show gross leases to be suitable for leases of five yearsand
more and show no advantage of net leases. Two other factors have been identified as
important in the dlocation of responghilities for leased premises.

4.6 Other factors influencing the basis of leasing
4.6.1 Comparative operating advantage

It may be chegper for ether the landlord or the tenant to manage and maintain the
property for two principa ressons. Firg, only one of the parties may have specidised
undergtanding of repair techniques, skillsin the early detection of disrepair and
knowledge of insurance, property taxes and maintenance contracts. Secondly, only one of
the parties may have economies of scdein repairing, insuring or managing a portfolio of
properties. Economies of scae have been recognised as one reason why leesing markets
exig despite the agency effects (Benjamin, dela Torre and Musumeci 1998, p228).
Provided that both the landlord and the tenant are aware of the comparetive advantage,
the respong bility for management and maintenance will be dlocated to the party thet can
meke savings. To Imulate this, it was assumed thet the landlord can run the property for
5 per cent per annum less than the tenant. Referring to Equation (3) aove, X, is set out a
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5 per cent lessthan X,;, with the other variables unchanged. Exhibit 8 below showsthe
cogts of leasang for different periods.

Exhibit 8
Lease length and responsibilities
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Net leases are now chegper than gross leases of more than 7 years. Tenant-operding
leases now only minimise the costs of leasing for leases of 28 years or more. If these

comparative advantage are more extreme, they determine the basis of leasing,
irrepective of the length of the lease, outwelghing the agency codts.

4.6.2 Risk allocation

Because operating expenses are unknown a the time when the rent is fixed, both parties
would be averse to taking on the risk of escalating operating expenses. Under gross
leases, landlords bear the risk; under net and tenant- operating leases, tenants bear the risk.
Either party will only beer thisrisk if they are compensated. Therefore, the difference
between a net and gross rent should be greater than the expected operating expenses ™ If
a hedge againg the fluctuations in running cogts was available, ether party could avoid
the risk for the same cost and they would be indifferent between gross and net rents. 14
However, such ahedgeis not available and the risk must be borne by one party. In
Equation (3) above, the present vaue of the costs will be lower if they are borne by the
party which isless averse to these risks, other things being equd. This can be smulated

in the modd by lowering the discount rate for risky lighilities for the party which ismore
risk averse. Exhibit 9 bdow is based on alandlord more averse to risks than the tenant,

13 From Equation (3), the difference between the gross and net rent would be

N ST ia

a i * -t

14" lBert and Mclntoshi (1989° 89) demdngtrate an eqilibrium adjustment between net and gross
rents which assumes that unexpected changes in operating expenses are perfectly correlated with
unexpected consumer price inflation, which can be hedged usng commercid paper.
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lowering the landlord' s discount rate for risky ligbilities from 6 to 4 per cent per annum
(whilst removing the comparative advantage).

Exhibit 9

Lease length and responsibilities
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If the landlord is more averse to bearing the risk of operating expenses, agrosslesseis
less suiteble than anet one. In this smulation, the gross lease is only the chegpest bas's
for leases of 3 yearsor less. If the landlord’ srisk averson is made stronger, even shorter
net leases may be preferred. Although the potentid for overspending in sarvice chargesis
more severein very short leases, the dlocation of operating risks may more be more
importart than the agency codsin determining the basis of leasing. Tenant-operating

leases remain the chegpest basis of leasing for 23 years or more.

4.7 Limitations of the model

The cods of leasing are influenced by three principal factors— operating advantages, risk
tolerance and incentives to care for the property. The outcome of the trade- of f between
their effects can be seen by smulating therr likely effects. However, the ability of the
amulationsto predict the bases of leasing for different length leasesislimited. Frd,
thereisalack of information about how neglect or overspending influences the benefits
of occupation and the resdud vaue. Secondly, in practice, the magnitude of the change
in the value of the landlord’ s and tenant’ s interests arisng from neglect or overspending
may be negligible in comparison with the other factors and the generd changesin vaues
and rents over time. Thirdly, thereislittle evidence of how landlords and tenantsjudge
the benefits and risks of different lease structures.

There are further agpects of the reationship between landlords and tenants thet are not
cgptured by the modd The mode assumes that the negotiation processis flexible enough
for the rent to be adjusted to compensate for changes to the alocation of responghilities.
However, there is evidence in some markets that rents may be negotiated for new leases
on assumed terms and those terms may be amended subsequently without the rent being
renegotiated (Crosby and Murdoch 2000, p.430).
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In some markets, leases may be treated asasmadl part of alarger relationship between
the parties. If the parties have equa power, rents and lease terms may be set asabilaterd
negotiation of areationship that will develop during the lease and perhaps for subsequert
leases (Williamson 1979, p241). In these cases, the incentive to avoid expenditure thet is
for the bendfit of the other party may be countered by the advantages of preserving a
cordid relationship between the parties

It isnot certain that the correct period of andysisisthe length of the leese. There are
arguments for extending the andydsto options or Satutory rightsto renew. There are
adso aguments for ceasang the analyss a the time of a market rent review or a breek
clause during the lease. If the tenant has an option to renew the lease a the then current
market rent or has abresk clausein the lease, the tenant (but not the landlord) can
renegotiate the lease covenants as wdl asthe rent. Provided thet the initid leeseis
negotiated with aview to retaining the same covenants until the end of theleasg it is
logicd to modd the cods of leasing over the period of the lease, exduding any optionsto
renew or bresk clauses.

Theimplementation of rent reviews during the lease may a <o influence which party
benefits more from good management and hence influence which party wishes to control
management. If the rent after amarket review isto reflect the sandard of the property,
the tenant pays over & least part of the benefit to the landlord, reducing the tenant’s
incentive to care for the building properly. However, if the rent at amearket rent review
will be st a alevd that ignores disrepair (asis often the caseif the tenant failsto
comply with arepar covenant), the state of repair will not affect the rent until the lease
expires. This suggedts that the agency effects should be modelled over different periods
for landlords and tenants.

The nation of efficient lease covenants for different length leasesis ahepful abgtraction.
Inredlity, dl thet is obsarved in most property marketsis aprevailing bads of leasing,
alocating property responshilitiesin away that may gppear to favour landlords or
tenants. Except in marketsin which the prevailing basis of leasing is changing or has
changed, there may be no evidence that |ease covenants are more efficient than the
dterndives.

Leases are contracts with high costsin searching and evauding dternative premises.
These cogts can be reduced by adopting the sandard basis of leasing in the sub-market,
even if the lease length isto be different to the norm. Standardisation makes rental
comparisons easier. There arein fact no widely accepted methods for adjusting rentsfor
vaiations in mos lease covenants (Rowland 2000b, p.177). Leasing on an unusud bads
aso addsto the uncertainty of the vaue of the interest because there may be few
subsequent buyers or assgnees who share the preferences of the current landiord and
tenant for the unusua covenants. On occasions, Sandardising leases may be more
important the ather factorsinfluencing the basis of leasing.

5 Conclusion

The assartion that longer leases are likely to give more respongibilities to tenants then
short onesisintuitively obvious. Internationd comparisons and empirical evidence
within some markets confirm this. The incentives to neglect or oversoend can be
modeled as agency cods dthough this requires some plausible but unsubstantiated
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assumptions about the effect of under- or overgpending on the building. Smulating these
cogs of lessing givesindghtsinto which bass of leasing ismogt suited to leases of
different lengths. Theimpact of the age of the building is reflected but not the effects of
the process and strengths in negoatiation. The Smulations aso shows how comparative
cogt advantage and the dlocation of operating risks may obscure the reaionship between
leese length and the dlocation of responsibilities

The amulations are broadly conggent with the observed usage of different types of
leases, where evidence is avalable. The Smulations suggest that gross leases are best
suited to leases of 1 to 3 years. For risk averse landlords, net leasesfor 4 to 15 years are
preferred. Tenant-operaing leases are only clearly favoured if they are for 20 years or
more. In practice, shorter (2 and 3 year) net leases are reasonably common in Audrdia
and tenant-repairing 15 year leases remain the norm in England. Given the variety of
inditutiona condraintsin leesing markets around the world, it is unlikely that more
precise conclusions can be drawn about the link between lease length and the dlocation

of responghilities
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