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"l am negotiating a lease that will contain an option to extend.
Should rent during the option period be set by appraisal?"

In short-term leases (five years or less), rent escalators are often based on a formula.

The escalator might be a fixed annual percentage increase, or, during inflationary times,
the consumer price index. When the original term plus option terms total less than ten or
twelve years, it is common for the same escalator used in the original term to continue into
the option term. If the escalator produces a higher-than-market rent during the extended
term, the tenant is protected because it can elect not to exercise the option and simply
move out. In practice, this often leads to a negotiated reduction in the option term rent from
the rent that the escalator would have produced.

Formula escalators are nice because they are objective and certain. With longer-term
leases, however, the chances increase that the rent escalator will produce a rent that is out
of whack with the market. Neither landlords nor tenants can predict what market rent will be
ten, fifteen or twenty years into the future. For this reason, landlords and tenants often
include an appraisal mechanism to reset the option term rent to "fair market rent."

The beauty of such a mechanism is that it usually causes landlords and tenants to sit down
and negotiate a fair rent for the option term. This is because landlords and tenants hate
paying their appraisers, almost as much as they hate paying their lawyers.

On the off-chance that the appraisal mechanism might actually be used someday, here are
some features that should be built into the machinery:

+ State minimum qualifications for the appraiser (for example, "an MAI appraiser who has
at least ten years' experience in appraising commercial real estate in south central
Wisconsin")

+ If each party is supposed to designate an appraiser, state what happens if one of the
parties fails to do so

+ If you are the landlord, provide a floor for the rent during the extended term (for example,
"in no case shall rent for the extended term be less than the rent payable during the last
year of the original term")

+ If you are the tenant, give yourself the right to back out if the appraisal produces a rent
that is too high for your taste

+ Make sure the timing works. If the appraisal process is going to take three or four
months, and the tenant has the right to back out after the appraisal is complete, there
should be enough time left so that the tenant has enough time to find a new place, and
the landlord has enough time to find a replacement tenant
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CURRENT RATES

Grandbridge
Associated Bank Real Estate US Bank Bank of America
Capital LLC
Apartment/Multi
Family Loans Rate L*+ 175-200 5.75% - 6.25% L*+175-200 L*+175-225
Up to Up to
Term 10 Years 10 Years 5 Years 5 Years
LTV 80% 80% Up to 80% 80%
Up to Up to Up to Up to
Amortization 30 Years 30 Years 30 Years 30 Years
Retail/
Office Loans Rate L*+ 165-210 6.00% - 6.50% L*+175-225 L*+175-225
Up to Up to
Term 10 Years 10 Years 5 Years 5 Years
Up to
LTV 80% 75% 80% 80%
Up to Up to Up to Up to
Amortization 30 Years 30 Years 30 Years 30 Years
Commercial Loans
Rate L*+ 165-210 6.00% - 6.50% L*+175-205 L*+175-225
Up to Up to
Term 10 Years 10 Years 5 Years 5 Years
Up to
LTV 80% 75% 80% 80%
Up to Up to Up to Up to
Amortization 25 Years 30 Years 30 Years 30 Years
*L equals the Libor swap rate for the applicable period
Maturity Today Last week Last month
5 year Treasury 2.97% 3.17% 2.60%
10 year Treasury 3.78% 3.86% 3.48%

This Reinhart Weekly Real Estate Report provides general information about real estate issues. It should not be
construed as legal advice or a legal opinion. Readers should seek legal counsel concerning specific factual
situations confronting them.

Any advice expressed in this writing as to tax matters was neither written nor intended by the sender or Reinhart
Boerner Van Deuren s.c. to be used and cannot be used by any taxpayer for the purpose of avoiding tax penalties
that may be imposed on the taxpayer. If any such tax advice is made to any person or party other than to our client
to whom the advice is directed and intended, then the advice expressed is being delivered to support the
promotion or marketing (by a person other than Reinhart Boerner Van Deuren s.c.) of the transaction or matter

discussed or referenced. Each taxpayer should seek advice based on the taxpayer's particular circumstances from
an independent tax advisor.
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