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§ 2:1 Ground Lease Rental Rates1

§ 2:1.1 General Considerations; Rates of Return

Ground lease rent is determined in two very different contexts. In
the initial negotiations, the principals have very often agreed on a base
rent before the letter of intent stage, when most of the other terms of
the ground lease are still to be negotiated.2 Later, long-term ground
leases often provide for a redetermination of the base rent to protect
the landowner against inflation and other economic changes, by
arbitration or an appraisal procedure, in which the other terms of
the ground lease are set and usually cannot be changed by the
appraisers or arbitrators.3 Probably the single most important factor
in initial ground lease rental is the demand for the site at the time the
lease is executed. A later reappraisal of the ground rent is much more a
technical analysis of real estate and financial market valuations,
usually involving professional real estate appraisers.

In each of these contexts, the following general characteristics of
ground rentals need to be kept in mind. First, it is usually feasible to
establish a fair market value for the land, primarily from actual
transactions in the same market area.4 But very often, outside of a
few limited areas (such as Manhattan or Honolulu), there may be few
if any recent actual lease transactions to establish ground lease rates of
return.5 Sometimes, the lease will specify, in the event of a reappraisal,
that the rent shall be a fixed percentage of the appraised land value, for
instance, 7% or 8% of the land’s FMV.6 Sometimes the rate of return is
tied to a market rate, for instance, the ten-year Treasury rate, or the
AAA bond rate.7 Often the rate of return and the land value must both
be determined by the appraisers or arbitrators.

This invokes the second general characteristic of ground lease rents:
that absent “subordination of the fee,”8 the landlord’s position in a
ground lease is as much like a financial instrument as a real estate

1. See generally Chris Carneghi, MAI, Determining Ground-Lease Rental
Rates, APPRAISAL J., Apr. 1994, at 256–63; cbappraisal.com/pdf/
determining_ground.pdf [hereinafter Carneghi]; Jerome D. Whalen, A
Note on Rates of Return in Ground Leases, 30 PROB. & PROP. J. 50
(May/June 2016).

2. See supra section 1:8.
3. See infra section 2A:2.
4. See supra section 1:3.
5. Carneghi, supra note 1, at 256.
6. This may be a good idea if the parties want to eliminate a degree of

uncertainty from the reappraisal process. See discussion infra section
2A:2.

7. See infra section 2A:2.
8. See infra chapter 5.
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investment.9 The landlord generally does not have any management
or operating risks or responsibilities or any investment in improve-
ments subject to physical depreciation. Yet even with an unsubordi-
nated ground lease, the landlord faces a degree of unavoidable risk:
preconstruction delays and possible termination;10 construction prob-
lems, including lien claims;11 poor markets for the project that might
lead to tenant default and/or bankruptcy. Other problems will arise at
the end of the lease term when the property reverts to the land-
owner.11.1 Carneghi suggests that ground lease rates need to reflect a
degree of real estate risk and should be something greater than AA
bond rates.12 Ultimately, the safety of the unsubordinated ground
leased fee is dependent on the continuing economic viability of the
project on the leasehold.

Times when interest rates are historically low or high due to
economic conditions, which may be periods when few, if any, ground
leases are being entered into, may well be a time when some ground
lease rents are up for reappraisal. In some respects, a landlord’s
position under a ground lease is a unique investment; it is not like
owning an operating property; as noted above, the landlord usually
does not have any operating responsibilities, but the attendant risks
are at least qualitatively different from those of corporate bonds or
most other financial instruments. Usually there is no real market,
such as those for financial instruments, to refer to in order to establish
any going rate. Fixing ground lease rental rates is much more an art
than a science.

Carneghi allows12.1 that it is “helpful” to know historical ground
lease rates of return and how they reflect economic conditions, while
seemingly emphasizing current financial market conditions. However,
in the initial lease negotiations, historical rates of return are likely to
loom much larger than current, transitory market conditions. When
the parties contemplate a term of fifteen or twenty years or more for a
base rent, the fact that market rates are very low or very high by
historical standards will probably have no more than a marginal effect

9. Carneghi, supra note 1, at 262–63.
10. See infra section 8:2.
11. See infra sections 10:3 and 10:4.
11.1. See infra chapter 18, Surrender upon Termination, and infra section 8:9,

Holdover Tenancies, and infra section 9:2.5, Soils and Hazardous Wastes,
this latter regarding remediation of hazardous materials.

12. Carneghi, supra note 1, at 263. An investor in unsubordinated ground-
leased fee interests has suggested that it is “similar to an AAA-like bond.”
See Diane Rusignola, Reinventing the Ground Lease Concept, REIT MAG.
(Sept./Oct. 2018), https://www.reit.com/news/reit-magazine/september-
october-2018/reinventing-ground-lease-concept?utm_source=smartbrief.
com&utm_medium=email.

12.1. Id. at 256.
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on the agreed rent. In almost any market, a rate of return (based on
land value) of less than 6% would be low (and probably unattractive to
the landowner) and more than 10% high (absent subordination)—and
probably unattractive to the tenant unless the site is in particularly
high demand, as in a competitive bidding. Certainly 7% to 9% is much
more likely (“historically”) to be the basis for an agreement, absent
unusual circumstances. And if current market rates—either very high
or very low—would not serve as the basis for the initial agreement of
the parties, in the context of a subsequent reappraisal they should not
be treated with greater respect by the appraisers unless the reappraisals
are very frequent.12.2

Anecdotally, historical rates have run anywhere from 3–12% for
unsubordinated ground leases, probably forming something like a bell
curve, with the peak between 6–9% or 6–10%. Carneghi reports
ground lease rates of return in the San Francisco Bay Area during
the 1980s were in the range of 8–12%, with the preponderance
between 9–10%.12.3 Ground lease rates in the Pacific Northwest
seemed to run between 6–10% in the decades before the Great
Recession. Historical rates seem to give a better picture of the
expectations of the parties to a long-term ground lease than the
current state of financial markets when the initial lease is signed or
at the time of a reappraisal, especially with the increasing volatility of
the markets arising from globalization, the rise of unregulated lenders,
and the development of computerized bond trading programs.

§ 2:1.2 Structural Objectives

No landowner today should be willing to sign a long-term ground
lease with a fixed annual rent for the entire term. The landowner
wants periodic adjustments to reflect inflation and changes in the
value of the land. Developers and their sources of financing will resist
any adjustments that are not limited in amount and calculable in
advance. Where the project is financed with a leasehold mortgage loan,
the ground rent is senior to debt service and must be paid even by the
lender following foreclosure, a sort of “super senior” obligation secured
by both the tenant’s equity and the lender ’s advances. Even if the fee is
“subordinated,”13 the tenant is still concerned that the ground rent is

12.2. See infra section 2A:2.1.
12.3. Carneghi, supra note 1, at 260–61. It has been reported that 8% is the rate

usually applied by appraisers to fair market land values in ground lease
rental resets in Hawaii. ERIC MAEHARA, LEGIS. REFERENCE BUREAU, HAW.,
REP. NO. 5, 2003: REAL PROPERTY LEASES [hereinafter Real Property Leases],
at 16.

13. In which case the lender, after foreclosure, would take free of the lease and
the obligation to pay ground rent.
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affordable and appropriate for the project and the lender still does not
want to fund a project that might face financial difficulties.14 The
tenant is entitled to protection from rent increases that do not reflect
the project value (or, at least, the value of the land as a component
of the project that the parties contemplated). Similarly, the landlord,
who has committed her land to the tenant’s project for a number of
years, is entitled to some assurance that the ground rent will not
become insignificant due to inflation. The leasehold lender needs to
know how much ground rent must be paid before cash flow from the
project can be used to pay debt service.

In the context of project financing, the ground rent structure
primarily affects the leasehold lender ’s appraisal (that is, valuation)
of the project as collateral for the loan. Since the rent must be paid
prior to debt service, it is a deduction in determining the cash flow
from the project for the lender ’s appraisal. Project value for the lender
is generally the capitalized value of free cash flow. So, in effect, some
multiple of the ground rent will be a deduction from the lender ’s
appraised value. The degree of sensitivity in project financing to these
concerns will vary depending on such factors as the size of the project,
the amount of equity invested, the credit of the borrowers, and the
extent of preleasing. Financing for smaller projects with good credit
may not be particularly sensitive to the ground rent. Smaller projects
tend to be credit-sensitive; larger projects tend to be appraisal-
sensitive.

The sophisticated ground lease should provide to the landowner a
return over time reflecting increases in the value of the property, as a
component of the project that the parties expect to be built and
maintained on the land (including any improvements or redevelop-
ment that might be made after initial development).15 Three methods
are frequently used to achieve these results, often in combination:

14. Ground rent as a function of total costs is usually not an enormous
expense (but still substantial), maybe something of the same order of
magnitude as property taxes in many jurisdictions, which are also senior
in priority to a leasehold mortgage (and usually to a fee mortgage, as well).
If land cost is about 10% of total project cost and the ground rent is 10% of
land value, then ground rent would be about 1% of project cost, about the
same as (or less than) annual property taxes in many jurisdictions; not
insignificant (lenders very often require advance deposits of property taxes
and insurance premiums), but nothing like the total operating costs of
office buildings and shopping centers, for instance. Ground rent, like
property taxes and insurance, is often required to be deposited with the
leasehold mortgagee in advance. See, e.g., infra Appendix K, sec. 8
(Leasehold Deed of Trust Sample Provisions).

15. Sometimes the argument is heard that ground rent should not increase due
to the additional value created by the tenant’s investment and efforts; that
rent should only increase if land value increases independent of the
tenant’s project. Ironically, this is a poor argument for the tenant; rather,

§ 2:1.2Base Rent and Other Payments
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• base rent increases keyed to inflation indexes;

• periodic reappraisals of land value; and

• percentage rentals.

Reappraisals and percentage rents are discussed at length in the
succeeding chapters 2A (Reappraisal of Ground Rents) and 3 (Percen-
tage Rent). The parties usually want to avoid the perceived complex-
ities of percentage rentals, especially for smaller projects, but periodic
reappraisals are common resets to basic rent and are often the subject
of major disputes.

§ 2:1.3 Market Factors in Ground Rent

The basic issue in the valuation of any asset is market demand.
Where demand is high, there may even be competition for any
property offered for lease. Where demand is low, due to general
economic conditions or the location or zoning of the property or other
factors, there will usually be no ground lease. Most developers avoid
ground leases if they can due to their complexity and transaction costs
and the difficulty and expense of financing.16 When ground leases
occur, rental rates may be influenced by a number of “external” market
factors:

Property Characteristics. Of course, the location, zoning, topogra-
phy, permitted uses, and allowed density will all affect land value and
rates of return. Smaller sites with higher density (like a downtown
office building site) will generally be more valuable than larger, less
dense sites (like suburban retail or low-rise office), depending on
market demand. Higher values will prevail when both the available
land is limited and demand is high (and ground leases are typically
undertaken where land is limited and when demand is high). Often,
the initial ground rent agreed to will require the tenant to obtain
favorable permitting determinations from the authorities, which will
be a condition to proceeding with the lease. Later, when the rent is up
for reconsideration, these market factors may vary considerably from
conditions prevailing when the lease was originally entered.

this is exactly what the tenant wants to avoid. If land value increases due
to changes in the neighborhood or zoning changes or general inflation in
land prices, increases in ground rent may threaten the project’s financial
viability unless the ability of the project to generate cash flow also
increases. For financing purposes, what the tenant really needs is ground
rent indexed directly to the capacity of the project to generate cash flow.
This is one argument, from the tenant’s perspective, for a rent structure
with a modest base rent and a meaningful percentage rent.

16. See supra section 1:3.1.
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The physical condition of the property may significantly affect its
value. A lower initial base rent may reflect anticipated additional
development costs related to the property: removal of existing im-
provements or termination of existing tenancies; remediation of
hazardous materials or conditions; and the like. If there are valuable
existing improvements of use to the tenant, the landlord will want
these reflected in the rent.17

Tenant Characteristics. To an extent, the financial and professional
qualifications of the tenant should affect rent determinations, at least
in the initial negotiation of the ground lease. The capabilities and
experience of the tenant with similar projects, the amount of equity,
the extent of pre-leasing will all affect the degree of risk to the landlord,
as will the nature of the project itself. Generally, there will be less risk
to the landlord and more risk to the tenant if the tenant installs higher
value improvements.18 Usually,19 there will be little if any financial
credit provided by the tenant beyond the equity investment in the
project.

§ 2:1.4 Lease Terms Affecting Ground Rent

There are several terms of the ground lease itself that may affect the
base rental rate; these terms affect the value of the ground lease to both
the landlord and tenant. Sometimes, the initial base rent will have
been agreed to before all these lease terms are fully negotiated (or fully
understood), in which event the base rent may need to be reconsidered
in the course of negotiations, although this will usually be highly
contentious if the letter of intent has already been signed. In a later
reappraisal of the ground rent, the appraisers or arbitrators should
consider these terms (and probably others, for instance, if the landlord
is paying all or part of the property taxes) in reaching a new rent.

Subordination. Subordination, by which the landlord’s fee interest
is subjected to the tenant’s project financing, is a major game changer.
This should affect the ground lease rental rate, project participation,
and other terms, often in unpredictable ways.20 Similarly, any “partial
subordination”21 should also affect ground rent, depending on the
degree of risk assumed by the landlord. Often there are rental increases
that apply during any period of full or partial subordination.

17. The value of these improvements “owned” by the landlord should also be
considered in any later resetting of the rental at least to the extent the
improvements provide value to the tenant. See infra section 2A:5.2
regarding the impact of “assemblage value” in later rent adjustments.

18. Carneghi, supra note 1, at 258.
19. [Reserved.]
20. See infra section 4:3 and section 4:4.
21. See infra section 6:3.
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Lease Term. A longer lease term, fixed or with options in the tenant
to extend, may justify a marginally higher rate of return.22 If the initial
term is relatively short, but the tenant has a number of options to
extend, that is also more distinctly to the tenant’s advantage. A
unilateral option will always have some value, even when the option
is at the market value at the time of exercise. But if the initial term is
short and the tenant has a series of options to extend at the then
market value, the structure will likely benefit the landowner.

Rent Structure. The nature and frequency of base rent adjustments
may affect the base rate. Frequent (e.g., every five years or more often)
CPI adjustments, with or without a cap or a floor, should support a
lower base rent. The terms23 and frequency of reappraisals should also
affect the initial and the reappraised rent. If appraisals are very fre-
quent, then current market rates of return may have greater relevance
than historical rates.23.1 Frequent base rent adjustments increase the
risk to the tenant.

Landlord Profit Sharing. If the landlord has a valuable share in the
project through percentage rents24 or equity in the tenant,25 the base
rent may be justifiably lower, depending on the structure and like-
lihood that the profit sharing will be meaningful.

Project Start Up. Where the tenant has the right to cancel the
agreement before construction begins, or if there is a long start-up and
construction period with nominal rent, those may be reflected in a
higher base rent when construction starts or when the project begins
operations.26

§ 2:2 Preconstruction Period

Most often, obtaining rights to the land is only one of several steps
the tenant must take before construction of the project can begin.
Usually the ground lease is executed prior to the “commencement” of
the term; the developer ’s right to use or possession of the property
prior to commencement may be limited to investigation of soils,
inspection of existing improvements, and similar preconstruction
development activities. Depending on the circumstances, the landlord
may want the developer to assume the carrying costs of the property as
soon as possible, or, if there is some existing revenue or other useful

22. Carneghi, supra note 1, at 260.
23. For example, the basis of the reappraisal: highest and best use? Or as used

by the tenant? See infra sections 2A:2, 2A:3.
23.1. See supra section 2:1.1.
24. See infra chapter 3.
25. See supra section 1:3.6.
26. See infra section 2:3, at note 35.
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activity, like parking or existing improvements with rent-paying
tenants, the landlord may want to continue that use until the last
practicable moment.27

§ 2:2.1 The “Option Period”
The preconstruction period is characterized by the tenant’s efforts

to fulfill requirements that must be satisfied prior to proceeding with
construction of the project, such as obtaining financing; governmental
permits and approvals; completion of plans; and the like. The com-
mencement of the term of the ground lease will normally be condi-
tioned upon satisfaction of these conditions, and failure to satisfy
one or more conditions will usually provide the tenant, and often the
landlord, with the right to terminate the lease.28 In the sense that the
tenant will usually have the ability to terminate the ground lease prior
to its becoming fully effective if he is unable to meet one or more of the
conditions that are solely his responsibility to fulfill (usually to his
“satisfaction in tenant’s sole discretion”), the preconstruction period
in its nature provides to the tenant something of an “option” to lease
the property.

The landlord should be primarily interested in seeing the project go
forward on a responsible basis. She does not want the property tied
up unless there is a significant probability that the tenant intends
to and can proceed. The landlord often requires that specified efforts
be undertaken by the tenant to satisfy conditions within defined time
frames; otherwise, the landlord may terminate the agreement.29 The
landowner should be concerned that the project does not proceed
without assurance that all essential elements are in place, even if the
tenant/developer is willing to take the risk (as some are) that necessary
conditions can be satisfied later.30 But as a general proposition, the
tenant/developer needs a wide degree of latitude to decide whether the
circumstances justify going ahead with a potentially risky develop-
ment, often beyond the specifics addressed by the stated conditions,
including the developer ’s judgment regarding future market condi-
tions prevailing when the project is completed.

§ 2:2.2 Rental Considerations

Several factors will affect the determination of rental (if any) during
the preconstruction period.

27. See infra section 2:2.2[B].
28. See infra chapter 8.
29. See infra sections 8:2.3 and 8:2.5.
30. This is especially true if the fee is to be subordinated to the tenant’s

financing. See infra chapter 5.
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[A] Tenant Costs
The extent to which the tenant is incurring costs for development

of the project, such as architectural and engineering fees for plans and
specifications, fees for environmental clearances, and other expenses.
The “option to lease” may have value to the tenant; often, however,
the tenant is undertaking a substantial risk that the “option” will
amount to a liability (or at least a substantial out-of-pocket loss) in the
event the project cannot proceed.

[B] Landlord Costs
The holding costs of the property to the landlord, including real

estate taxes and assessments and interest on any indebtedness in-
curred to acquire or carry the property. If the property is currently
improved and in use by the landlord, or is leased by the landlord to
rent-paying tenants, the property may be producing cash flow so that
the “cost” of the “option” granted to the tenant amounts to an
opportunity cost (that is, opportunities that may have been lost to
the landlord if the tenant does not proceed with the project). If the
ground lease provides, for instance, that the tenant can take posses-
sion of the property on relatively short notice, then the landlord may
also incur a “cost” resulting from her inability to rent space in the
existing improvements except on a short-term basis and from not
being able to make improvements that would increase the rental value.

Sometimes, if there are existing tenants or other operations of the
landlord on the property (for instance, parking), the ground lease
tenant will assume all the operating costs pending commencement
of construction and will be entitled to whatever rents or other income
can be collected, while paying a relatively low (or no) rent to the
landlord. (The rent to the landlord might be only the excess, if any, of
any rents collected over the normal operating costs of the property.)
The tenant would also have the responsibility for terminating any
existing tenancies. Of course, if the project does not go forward and the
ground lease is terminated, the landowner may be left with a vacant
property with no remaining sources of income.

If the land is not in use by the landlord, it may be appropriate
for the tenant to bear the carrying costs of the property (or some
portion thereof) during the preconstruction period, particularly real
estate taxes and, perhaps, assessments, depending upon the magni-
tude and purpose of the latter.

Often, it is only if the project can be built that the land becomes
worth the rents the developer is contracting to pay. The value of the
land is established based upon the uses to be made as a result of the
development, and usually not the use then made by the landowner.
The primary purpose of the preconstruction provisions should be to

§ 2:2.2 COMMERCIAL GROUND LEASES
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assure that the developer is proceeding expeditiously to meet the
conditions to development of the project.

[C] Work Product; Minimum Expenditures
If the lease never goes into effect (that is, if the developer cannot

proceed with the project), at least some of the developer ’s work
product should be provided to and become the property of the land-
owner. Certain types of work product (for example, soil studies, land
surveys, hazardous waste studies) will have continuing value (although
a future developer of the property (and his lender) will not rely on
studies or surveys that were not specifically commissioned by, and
certified to, them).31 Some of the work product, however, may not be
transferable to the landowner; for instance, architects usually try to
maintain proprietary rights in their plans. Sometimes, the lease will
provide that if the developer does not undertake at least certain
predevelopment work or expend at least a minimum dollar amount
for related work, some penalty or other consideration will be payable to
the landlord in the event the project does not proceed.32

[D] Length of Option Period; Permitting
There is no clear answer as to how long the developer should be

given to put the project together. The most important factor in most
jurisdictions is how long it will take to obtain necessary permits.
Permits for many large projects with significant environmental im-
pacts may take years to obtain. The landlord will insist on an outside
time limit. The lease should require the tenant to diligently pursue
permits and approvals. Some ground leases have several mileposts to
be met by the developer, such as preliminary plans submitted for the
landlord’s approval (to the extent required),33 the submission of a
master use permit application by a subsequent date, etc. If the
developer is in fact “diligently pursuing” permits and approvals, and
has not been denied any necessary action, he should have the right to
continue. In any complex or controversial project, there are likely to be
delays occasioned by the need to make changes and resubmit plans.
One or more extensions might be granted to the “diligent” developer
upon payment of some amount to the landlord or assumption of
additional costs relating to the land, or in consideration of amounts
already expended by the tenant.

31. See infra section 9:2.5.
32. See infra section 8:2.3. These provisions may serve in some jurisdictions

to provide the necessary legal consideration for the tenant’s otherwise
“free” option period.

33. See infra section 10:5.
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The longest delays are often the result of environmental or permit
appeals where there is active opposition to the project. Ultimate
appeals through land use authorities and to the courts may extend
the project approval period for years. Ultimately, it is the skill of the
developer and his team (architect, consultants, contractor) in manag-
ing the permit process—their knowledge beforehand of potentially
controversial project elements, their experience with the process and
the players in the relevant jurisdiction, their judgment regarding
appropriate and necessary compromise, etc.—that will determine
how long the process will take and whether it will be successful.
Some jurisdictions are much more troublesome than others. Densely
populated central cities are usually more demanding than suburbs or
exurbs. Some port districts and other improvement zones, which are
intended to encourage development, may expedite the process and give
assurance to the developer that the project will be approved.

At some point, most prudent landowners will insist on the right to
terminate the ground lease. It may be appropriate in these circum-
stances, if the developer is willing to proceed, for the landowner to bear
some costs as a condition to termination, especially if she contem-
plates another use of the land that may use some of the developer ’s
work product to advantage. Alternatively, the developer may have the
right to extend the agreement during appeals upon payment of addi-
tional rent or some other compensation to the landlord. These
provisions may be affected by whether the property can be used at
all profitably in the interim—for short-term rental or parking or the
like—and whether the controversial use proposed by the developer
may be highly desirable for the location with a correspondingly high
ground rent to the landowner.

If, during an extended permitting period, market or other economic
conditions change so that the project is no longer feasible, the landlord
may want to terminate the lease and look for other opportunities for
the property. The tenant will likely have a substantial investment in
the project and will want to wait out the market until the project is
once again economic. These are risks that developers undertake and
that most ordinary landowners try to avoid, for instance, by ground
leasing to a professional developer. But very often in these circum-
stances, the landowner does not have any better alternative and both
parties, at least for a time, should be content to wait out the market.

§ 2:3 Construction Period Rent

The tenant almost always pays all taxes, assessments, and utilities
chargeable to the property during the construction period.34

34. See infra section 2:6. Compare the developer ’s ground lease form, supra
section 1:12.
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Minimum rent during the construction period (in addition to taxes,
utilities, and the like) is frequently paid at a reduced rate in compar-
ison to minimum rent during the regular term (after completion of
construction). Sometimes no minimum rental is payable at all during
the construction period. These matters ultimately depend upon financ-
ing and yield considerations for both the landlord and tenant. “Free”
rent during the construction period will help control project costs
and will facilitate financing and development. This concession by
the landlord should be reflected in the base rent or by some other
“participation” in the project after construction is completed.35

The landlord’s land will be committed to the project as a resource
used by the developer at least from commencement of construction.
The landlord may think that she deserves to receive rent as much as
the construction lender deserves interest on funds advanced. The
tenant will tend to think that the land is not really earning rent, at
least at the contract rate, until he has built the project there. If the
construction period is significant, say six months or more, some
compromise at a reduced rate is fairly common.

The landlord will usually want “commencement of construction”
to occur so that the developer is committed to proceed and complete
the project as early as possible, and so that rentals begin at an early
date. However, the landlord also needs to be assured that the developer
upon “commencement of construction” has obtained financing and
permits and all other elements necessary for successful completion of
the project. The developer may be willing to undertake the costs and
commitments attendant upon early “commencement” rather than
permit the ground lease or other commitments to expire, even if all
the other pieces are not yet in place. This may be especially true if the
tenant is a limited liability entity formed just for the project, with no
other credit available to the landlord on the lease. Then the developer
only has at risk what he has already spent and his incentive is to roll
the dice rather than forfeit his costs to date. The risks to the landlord
are a useless hole in the ground, liens against the property, and an
insolvent entity for a tenant.

Definitions of “commencement” and “completion of construction”
are important if those events trigger payment or other obligations
under the ground lease. Often a reduced rental “construction period”

35. Free or reduced rent during the construction period may be capitalized and
amortized over all or part of the initial lease term. Sanford A. Weiner, Am.
Coll. Real Est. Law., Basic Ground Lease Drafting Issues, at 2 (Oct. 2005)
(seminar article), http://www.acrel.org/Documents/Seminars/2005%
20Weiner%20-%20Basic%20ground%20lease%20drafting.pdf. More often,
the free or reduced rent period is taken into account when setting the
minimum rent schedule in terms of the net present value of the entire
rental stream over the initial term.
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may be simply a stated period of time corresponding approximately to
the anticipated construction period; sometimes the full rental will be
payable upon the earlier to occur of the actual “completion of con-
struction” or the expiration of the stated time period. The stated time
period may be subject to extension for delays in completion that are
not the fault of the developer, but often the landlord insists that the
full minimum rent must begin at some date certain without regard to
construction delays from whatever cause; ultimately, construction
delays are a risk to be managed by the developer, not the landowner.35.1

“Completion of construction” may be defined as physical comple-
tion of improvements, but it is less subject to controversy if defined as
“first occupancy by tenants” or “issuance of certificates of occupancy
by appropriate governmental agencies allowing occupancy of the
project for its intended uses.” Frequently, a project will be functionally
complete while numerous minor construction details (called the
“punchlist”) remain and a “final” certificate of occupancy for a
multi-tenant project may not be issued for many months after the
project is in use. Sometimes, the contractor and developer will argue
whether the nature or extent of incomplete items constitutes a punch-
list or a failure of “substantial completion,” but this is often an
argument about whether the contractor is entitled to receive the
retention withheld from contract payments to assure completion,
not whether the building can be occupied. From the landlord’s
standpoint, occupancy by tenants under even a “temporary” certificate
of occupancy should represent completion of construction for purposes
of ground rent determinations.36

The parties should also consider the impact of “phasing” construc-
tion of projects on the property. It may be appropriate for the mini-
mum rental to reflect the extent of improvements actually completed
(or anticipated to be completed) at certain stages during the develop-
ment process until all the elements of the project are in place, or the
parties may agree to a series of ground leases providing for the various
phases.37

§ 2:4 Minimum Rent

Minimum rent usually reflects a fixed return based on the agreed
value of the land (usually something between 6% to 9% of the fair

35.1. The outside date will protect calculations of the net present value of the
rental income stream for the landlord.

36. Appendix A includes definitions of lease commencement (sec. 1.02),
commencement of construction (sec. 1.02) and completion of construction
(sec. 5.01 at the last sentence of the first grammatical paragraph) that
reflect some of these concerns.

37. For multiple parcel development, see infra chapter 21.
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market value of the land, depending upon prevailing market rates of
return and other factors).38 The rental is usually paid in equal monthly
installments in cash and on an absolute net basis.39

In a long-term ground lease, almost all the problems associated
with minimum rent (sometimes called basic rent, fixed rent, or the
like) arise from the landowner ’s concern that over the term of the lease
(including renewals and extensions), the fixed minimum rental will
become inadequate as compensation for the value of the property, due
to general inflation (and, perhaps, other factors, such as changes in
surrounding land use) that would be expected to occur over many
decades.

For this reason, groundowners always expect methods of increasing
the minimum rental over the lease term.40 The problems created by
different types of adjustments to minimum rent are addressed in the
following sections. However, the conclusion is fairly straightforward:
increases in minimum rent that are not reflective of the ability of the
project to produce cash flow threaten the feasibility of the project in
the first instance, as well as subsequent project refinancing, and
should be avoided by ground lease tenants. It has long been recognized
that unlimited rent increases by CPI or appraisal may very well render
the leasehold unfinanceable.41 Partial subordination of such increases
may mitigate some of the problems as they relate to debt financing;42

various compromises to indexing methods may be acceptable to the
parties. In major projects, the best approach to maintaining fair rent

38. See supra section 2:1.
39. That is, net of taxes, insurance, utilities, and all other expenses of owning,

operating, and maintaining the project.
40. Once it was not uncommon for landlords to require that ground rent be

paid in gold specie (when gold was legal tender) on the theory that gold
would protect against devaluation of the dollar, that is, inflation. From
1933 until the 1970s, gold clauses in private contracts were invalid.
Landlords with 1920s ground leases were required to accept cash for
rent, often in fixed amounts that did not change for decades. A few
landlords whose leases persisted into the 1970s and beyond were able to
obtain some relief after gold clauses were once again permitted. See 216
Jamaica Ave. LLC v. S&R Playhouse Realty, 540 F.3d 433 (6th Cir. 2008),
where the assumption of the tenant’s position in 1982 by an assignee, and
release of the assignor by the landlord, was held to be a novation obligating
the new tenant on the gold clause in the 1912 lease. Pre-1933 commercial
leases are becoming fairly rare.

41. See, e.g., Emanuel B. Halper, The Anatomy of a Ground Lease, 3 REAL EST.
REV. 9 (1973); David W. Walters, Counseling the Lender on Leasehold
Mortgages, 11 PRAC. REAL EST. LAW. 35, 42 (July 1995); Philip Wong, The
Leasehold Mortgage: Now You See It, Now You Don’t, 14 PRAC. REAL EST.
LAW. 33, 38 (May 1998).

42. See infra sections 2:5.1 and 6:3.
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levels for both the landlord and tenant may be properly structured
percentage rentals.43

Nevertheless, this is a common breaking point in ground lease
negotiations. The landowner insists on a redetermination or other
adjustment to the minimum rent at some point (for example, ten or
twenty years) by CPI indexing or appraisal. If accepted, this may result
in an unfinanceable or unsaleable project for the developer. If no
compromise is found, the developer may have to find some less
desirable site for his project and the landowner may have to find
some less substantial use for her land.

§ 2:4.1 Landlord’s Commitment

The landlord needs to recognize that by entering a long-term
ground lease under which the tenant develops a commercial real estate
project, the land is irrevocably (or nearly so) committed to that project,
at least for its economic useful life, that is, the period required to
amortize the cost and return sufficient profit to the tenant to induce
the tenant to undertake the risks of development.44 Once the ground
lease is signed and the commitment is made, the landlord has
surrendered certain options associated with ownership of the land,
including the ability to lease the land at a higher rental representing
some other, more profitable use that may arise in the future.

From the tenant’s perspective, it is important that the lease term,
including extensions or renewals, be sufficient to realize appropriate
returns on the project investment. Any rental adjustments prior to the
end of that minimum period need to recognize that the land has been
committed to the project and that the rent cannot be adjusted in an
amount that the project cannot afford to pay. The landlord should not
insist on unlimited base rent adjustments, for example, by “highest
and best use” appraisal, during the early years of the lease. On the
other hand, developer/tenants often seek lease terms that far exceed
the economic life of the initial project, together with rent structures
that are not subject to appropriate adjustments even when the original
project has outlived its usefulness.45 Once the economic life of the
project has run its course, it is important for the landlord that if the
tenant is allowed the right to maintain the ground lease, with or

43. See infra chapter 3.
44. Too often the lease term is set at ninety-nine years or some other arbitrary

period without much thought to the appropriate length. See infra sections
8:1 and 8:7. Regarding “useful economic life,” see supra section 1:4.2, at
note 23.

45. See, for example, the discussion of the developer ’s typical retail ground
lease form at supra section 1:12.
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without redeveloping the improvements, the rent is adjusted to reflect
the then value of the fee interest by periodic reappraisal, percentage
rental or other means.46

§ 2:4.2 Inflation Indexes

Inflation adjustments based on a consumer price index, construc-
tion cost index, or other similar measure are problematic for the
developer, his equity partners, and lenders. Changes in the consumer
price or another index may or may not bear a relationship to changes
in the value of the land or in the ability of the project to generate cash
flow to pay the resulting increases. Usually, rentals charged to occu-
pancy tenants in a commercial real estate project cannot be adjusted at
anywhere near the frequency necessary to reflect general inflationary
price changes. Hotels, of course, can re-price their rooms every night,
and apartments and storage facilities may be able to raise rates on a
monthly or annual basis (if the markets will permit), but retail and
office leases are typically for longer periods—three to seven years
or more in the case of large anchor tenants. Rates for all types of
projects—hotels, office, apartments, self-storage, etc.—will be more
sensitive to market demand for the facilities than to the costs of
operating the properties. Most landlords cannot adjust rental rates for
increases in ground rent, at least not in the short term.

Over an extended period, land and rental values should reflect
changes in general price levels, but relatively short-term rental factors
in specific localities will predominate over inflationary factors for a
time. Office rents in high-tech markets such as the San Francisco Bay
area rose explosively in the late 1990s, then fell almost as far and as
fast following the dot-com bust in 2000. These dramatic movements
were nowhere reflected in general price indices. Dramatic increases in
housing prices and rental rates priced many people out of the Bay Area
in the 1990s and again in 2015, and Seattle in 2016–2017; some
Manhattan office rental rates have exceeded $100 per square foot in
recent years, all during periods of very modest general inflation.

Since at least the late 1970s, high rates of inflation produce high
interest rates under Federal Reserve policies, usually followed by
slowing economic growth. During inflationary periods, property
operators are likely to be faced with less occupancy tenant demand
(due to the slower economy), greater competition for tenants, and
higher operating costs (due to inflation). Owners of many types of
commercial properties—office, retail, industrial—cannot raise rates to
match under many occupancy leases, which often extend for terms of

46. See infra sections 4:5 and 4:6. For rental considerations where the tenant
undertakes a major project redevelopment, see infra section 10:8.3 and
Appendix A, sec. 4.13.
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three to five or more years. All of these factors tend to reduce net
revenue to the operator. If the operator is also the tenant under a
ground lease, it is at least ironic that the landlord might be entitled at
the same time to an increase in minimum ground rent under an
inflation index adjustment. Of course, from the landlord’s perspective,
the inflation adjustment is necessary to protect the value of her rental
income in an inflationary environment.

The other major problem with indexed changes is the inability of
the tenant, or a lender, or an equity investor (who must take into
account the ground rent expense in valuing the property for purposes
of lending or investing) to project the rental expense payable during
relevant periods. With an indexed minimum rent, future rentals may
not only be unrelated to the ability of the project to pay, but are also
not determinable for purposes of present valuation. This can be
mitigated by providing for a “cap,” that is, a maximum increase, or a
“window” with a minimum and maximum increase at specified points
during the lease term.47 Another method sometimes used is to specify
that minimum rent will be adjusted at fixed intervals by only a portion
of any increase in a specified index, for example, 50% of the CPI.

Minimum ground rent adjustments are usually at stated intervals,
for example, after the first ten years from commencement of minimum
rent payments, then every fifth year thereafter. Sometimes, minimum
rent is only subject to adjustment after the first thirty years of the
term on the theory that that will permit financing of the initial
development, which will not work for the landlord unless there is
percentage rent or some other form of project participation, or a
schedule of fixed or step rent increases over the initial term.

For purposes of underwriting valuation, a lender may assume that
the maximum permitted increases will occur in order to provide a
“safe” present value appraisal. Equity investors may not be so con-
servative. But either must attach a significant cost (that is, deduction)
to the value of the project as a result of potential increases in
minimum rental. Of course, a fee mortgage lender (where the landlord
has “subordinated” the fee) may ignore the ground lease rents entirely.

Either a cap or a window should be a concern for the landlord over a
long-term lease if there is no other form of rental adjustment or project
participation.48 Periodic base rental adjustments tied to an inflation

47. For example, an increase every fifth year equal to the cumulative increase
in the CPI during the preceding five years, but not less than 5% or more
than 15%. For another method of capping inflation increases, see “Alter-
native Rental” provisions of infra Appendix A, secs. 2.01, 2.02 and 2.03.

48. In a lease for a major project with a minimum term of sixty years or more,
there is a good probability that at least one high inflationary period, such
as the late 1970s when inflation reached 20% per year, will occur. Then, a
3% annual cap, or even 50% of the CPI, will leave the landowner with a
much devalued asset, if there are no other adjustments.
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index with a reasonable cap or other limitation may best be used in
conjunction with a percentage rental structure or with periodic re-
appraisals.49 In smaller projects with a relatively short lease term,
where the parties find percentage rent too complicated or otherwise
too troublesome, inflation adjustments within a reasonable “window”

may be feasible. But then the landlord should insist on a reasonable
initial term with appropriate base rent adjustments by appraisal for
any extensions.49.1

In setting a cap or a window for CPI adjustments, the parties should
be aware that since its inception in 1913, the average annual com-
pounded increase in the CPI has been 3.24%; 3.7% since 1947; and
3.1% since 1987.50 There have been much wider variations in the rate
of inflation, of course, but they seem ultimately to correct themselves
over time to a fairly narrow range. The Federal Reserve is apparently
committed to a “target” rate of inflation of 2%, and there have been
suggestions that inflation is now a “manageable” phenomenon; but
one might want to rely more on a hundred years of history than the
experience of the last few decades.

Using a cap or a window will also raise the question of whether the
cap (or the minimum) should be cumulative. If, for instance, the cap is
4% per year and inflation during year one is 3% and in year two is 5%,
is the adjustment for year two limited to 4% or does the landlord get
“credit” for the 1% “shortfall” in year one. Over extended inflationary
periods the landlord’s rent can fall a long way behind inflation. Should
the rent be allowed to catch up in later years when inflation is below
the cap?51 Mechanically, this can be done simply by referring to the
first year of the lease term as the base for all subsequent inflation

49. See “Alternative Rental” provisions of infra Appendix A, secs. 2.01, 2.02
and 2.03.

49.1. Reappraisals may be based on the “use value” of the land during the
economic useful life of the initial improvements, and on its “highest and
best use” afterwards. See infra section 2A:4.3.

50. U.S. Dep’t of Labor, Bureau of Labor Statistics, Consumer Price Indexes
Page, www.bls.gov/cpi/. Most often, inflation formulae use the U.S. Dep’t
of Labor, Bureau of Labor Statistics, Table 1, Consumer Price Index for All
Urban Consumers (CPI-U): U.S. City Average, By Expenditure Category
and Commodity and Service Group, www.bls.gov/news.release/cpi.t01.
htm. There is a separate index for Urban Wage Earners and Clerical
Workers. Indexes for the U.S. City Average, four regions, and three cities
(Los Angeles, Chicago, and New York) are published monthly; all other
major metropolitan areas are published bimonthly or semiannually. See
U.S. Dep’t of Labor, Bureau of Labor Statistics, How to Use the Consumer
Price Index for Escalation Page, www.bls.gov/cpi/cpi1998d.htm.

51. The Alternative Rental provisions of Appendix A provide for reappraisals
every twenty years and CPI adjustments every five years in between, with
CPI caps of 20% in any five-year period (that is, 4% per year with no
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adjustments. The landlord can argue that the cap, which is for the
tenant’s benefit, can be cumulative without harming the tenant’s
interests in that financing sources will probably assume the base rent
is adjusted by the maximum allowed amount under the cap, and the
tenant has implicitly accepted the cap as a tolerable adjustment.

§ 2:4.3 Other Inflation Adjustments

There may be a variety of dollar amounts specified in a ground lease
that should be subject to periodic inflation adjustments, such as
insurance policy limits or costs of construction (for example, for
alterations or rebuilding after a casualty). An index tied to construc-
tion costs may be appropriate where items such as replacement cost
insurance requirements or cost of construction are in question, for
example, the Engineering News Record indices.52

§ 2:4.4 Step Rents

Step rents provide for rent increases at specified times in specified
amounts. Fixed steps remove the uncertainty that indexing or apprai-
sal creates with respect to future rentals. The advantage of step rent
provisions over indexed adjustments or appraisals is that the increases
are known and can be taken into account in determining values for the
initial project financing and subsequent refinancing. Step rents are a
simple, rough approximation of unpredictable future circumstances,
which avoid later disputes and accounting and appraisal issues of more
sophisticated methods.53

Fixed increases do not truly address the concerns of either the
landlord or the tenant under a long-term ground lease. The landlord
has no assurance that higher inflation will not reduce even the increased
fixed rents to an absurdly low return. The tenant has no assurance that
the project will be able to pay the higher rents at a subsequent date (for
example, in the event of general disinflation), although it is usually

compounding) and 3.5% annual compounded since the last reappraisal.
This is a limiting formula for the landlord, somewhat offset by reappraisals
every twenty years. The first reappraisal—and perhaps the second as
well—might need to be “use value assessments.” See infra section 2:5.4.

52. See infra Appendix A, sec. 20.01. See Engineering News Record, Current
Cost Reports Page, http://enr.construction.com/economics/quarterly_
cost_reports/. Since January 2007, the Bureau of Labor Statistics has
published a Producer Price Index for new office building construction.
See U.S. Dep’t of Labor, Bureau of Labor Statistics, Databases, Tables &
Calculators by Subject, http://data.bls.gov/timeseries/PCU236223236223.

53. See, e.g., Neil S. Hecht, Variable Rental Provisions in Long Term Ground
Leases, 72 COLUM. L. REV. 625, 648–49 (Apr. 1972) [hereinafter Hecht].
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in the tenant’s interest to provide small steps in ground rent to the
exclusion of indexing, or appraisal increases, or percentage rents.54

Fixed, stepped increases can be workable in shorter-term leases54.1

involving smaller projects, or in conjunction with a percentage rent
provision or with periodic reappraisals. The increases should be
moderate and in line with the developer ’s (and lender ’s) pro forma
inflation assumptions.5556.–104.19

§ 2:5 Minimum Rent Adjustments

Most methods of adjusting minimum rent during the initial term of
the ground lease suffer from the same basic flaw: the increases in
minimum rent are determined independently of the value of the
project, which is the only source available to pay the ground rent
and the other costs that must be paid, including operating expenses
and debt service. In almost all cases, minimum ground rent will be
payable prior to any kind of return to equity owners in the project, and
usually even prior to debt service on mortgage indebtedness (unless the
fee is subordinated). Increases in the minimum rent assure the land-
lord a first-priority return on investment in the project, even though
the land may represent a relatively small fraction of the total value of
(and investment in) the project, before any return to the other

54. Since the Tax Reform Act of 1984, fixed increases may have another
adverse impact on the landlord. The act added Code section 467
providing for accrual of increased rents payable in future years in broad
categories where some “tax avoidance” purpose may be found. The effect
may be to require that future increased rents be recognized in earlier
years. See Malone, Final Section 467 Regulations, 27 J. REAL EST. TAX’N
65–83 (Winter 2000). Similarly, generally accepted accounting principles
may require reporting rental income and expense on a straight line or
other basis.

54.1. Tony Sevelka states that generally ground leases with terms of less than
forty years have scheduled rent payments for the entire term. This is
perhaps only a modest overstatement. Tony Sevelka, Ground Leases:
Rent Reset Valuation Issues, 56 APPRAISAL J. 314, 315 (Fall 2011).

55. See infra Appendix A, sec. 2.02.3. Step rent increases, usually at a low
rate, for example, 1% per year or 5% per 5 years, are a typical proposal by
some developers in lieu of other adjustments over long-term ground
leases. See supra section 1:12. The same developers are likely using
higher rates of inflation in their project pro formas, thereby “creating”
value.

56.–104.19. [Reserved.]
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investors in the project, who may have taken substantially greater
risks and contributed substantially greater value.104.20

Certain rent adjustments, and variations of each, may impact
lenders, on the one hand, and equity investors (including the devel-
oper), on the other, very differently. The fee mortgagee is not particu-
larly concerned with ground rent because, if foreclosure becomes
necessary, he can take (or sell) the property free of the ground lease.
The tenant may need to be more generous with the landlord who is
subordinating the fee, and should have a larger mortgage on better
terms as compensation. The leasehold mortgagee may be satisfied by
placing caps or other limits on rental increases, or by a waiver or
deferral of rent increases if the mortgagee must take possession of the
property.105

Even so, these provisions may create issues for the developer or
potential equity investors that can affect the feasibility of the project.
The lender may allow for maximum rental increases in valuing the
project and therefore reduce the amount he is willing to lend to the
project on a leasehold mortgage. This may discourage equity investors
or require greater equity investment than the developer/tenant is able
or wants to raise, with the resulting dilution to the developer ’s project
equity.

§ 2:5.1 Lender Priority

If minimum ground rental (including any increases resulting from
midterm adjustments) must be paid without regard to whether or not
the mortgage lenders who finance the project are paid (as is the case in
leasehold financing, but not with “subordinated fee financing”),106 any
increases in minimum rent, including increases resulting from apprai-
sal or indexing, will diminish the value of the property as collateral for
mortgage lending purposes. It is possible, however, to “subordinate” all
or some portion of minimum rent (such as increases resulting from
indexing or appraisal) to the lien of leasehold mortgage financing.107

The subordination would usually become effective only if the mort-
gagee or another purchaser at a foreclosure sale becomes owner of the
leasehold estate, and may be limited in amount and/or duration. The

104.20. This is a significant reason for a lower rate of return to the ground lease
relative to the leasehold mortgage and project equity. See supra section
2:1.1.

105. See Philip Rosen & David E. Rabinowitz, The Ground Lease as the
Foundation of Future Real Estate Development, in GROUND LEASES AND
THE REAL ESTATE DEVELOPMENT PROCESS (Moran, Rosen & Underberg
eds., 1990). See infra sections 2A:2.2 and 6:3.

106. See infra sections 4:4 and 4:5.
107. For a discussion of “partial subordination,” see infra section 6:3.
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subordination would usually cause the deferral (with or without
interest) or waiver of the obligation to pay that portion of the rent
until the mortgage is brought current or the occurrence of another
event indicating that the full rent can be paid, for example, the sale or
refinancing of the leasehold.

Similarly, increases in minimum rent will affect value for potential
equity investors. Such increases could, in theory, be made payable only
after (or pro rata in proportion with) an agreed level of return to equity
investment in the project. In this event, a portion of the landlord’s
interest in the project becomes very much like equity, and very few
landlords would take this notion seriously.

§ 2:5.2 Occupancy Tenant Pass-Throughs

Developers usually write occupancy subleases for office and retail
tenants that include “operating cost” escalation or pass-through
clauses covering most property operating costs and taxes (excluding
debt service and most capital costs). In theory, it would be possible to
cover increases in ground rent as well.108 If all occupancy tenants
accepted such a clause and the property was fully leased, then
increases would not hurt the developer or his lender. If the project is
not fully leased, then the developer would have to bear the cost
increases only for the vacant space. However, sophisticated occupancy
tenants will object to this pass-through (1) as a matter of principle,
in that ground rent is not an operating cost, but rather a cost of
financing the original improvements, like debt service, from the
occupancy tenant’s viewpoint; and (2) because the costs are potentially
unlimited (the same objection that the developer and his lender have).

The larger problem for the developer is that the pass-through of
ground rental increases may not reflect the fair market rental value
of the occupancy tenant’s premises. Since commercial occupancy
rents tend to be highly market-sensitive, most developers (and their
lenders and investors) will not rely on their ability to pass through this
expense in competition with owners of commercial space who do not
have the same costs, that is, who own the fee.

§ 2:6 Taxes and Other Payments

Once the lease has commenced, the tenant will be required to pay
all the expenses associated with the property, including real property
taxes and assessments, utilities, and the like. If payment to third

108. Although local practices vary, typically office leases provide for increases in
taxes and operating costs after the initial or base year of the term (or in
excess of a stated amount), while many retail leases cover all operating
costs, taxes and common area expenses from the beginning of the term.
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parties of taxes, insurance, utilities, and other amounts required to be
paid by the tenant are denominated “rent” in the lease, or if the lease
otherwise makes nonpayment of such amounts a basis of forfeiture,
the landlord may bring unlawful detainer or similar proceedings for
nonpayment.109

Generally, a covenant to pay taxes does not include taxes on the
rent paid to the landlord.110 But other issues can arise that may
deserve attention, especially in jurisdictions where limits on property
taxes give rise to other fees and impositions by creative local
governments.111

Sometimes, it seems fair to the parties that the landlord should pay
the real estate taxes based on the value of the land, and the tenant
should pay the real estate taxes based on the value of the building, but
this provision can create difficulties. Generally, taxes will be assessed
against the land and the tenant’s improvements together (although
separate values may be stated), and will constitute a lien and be
enforceable against all of the property, regardless of what the lease
says. Lease provisions allocating liability for the payment of property
taxes will bind the parties, but not the taxing authority.112 The
tenant’s leasehold lender will not be happy if the landlord is left to
pay the land taxes, and will likely insist on an escrow of a portion of
the ground rent sufficient to secure timely payment.

§ 2:6.1 Deferred Taxes

Some jurisdictions will abate a portion of real property taxes (for
example, provide that assessed valuation be established at less than
the “highest and best use”) to encourage continuance of properties in
certain preferred uses (for example, agricultural, historical, forestry,
greenbelt, etc.). When the property is subsequently developed, the
taxes that have been avoided for some prior period (for example, three
to ten years) may then be payable, with or without interest or
penalties, to the extent that the preferential valuations reduced prior
taxes. The landlord will view these catch-up taxes as a cost incident to
development (but the tenant will see them as a subsidy to the land-
owner while carrying the property). They are frequently overlooked

109. ANDREW R. BERMAN, FRIEDMAN ON LEASES (6th ed. 2017) [hereinafter
FRIEDMAN ON LEASES], § 5:1.1 nn.34–36 (Supp. Nov. 2018). Repayment of
borrowed money held not “rent” where the issue was the priority of the
landlord’s claim against the rights of the leasehold mortgagee. Id. at n.33.

110. Id. at n.96.
111. For a sample clause to pick up new taxes, fees, and charges, see FRIEDMAN

ON LEASES, supra note 109, § 5:2.1 (Supp. Nov. 2018).
112. Tech One Assocs. v. Allegheny Cty. Bd. of Assessment, No. 103 C.D. 2008

(Pa. Commw. Ct. May 6, 2009); 34 NAT’L PROP. L. DIG., no. 9, 138–39
(July 2009).
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until after the lease is signed and a substantial tax bill is presented to
the parties. A good preliminary title report should note any special
classification of the property that might result in acceleration of
deferred taxes (although it may require a special endorsement to the
title policy to insure against the risk).

§ 2:6.2 Assessments

Assessments against the land for local improvements are frequently
payable in installments over extended periods. Part of the considera-
tion of title matters should include the responsibility to pay assess-
ments, particularly at the beginning and end of the term, including
proration of interest charges. Many lenders will insist that assess-
ments be paid off in their entirety prior to funding mortgage loans;
most assessments, like regular property taxes, have priority over
the mortgage (fee or leasehold) and the ground lease. Occasionally
an existing assessment represents a prior expense with little or no
current value to the property and the developer will insist that the
landlord pay it off. More often, the tenant will assume responsibility
for paying assessments, which if material in amount should be taken
into account in determining the rental value of the land.113

A lease requiring the tenant to pay “all of the real property taxes”
did not obligate the tenant to pay a special assessment for the cost of
improving an adjacent street.114 The lease should be clear regarding
the tenant’s (and the landlord’s) responsibility for assessments. The
tenant should be responsible for any assessments that arise due to his
development of the property. Financing sources may require these
amounts to be paid in full even where installment payments are
available, since the assessment will have priority over the mortgage.
If there is an assessment during the term for improvements to or
directly benefiting the property, payable in installments extending past
the termination of the ground lease, the tenant may be obligated to pay
off the balance upon termination of the lease (an obligation that may
be difficult for the landowner to enforce). This is one of those matters
that does not receive much attention because it arises so far in the
future. Depending on the purpose of the assessment, the property may
be materially benefited by the improvement upon expiration of the
lease and it may be that the landowner should at least pay the
installments due after termination.

Current assessments should be disclosed by a title search. Pending
or proposed future assessments should be disclosed routinely or by
special searches or inquiries with the relevant local authorities.

113. For a discussion of improvement assessments arising in connection with
development of the property, see infra section 10:2.2.

114. G&A Inc. v. Nahra, 514 N.W.2d 255 (Mich. Ct. App. 1994).
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Tenant’s local counsel should be aware of the practice in the
jurisdiction.

§ 2:6.3 Apportionment

Often the ground lease parcel is part of a larger tax lot and must be
segregated. There is some law that it is the landlord’s obligation to
obtain apportionment where the lease requires the tenant to pay
the taxes on the leased parcel.115 In a developmental ground lease, the
tenant will usually be required to obtain the separate tax lot designation
and will want to control the segregation as part of the land use and
permit approval process arising, in most jurisdictions, upon the segrega-
tion of the parcels (if not sooner).116 Typically, the ground lease may not
legally become effective until the leased property is a separate legal lot.

§ 2:6.4 Tax Appeals

A tenant under a net lease was required to pay taxes on the building
it occupied and a share of taxes on common areas. A New Jersey court
held the tenant had standing to appeal an assessment for municipal
taxes.117 The ground lease should be specific regarding the tenant’s
right to appeal (and pay the related expenses) and should require the
tenant to post a bond or provide other assurance of ultimate payment.
The landlord should cooperate in the appeal, if required, at the
tenant’s expense. If the landlord wants to participate actively, that
is, with her own counsel, the landlord should pay that expense. But
should the landlord have the right to appeal (an assessment, for
instance) if the tenant does not want an appeal? The landlord may
have a legitimate concern near the end of the lease term. If so, any
increases in taxes resulting from an ill-advised appeal should be paid
by the landlord (or deducted from the ground rent). If her appeal is
successful, at least her expenses should be reimbursed, up to the net
benefit to the tenant.

§ 2:6.5 Governmental Landlords: Lease Excise Taxes

Real property owned by governmental entities is often exempt from
local real property taxes. When government-owned land is leased to
private parties, some states have imposed leasehold excise taxes as
rough equivalents to general property taxes, so that the government

115. FRIEDMAN ON LEASES, supra note 109, § 5:2.1, n.86 (Supp. Nov 2018).
116. See infra section 10:2. In the air and development rights context, see infra

section 20:6.
117. Vill. Supermarkets, Inc. v. W. Orange TP, 525 A.2d 323 (N.J. 1987).
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lessee is not given an advantage over private competitors (and, of
course, so that property tax revenues are maximized).118 The taxation
of the improvements constructed by the tenant/developer may vary
considerably, as well as taxes attributable to the land value or rental
paid.119 Other states apply their general property tax laws to the non-
governmental lessee.120

In some jurisdictions, there are laws providing for payments by the
tenant in lieu of taxes that permit the governmental agency leasing the
land to provide favorable payment terms to the tenant/developer as an
incentive to undertake desired development.121 Some jurisdictions
may tax the commencement of long-term ground leases as the virtual
equivalents of taxable sales.122

118. See, e.g., ARIZ. REV. STAT. §§ 15-636, 15-971, 42-163, 42-1901 through
42-1962; 1995 Ariz. Sess. Laws ch. 294, § 9; WASH. REV. CODE § 82.29A.

119. See, e.g., WASH. REV. CODE § 82.29A.030. For a consideration of related
issues, see Clark, The Government Lease Excise Tax: Challenging the
Excise-Property Tax Distinction, 29 ARIZ. ST. L.J. 871 (1997) [hereinafter
Clark].

120. Clark, supra note 119, at 873, n.11.
121. See Lee A. Kuntz, Am. C. Real Est. Law., Why Fee Owners Ground Lease

Their Properties 2 (Oct. 2005) (seminar article), http://www.acrel.org/
Documents/Seminars/2005%20Kunz%20-%20Why%20fee%20owners%
20ground%20lease%20properties.pdf.

122. Joshua Stein, How New York City and State Transfer Taxes Apply to
Ground Leases, 43 N.Y. REAL PROP. L.J. 5 (Spring 2015). In Michigan, a
lease of real property for more than thirty-five years (or an assignment of
such a lease) is treated as a “transfer of ownership” for real property ad
valorem taxes, allowing a reassessment of otherwise capped valuations,
but not as a “transfer” for the purpose of state transfer taxes. Robert R. Nix,
II & Mark P. Krysinski, Negotiating the Ground Lease for a Commercial
Development Project, at 1 (Apr. 7, 2005).
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