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W
hen reviewing where to
cut, one area to examine
is real estate. There can
be significant savings in
an association’s occu-

pancy costs, as long as you know where to
look. Here are a few steps to get started.

RENEGOTIATE EARLY — BLEND
AND EXTEND

In the current real estate environment,
landlords are focused on the long-term
stability of their assets. Many landlords
who purchased their buildings in the
past five years have financed the pur-
chase on highly leveraged, short-term
interest-only debt instruments. A consid-
erable amount of these purchases

occurred at the height of the real estate
market. With the onset of the liquidity
crisis, the credit markets tightened and
the value of these properties dropped.

These events provide an outstanding
opportunity for tenants. In a situation
where a tenant’s lease is higher than mar-
ket rental rates and the tenant’s intent is
to stay long term at the property, approach
the landlord with an offer to extend the
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term of the lease. In many situations, if
the landlord is offered the opportunity to
extend a tenant’s lease term, they in turn
might immediately reduce the rent the ten-
ant is paying or allow a reduction of the
number of square feet under lease, or both.

The renegotiation also should include
other critical lease issues that might not
have immediate financial impact but may
have other value over a long-term lease.
Include flexibility terms, such as options
and rights to renew, terminate, expand
and contract. This also is the time to eval-
uate poorly drafted or landlord-favorable
clauses. These include audit rights, defi-
nitions of operating expenses and landlord
fees, and markups on alterations and serv-
ices. Other issues to review include sub-
lease/assignment rights, alteration rules,
surrender of premises and substitution of
premises.

By committing to a long-term lease
extension (typically five to 10 years), the
tenant is rewarded with cost savings over
the few years remaining on the original
lease. The tenant’s economic benefit from
these savings must be significant enough
to justify the long-term commitment the
landlord will require.

RENT/LEASE INVOICE
AUDITING

In many properties, operating costs and
real estate taxes represent one-third to
one-half of occupancy costs or total rent.
In a major city like Chicago, these costs
are anywhere from $12 to $20 per square
foot in the Loop; $5 to $12 per square
foot in the suburbs. Multiplied by thou-
sands of square feet, this amounts to a
significant component of the overall occu-
pancy expense.

Every tenant in a building has a lease
that in theory was negotiated differently.
Each tenant’s lease should therefore
have a different definition of operating
expenses and taxes, and even a different
base amount in the same base year. A
landlord following sound property man-
agement principals and correctly admin-
istering the lease should reconcile each
tenant’s lease differently. Each tenant
must have a different pass through on the
amount of operating expenses and taxes
that are billed back to it by the landlord.
Each lease also contains exclusions to

operating expenses that prohibit the
landlord from billing certain costs back
to their tenants that they sometimes do.
Items such as marketing and leasing
costs, capital expenditures and enforcing
other tenant leases are expense categories
that are included here.

And guess what? Landlords make mis-
takes. Imagine you are a building manager
with 20, 30 or even 50 different tenants,
and the year has closed and reconciliation
statements need to get out. It is under-
standable that errors could be made. 

The right to audit the landlord’s
books and records is typically contained
in most leases. Few, if any, tenants do
so. Auditing your landlord’s operating
expense statement is a prudent course
of action, particularly for leases of more
than 15,000 square feet. Most leases
maintain restrictions on how this process
works. Many times the lease requires a
major accounting firm to perform the
audit on a fee basis. Sometimes the
landlord will pay the cost of the audit
should an error of some percentage
amount be found. Most leases will not
allow the work to be done on a contin-
gency basis. The best way for tenants to
protect themselves is to make sure that
when negotiating the lease, they create
strong audit rights in the document and
then exercise the right annually.

ELIMINATE SURPLUS SPACE AND
IMPROVE SPACE USAGE

During better times, many organizations
had a cushion for growth. Spaces were
designed with extra offices, cubicles and
conference rooms that would be available
at a later date to support future programs
and initiatives. Additionally, space stan-
dards, if they even existed, were generous
with offices and work stations, providing
more space than probably was needed
for a given job function.

A recent national benchmarking 
study of nonprofit organizations showed
an average space usage approaching
400 square feet per person. This aver-
age far exceeds that of many industries
in the for-profit world. Most industries
operate in ranges from 180 to 250
square feet per person. Studies of numer-
ous industries and clients also show the
average maximum usage rate throughout

the day for most office space is just 48
percent.  

Alternative workplace strategies and
an aggressive posture toward density can
dramatically improve efficiency. The
assistance of an architect and other con-
sultants will allow the organization to
determine how best to improve the over-
all efficiency of the space and determine
how much, if any, of this underused
space might be available to sublease.
Alternatively, structuring a lease negotia-
tion to reduce excess space might be
explored. Contraction of the current
space in a soft market can take time,
but an aggressive strategy to dispose of
surplus space will have an impact on the
bottom line.

OWN INSTEAD OF LEASE
If the circumstances are right, owning
real estate might help reduce occupancy
costs. Organizations that own space have
the benefit of controlling more of their
operating costs. But owning is not right
for every organization.

Having the required capital for
acquiring real estate is a first priority.
Whether this is from surplus reserves,
fund raising or a major donor, capital for
the purchase of the property, the retrofit,
the acquisition of furniture, fixtures and
equipment, moving and other project
costs will be required. Depending on the
organization’s financial resources, a tra-
ditional mortgage might be obtained for
all or most of the capital needs. Unlike
rental payment, a mortgage payment will
remain the same every month without
increase for the term of the mortgage.
Whether using debt or not, the organiza-
tion that owns its real estate is able to
forecast a large portion of its occupancy
costs throughout the budget cycle with
greater certainty.

501(c)(3) organizations have two
additional ways to reduce costs through
ownership. First, they might be able to
qualify for certain low-interest, tax-
exempt financing programs at interest
rates as much as 50 percent below tra-
ditional mortgage costs. These additional
savings provide added incentive to
organizations considering owning versus
leasing. Another way that 501(c)(3)
organizations might reduce costs in own-
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ership is by qualifying for property tax
exemptions. In most locations, 
organizations are able to petition the
local taxing body for an exemption 
and, if granted, do not pay real estate
taxes on the real property. This can
account for savings from $2 to $8 per
square foot.

As an owner of real estate, your
organization has the ability to lease sur-
plus space from time to time to outside
tenants at market rents as a source of
income. Many organizations have
employed this strategy when buying or
building properties that are larger than
their initial needs. By leasing to outside
tenants, they are able to warehouse this
space until it is needed by their own
organization and to collect income in 
the meantime. Organizations that need
to reduce their size enjoy the same abil-
ity to lease out surplus space and gener-
ate much-needed income until the 
space is required again.

HIRE AN ADVISER
Real estate markets are dynamic and
every circumstance is unique. These
strategies should never be undertaken
without the advice and counsel of a real
estate service provider. Engaging an
experienced negotiator who represents
the interest of the organization is essen-
tial. The adviser must act as the organi-
zation’s advocate with full market

intelligence, landlord knowledge and the
ability to understand the unique way
that associations and nonprofits operate. 

Each strategy has the potential to
yield some level of savings to the organi-
zation. Success is achieved by under-
standing the following questions:
• How will real estate support the orga-

nization’s goals and objectives?
• How long is the long-term commit-

ment the organization is required to
make to reduce costs?

• Is there capital available to achieve
cost savings?

• Is there consensus among leadership
on the real estate strategy and busi-
ness plan?
No matter what decision is made,

these are challenging times for everyone
— the tenant and the landlord. Start
reviewing ways now to reduce your occu-
pancy costs. 
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AS AN OWNER OF 
REAL ESTATE, YOUR

ORGANIZATION
HAS THE ABILITY TO

LEASE SURPLUS 
SPACE FROM TIME

TO TIME TO OUTSIDE
TENANTS AT MARKET
RENTS AS A SOURCE 

OF INCOME.


