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Analyzing expense reimbursements is essential for managing the financial success of retail, industrial, and office properties.
These reimbursements significantly impact operations and planning because they influence budget allocation and
tenant satisfaction, which makes it essential to have a clear understanding of lease agreements and expense categories.
They also directly affect the underwriting net operating income (NOI), which determines the loan amount the property
can support.

Understanding Reimbursable Expense Categories

Property Management Fees are a common reimbursable expense but are typically capped at a specific percentage, such
as 5%, to ensure fairness and prevent excessive costs for tenants. This cap helps prevent excessive fees from burdening
tenants while ensuring landlords recover reasonable costs for managing the property. Reviewing lease terms is crucial to
determine whether management fees fall within these limits and whether exceptions apply.

Common Area Maintenance (CAM) costs encompass expenses such as maintenance, landscaping, janitorial services, and
security for shared spaces, which are critical for maintaining functionality and aesthetic appeal. These expenses are
essential for keeping common areas functional and appealing but can vary widely. It is vital to confirm that CAM charges
are proportionately allocated among tenants and to verify historical costs to prevent unexpected increases.

Property Taxes are another significant reimbursable expense, but they can be complex. Rapid increases in property value
due to a sale or reassessment can lead to higher tax bills, which may not always be fully reimbursable. Leases should
clearly specify whether tenants are responsible for such increases and under what conditions exclusions might apply.

Insurance Premiums often include both property and liability coverage, and the responsible party must be explicitly
stated in the lease. Verifying the lease’s insurance coverages is essential to ensure compliance with lender requirements
and safeguard against potential liabilities or delays in loan closings.

Practical Suggestions

The lease type dictates reimbursement specifics. Gross leases may still require tenants to pay for utilities, while ground
leases necessitate clarity on tax and insurance responsibilities. Net leases require careful review of clauses to confirm
they are true net leases. Modified gross leases include reimbursements for expenses beyond a base year, though base
years might reset upon lease extensions, affecting calculations.

When underwriting multi-tenant commercial properties, analyzing NNN lease percentages of the Net Rentable Area
(NRA) against the actual reimbursement level is vital. Historical reimbursements may include prior year expenses, and
scheduled CAM payments may not reflect actual costs, necessitating cross-checks against records.

Major NNN leases reveal trends in expenses and potential caps, such as 3% limits on operating cost increases. Reviewing
these documents ensures a realistic understanding of financial obligations and highlights exclusions not evident in
lease summaries. Each clause should be thoroughly reviewed to identify potential risks and ensure alignment with the
property’s financial and operational objectives.

By thoroughly understanding these concepts, real estate owners can better navigate the financial dynamics of commercial
properties. Accurate analysis ensures transparency, minimizes risks, and supports informed decision-making.
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