Post-Closing Apportionments:
The Escalation Trap
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In sale transactions involving commercial real property, the provisions
that relate to closing and post-closing apportionments involve several
conflicting objectives of the parties, primarily the seller’s desire for final-
ity to its obligations and the purchaser’s desire to have the seller retain li-
ability for those items that accrued prior to the sale. The conflicting ob-
jectives present especially challenging issues in the area of operating ex-

pense escalation and pass-thru charges, where the amounts involved will
generally not be ascertainable until after the end of the then current year
and the amounts actually payable by the tenants until some time thereaf-
ter. This article analyzes these issues.

LEASE PROVISIONS

Escalation charges? are, of course, governed by the terms of the partic-
ular leases of space at the property. The applicable provisions vary wide-
ly. As a general matter, operating cost escalation is an annual charge
based upon the operating expenses incurred in a particular year (the “Op-
erating Year”).> Such operating expenses are to be determined by the
landlord in the first part of the succeeding year, with the escalation

amount to then be billed to the tenants.* Tenants are then required to pay
the amount due to the landlord, less any estimated payments made during
the Operating Year, as discussed below. Generally tenants have a relative-
ly short period of time within which they may challenge the landlord’s
escalation statement for the Operating Year, though major tenants can ne-
gotiate quite extended periods (often a year or more)’. Leases vary wide-
ly as to the mechanism by which challenges by tenants to escalation
statements are resolved, but obviously the period within which the final
amount of escalation charges is fixed will be prolonged by a challenge.
Escalation provisions also generally require that a tenant pay month-
ly estimated escalation charges during the Operating Year based upon a

*Lee A. Kuntz is a partner of Shearman & Sterling LLP and head of its Property Practice
Group.
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preliminary budget prepared by the landlord. Those monthly payments
are subject to the year-end escalation statement and a true-up in the fol-
lowing year. The landlord’s estimate is generally not subject to chal-
lenge by the tenants, although, for major tenants, there may be a cap to
the amount of increase from the prior Operating Year, and there may be
some interest or other adjustment factor if the estimates are substantial-
ly above the year-end final amounts.

Two other provisions of the lease become relevant on a sale. The first is
the so-called “landlord for the time being clause”, which generally pro-
vides that the term “landlord” means the particular person or entity that is
the landlord under the lease at the particular time, and that, from and after
the transfer of the lease, the transferor is relieved of any further obliga-

tions or liabilities under the lease.® The second is the estoppel certificate
provision, which generally provides that, upon request, the tenant will de-
liver an estoppel certificate to the landlord and a prospective purchaser.
The form of estoppel will, in one manner or another, address the date to
which additional rent (e.g., escalation charges) has been paid and whether
there is any existing dispute with respect thereto.

CONTRACT OF SALE PROVISIONS

The starting point is, of course, the apportionment provision. General-
ly, this provides, as relevant, for escalation charges to be apportioned just
as fixed rent is apportioned; but, in recognition that the current year’s es-
calation charges are estimates, provision is made for a true-up in the fol-
lowing year when the actual amount of operating expenses for the year of
sale is known, and the escalation charges for the Operating Year can be
computed. The true-up is usually done in conjunction with the prepara-
tion of the year-end escalation statement for the tenants. Often the con-
tract provides for a resolution mechanism should the seller and the buyer
disagree as to the amount of operating expenses, the escalation charges or
the particular apportionment between the two parties. This process is in-
dependent of the actual billing of the annual escalation charge to the ten-
ants and, of course, is not binding upon the tenants, though it is binding
upon the parties.

Most contracts of sale also have two other provisions directly bearing
on the apportionment issue. The first is a contractual statute of limitation
on claims by the buyer against the seller. The scope of such provisions
varies broadly, ranging from claims arising from factual representations
and warranties relating to the property to essentially all claims under the
contract. Thus, such provisions may be broad enough in scope to cover
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post-closing apportionment claims. The time period within which claims
must be asserted runs from the closing and generally falls within the
range of 6 to 12 months. The second provision is a floor and ceiling on
the amount of claims. The floor is intended to prevent claims which in the
aggregate and in the context of the deal are not material; the ceiling is in-

tended to limit all post-closing claims against the seller.” Generally, the
scope of applicability of the floor and ceiling provision correlates with
the scope of the contractual statute of limitation provision.

As it became common for commercial properties to be owned by sin-
gle purpose vehicles, the stated purpose of the ceiling was to permit the
seller to make appropriate distributions of the net sales proceeds and
complete liquidation in an orderly fashion. Without such a ceiling, the
seller might have to maintain its existence for the applicable legal statute
of limitations for claims under a contract or risk a claim against its inves-

tors.®> Moreover, the contractual statute of limitation provision obviously
provides, within the scope of its application, a shorter period within
which the seller must be concerned about maintaining the financial re-
sources to satisfy claims of the buyer under the contract.

In addition, in the assignment of leases delivered by the seller to the
buyer, the seller generally retains liability for, and indemnifies the buyer
against, lease claims arising before the transfer date, and the buyer as-
sumes liability for, and indemnifies the seller against, lease claims arising
from and after the transfer date. In addition, there may be a more general
cross-indemnity in the contract of sale itself.

INTERPLAY OF AGREEMENTS

In the case of most of the items apportioned at closing, the time when
the item arose or accrued and the amount to be apportioned are either rea-
sonably determinable at closing or within a short period of time thereaf-
ter. For example, with rare exception, the amount of fixed rent payable
under a lease and the date to which it has been paid are not only easily de-
terminable but are also confirmed in the tenants’ estoppels. Likewise,
most amounts due under service contracts are determinable based upon
the billing under the contract and can be confirmed by estoppel letters
from the vendors. Moreover, the point in time when the charge arose is
usually clear. Utility charges may not be as precisely determinable as it
may not be possible to have all of the relevant utility companies read
meters or provide a change-over billing for the closing date. However, the
amounts for the period including the closing date can generally be ob-
tained from the utility companies within 30 days after closing and can
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then be finally apportioned. However, annual operating expenses, and the
escalation charges based thereon, are not finally determined until after the
Operating Year in which the closing occurs, often three or more months
after the end of such Operating Year. Moreover, the determination of the
aggregate escalation charges for the tenants can be complex, as the rele-
vant lease provisions differ, often substantially.

The determination of operating expenses for the Operating Year in
which the closing occurred is just the first step in the process. Indepen-
dently of such determination, the escalation charges must be determined,
escalation statements must be sent to the tenants and any tenant challeng-
es to such statements must be resolved. That process generally extends
well beyond the period fixed between the seller and the buyer for the final
apportionment.

THE ISSUE

The core issue is which party will be responsible if a tenant successful-
ly challenges an escalation statement. In the first instance, and assuming
there is no other claim between the seller and the buyer, the total disputed
escalation amounts may well be below the floor for claims in the contract
and, if not part of the final apportionment (likely the case), may well not
be recoupable by the buyer from the seller. The same would be true for a
very large claim that exceeded the ceiling, but, given the nature of escala-
tion charges, that should be a remote circumstance.

More vexing is the timing issue. It is quite likely that a tenant’s claim
will not be raised until after the cut-off date for claims against the seller
under the contract of sale. Assuming a broad contractual statute of limita-
tion provision, the buyer is time-barred from bring a direct claim against
the seller under the contract. However, the claim likely arose, at least in
part, because of an overbilling or incorrect billing by the seller of estimat-
ed escalation charges. Thus, cannot the buyer resist the tenant claim on
the basis that it was not the landlord at the time or, alternatively, that the
tenant is barred by its estoppel certificate? Also, cannot the buyer look to
the provisions of the assignment of leases and claim that the seller re-
tained this liability as it arose before the date of transfer and, indeed, in-
demnified the buyer against such claim? The answer, of course, depends
upon when the claim arose — upon the billing of the estimated escalation
charges or upon the final billing of escalation charges for the Operating
Year in which the closing occurred.

Based upon the customary lease provisions, by far the most likely an-
swer is that claims in respect of incorrect escalation charges do not arise
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until the annual escalation statement is rendered to the tenant with the ac-
tual bill for the Operating Year’s escalation charge and the tenant chal-
lenges the bill. This conclusion is readily apparent from the basic lease
terms. The estimated charges are just that — estimates, and not only are
subject to year-end adjustment but also are subject to challenge by the
tenants. Also, the escalation rent obligation is generally phrased in terms
of an annual obligation to pay based upon the operating expenses for the
Operating Year as, in the first instance, determined by the landlord in the
annual escalation statement. Thus, the tenant does not have a choate
claim against the landlord until the annual billing is made. The landlord
at the time the claim can be made is, of course, the buyer. Based upon the
same reasoning, the tenant is not barred by its estoppel certificate because
at the time issued the tenant did not have a claim against the landlord.

DISCUSSION

The foregoing is not the rational result, as the final apportionment is
supposed to provide a process whereby the parties true-up their closing
apportionments. Without an accurate adjustment for escalation charges,
the seller is unjustly enriched, more likely than not based upon incorrect
estimated escalation charges generated by the seller or its managing
agent. This enrichment is exacerbated when the closing is in the latter
part of the year.

A simple solution is, of course, to provide that claims in respect of the
operating expense/escalation charge apportionments are not time barred.
However, such a provision is not often acceptable to sellers, particularly
as it may postpone for a considerable period of time distributions to its
investors and liquidation of the seller. It would also require that credit for
post-closing claims remain in place. An alternative solution, somewhat
within the control of the buyer, is to attempt to have the tenants respond
more promptly to the annual escalation statement so as to flush out any
claims within the contractual period of limitations. Whether the tenants
will cooperate and whether for the longer term it is in the buyer’s best in-
terest to have tenants focused on challenging annual escalation state-
ments are two problems with this approach. A landlord could, of course,
seek to address the issue by requiring shorter periods for tenant challeng-
es in respect of escalation charges for a year of sale; however, this is not
only off-market but also not in the best interest of the landlord, who will
be the seller when the issue arises.

If the sale closes very late in the year (say, December), a buyer might
seek to have the seller retain full responsibility for escalation charges. Thus,
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the buyer would seek to limit the operating expense apportionment to just
the portion not covered by escalation charges (not as simple a concept as it
sounds, as the escalation chargeable under each lease may vary) and leave
the seller with the benefit of all escalation rent and the burden of all other
operating expenses. This may, of course, leave the seller with a long tail ob-
ligation, as the seller would not be fully relieved of liability to the buyer un-
til the period of challenge under each lease had run or the seller had other-
wise settled with each tenant. Moreover, the buyer is only contractually re-
lieved of liability as between it and the seller. A tenant that was not satisfied
by the seller could assert its claim against the buyer, which is, as discussed
above, the landlord when the claim becomes choate.

If the purchase closes early enough in the year, the buyer has an oppor-
tunity to review carefully the operating expenses it is actually incurring
and, if appropriate, make adjustments to the estimated escalation charges
to the tenants. Such adjustments could reduce the risk of overbillings that
might be challenged by the tenants and that might not have been correctly
apportioned with the seller. However, many times the escalation chal-
lenge by a tenant does not solely relate to overbilling of an expense but
rather to a different interpretation of a particular provision of the escala-
tion clause of its lease. Those instances are harder to catch and correct.

As a practical matter, the buyer should carefully review prior recent es-
calation statements and tenant claims in respect thereof and compare
such escalation statements with the escalation statement for the current

Operating Year.” By focused due diligence on this issue, the buyer may be
able to determine to some degree the likely extent of successful challeng-
es by the tenants for escalation charges in respect of the year of sale. If
there is a discernable risk, that risk can be addressed more specifically in
the negotiations with the seller.

NOTES

1 Real estate ad valorem taxes and similar taxes are not included in this discussion, though
under certain circumstances they might raise similar issues.

2 For leases that have a so-called “gross” rent, such charges are based upon increases in operat-
ing costs over a base amount. For leases that have a so-called “net” rent, the charges are based
upon the full operating costs and thus are often called “pass-thru” charges. For convenience all
such charges are referred to as escalation charges.

3 For example the newly issued form of Office Lease prepared by The Committee on Real
Property of the Association of the Bar of the City of New York (the “Office Lease Form”) provides
in Section 7.2: “If Expenses for any calendar year . . . exceeds Expenses for the Expense Base
Year, Tenant shall pay to Landlord Tenant’s Expense Payment within 15 days following Tenant’s
receipt of the Expense Statement for that calendar year.”
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* The Office Lease Form further provides in Section 7.2: “Landlord shall, within 120 days fol-
lowing the end of each calendar year, deliver to Tenant an Expense Statement for that calendar
year.”

5 The Office Lease Form provides in Section 7.5: “An Expense Statement shall be binding and
conclusive on Tenant unless Tenant, within 180 days following Tenant’s receipt of that Expense
Statement gives notice to Landlord disputing its accuracy. . . .”

® The Office Lease Form provides in Section 23.5: “In the event of a transfer. . . of the Building
(a) the transferor. . . shall be. . . relieved of all obligations and liabilities of Landlord under this
lease accruing after the effective date of the transfer . ...”

7 At common law a seller’s obligations under a contract of sale merged into the deed, so, absent
fraud, there were essentially no post-closing liabilities to the buyer. Parties are able to, and typi-
cally do, contract around this limitation. The scope of these provisions varies, with perhaps the
principal point of contention being whether the floor and ceiling apply just to claims arising from
breaches of representations and warranties or apply more broadly to breaches of covenants and to
post-closing financial adjustments. For purposes of this discussion, a broad floor and ceiling limi-
tation is assumed.

8 The buyer generally obtains some credit assurance (a deposit, letter of credit or guarantee) to
cover the claims up to the ceiling.

? The buyer should also carefully review the escalation provisions of the leases, including the
time periods for tenant challenges and whether tenants may use contingent fee arrangements with
professionals it may select to review the landlord’s escalation statements, as such arrangements
seem to increase the risk of aggressive challenges.



