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The lease agreement is in many ways the foundation of the landlord-tenant relationship. It outlines
the responsibilities and rights of each party, addressing liabilities and tax issues that may arise. A
clear lease agreement can facilitate good communication between tenants and landlords by
providing a clear framework for the resolution of issues. At the same time, a well thought out lease
can be helpful to both parties when filing taxes and performing annual accounting. Below, we'll
explore some key considerations for landlords with tenant lease structures. 
Tax Issues
Often, alterations must be made to commercial real estate before the property is ready for use by
the tenant. In such a situation, both parties must come to an agreement on the extent of the
landlord's financial investment in the improvements, as well as the landlord's degree of control over
the nature of the improvements.
Landlords and tenants may negotiate a tenant improvement allowance, which is an allowance
provided by the landlord for the tenant to make improvements. Alternatively, the landlord may take
total control or the tenant may be completely responsible. If a tenant improvement allowance is
provided, it's important to structure the lease so that the tenant does not have to recognize income
for the allowance in the year that the allowance is received.
Improvements on the property come with the problem of determining who owns them. If the
developer owns the improvements, it can have unfavorable tax implications. Under the current
Modified Accelerated Cost Recovery System (MACRS), a 39 year amortization of improvements is
possible. This is a lengthy recovery period that can be quite detrimental from a tax perspective,
since income is recognized over the term of the lease, while expense is recognized over 39 years.
This mismatch can carry a significant tax cost.
When deciding who will own the improvements, it's important to consider who the tenant is. A
not-for-profit tenant would have no reason to avoid ownership of improvements, since long-term
depreciation is not detrimental to them. At the same time, the landlord may get to write off the
improvement allowance as an inducement payment over the life of the lease, which is almost always
more advantageous than the 39 year write-off available if the landlord owned the improvements.
Thus, a mutually beneficial agreement can emerge. 
Benefits of Percentage Rent Structure
From an accounting perspective, percentage rents is an option to keep in mind when structuring
lease agreements. With a percentage rent structure, the tenant pays a portion of their monthly
profits to the landlord, in addition to the flat rental rate.
If a percentage rent is used, reporting requirements should be built into the lease, so that the
tenant's obligation to report is well-established. In addition, a "right to audit" can be written into the
lease, so that the landlord has the right to hire an independent auditor to determine whether the



reported percentage rent is congruent with the business's actual earnings. This type of an audit is
usually paid for by the landlord, unless they discover reporting discrepancies above a certain
threshold, in which case the tenant would have to pay for the audit.
Most percentage rent lease issues stem from a trust issue - the tenant may not be honest about
their sales reporting. Therefore, the issue should be addressed on a personal level as well as on
paper. To prevent trust issues from developing, it's important for the landlord to build a relationship
with a tenant, providing ample opportunities for both parties to express their concerns. 
Key Takeaways
With all of this in mind, be sure to take the following into account when designing tenant lease
agreements: 
* Structure a lease so that the tenant doesn't have to report the allowance as income
* The lease should outline who owns the improvements made to the property, considering the tax
costs to each party
* Not-for-profit businesses have no reason to avoid owning property improvements, producing a
mutually beneficial agreement
* If a percentage rent structure is used, reporting requirements and right to audit should be built into
the lease
Because of the complex issues that should be considered when deciding on a tenant lease
structure, and the potential tax consequences associated with certain agreements, it's important to
consult a skilled lease attorney and accountant before signing an agreement.
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