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Energy retrofits can: m

Save building owners and tenants money.

Improve reliability and occupant comfort.

Create green jobs in the community.

Reduce greenhouse gas emissions.

But...




Misaligned incentives can get in the way. ‘ 0

YC

A “misaligned incentive,” often called a “split incentive”: a transaction where
the benefits do not accrue to the person who pays for the transaction.

The split incentive problem in energy: the building owner pays for retrofits, but
cannot recover savings from reduced energy use that accrue to the tenant.

Retrofits reduce
energy use

In typical New York City modified gross leases, the savings from energy retrofits
are passed through to the tenants, so:

[ Owner invests

capital

Tenant receives
benefits

 Itis not in the owners’ immediate interest to invest capital in improvements.
* Thus energy savings are left on the floor.



More specifically, the split incentive impedes cost
recovery.

YC

Owners can currently pass through capital expenses. However, recovering the cost:

Retrofits

[ Owner Tenant ]

 across the useful life of the equipment is too long to justify large upfront
iInvestments.

* based on the actual energy savings is considered too complex to measure.

* based on predicted energy savings leaves tenants at risk for energy retrofits

kthat underperform. /
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The split incentive problem is not just a theory.

Commercial Real Estate Owners
Inhibited by the Split Incentive Problem

el

-

.

® [nhibited from
Retrofits

Nt

In a NYC Mayor’s Office survey of commercial property owners, 60% of
respondents stated that the split incentive problem inhibits them from

undertaking energy retrofits.

The respondents included firms that own or manage over 310 million
square feet of commercial space in NYC.



Prototype lease language was developed. ‘ 0

YC

In 2010, the Mayor’s Office assembled a small working group to work for six
months on lease language that would address the split incentive problem.

The group, led by an experienced real estate lawyer, was composed of some of
the city’s largest owners, tenants, management companies, and engineers,

including:

Marc Rauch, Esq. Forest City Ratner Companies
Deutsche Bank Ernst & Young

Cushman & Wakefield First New York Partners

Goldman Copeland Associates JB&B



The lease language needed to address specific issues. ‘ 0

YC

4 Y4 _ N\ )
Issue: Owners wanted Issue: Tenants did not Issue: Industry

to base cost recovery on want to base payback || experience showed that
: dicted b on predicted savings actual savings are
Savings predicted by an that might not be generally within +/- 20%

engineer. realized. of predicted savings.
L VAN J\_ J

N y £

Solution: Base owners’ cost recovery on predicted savings as long as tenants
are protected against underperformance.

/ .
Energy-Aligned Lease h

Base owners’ cost recovery on predicted savings, but limit owners’ capital
expense pass-through to 80% of such predicted savings in any given year.
\_ This is called the 20% “Performance Buffer.” )
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The resulting lease language is easy to use and can be
downloaded from the Web.

» Leasing language and explanation of how the lease works are available at

www.nyc.gov/ggbp.

Uplan) (e

MODEL ENERGY ALIGNED LEASE LANGUAGE

Re: Capital Improvements: to rove Energy Efficiency
{Amend: npical commercial modified groz: leaze)

11 Opematms Expenes
(a)  Definitisn:
(1) “Baze Year” means

(u} “Capi Mn\mm mea: any alteration, addition, change, repair or

it ( 1) made by Landlerd i or to the Building or the
common areas or e@npmmlwa)-m..mf. which under generally accepted accounting
prnciples, consistently applied, 15 properly classified as a capital expenditure. 'ﬂnaggﬂgnecm s of
any Capital Improvement zhall be desmed to include, without i ion, archotectural, eng
and expediting faes, legal, consulting, inspection and commussioning fees actually mewred i
comection therewith, but shall be d d to exclude actual v imputed fnancing costs in connection
therswith.

(w) “Compayizon Yexr™ means each period of twelve (12) consecutive months
subsequent to the Base Year,

()  “Independent Enzinesr” mean: an engineer selected by Landlord from the List
annexed hereto as Exchibir From time to fime, but not more than once durmg any penod of
m'!l\'!( )mmmvemnmh Landlord and Tenant may each recommend one or more

it ‘b)lheSnnu&'\!w‘lmkmewgmgm
.pec:ahm in each case with at least s1x (6) years’ expenence in parforming energy audits on
commercial property similar m size and use to the Property, for mclusion on the list annexed hereto
as Exlubit ____ Any such recommendation(s) by Landlord or Tenant shall be subject to the watten
approval of the other party, which approval shall not be wireasonably withheld

(¥)  “Operatinz Expenses” means all costs, expenses, disbursements and
expenditures (and taxes, if any, thereon) incwared by or on behalf of Landlord (and whether paid or
mewred directly or Lhmghmdependm contractors or mds\'udcm) wuhmpeﬁ to opu.\n.n;.

lighting, innuring, staffing, cl
the Building and all areas and equiy .)*Mm.tbﬂ!oim:hb&ng.mm
lmutation. . .(16) the cost of any Capital Imp (sh d d) if and to the extent

mcludable in Operating Expenses pursuant to Section 1.1(b) below, which cost shall be amortized on
l'uugh!hmku,o\'uhmﬁﬂhﬁaf,uh(apmllmw&m(mchuﬁﬂh&mh

dm dance with g lly accepted accountmg principles, consistently applied),
except with respect to Caputal Impimmm.'. descnibed m Section 1.1(b)i) below (whuch shall be
amortizad as provided i that subsection)), with the annual amertization amowunt mcluded m Operating

Expenses for the Companizon Year in question. ..

(1) “Projected Annual Savings” means the average :mual b:.a lﬂnldmg unhr}
cost savings anticipated to be generated by a Capital Inp
applied engzineering methods mdme.umlnprrm':dedmnnungb\ the hd!pmdmll’.ngm:er

NYC/5457255 V1452011

(&) Capital Improvements.

Landlerd may include the costs of certain Capital Immc\tmems mn Operating
Expenses pursuant to Section 1.1(a)(v)(16) in d: with the foll

(1) \'unents].mmdedm ve Fney 1ency. In the case of
any Capital Ip tlm the I certifies m wnting wr.ll ..ubjecl to

reasomable assumptions mdqlul\ﬁcanun,, mducevlhe Building's consumption of electnicity, oil,
natwral gas, steam. water or other utilines, and notwithstanding anything to the contrary in Section
L1G@)v):

The costs of such Capital Improvement shall be deemed reduced by
tlae amowunt of any NTSERDA or sinular government or other incentives for energy efficiency
actually ived by Landlord to defray the costs of such Capital Inprovement, and
zhall further be reduced by any energzy efficiency tax credits or similar energy-efficiency-bazed tax
ncentives actually aceruing to Landlord as a result of such Capital Improvement.

B For the puposes of this Section 1.1(b)}2), “sumple pavback period”
means the length of ttme d in months) obtamed by dividing (x) the aggregate costs of any
such Capital Imp: . by (v) the Projected Amnual Savings. By way of example: If the
aggregate costs of such Capital Improvement are $2,000,000 and the Projected Annual Savings are
500,000, then the su:npie payback peried for such Capital Improvemsent is forty-eight (48) months.

Commencing with the Srst Companm Year following the year n
which such Capital In'pwmmm 15 completed and placed in service, and contimung for the duration
of the Adjusted Payback Period (as hersinafter defined), Landlord may include in Operating
Expenses a portion of the agzegate costs of such Capital Improvement equivalent to eighty percent
(80%%)' of the Projected Annual Savings, so that the agmegate costs of such Capital Improvement
wall be fully amertized over one hundred twenty-five percent (125%)° of the simple pavback peniod
(such peniod of time, the “Adjusted Payback Period”). By way of example: If the agzregate costs of
such Capital Inprovement are $2,000,000, the Projected Annual Savings are $500,000 and the
simple payback period for such Capital Improvement 15 forty-eight (48) menths, then Landlord may
include $400,000 of the aggrezate costs of such Capital Improvement (1., an amount equivalent to
8075 of the Projected Annual Savings) in Operating E: for five ive Comparisen Years
(Le. sixty (60) months or 125% of the simple pn'hacl: pmod)

' Acraal cost savings from energy efficiency improvements may equal, excesd or fall short of projected savings. The
discount of Projected Azmual Savings (and the concomutant extension of the payback pesiod) is intended to provide 2
p;:'gin of erm]m case actual savings fall short of Projected Annual Savings.

! Footzote

NYC/545725.5




The lease language includes several key features: ‘ 0

YC

» The predicted savings are determined by an energy specialist agreed upon by
both parties.

» Tenants are protected from underperformance by a 20% “Performance Buffer.”
* Owners are paid back in full, but the payback period is extended by 25%.

« Language is applicable for typical modified gross commercial leases and
generally for multi-tenant net office leases.

” Energy retrofits are not a zero sum game: with
c ley : aligned incentives, both tenants and owners win,
onciusion because energy retrofits save money.




This lease language does not include the following: ‘ P

YC

It does not solve the split incentive problem for electricity used by
equipment within tenant spaces when such spaces are not individually
metered or sub-metered.

» To solve this problem, tenants must be individually metered or
sub-metered, and be billed accordingly.

* By 2025, all large commercial tenant spaces in NYC must be
provided with meters or sub-meters under Local Law 88.
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A financial model was developed to demonstrate how the
lease language impacts the financial picture.

The Mayor’s Office created a
financial model to see how energy
efficiency dollars would flow in
high, low and expected retrofit
performance scenarios based on
key input variables*, such as:

e Overall rent

» Operating expenses /
escalation rate

* Predicted energy savings
* Performance buffer
percentage

*All inputs and assumptions shown in this
table (except gross square footage, year of
implementation and retrofit cost per square
foot, and projected energy savings) provide
the basis for the charts that follow.

INPUTS & ASSUMPTIONS

Tenant lease info
Gross square footage
Lease term {yrs)
Lease rent psf
OpEx base year psf
OpEx base year - non energy
OpEx base year - energy
OpEx projected escalalion % - non energy
OpEx projected escalalion % - energy

EE measures
Lease year during which EE measures are implemented
First Companison Y ear after implementation
Retroft cost psf
Retrofit cost {tenant space’s proportionate share)

Amnual energy sawngs psf
Predicted energy savings (%, bunded)
Predicted energy savings psf {in dollars)
Predicted simple payback period {yrs, bunded)
Perfomance Buffer
Adjusted Payback Period {reflecting Perfomance Buffer)

Range of deation from predicted energy savings
Savings in Under-Performing scenano
Savings in Ower-Perfoming scenano

Other
kscount rate (NPV)
Annual % degradation of energy savings

200,000

10

3 6000
$ 1500
$ 13.00
$ 200
3.00%
3.00%
1
2
$ 250
$ 500,000
22%
$ 045
55
20%
6.9
20%
18%
26%
5.00%
T00%
KEY
Input
Fixed
Calculated
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The model shows savings, how the money flows, and
energy savings NPV.*

MERIYC

OUTPUT — NPV/GRAPHS

5160,000
5140,000
5120,000
5100,000

Energy Savings

5-

Allocation of Energy Savings
Expected Savings Scenario

Retrofitimplemented in Retrofit cost (Tenant space's Adjusted payback
Year 1 _ofalOyearlease proportionate share): $500,000 period in years: 6.9

580,000 -
560,000 -
540,000 -
520,000 -

2 3 4 5 6 7 8 910:1112131415
End of Lease Year

m Owner Capital Recovery
m Owner Energy Savings (after capital recovery)
®m Tenant Energy Savings, net of Capex Pass-Through

Energy Savings NPV
Expected Savings Scenario

5400
$350
5300
5250
5200
5150
5100
550
$0
($50)
($100)

Thousands

® Owner ™ Tenant

The Allocation of Energy Savings graph shows how the Owner is paid back and how much
savings are realized each year for Tenant and Owner.

*The model includes 3 scenarios for each transaction: (i) retrofit performs in line with projected savings; (ii) retrofit
under-performs projected savings by an adjusted %; and (iii) retrofit over-performs projected savings by an adjusted %.
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The performance buffer reduces Tenant's downside risk.*
e [PENYC

Allocation of Energy Savings Without 20% Performance Buffer
Underperforming Scenario

Retrofitimplemented in Retrofit cost [Tenant space's Adjusted payback
Year 4 _ofal0yearlease proportionate share): $500,000 period in years: 5.0

$160,000
$140,000 +
5120,000
$100,000
580,000
560,000 -
540,000
520,000 +
G-

5200000 453 4 5 6 7 8§ 9 10 11 1z i3 14 15

Energy Savings

End of Lease Year
= Owner Capital Recovery
B Owner Energy Savings (after capital recovery)
mTenant Energy Savings, net of Capex Pass-Through

Allocation of Energy Savings With 20% Performance Buffer
Underperforming Scenario

Retrofitimplemented in Retrofit cost [Tenant space's Adjusted payback
Year 4 _ofal0yearlease proportionate share): $500,000 period in years: 6.3

g, 160,000
$140,000
$120,000
$100,000
580,000
560,000 -
540,000 -
$20,000
S-

n

Energy Sav

i 2 3 4 5 6 7 8§ 9 10/11 12 13 14 15
End of Lease Year
= Owner Capital Recovery
B Owner Energy Savings (after capital recovery)
mTenant Energy Savings, net of Capex Pass-Through

If the retrofit underperforms
by 20%:

Without the performance
buffer, the tenant pays an
additional modest amount for
energy Iin the early years, still
saving in Year 10.

Tenant NPV = $1,258

With the performance
buffer, the tenant benefits
from the beginning of the
retrofit installation.

Tenant NPV = $24,920

*Assumptions include 200,000 gross square
footage, retrofit per square foot cost of
$2.50, and projected energy savings of 22%.
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Tenant realizes net savings regardless of when the retrofit
occurs —even late in the lease.*

Allocation of Energy Savings Energy Savings NPV
Expected Savings Scenario Expected Savings Scenario
Retrofitimplemented in Retrofit cost (Tenantspace's Adjusted payback v 4400
Year 2 _ofal0vyearlease |proportionate share): $500,000 period in years: 6.7 E 4350
(%)
¢ $160,000 2 $300
E $140,000 = 5250
& $120,000
&% 5100,000 5200
g $80,000 $150
W $60,000 $100
540,000
$20,000 450
S- 50
11 12 13 14 15 (550)
End of Lease Year ($100)
= Owner Capital Recovery
B Owner Energy Savings (after capital recovery) ®Owner ®Tenant
B Tenant Energy Savings, net of Capex Pass-Through
Allocation of Energy Savings Energy Savings NPV
Expected Savings Scenario Expected Savings Scenario
Retrofitimplemented in Retrofit cost [Tenant space's Adjusted payback w5400
Year 7 _ofalOyearlease |proportionate share): $500,000 period in years: 5.8 E $350
o 5160,000 2 5300
§ $140,000 = 5250
& 5120,000
& 5100,000 — 5200
s $80,000 B $150
o $60,000 B 5100
$40,000 L 650
$20,000 —
s- T T T T T T T T T 50
1 2 3 4 5 6 7 8 9 10/11 12 12 14 15 (550)
End of Lease Year ($100)
= Owner Capital Recovery ' '
® Owner Energy Savings (after capital recovery) B Owner HTenant
H Tenant Energy Savings, net of Capex Pass-Through

*Assumptions include 200,000 gross square footage, retrofit per square foot cost of $2.50, and projected 14
energy savings of 22%.



Even in the Trifecta (Long pay-back period, late in lease, |
underperformance by 20%), the tenant stands to gain.* ‘ #

$160,000
£140,000
£120,000

580,000

Energy Savings

$40,000
$20,00
$_

$(20,000)

Retrofitimplemented in Retrofit cost (Tenant space’s
Year 7 _ofa10yearlease proportionate share): $590,000 period in years: 15.0

Allocation of Energy Savings
Underperforming Scenario
Adjusted payback

5100,000 -+

560,000 -

2 3 4 5 6 7 8 9 1011 12 13 14 15

End of Lease Year
m Owner Capital Recovery

®m Owner Energy Savings (after capital recovery)
® Tenant Energy Savings, net of Capex Pass-Through

—
i’

7 8 9 10 11

Tenant NPV = $5,414

*Assumptions include 200,000 gross square footage, retrofit per square foot cost of $2.95 and projected energy

savings of 10%.

e Even with a 15 year pay back retrofit occurring in Year 7 of a ten-year lease
and underperformance by 20%, the tenant still realizes positive NPV.

* Long pay-back retrofits can still benefit tenants, and tenants can be
protected from down-side risk.
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Financial risk to tenant is extremely low.

MERIYC

Example: a retrofit costing $2 per
square foot for a 200,000 square foot
lease, with 25% predicted energy
savings.

Downside risk is approximately 20% of
predicted savings, based on industry
experience.

The cost associated with downside risk
Is diminutive compared to total rent and
operating expenses.

Uncertainty in predicted energy savings
is less than 1/5% of 1 percent of Lease
Rent ($0.10 < $0.12).

570.00
$60.00
$50.00
$40.00
$30.00
$20.00
$10.00

$0.00

Costs to Tenant Per Sq Ft
$60.00
$13.00
. $2.00 $0.52 $0.10
. .
LeaseRent  OpExBase  OpExBase Predicted Uncertainty
Year{Non Year (Energy]  Energy in Predicted
Energy) Cost Cost Savings Energy
Savings
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This language has been used at 7 WTC and is broadly
endorsed.

YC

On April 5, 2011, Silverstein Properties
and WilmerHale signed a lease
modeled after the energy-aligned lease
for 210,000 sq ft. of space in 7 WTC. A
second lease was signed by MSCI Inc.
on September 19, 2011.

The City of New York will use the
language whenever NYC is a tenant.

“REBNY... will be recommending this
language to all of our members.”
-Steven Spinola, President, REBNY

. Time E D F
Other Ieadmg Warner { H N %
organizations cane SRR Anlyze. Adise. Ack NRDC

endorsing the
language include:

nyserda 'Z
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Conclusion: This is not a zero sum game. Both tenants and |
owners benefit from energy retrofits because money is saved. ‘ B

YC

» The 20% performance buffer removes down-side risk for tenants
under most scenarios.

« Tenants can accrue net savings even if the retrofit occurs late in
lease or has a long pay-back period.

e Tenant risk from drastically underperforming retrofit is minimal
because retrofit expense is dwarfed by overall rent expense.
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Appendix on Commercial Lease Types and Split Incentive ‘m

Lease Type Who Pays Who Pays Split Incentive?
Expenses Capital Costs

Gross Lease Owner Owner
Modified Gross Owner and Owner
Lease Tenant x
Triple Net Lease Tenant Tenant
Multi-Tenant Tenant Owner

Office Net Lease x
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