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If you own commercial real estate 
and your tenant has an option to purchase 
the leasehold premises as part of the 
lease, overlooking a few important details 
in drafting the option provisions (the 
“Option”) can be costly. One critical area 
where costly mistakes can be made is 
overlooking the change in relationship 
between the parties when a tenant 
exercises its option to purchase as the 
parties become vendor and vendee and 
no longer landlord and tenant.1 Because 
there is no longer a landlord and tenant 
relationship, the tenant is no longer liable 
for rent until the closing.2 Therefore, 
the landlord needs to account for the 
“occupancy” value from the date the tenant 
exercises the option until closing or lose 
value on its investment. If the parties do 
not account for this interim value the law 
will impose a value which will likely be 
inadequate compared to the rent generated 
under the prior lease.3 More often than 
not, when negotiating a lease with an 
option to purchase, the primary focus is 
on the underlying lease terms and not the 
terms of the sale and purchase option. At 
the time of negotiation, the possible sale 
and purchase seems a long way down the 

road; and from both the landlord and 
tenant’s perspective, maybe even a remote 
possibility. In fact, the Option provisions 
are often one of the last few paragraphs to 
the lease or part of a rider to the lease and 
almost an after-thought.

The primary focus of lease negotiations 
tends to be on the terms of the landlord/
tenant components of the lease, such 
as, the base rent and rent adjustments, 
responsibility for upkeep of the premises, 
repair and replacement of facilities, length 
of term, options to renew the lease term, 
etc. With regard to the possible sale and 
purchase somewhere down the road, the 
primary focus is generally on determining 
a sale price or method to calculate the sale 
price in the future. In that vein, the focus 
tends to be on negotiating the method 
to calculate the sale/purchase price4 and 
the parties are well served to set forth 
a clear process for determining the fair 
market value for the property upon the 
tenant exercising its option, including 
for example, a mechanism for addressing 
inconsistencies between valuations by 
the parties’ appraiser, and accounting for 
tenant installed improvements.5

As noted above, one often overlooked 

but important point under Illinois 
law is that when a tenant exercises the 
Option, the landlord/tenant relationship 
immediately terminates and, absent 
provisions to the contrary in the lease, the 
relationship between the parties becomes 
one of vendor and vendee until the sale 
is consummated.6 It might surprise the 
landlord to learn that if he or she has not 
explicitly provided for a “rent” payment 
or equivalent form of consideration from 
the vendee from the time the tenant 
exercises the Option to the closing, the 
consideration to be paid during that 
period of time as provided under Illinois 
law (if any) could be a lot less than the rent 
the vendee was paying when they were 
deemed a tenant under law.7 Recognizing 
the legal status of the parties to the lease 
with the Option at various points in the 
relationship is critical to understanding the 
impact on the consideration the landlord 
will should the tenant exercise its Option. 

Not only is a good amount of time 
spent on a method to calculate the sale 
or option price, a lot of focus is usually 
also given to the mechanics of the tenant 
exercising its Option. That is of course 
very important as well since under 
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Illinois law, in order for a tenant to validly 
exercise an Option, the optionee must do 
so consistent with the terms of the Option 
and one cannot add or subtract terms and 
conditions from those provided in the 
Option agreement.8 Not surprisingly, if the 
optionee qualifies or otherwise attempts 
to add or subtract terms and conditions of 
purchase, doing so may void the Option.9 
Therefore, when drafting the Option 
provisions practitioners need to consider 
underlying matters related to the state of 
title at the time of closing, environmental 
due diligence such as concerns over prior 
parties’ use of the property, financing 
and other practical considerations. Once 
the Option language is agreed upon, any 
attempt to modify the terms and conditions 
thereof will put the Option right at risk for 
the optionee. Documenting concerns for 
those areas in advance as part of the Option 
language is critical as well.

As noted, under Illinois law, when 
an optionee exercises an Option, the 
relationship between the parties changes 
from one of lessor and lessee to one of 
vendor and vendee as a present contract 
for the sale and purchase of the real estate 
is formed10 short of the parties expressing 
the intent that merger of the leasehold 
estate into the fee not apply.11 Interestingly 
then, once the optionee exercises the 
Option there is no longer a lessor/lessee 
relationship, the owner (former lessor and 
now vendor) is no longer entitled to the 
payment of rent under the lease unless 
the parties have specifically provided for 
a payment of a rent (or amount of other 
consideration for occupancy) between the 
period of time of exercising the Option 
and the closing.12 Furthermore, where 
the option language fails to specifically 
provide a time for performance or closing, 
the law will supply a “reasonable time” 
under the circumstances in which to 
close, particularly when time is not made 
of the essence in the agreement.13 That 
could leave the owner/vendor without the 
payment of adequate consideration during 
an extended but “reasonable” period of 
time until closing. And so, definitive terms 
regarding the amount of consideration to 
be paid on a monthly basis for occupancy 
(in substitution for rent), a closing date as 

well as continued responsibility for matters 
relating to the upkeep of the premises 
until closing, should all be set forth in 
the Option in order to set out the rights 
and obligations of the parties while in the 
vendor/vendee relationship is in place. 

If the vendor and vendee have not 
included a provision in the Option for 
determining the amount of consideration 
for occupancy until the closing, Illinois 
courts have looked to other areas of contact 
law to determine what consideration a 
vendor (former lessor) may be entitled to 
between the period of time that the tenant 
exercises the Option and the payment of 
the purchase price at closing.14 Illinois 
courts have decided that equity dictates 
under an executory sales contract that a 
vendor is entitled to “interest at the legal 
rate” on the unpaid balance of the purchase 
price from the vendee in possession until 
closing, unless a vendee has placed the 
purchase funds beyond his own use or has 
incurred liability for payment of interest 
for prospective mortgagee.15 Therefore, if 
a vendee makes a deposit into escrow or 
otherwise incurs an interest debt obligation, 
for example on a line of credit, those 
factors, which are outside the vendor’s 
control, that can leave the vendor with little 
or no consideration being paid during the 
interim period until closing. This can leave 
the vendor/seller in a difficult financial 
position if they were receiving a generous 
rent under the prior lease terms. 

The above rule of law stems from 
a position of equity enforced by the 
courts and long recognized in Illinois 
where a vendee should not benefit from 
enjoying the use of the premises, and 
having available the purchase funds in its 
possession, without compensating a vendor 
for the use of the property or the vendor’s 
loss of the use of funds.16 So it is the actions 
of the vendee (putting funds out of its 
control or incurring an interest obligation 
to a third party) which can dictate the 
amount, if any, consideration that will be 
paid to the vendor from the time the lessee 
exercises its Option until the closing date. 
It is then incumbent upon the landlord, 
when drafting the Option terms, to provide 
a consideration either equivalent to the rent 
payable by the vendee while a vendee is in 

possession prior to closing or some other 
equitable charge to the vendee for the right 
of possession of the premises until closing.

If the above scenario didn’t create 
enough of a predicament for the landlord/
vendor, the question then becomes, if no 
rent or other consideration was agreed to 
between the time the tenant exercises the 
Option and closing, and the landlord is 
entitled to the “legal rate of interest” on the 
sale price until closing, what is the basis for 
calculating the legal rate of interest” under 
Illinois law? The few cases on the subject 
matter are not clear what is meant by the 
“legal rate” of interest. 

One could assert that the “legal rate 
of interest” should be the interest rate 
allowed under the Illinois “Interest Act” 
and equivalent to the rate of interest on the 
loan or forbearance on any money (which 
is set by statute at 5% under current law)?17 
Alternatively, why not the maximum 
amount of interest allowed under law, or 
how about the prime rate? In the worst case 
scenario, practitioners should agree upon 
and define the basis for calculating the 
“legal rate of interest” when negotiating the 
Option. Otherwise, if the amount at issue is 
large enough, and the time until the closing 
date (which shall be a “reasonable“ time if 
not defined) unnecessary disputes will arise 
as to the proper interest rate when those 
issues could have easily been avoided by the 
parties to the lease, and incorporated into 
the Option language. 

As the case law is clear as to the 
consequences of the landlord and tenant 
failing to provide for the payment of 
consideration in substitution for rent 
when the tenant exercises an Option, 
but the case law appears ambiguous on 
the subject of what is the “legal rate of 
interest,” practitioners are well served to 
determine the amount of consideration 
for occupancy prior to the closing as part 
of the negotiations of the Option terms. 
The failure to do so can leave the vendor 
vulnerable to the situation where little or no 
consideration may be collectable from the 
vendee, or in the best case scenario, leave 
the vendor and vendee to argue over what 
is the “legal rate” of interest due vendor. 
__________
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