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Purpose
RICS code of practice ‘Service Charges in CommEeRiaperty’ was introduced in 2007 with intention
to promote best practice guidelines in the provisitad management of commercial service charges. The

paper seeks to view the compliance of the code @ifteyears from its inception.
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Practical Implications

While the paper intends to raise awareness amorgy dbmmercial properties stakeholders,
recommendations that are made in the paper catillsedito minimise the gaps that exist between the
guidelines and the actual implementation by haingssoncerted efforts among the stakeholders in

commercial property industry.
Originality/Value
This paper provides an in-depth snapshots of tli&SRlode of practice to commercial service charges

and the progress that are made towards applicafithre guidelines since its was introduced in 2006.
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ABSTRACT

RICS code of practice ‘Service Charges in CommEeRiaperty’ was introduced in 2007 with intention
to promote best practice guidelines in the provisitad management of commercial service charges. The
paper seeks to view the compliance of the code afte years from its inception. Documental analysis
through various reports, journals and other relewagondary information are gathered and analyse in
completing this paper. Critical review on the miasrgathered is carried out in understanding tae k
recommendations as set within the RICS code ag#iesturrent practice. Huge gaps were identified
between the RICS as against existing practice wwglseveral key headings such as transparenaye val
for money, communication and responsiveness. Re@mdations are made to minimise the gap by
harnessing concerted efforts among the stakehdldemsmmercial property industry.

Keywords: commercial lease; landlord and tenant§SR service charges; sinking funds

UK Commercial service Charges Overviewed

Service charges in commercial properties arise where is a multiple occupation of the landlord’s
premise such as shopping centres, office blockswindd-used developments. The charges are intended
to recover relevant expenditures to upkeep the igeemot only focusing on the physical elementssuc
as repairs, renewal, replacement and improvemdnalba services like cleaning, security and faesit
management related activities (Noor and Pitt, 200®)addition to the basic charges, another part of
service charges are made of sinking, replacemehteserve fund. The purpose of such fund is toecov
the cost of repairs and replacement of equipmerinwlecessary (Morley, 2008). Commercial properties
service charge is a massive business and accaali@alvertet al, 2009) (in a study that is also known
as Loughborough report), the annual value of offieetor service charge in the UK and Wales alone is
estimated at £4.32 billion.
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Unlike residential properties, the commercial ssswtharges are solely governed by the lease dathe

of contract without any legislation (Noor and PR009, Philpott and Hicks, 1994, Silman, 2007) .
Therefore, to prevent any disputes between theldathdand tenant, it is vital for both parties to
understand the provision of the service chargesesihere is no standardised service charge praovisio
that fit all leases. However, it is reckoned thed absence of any legislative instrument for thigppse
invites dissatisfaction especially among the ocexsilssues such as apportionment, value for money,
management fees, transparency and administratioseice charges are among the critical area of
disputes (Noor and Pitt, 2009).

In response to the pressing dilemma, RICS launchedCode of Practice for Service Charges in
Commercial Property which came into force on AgA07(Forrester and Gibb, 2008). Interestingly the
code which was endorsed as the official RICS maltésiexpected to act on self regulatory basisrastd
intended to override existing leases (Silman, 200He paper therefore intends to at the level of
compliance of the code after almost two years sineas introduced.

What is set out in the code?

The RICS code intends to primarily provide ‘besiqiice’ guidelines for provision and administratiain
commercial service charges to be adapted by tlibdahand tenant. The code of practice was drawn up
in response to industry concerns about the costcaadity of service charge provision in multi-let
property (Calvertet al, 2009). Silman (2007) defines key elements of th@actice’ in the code to
include requirement to procure the services onevédn money basis, embracing ‘not for profit, not f
loss’ principles whilst emulating transparenciestlie service charge costs and management fees.
(Forrester and Gibb, 2008) added four key objestofethe code as follows:

» to remove service charges as an area of conflict;

» to deliver a budgetable and forecastable part ofijpiers’ overheads;

» to ensure service charges that are ‘not for profit,for loss’ and are cash neutral to the owners
income stream; and

» to encourage transparency and communication irtigeldo the provision of services, their
quality and cost.

The code is divided into six main headings with @90 recommendations that outline roles and
responsibility of relevant parties in service clergpecification (Noor and Pitt, 2009). It is noted
Forrester and Gibb (2008) that although the adiaptsf the stipulated suggestions are not compylso
managers are expected to emulate relevant priscigdgeoutline in the code and match the delivery
accordingly despite any lease constraints that nliglpresent. The code envisage that all new leasks
those being renewed will be brought up to the megustandard (Calvedt al, 2009). Key elements of
each code headings are summarized in Table 1.
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Table 1: RICS code key headings

Headings

Key elements

Management

Focuses on the important of duty of care in theagament of service charges
Right of the occupier to challenge the expenditure
Sound management procedures by the landlord oagént to ensure begst
practice principles are adapted in procuring arively of services
Owner responsibility to monitor and review the $exg provided to assure
value for money is achieved.
To assure appropriate competency level of the wnfgrsonnel to achieve
agreed service performance standards.

Communication

Effective and ongoing communication between thedllaid (or managing
agent) and the tenant in harnessing mutual unaelisi;. on service charges
provision, relevance, cost and quality.
Continuous two-way communication to share views apitiion on the cycle
of services to be rendered that focuses on planirmgementation and reviey
of the services.
Obligation of the owner or their managing agent det up a clear
communication structure for ease of informationristtaand to hold regulg
meeting with the occupiers.
Prompt notification by the owner or their managiagents on significan
variance (2% above RPI) on the actual annual expgedagainst servic
charges budget. Any significant variances shalhf@rmed to the occupiers @
quarterly basis.
Occupiers to be notified on any substantial wodkbe carried out which shal
include detail work programme. In addition, infotina detail on the
procurement process and decision for the proposeklsvghall also be relayed
to the occupiers.

=5 W+ =

Transparency

Identified as the key to improve relationship witie occupiers thus minimige
area of disputes
Owner is required to detail out all of the expensesurred and notify the
occupier of such expenses.
On account service charges should be held sepafateh other monies and
any surplus earned after deduction of financiatcasich as tax and bank
charges shall be credited back to the account.

Service
standards and
provision

All services must be professionally performed t® dlascupiers according to the
written performance standards as indicated in AgpeRk1 of the code. Th
level of standards however depends on the natype,and complexity of th
property.

Service providers can be appropriately rewardetl gf@performance exceeds
the pre-set standards.
Provision of services is based on value for momglyar than lowest price and
must be beneficial to the premise, owner, occuguiettheir customers.
The recoverable service charges are specificalhstcained to relevant costs
and administrative charges incurred by the owner tlhie operational
management of the property. Details of which adiceted in paragraph 29 of

ALY
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the code.
Appropriate justification must be provided by thener where service charges
include enhancement of the fabric, plant and eqaigrof the property.

Owner is required to promote value for money pptes in procuring al
related services. By that virtue, service providare required to submit
competitive tenders or quotations or allow costdbemarking exercise to he
undertaken as part of service provision cost re\@rercise at a pre set interval
period.

Administration

Management fees are levied based on fixed fee fqreset period and
benchmarked against the market regularly rathem tiesed on a percentage
that is linked to expenditure.
Irrespective of whichever methods that are used determining service
charges, the apportionment shall be on the basif&iofand reasonable.
Occupiers shall be informed on the schedule of d@jgponent with a concise
distribution of service charge cost for each umithie premise.
The owner is liable to cover the cost of unlet ges® and bear the cost
attributable to their usage within the premisemanagement office.
Any cost for services rendered to income generedetmon areas such as car
parks, promotional area in the lobby and advegisshall be borne by the
owner unless the income is credited back to thaaecharge account.
Budget - Owner obligation to make available to tdogupier service charge
budget and proportion, one month in advance pronrmencement of servige
charge year and to submit certified accounts witbur months of the end of
service charge year.
Any variations against the budgeted figure shalt@@prehensively explained
to the occupier on year-on-year format.
A reasonable period (e.g. four month) shall bevadid to the occupier to raige
any queries in regards of the certified accounte dode also specified auditor
fees can be levied to the service charge accowweler the occupiers’ will
bear the cost if they requests for an indepenaladit,
Sinking, replacement and reserve funds- all moadesimulated will be held ip
an interest-bearing account, held in trust for dbeupiers and separate frgm
the owner’s own monies.

Owners will be required to make all payments foy amid premises.
Owners’ obligation to provide clear explanationtted calculation of the funds
to the occupier.
All interest earned should be credited to the serwharge account after
deduction of relevant bank charges and accounatipgrcosts.

Additional
shopping centre
services

Focuses on cost of marketing and promotions tchbees between the owne
and occupier. Contribution of each party will degigion commercial factor of
each shopping complex.

A clear policy on non-core or commercialisationdne that is earned frof
common part for the mall must be transparentlytdchbut. If the income i
retained by the owner, the space will be includadthe service charg
apportionment matrix and equivalent credit giventf@ cost of the space.

[

Source: (RICS, 2006, Silman, 2007)
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In addition to the highlighted key elements, thigelasection of the code elaborate more detailsest
practices in dealing with commercial service chargéhe code also provides alternative dispute
resolution (ADR) for parties involved in disputdsoat service charges matters.

What isachieved so far?

It is instrumental for the commercial property istty to support and comply with the code since the
occupier business productivity relies heavily ofieetive provision management and delivery of dffec
property related services. In tandem, the perfoomaand effectiveness of professionals that martage t
property and its related support services are laédiog measured by the occupiers respectively (Baras
2009). However Barass (2009) acknowledges that giagaagent will only be able to cope and fully
adapt recommendations address in the code onheif are empowered by the landlord. Without the
support of the owner, it is unlikely that the tenaill enjoy the benefits that the code could offer

(Calvertet al, 2009) summarises the level of compliance with&R&dde since it inception in year 2006
as tabulated in Table 2.

Table 2: Achievement of RICS Service Charge Code

RICS Code Requirement Achievement 2006 Achievement 2008
1998 to 2006 (Since Publication in June 2006)

Budgets must be delivered one 4% 12%

month prior to the start of the

year

Certificates must be delivered 21% 24%

within 4 months of the end of the

year

Management fees must be a fixgd 18% 22%

cost

Interest must be credited to 13% 26%

service charge accounts

Apportionment basis clear 79% 47%

Standard cost headings to be 2,341 headings used 2,094 headings used

limited to 22

Budget accuracy- Budget should 15% 14%

be within 2% of actual costs

Source: (Calverét al, 2009)

Based on Calvert (2009) findings it is noted ttneré is no significance improvement achieved sthee
code inception in 2006 and implementation in 200 current service charges exercise is still below
‘best practice’ level intended by the code. CalMaighlighted that there are positive signs in the
implementation of the code; however, the pace of@ss against the code is still unsatisfactorglf S
regulatory enforcement as recommended by RICStisoygain positive response from the commercial
property stakeholders. For example, for standasd beadings and budget accuracy, the achievements
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were far below the recommendations as set by the.c®ossibly it is too early for the industry tuge
the performance of the code since it has just b@erduced for two years.

On the contrary, there is also possibility that edtey recommendations set in the code are too mudbit
and lack of operational strategy to enable it tooheself regulatory basis. Barass (2009) suppbits t
view by saying that industry representatives hasled RICS to take steps to enforce the standatds se
down in the code. In addition, a tenant’s foruml i set up to agree a set of actions, includirgg th
national benchmarking of costs and code-compliambe. forum will also provides a platform for the
tenants’ to call for owners’ effort in promoting dbepractice through greater efficiency and cost of
services supplied to especially to the office odetgp

Service charge budget and certification

Key financial aspects in service charges are sdemutwo key themes which are annual budget and
budget certification processes(Calvetrial, 2009). Studies revealed that since the incemtfahe code in
2006 until the end of 2008, only 12% of the sendbarge budget arrived one month earlier priohto t
financial period. The remaining arrived outside theommended period set by the guideline and some
even arrived after the end of the accounting y8anmilarly, only 24% of the service charge certifca
arrives within the four months period. By expandihg data time frame to the last five years, (Qalet

al., 2009) further identified that 36% of the servitwrge certificate arrived within the four montHs o
the end of service charges period whilst 27.5% weeaitg arrived in the next 8 months. Remaining 6.5%
even arrived more than 20 months after the findyeiar ended!

Among the identified reasons for the delay mayudel difficulties certifying the service charge acats
which are due to disputes with suppliers, complebage projects, unexpected maintenance costear p
management control (Barass, 2009). Non-complianitle the code triggers dissatisfaction among the
occupiers since the delay in obtaining such infdionahinders them to factor in the service chargets

in their business operation financial commitment.

The code also sets a limitation of up to 2% vamahetween the service charge budget and the actual
service charges expenditure. Cahatral (2009) study reported that 52.6% of the budgeitpd-ds failed

to comply with the set guideline. Figure 1 shows lgvel of compliance of budget accuracy against th
RICS code of practice.
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Budget Accuracy

20%
159
1%
5%
0%
-5%
- 10%
-15%
0%

241 301 361 421

% Code Compliant (Red)

MNumber of Budgers

Figure 1. Compliance of service charge budget aoyur

Source: (Calveret al, 2009)

Tenants might suffer cash flow difficulties due @wobudgeted balancing charges caused by over-

budgeting the service charges cost. In additiog, tdnants have to wait several months prior to be

refunded by the owners for the access of servieegels payment made. In most cases reimbursement
made by the owners are without any interest (Ctabteal 2009).

Management fees, basis of apportionment and stancizst codes

Management fee is simply defined as the cost ofritheager (including an element of reasonable profit
for managing the services comprised in the serti@@ge where the manager can either be the owner, a
management company or managing agents (Forrestegiab, 2008). They further noted that among the
methods that are widely used are fixed rates, p&age of total expenditure, performance related,fee
and landlord managed properties and scale feesettawthe RICS code states that best practiceafees
set on a flat cash basis rather than percentageostf in providing the services to avoid any cost
discrepancies. Best practice also require for ttenagement service to be regularly tendered or
benchmarked against the market and relevant inftiwmgo be transparently disclosed to the tenant.
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Based on Loughborough 2008 study, merely 16.2%46rskrvice charge certificates identified follows
the guideline by adapting flat management fee.%4%06 410 certificates are still using the perceatfp
structure whilst the remaining 39.2% did not sgealfy mention their basis of fee calculation (Gahet

al, 2009). There is slight reduction of complianceclarity of service charges apportionment method
(62% in 2008 as compared to 79% in 2007). Theigafurely attributable to additional dataset tlsat i
included in year 2008 study. Tenants are also riitest for being side lined by the landlord or the
managing agents from being actively involved irestbn of service providers (Alliance and UK, 2009)

The code recommends 22 headings of service chamggsheadings that are to be used to promote
uniformity in the delivery of services to the oc@ms. Loughborough study revealed that there iy ver
little progress achieved in this aspect since tlaeee2094 headings that are identified in the figdiof
study.

Interest and service charge accounts

The RICS code requires advance service charge pagrteebe held in separate interest bearing account
with interest earned reimbursed to the benefithefoccupiers. An on-account service charges sault
positive cash flow for the owner to deal with cwsproviding property related services thus beattice
reckoned that it is reasonable for interests eatodmt credited to the service charge account hahy

tax (Calvertet al, 2009, Forrester and Gibb, 2008).Table 3 elabsraiteumstances where interests in
service charge accounts could arise.

Table 3: Description on interest in service chageounts

Circumstance Description

On-Account Payments » Tenants pay service charges in on-account howewveens or their
agents pay the service charge bills in arrears.

« The money paid by the tenants sits in the bankwatamtil payment]
is made earned interest income.

Over-Budgeting « On-account payments are made by the tenants bagbé service
charge budget.

e Surplus of monies collected occurs when actualicecharge costs
are lower than the budgeted figures.

* Remaining cash sits in the account accruing interail the
accounts are reconciled.

Late Payment e Occurs when tenant is delay in payment of an oatc This is a

sort of penalty clause that is usually set in dasé.

Source: (Calveret al, 2009)

In spite of this, (Forrester and Gibb, 2008) steeisthat crediting of service charge interestusag an
issue simply because service charge in most of @nial leases is reserve as rent thus, enable the
landlords to treat the income according to thein@aecord. Nonetheless, landlords are still requiced
reimburse, any surplus of the basic service chargsisthat are paid to the tenant.

Loughborough database shows that only 20.5% ofcsecharge certificates show interest credits aith
estimate value of £7 millions out of the potengatimated potential interest payment of £65 million
(Barass, 2009). He pointed out that the huge gegtseare due to the following;

» A higher proportion of multi occupation premisemsnaged by the owner that do not maintain
separate account for service charges;
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» Higher offset costs such as borrowing monies talfomjor non-cyclical expenditure for the
premise
» Landlords or agents have yet to implement the RIG® best practice recommendations

The study also distinguished that lack of transpayeexists in detailing out what constitute refund
service charge interest as indicated in the seref@ges certificate. Inadequacy of such infornmatio
prevents the tenants to determine the reasonadbflityterest received from the landlord and compula

to the best practice as set by the code. Loughigbretudy put up three recommendations that shaald b
explicitly mentioned as a measure for continuousrawement of the code;

» All owners and managing agents will operate separaterest bearing bank accounts for all
service charge payments;

» Allinterest received from these will be creditedtie service charge account; and

« All costs of operating bank accounts, borrowindguond shortfall in service charge account and
tax are separately identified on the certificate.

(Barass, 2009)

However, Loughborough database is solely basedeotificate issued for office buildings that only
represents 5.24% of proportion of total England #eales multi-let office space. Therefore, the actua
compliance of the code across commercial propeg@ors and sub-sectors are yet to be gauged.
Collaborative efforts within the commercial propeststakeholders to undertake and adapt similalystu
will provide a holistic result that can be usegtovide an overview of the actual accomplishmenrthef
code.

Compliance of the code highlighted in UK OccupiatiSaction Index (OSI) 2009

The UK Occupier Satisfaction Index Report measwesupier satisfaction level across commercial
property sectors presenting the results of indepeindpinion poll (Noor and Pitt, 2009). In the kite
version of the report, several key issues wereligigted as instrumental elements that trigger major
concerns among the commercial property occupiers aa cost control and demand for greater value for
money. In the current wider economic climate, oiggtions exiting leasehold property mainly becaafse
operating cost pressure. Nothwithstanding, tenasgatisfaction over service which involves service
level, service charges, speed of response andalefseipport are the supplemental reasons foretient

to leave their business premise. At the end of 2608 lost of income from voids as a percentage of
estimated rental value (ERV) was 8.4% which is 1bigher as compared to 2007 figure of 7.2%
(Alliance and UK, 2009).

The occupiers are also call for greater transpgrand consultation on the way of how service charge
monies are spent (Alliance and UK, 2009). Corredpanto the issue, the study highlighted a key éven
initiated by a group of retailers and property ovgnt® target reductions in service charges up .20
The event has accomplished significant reductiosesfice charges monies and passed on to retailers
such as Meadowhall in Sheffield. Pursuing thatréffiie retailers and property owners establishedta

of guidelines that aimed to formulate a framewarnkdervice charge reduction in 2009/10.

Table 4 summarises occupiers’ perception on valuramey that they have gained from service charges.
All of the commercial occupiers are dissatisfiedhwialue of money that service charge delivers hifvit
the sectors; retailers recorded the highest peagentonsistently throughout the three years data.
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Table 4: Value for money — service charge

Positive Negative

2009 2008 2007 2009 2008 2007
All 10% 13% 21% 50% 44% 49%
Occupiers
Retail 3% 9% 15% 63% 50% 51%
Not Retail 14% 15% 24% 42% 40% 48%
Small 12% 12% 21% 58% 58% 57%
Large 9% 13% 21% 49% 42% 46%

Source: (Alliance and UK, 2009)

The commercial tenants are also expressing thieivaynces over variation in the standard of faetiti
services provided by the industry. Many have qutitasthe services provided are over specified,
expensive and not in line with value for money pipie. The report stressed that occupiers areyreall
frustrated over delays in service charge recorticiicand perceived that some managing agents @ovid
below average quality of service. It is worth tdensome of the tenants’ response towards thisipgess
issue.

“Preparation of budget is improving, but there'dllst massive delay between end of the year andaer
charge reconciliations. There’s no reason, with erodtechnology, why they can’t be much quicker”

“The code says we have to be given a draft budgleteat two months before the start of the finaincia
year, but | have just received a six-line draft getdsaying there will be a 17% increase, with nolagy
and no breakdown.”

“There are often mistakes and | often wonder ifdi@nds realise what poor service their agents are
giving”
“It's too expensive for what we get. There shouchtore communications on this.”

“Transparency needs improving. This year we witusioise it very closely.”

To sum up, majority of commercial occupiers in UKSICR009 opines that property owners are not
complying inadequately to the recommendations asitie RICS code with minor exception to some
reputable landlords. The code also lacks imp#tustand on its own to be on self regulation basis.
Transparency, value for money, lack of communicetiod poor accountability practice in service charg

management remain as major concerns for the cormmahproperty tenants (Alliance and UK, 2009).

Conclusion

The abovementioned scenario obviously illustratat tthere are still huge gap exists towards full
compliance of the RICS code. Even though some ipesjtrogress were made by the commercial
property stakeholders to adapt recommendationstasysthe guidelines, the speed of response are way
lagging behind even after two years of its intrdthrc Occupiers of business premises are still ppha
with the sub-standard quality of services that @eévered by the landlords or the managing agents
despite sometimes, incur expensive service chatgets are levied to them. Value for money,
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transparency, lack of communication, speed of nesp@nd lack of flexibility remain the same coneern
of the tenants. Best practice recommendations af dbhe code provides the answers to the tenants
apprehension, however, the current state of poonptance forbids significance improvement in
resolving the dilemma. With the current pace ottiea, it is only practical to assume that the biase

set by the code will take up to five years befagmificant levels of the code compliance will beam
reality (Calvertet al, 2009).

Loughborough report repeats similar recommendatsnsroposed last year and call for the industry to
appreciate and support the value of benchmarkiegcese to show compliance level and progress with
the RICS code of practice. Table 5 recaps the mapbat can be adapted by various stakeholdehgin
commercial property industry.

Table 5: Recommendations by Loughborough study

Parties Recommendations

RICS & OTHERS 1. Implement a centralised data collection systermifbunly coded service charge data and make
this data publicly available to allow industry ayg$ and benchmarking.

2. Integrate and publish annual progress reportingnagéhe performance benchmarks set ou
the Code

3. Publish a policy document on the use and bendfimking and reserve funds

4. Promote a Law Society/Inland Revenue initiative taration of sinking funds to resolve the
problem highlighted in the O’'May & others v City bébndon Real Property Co Ltd case (1982).

5. Publish a standard management contract for managiewts.

6. Instigate a Law Society/RICS initiative on modetvéee charge clauses in new and renewed
leases.

7. Monitor and review the effectiveness of ADR fongee charges disputes.

8. Consider appropriateness and industry perceptiandependence of referrals to the RICS and
Chartered Institute of Arbitrators (CIArb).

9. Review selection criteria and process for expétting on the RICS service charge panel.

LANLORDS Carry out an audit of each building tha¢y own. Each audit should consider:

1.  How well each building meet the Code — not justhiose areas measured above, but across the

range of requirements set out in the Code.

What changes need to be made for each buildingett the Code

What changes need to be made for each buildingett the Code

What the impact might be on both services and sercharge as a result of the changes

necessary to meet the Code.

Develop a costed proposal and programme for impiimgthe necessary changes.

Provide tenants with copies of these audits

Discuss and agree the necessary changes beforarthepacted

n

pON

Nou

TENANTS Request service charge code compliance audit répantthe landlord for each building.
Seek proposals from the landlord for action to réyreny shortcomings against the RICS Cade
of Practice.

Monitor service charges over £ 5.34 per sq_.ft.
Investigate service charges over £7.78 per sq.ft.

Prepare for increased communications with landlord

- 2009)

N

osw

Source: (Calverét a

In addition to the above recommendations, Caleed (2009) also stressed it is pre-requisite for alvn
and renewed leases drafted in accordance with dddg.can be achieved by educating the lawyers and
managing agents and the agreement of their landitiethts to comply with the code suggestions.
Therefore in order to safeguard the interests ef tdnants, they should always be represented by a
chartered surveyor or solicitor in lease negotiatio that the service charge terms are reasonable.

Tenants in OSI 2009 cry for enforcement of the ctideugh a proper legislative platform since the
current self-regulatory and voluntary complianceds to show significant accomplishment in resadvin
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the long outstanding issue. Responding to the aakeminar which carries a theme “change we can all
believe in” will be organised in November 2009 wihprime objective to propose a practical and
workable solutions for all stakeholders in dealimigh commercial service charge. Conceivably this
attempts could be a solution in expediting the pafcihe code compliance since frustrated tenanlis wi
empty or opt not to renew their leases and landlevill suffer lost of income in their investmentg b
having voids and unlet premises.
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