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Case study:  An Administrator wants to assign a Lease of commercial premises, but there are substantial arrears. The Assignee is not prepared to pay such arrears and the last thing the landlord wants to do is forfeit the Lease. The Lease contains no pre-conditions for assignments.  Can the landlord reasonably refuse consent to assign?

This case concerns the standard covenant against assignment, by which the tenant covenants not to assign without the landlord’s prior consent.  In some cases the covenant may contain an express proviso to the effect that the landlord’s consent is not to be unreasonably withheld, but such a proviso will be implied in any event:  see Landlord and Tenant Act 1927, s.19(1).

The need for consent

As a matter of contract, the effect of the covenant is as follows –

· If consent is given, the requirement for landlord’s consent is satisfied and the proposed transaction may proceed;

· If consent is not sought, or is sought but reasonably refused, the requirement for landlord’s consent is not satisfied, and the proposed transaction may not proceed, and

· If consent is sought but unreasonably refused then (by operation of the proviso) the requirement for landlord’s consent falls away in respect of the proposed transaction, which may therefore proceed.

The Landlord and Tenant Act 1988

In the present case, it is not clear whether the tenant (by its administrator) has written to the landlord seeking licence to assign.  The service of such a written application will trigger statutory duties under the Landlord and Tenant Act 1988 which (in addition to exposing the landlord to the risk of an action in damages) have an indirect effect on the operation of the covenant.  The effect of the 1988 Act is beyond the scope of this case study.  For present purposes it is sufficient to note that the landlord has a “reasonable time” from the making of the application in which to give notice to the tenant which (i) states whether the application is successful (and identifies any conditions being imposed) and (ii) if consent is refused, identifies the reasons for the refusal – and the landlord is only entitled to justify its refusal of consent by reference to the reasons set out in that notice:  see Go West v. Spigarolo [2003] EWCA Civ 17 at [22].  It is therefore necessary for a landlord to marshal its thoughts so that – if it wishes to refuse consent – it does not lose the right to do so by giving a late (or inadequate) notice of its decision.

What, then, can the landlord say in the present case?  Would it be reasonable if it refused consent, or imposed terms requiring that the rent arrears (or some of them) be cleared before the proposed assignment can proceed?

Relevant case law

There is a temptation to think that there is binding case law that will determine whether or not a landlord’s refusal of consent is reasonable.  However, the reported cases do little more than provide general guidance.  In International Drilling Fluids v. Louisville Investments (1986) the Court of Appeal identified 7 propositions, but these were clearly stated to be provided as general guidance – the last of the propositions being that (in each case) it is a question of fact depending on all the circumstances whether the landlord’s consent is being unreasonably withheld.  That last proposition was again emphasised in Ashworth Frazer v. Gloucester City Council [2001] UKHL 59, where it was held that (save in cases where the landlord’s reason for refusing consent is wholly extraneous to the relationship of landlord and tenant with regard to the subject-matter of the lease) the question whether consent has been reasonably withheld is a question of fact and is to be determined on the particular facts of each case.  Since the exercise is essentially one of fact, it follows that reported cases are only likely to be useful at a relatively high level of generality – they are useful as illustrating a general approach, but of little help when considering whether a particular decision is reasonable on the facts.

One point illustrated by the reported cases is that the mere existence of a breach of covenant may justify a refusal of consent in some cases.  The authorities seem to identify two types of case where this may be so:

· Cases where the breach is of the tenant’s repairing covenant.  In Orlando Investments v. Grosvenor Estate Belgravia [1989] 2 EGLR 74 (CA) it was held (by reference to previous authority) that if there are breaches of a repairing covenant which are anything more than minimal (and more especially where the breaches are extensive and long standing) it is not in general unreasonable of a landlord to refuse consent to an assignment unless he can be satisfied that the proposed assignee will remedy them.  A similar view was taken by Lightman J in respect of a proposed underletting in Crestfort v. Tesco Stores [2005] EWHC 805 (Ch).

· Cases where the breach is of a once-and-for-all covenant and the landlord is afraid that – if it were to consent to the proposed assignment – it would be held to have waived its right to forfeit:  see Yorkshire Metropolitan v. Co-operative Retail Services (1997) [2001] L&TR 26, at [158].

The present case does not fall within either of those established categories:  the breach in question is of the covenant to pay rent not the covenant to repair, and the landlord cannot reasonably refuse licence to assign on the grounds that it would otherwise waive its right to forfeit unless it thinks it might want to exercise that right – something which (apparently) it has decided not to do.  The landlord might be able to raise an argument applying the Yorkshire Metropolitan case by analogy (see below).  But the Orlando case is of no assistance to it:  a covenant to repair imposes a continuing obligation which will be binding upon the assignee, so that one question the landlord may legitimately consider is whether the assignee is willing and able to assume that repairing obligation.  It follows that the landlord will probably have to do more than point to the existence of rent arrears if it wishes to refuse consent or impose conditions.

What the landlord must do (if it is to justify a refusal of consent in the present case) is demonstrate a reasonable fear that its ability to recover the arrears of rent will be prejudiced if the assignment is allowed to proceed.  The reported cases demonstrate that the commercial purpose underlying the tenant’s qualified covenant not to assign is to protect the landlord from transactions that may adversely affect its legitimate commercial interests (as landlord).  In the International Drilling Fluids case, this consideration was said to justify a refusal of consent on the grounds of a reasonable fear that the premises might be used or occupied in an undesirable way or by an undesirable tenant or assignee.  Rather more importantly for present purposes, it has been held in Mount Eden Land v. Straudsley Investments (1996) that a landlord will generally be entitled to refuse consent (or impose a condition) if this is necessary to prevent his contractual rights under the lease from being prejudiced by the proposed assignment or subletting.

How would the assignment (if permitted) affect the landlord?

In what way might the landlord’s ability to recover the rent arrears be adversely affected, if the assignment were allowed to proceed?  The answer to that question requires a comparison between the landlord’s current right to recover the arrears and how the position would change if the assignment were to take place.

The position at present

At first appearance, the landlord’s current position in relation to the rent arrears is not encouraging:

· The tenant company is in administration, which raises the prospect of an insolvent liquidation at some point;

· By reason of that administration, the landlord needs the permission of the court (or the Administrator’s consent) before it is entitled to bring proceedings against the company or to exercise its real remedies of distress or forfeiture:  see Insolvency Act 1986, Sched.B1, para.43(6);

· The landlord would also need permission (or consent) if it wanted to forfeit the Lease by peaceable re-entry or by bringing possession proceedings:  see Insolvency Act 1986, Sched.B1, para.43(4)&(6).  However, as noted above, that is not something the landlord wants;

· Until the Administrator decided to assign the Lease, the landlord’s prospects of being permitted to sue for unpaid rent (or to levy distress) were not good.  Since the tenant is in administration, neither step can take place without the Administrator’s consent or the court’s permission.  However, the fact that the Administrator is proposing to sell the Lease suggests that it may be appropriate for the court to permit the levying of distress: see Re Atlantic Computer Systems plc [1992] Ch 505, at 542G-544A.

How would the position change, if the Lease were assigned with consent?

If the Lease were to be assigned, then that would not affect the landlord’s right to sue for the existing rent arrears – that debt would still be owed by the current tenant, and the landlord would still need permission to sue for those arrears.  There will be some changes in the landlord’s position, however:

· It would seem that, if a lease is assigned with landlord’s consent, the landlord loses the right to levy distress for arrears owed by the assignor:  see Wharfland Ltd v. South London Co-operative Building Co [1995] 2 EGLR 21 (QB).  The landlord’s current hope of being permitted to levy distress would therefore be lost, if consent were granted.

· On the brighter side, rent falling due after the date of the assignment will be owed by the assignee who (it would seem) is regarded by the landlord as a “good covenant”.

The administrator has obviously decided that it is worth selling the Lease, but the commercial motivation for this is not known.   It is possible that the Lease has a capital value of its own – if so, then this would normally be because the rent passing under the Lease is less than the unit’s open market rental value.  It is also possible that the administrator wishes to sell-off the whole or part of the tenant’s business, and the ability to use the unit is important to that business.  By taking advantage of the benefits that the Lease secures, the Administrator should normally accept that rent falling due under the Lease is to be regarded as a cost of the administration:  see Thomas v. Ken Thomas Ltd [2006] EWCA Civ 1504, at [34] per Neuberger LJ, referring to Re Atlantic Computers plc [1992] Ch 505.  There may even be cases in which the Administrator should accept that even pre-administration arrears should be paid as a cost of the administration, although this is unlikely save in cases where those arrears can be paid out of the premium that the assignee is to pay.

Will the landlord’s legitimate interests be prejudiced by the giving of consent?

From the above, it will be noted that there are two ways in which the landlord might prejudice its current position if it were to grant unconditional consent:

· By consenting to the assignment, it would lose its right to levy distress for the existing arrears.  Although its existing right is subject to the provisions of the Insolvency Act 1986, the fact that the Administrator wants to sell the Lease suggests that the right to levy distress may be of some value.  This suggests that a landlord may be entitled to refuse consent to the proposed assignment, by analogy with the Yorkshire Metropolitan case.  However, a reasonable landlord would probably weigh this factor against the prospect of having a satisfactory tenant once the assignment proceeds.

· The fact that the Administrator is proposing to sell the Lease (albeit on terms that are currently unknown) suggests that he is hoping to extract value from the Lease – in which case a reasonable landlord is entitled to expect that the Administrator will share at least some of that value with the landlord.  This suggests that a landlord may be entitled to grant consent on condition that at least some of the rent arrears are paid-off.

So, is the landlord entitled to refuse consent or impose conditions?

As noted above, the reasonableness of a landlord’s action is a question of fact.  The facts as currently known suggest that the landlord might be acting reasonably if it were to refuse its consent, or to give consent subject to conditions – but the position is not clear-cut on the information currently available.

A landlord who is asked for consent in such circumstances should ask for information about the following matters, before deciding what to do about the tenant’s application for licence to assign:

· What are the terms of the proposed assignment – and, in particular, is the assignment to be for a premium (whether in money or in kind)?

· Does the proposed assignment form part of a larger transaction – and, if so, what are the terms of that transaction and do they provide for the payment of a premium (whether in money or in kind)?

· Does the Administrator accept that rent under the Lease is to be treated as a cost in the administration and, if so, does that relate to the whole or only part of the rent arrears (and if so, how much);

· What are the Administrator’s proposals as to the discharge of the rent arrears.

The information set out in the case study suggests that the third and fourth requests may get a dismissive response; but the landlord is entitled to know whether the assignment is (or forms part of) a transaction for value since that must be a relevant factor when considering (i) whether a court would permit the landlord to levy distress before the assignment takes place (ie whether the loss of the right to levy distress is significant) and (ii) if the landlord is minded to grant consent on terms, what proportion of the arrears the tenant should be required to pay as a condition of being permitted to assign.

The terms of the proposed sale (once known) may suggest that the Lease is of modest value.  If so, then that will be relevant when considering whether a reasonable landlord might withhold consent – or the terms upon which a reasonable landlord might grant consent.  If the value of the Lease is significantly less than the amount of the arrears, that suggests (i) that a refusal of consent may not be reasonable and (ii) that it would only be reasonable to require a modest proportion of the rent arrears as a condition of giving consent.  If the Administrator refuses (or fails) to supply the requested information, then the landlord will have to consider what inferences it should draw from that refusal (or failure), and act accordingly.  But all the time the landlord must remember that the clock is ticking:  delays on the part of the Administrator will be relevant when considering whether a reasonable time has already passed before the landlord gives notice of its decision; but the landlord must ensure that (i) it asks for the information within a short time of being asked for consent; (ii) it diarises the date by which it expects to hear from the tenant, and chases for a response in the event of delay, and (iii) it acts promptly (and appropriately) once the tenant responds to its request.

In summary, therefore,

· The existence of substantial arrears will be relevant when the landlord comes to consider whether to grant consent and, if so, whether to impose conditions;

· The existence of those arrears may well entitle the landlord to refuse consent (or impose conditions), provided that the landlord knows enough about the terms of the proposed transaction (which may involve more than the assignment of the Lease) to be able to form a view about (i) the likelihood of being able to levy distress for the arrears and (ii) whether the proposed transaction will release funds sufficient to discharge the arrears;

· Whether the existence of those arrears does entitle the landlord to refuse consent or impose conditions will depend on whether a reasonable person in the landlord’s position might do the same thing – and that is a question of fact;

· But the landlord must act with reasonable dispatch in deciding what to do giving appropriate notice to the tenant – or else it may allow the assignment to proceed by default and expose itself to a potential damages claim.

