INSOLVENCY:  RENT RECOVERY IN ADMINISTRATION

A tenant goes into administration. The administrator keeps trading from the premises pending a sale of the business. There are two quarters rent arrears prior to the administration. The administrator offers to pay rent from a month after the date of his appointment, i.e. he wants a month rent free.  Could the landlord obtain leave to forfeit and, if so, in relation to which arrears? If the landlord does not want to forfeit, what rent can it require the administrator to pay? 

Rent

It is helpful to start with the question of rent because the answer is a potentially relevant circumstance when considering leave to forfeit.  

So far as pre-administration arrears are concerned, the administrator cannot be required to pay these.  In this respect, the landlord is in no better position than any other unsecured creditor.  

As for post-administration rent, the administrator can only be required to pay this if the rent qualifies as an expense of the administration.  If it does, it will enjoy a privileged status, being payable out of property under the control of the administrator in priority to any relevant floating charge:  para 99(3) sch B1 Insolvency Act 1986.

The categories of administration expenses and their relative priority are set out in rule 2.67(1) Insolvency Rules 1986.  Two preliminary points should be noted. 

Firstly, neither the administrator nor the court have a discretion as to whether an expense does or does not fall within these categories: see Exeter CC v Bairstow [2007] EWHC 400 applying the reasoning of the House of Lords in Re Toshoku Finance UK plc [2002] 3 All ER 961 in relation to liquidation expenses.

Secondly, the categories should be construed with an eye on the “liquidation expense” principle under which sums falling due post-liquidation under a pre-liquidation contract (eg a lease) are deemed an expense of the liquidation where they relate to property being used for the purposes of the liquidation:  see the useful explanation of this principle given by Lord Hoffmann in Toshoku and his comment (at para 38) that regard should be had to the principle when construing the categories of liquidation expense;  it would seem reasonable (having regard to Atlantic Computers [1992] 1 All ER 476) to adopt the same approach when construing the categories of administration expense. 

There are two potentially relevant categories of administration expenses in rule 2.67(1):  sub-paras (a) and (f).  

Sub-para (a) – “expenses properly incurred by the administrator in performing his functions in the administration of the company”.  At first sight, this would appear to be directly in point.  However, in Exeter CC (at para 52) this was construed as being limited to expenses incurred by the administrator personally and therefore as not extending to a liability for rates.  If this is right, sub-para (a) will not assist.

Sub-para (f) – “any necessary disbursements by the administrator in the course of the administration ...”.  This looks more hopeful.  If the administrator has retained premises for the purposes of the administration, one would have thought that the rent should be regarded as a necessary disbursement in the course of the administration.  Although there is no reported decision on the point, the reasoning seems compelling.

Applying this to the present case, it is likely that the administrator’s retention of the premises is for the purpose of the administration so as to engage the above reasoning and to bring the rent within sub-para (f).  On this basis, the landlord should be able to require the administrator to pay the rent as an administration expense.  

As for the suggested one month rent-free period, if the administrator decided at the outset of the administration to retain the premises pending a sale of the business, then the initial rent ought to be treated as an administration expense in the same way as the later rent and the landlord should not feel bound to agree to an initial rent-free period.  If, however, the administrator had not made a decision at the outset (perhaps because he was still taking advice), it would probably not be correct to regard the initial rent as an administration expense; it would only become an administration expense from the point at which the administrator decided to retain the premises.  

Innovate Logistics

Whilst it is suggested that the correct analysis is as set out above, the situation has been confused by the recent Court of Appeal decision in Innovate Logistics v Sunberry Properties [2008] EWCA Civ 1261.  In that case a tenant carrying on a frozen food business from leasehold premises got into financial difficulties and went into administration.  A purchaser had been found for the business before the administration and the sale was concluded immediately following the appointment of administrators (a so-called “pre-pack sale”).  The premises were not included in the sale.  However, the administrators agreed to grant the purchaser a licence to occupy for 6 months to deal with the goods currently stored there and to perform current contracts with customers.  Under the licence the purchaser would pay a monthly fee equal to the rent apportioned on a monthly basis which the administrators would pass directly to the landlords. However, this would not put the landlord in as good a position as under the lease which provided for the rent to be paid quarterly in advance.  Although the licence was clearly in breach of the alienation provisions of the lease, the landlord did not wish to forfeit the lease because it would not be able to re-let at such an advantageous rent.  Instead it wanted to bring legal proceedings to force the tenant to terminate the licence in the hope that this would force the purchaser to take an assignment of the lease.  

The principal issue in the case was therefore whether it should be given leave for such proceedings and this is considered below.  In addition, however, the landlord sought an order for (in effect) payment of the rent as an administration expense.  The Court of Appeal refused to make such an order on the basis (see paras 56-60) that the court has a wide discretion over what is and is not an administration expense and it was not appropriate in the circumstances of that case to treat the rent as an administration expense.  

It is suggested that the Court of Appeal was clearly wrong on this point.  The Exeter CC and Toshoku cases appear to have been over-looked.  Furthermore, the court appears to have been misled by references to a discretion in Atlantic Computers (that case related to pre-Enterprise Act 2002 administrations under which the rules were different).  

Having said this, the Innovate Logistics has clearly set a hare running which administrators will no doubt wish to take advantage of in coming months and which should incline the landlord in the present case to be more flexible than he might otherwise have been. 
Leave to forfeit

If the landlord wishes to forfeit the lease, he will require the permission of the administrator or the court under para 43(4) & (6) sch B1 Insolvency Act 1986.  

The principles governing applications for permission are explained by the Court of Appeal in Atlantic Computers.  There are two questions.

(1) Will the proposed enforcement action impede the purpose of the administration?  If not, then permission should normally be given.  If so, it is necessary to turn to the second question.

(2) Should permission be given for the proposed enforcement action having regard to and balancing the respective interests of the landlord and unsecured creditors?  

These principles were recently applied in the Innovate Logistics case discussed above.  As explained above, the landlord in that case wished to bring proceedings to force the tenant to terminate a licence to occupy which had been granted to the purchaser of the tenant’s business.  The Court of Appeal refused permission for such proceedings because, although the premises were not being sold, their retention was necessary for the purpose of the administration (by allowing performance of existing customer contracts and collection of book debts for the benefit of creditors).  The answer to question (1) above was therefore in the affirmative.  As for question (2), the Court of Appeal considered that it would not be appropriate to grant permission because the landlord stood to suffer minimal prejudice if permission was refused whilst the unsecured creditors stood to suffer very substantial prejudice if permission was granted.  

Turning to the present case, if (as seems likely) forfeiture will prevent or significantly reduce the prospects for a sale of the business, the answer to question (1) will be in the affirmative.  As for question (2), it is far from clear that the landlord will suffer any significant prejudice if permission is refused, particularly if the rent under the lease is equal to or above current market rates.  Among other things, the administrator has offered to continue paying rent; if the business can be sold, this is likely to benefit the landlord (assuming the sale includes the lease); the landlord will be able to forfeit in the future if the business cannot be sold or the purchaser fails to pay the rent and arrears; and the landlord should (see above) be able to claim priority in relation to post-administration rent if the administrator fails to pay.  On the other hand, it seems likely that unsecured creditors will suffer significant prejudice (as a consequence of the reduced likelihood of a sale of the business) if permission is given.  In these circumstances, the court is likely to refuse permission.    
The above relates to forfeiture based on pre-administration arrears.  If the rent is not paid following the administration, however, the landlord will have a better chance of obtaining permission to forfeit.  This is because the court is likely to accord greater weight to the landlord’s proprietary rights where the premises are being retained for the purposes of the administration.  In such circumstances, as explained above, the rent should be paid as an expense of the administration.  If this is not done, the starting point should be that the landlord should be entitled to exercise his right to forfeit.  Having said this, the court will still have a discretion and, if there are good reasons for withholding permission (eg if it is clear that the landlord will not suffer loss because there are significant assets in the administration and he will be able to recover the rent in due course as an expense of the administration and therefore with priority over other claims), it may do so.  Nevertheless, it is thought that there will quickly come a point where the landlord’s proprietary rights ought to outweigh the risk of prejudice to unsecured creditors and permission to forfeit ought therefore to be given.  

Conclusion
Whilst it will be important to investigate the facts of the case in greater detail, the position is likely to be as follows: 

· the landlord will not be able to obtain leave to forfeit based on the pre-administration arrears;

· the landlord will, however, be able to require the post-administration rent (including the initial rent) to be paid as an expense of the administration;

· the landlord will also have a reasonable chance of obtaining leave to forfeit in the future if the post-administration rent is not paid as it falls due (although further information will be needed to assess quite how strong his position will be in this respect). 
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