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Case Study:
On a 1954 Act lease renewal, the tenant argues that the new rent should be heavily discounted to reflect the inducements now current in the market by way of rent free periods and fitting out contributions.  To what extent does the Court take account of such inducements and, in a rapidly falling market, should it further discount the rent to take account of the fact that the new lease will not commence for some months under s.64 of the Act?

The relevance of the market inducements depends on why they are being offered.  There may be several reasons for them (some of which are property- or transaction-specific), but the main ones in issue are likely to be (1) concessions related to the tenant’s need or wish to fit out the premises for occupation, and (2) inducements which are related to the value of the property in the market more generally: for example, a rent free period offered as quid pro quo for the tenant agreeing to pay a slightly higher rent (a ‘headline rent’) after the expiry of that period.  This study will concentrate on those two types.

Under s.34(1) of the Act, the court is directed to determine the new rent on a particular basis.  That includes a requirement to disregard certain matters.  Two may be significant here: disregard (a), which applies to “any effect on rent of the fact that the tenant or his predecessor in title has been in occupation of the holding”; and disregard (c), which applies to improvements which satisfy the requirements of s.34(2).  In addition, there may be an implicit assumption of vacant possession – either as part of disregard (a) or separately – which is arguably relevant.

Tenant’s fixtures are apparently not within the definition of “improvements”, but probably need to be excluded from the premises to be valued in any event, on the ground that the tenant is entitled to remove them (in the absence of a contractual provision to the contrary): New Zealand Government Property Corporation v H.M. & S. Ltd [1982] QB 1145 (a rent review case).

The question arises whether any of those aspects of the valuation allows the rent to be adjusted downwards to reflect fitting out incentives that are available in the market.

The disregard of occupation – and/or any implicit assumption of vacant possession – arguably has the effect that the tenant is to be treated as going into occupation for the first time, and as having removed all tenant’s fixtures and all other fitting out works.  That broad proposition (at least as regards general fitting out) has apparently been rejected in one county court case, in which it was held that the rent should not reflect rent free periods for fitting out that were being offered in the market (see Reynolds & Clark, ‘Renewal of Business Tenancies’, para.8-130), but the issue has yet to be considered properly in a higher court.

The disregard of improvements might also have such an effect, at least in part, if it has the result that the property lacks some facility required for it to be occupied by the potential type(s) of occupier – i.e. that some ‘fitting out’ would be required.  If so, then the need to carry out that fitting out may still need to be reflected in the rent under the new lease.  The same might also be said to apply to the need to disregard tenant’s fixtures.  The rent review cases would tend to favour the tenant's arguments on this, but the landlord will wish to argue that this should not be taken too far, and there is probably still room for him to do so.

In the end, the proper approach to the value of the property, and to the effect of each disregard, is to a large extent a matter of valuation rather than of law.  Some useful guidance can probably be taken from the judgments of Forbes J in two rent review cases – GREA Real Property Investments Ltd v Williams [1979] 1 EGLR 121 and Estates Projects v Greenwich LBC [1979] 2 EGLR 85 – but that guidance is no substitute for a good valuation expert.

Turning to incentives that are merely a reflection of the market value of the premises, these must be taken into account.  In simple terms, an inducement in a comparable transaction will tend to inflate the rent payable in that transaction; and so to find the ‘real’ or ‘net’ rent payable in that transaction, the effect of the inducement needs to be stripped out of the rent.  This is often described as ‘devaluing’ the inducement.  The correct approach is a matter for the valuers, who may seek to adopt differing – and not always straight-forward – methods.
It may not be easy in practice to split the incentives into those (if any) which are to be left out of account and those which should be included, particularly in an unusual or rapidly falling market, and this may involve the valuer exercising a fair degree of judgment based on past experience as well as an assessment of the evidence.  But at least some attempt must be made if different types of inducement need to be treated differently.

The second issue is whether there should be a discount in a falling market to take account of the fact that the lease will commence 3 months or more after the date of the judgment (under s.64).  The answer depends on the strength of the evidence and the particular market circumstances.

The task of the court has been held to be to determine the new rent as at the date of the hearing, but “having regard to matters which can reasonably be expected to happen between that date and the date when the term is to be expected to commence”: Lovely & Orchard Services Ltd v Daejan Investments (Grove Hall) Ltd [1978] 1 EGLR 44.  The future cannot, of course, be predicted with confidence, nor is the past necessarily any guide to it.  Just because the market is falling at the date of the hearing does not necessarily mean that it will continue to fall after the hearing.

But that is not to say that the court may not be able, properly, to take the currently falling market into account, and thereby to fix a lower rent than might be appropriate at the date of the hearing.  The evidence must be considered in the round, and market trends may form a part of that.

In practice, one suspects that the court’s decision in such a case may well be influenced by various factors, not all of which may be strictly relevant.  For example, the court may be tempted to err on one side or the other when weighing the evidence of each party’s expert, with a view to achieving a ‘fair’ result overall bearing in mind the direction of movement of the market; or it might be tempted take into account the effect on the rent of delay, particularly deliberate delay on the part of the tenant (in a falling market).  There is also room, in an unusual or fast-moving market, for novel valuation arguments to come to the fore: another reason for getting a good valuer on board at an early stage.
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