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The Problem

A large corporate tenant enters into a CVA. The CVA proposal seeks to limit rent payable under the lease in the future to 50% of the passing rent. The landlord wants to oppose this. What can the landlord do to oppose and, if the CVA proceeds as proposed, what remedies may the landlord have?

1. Creditor’s Analysis of a CVA

1.1. A landlord, like any creditor, should address the question of a corporate tenant’s proposed CVA with the following issues in mind:

1.1.1. The conduct of the creditors’ meeting;

1.1.2. The extent of voting rights;

1.1.3. The potential Unfair Prejudice caused to the Creditor by the Arrangement;

1.1.4. The possible presence of material irregularity in any part of the CVA process.   

1.2. It is important to keep in mind that there is a distinction between the passing rent under the lease (whether past or future) and the content of the proposal as to the passing rent. The former impacts upon the landlord’s rights in the CVA process, the latter upon the tenant’s obligations under the CVA.    

2. The Creditors’ Meeting

2.1. The creditors’ meeting is the central feature of the CVA procedure, at which the choice is usually between accepting the proposals or seeing the debtor being wound up. However, a large tenant will almost certainly already be in administration (in order to take advantage of the moratorium available in administration that is not available to large companies), so a sale of some or all of the business (with a consequent payment to the creditors) is another possible outcome. This analysis assumes that receiving 50% of the passing rent, going forward, is not an attractive outcome.  

2.2. Any consideration of the proposals must be informed by an analysis of the likely outcome of each of CVA or liquidation (or administration): there is no point objecting to a CVA if alternative outcomes were to be less commercially advantageous.      

2.3. For the proposal to be approved, there must be a majority in excess of three-quarters of the value of the creditors’ voting on the resolution (whether in person or by proxy), the vote of secured creditors, those not having given notice of their claim at or prior to the meeting, being left out of account. 

2.4. Although a secured creditor can vote, the vote is to be left out of account in calculating the requisite majority (IR 5.23). The meeting should not approve a proposal that will affect the rights of a secured creditor to enforce its security. However, a landlord with a right to forfeit is not regarded as a secured creditor for these purposes: March Estates v Gunmark [1996] 2 EGLR 38.

2.5. Notwithstanding the passing of the resolution, the resolution is nevertheless invalid if those voting against it include more than half in value of the creditors (a) to whom notice of the meeting was sent (b) who are not those left out of account in determining the balance of the vote and (c) who are not persons connected to the company.

2.6. Consequently, the value placed upon the landlord’s debt may be key to the outcome of the vote and success of failure in opposing the proposed new rents.   

2.7. Clearly, the landlord will be able to vote in respect of arrears of rent. 

2.8. In respect of (i) other breaches of covenant and (ii) future rent, a number of issues arise.

2.9. Firstly, unless a debt is liquidated or ascertained, the Chairman of the meeting is only required to put a value of £1 upon it, unless he “agrees” to put a higher value upon it. 

2.10. It may be thought that at least in the case of future rent, the debt is to be treated ascertained and liquidated (with reference to the unexpired term and relevant passing rent). However claims for future rent have nevertheless been treated as unascertained/ unliquidated debts: Doorbar v Alltime Securities Limited [1996] 1 WLR 456, CA.

2.11. Consequently, unfortunately for the landlord, there is only a requirement for the Chairman to estimate a minimum value of the claim: there is no requirement that agreement be reached with the landlord. However, the Chairman does not have an entirely unfettered discretion as to the valuation. He must examine the evidence put forward and reasonably exercising his professional judgment, come to a view: Re Newlands (Seaford) Educational Trust [2006] BPIR 1230.

2.12. Secondly, the landlord’s claim for dilapidations is also an unascertained debt in respect of which the Chairman need not estimate a value greater than £1 unless there is compelling evidence in support of a higher valuation: Newlands (above).   

2.13. Therefore, the landlord would be well-advised to put as much evidence before the Chairman as possible in order to attempt to persuade him to maximise the value of the debt. The landlord’s submission should deal with the (i) likelihood of forfeiture (ii) impact of any tenant’s break clauses and (iii) likely outcome of any rent review (so that it is important to submit valuation evidence in support of the likely determination of the rent). One approach would be to argue that the landlord should be able to vote to the extent that the rent is affected by the arrangement e.g. if the arrangement affects two years of future rent, the landlord should be an equivalent weighting in the vote.        

3. Unfair Prejudice

3.1. If the Landlord were to fail in its opposition to the arrangement, it may still be in a position to argue that its effect is unfairly prejudicial to the landlord. However, the fact that the effect of the arrangement reduces the rent by 50% is not of itself prejudicial: March Estates (above).
3.2. The guidelines were recently summarised in the Prudential Assurance Co Ltd v PRG Powerhouse Ltd [2008] 1 BCLC 289 as follows:

3.2.1. There is no universal test for assessing unfairness; all the circumstances of the case are relevant;

3.2.2. Nevertheless, two broad comparisons need to be made;

3.2.3. Firstly, the landlord’s position resultant upon the arrangement is to be compared to the position in which it would have found itself in the tenant’s liquidation (“the vertical comparison”);

3.2.4. Secondly, the landlord’s position must be compared with the position of the other creditors or one or more classes of creditors (a) in the arrangement and (b) that would have existed in a scheme of arrangement under section 425 of the Companies Act 2006 (section 895 of the Companies Act 2006) (“the horizontal comparison”).

3.3. In terms of vertical effect, the existence of a surety/ guarantor is highly relevant. In a winding up, the liquidator would almost certainly disclaim the lease. Although a disclaimer brings to an end the tenant’s liability, the liability of a surety survives: Hindcastle v Barbara Attenborough Assocs [1997] AC 70. Consequently, any reduction in future rent under the arrangement is likely to be prejudicial on a vertical comparison.

3.4. However, the comparison with the position on winding up is not conclusive. The horizontal comparison and an overall assessment of the fairness (objectively judged) of the arrangement would be necessary. However, the fact that another class of creditors is to be paid in full is not necessarily prejudicial if their co-operation were essential to the continuation of the business: Re Cancol Ltd [1996] 1 BCLC 100.  

4. Material Irregularity

4.1. The Landlord may be able to challenge the approval of the arrangement on this ground. This concerns any part of the CVA process upto and including the meeting itself and requires an assessment of whether or not the CVA has been conducted in accordance with the sprit and letter of the provisions. 

4.2. To be “material,” the irregularity must one which, objectively assessed, would be likely to have made a material difference to the way in which the creditors would have assessed the terms of the CVA. Consequently, if the landlord were not notified of the meeting and were able to demonstrate that had it attended/ voted the outcome would have been different, that is likely to amount to material irregularity. 

5. Forfeiture

5.1. The landlord’s right to forfeit (unless expressly excluded by the Arrangement) is unaffected by the CVA. Consequently, it may choose to recover possession of the premises and seek to re-let.

5.2. However, the right to forfeit will only be exercisable in respect of the rental liability as remains under the arrangement. The landlord will not be able to forfeit in respect of rent arrears that have been written off by the arrangement, even if proceedings were begun prior to the arrangement taking effect: Thomas v Ken Thomas Limited [2007] 1 EGLR 31.  Similarly, the condition imposed upon an order for relief from forfeiture will be by reference to the modified not actual rent (Thomas).   

6. Effect on Third Parties

6.1. A further alternative is to seek to recover any shortfalls in rent from third parties e.g. original tenants or co-debtors: the CVA does not operate as an accord and satisfaction for the debt.

6.2. An original tenant or subsequent assignors are not released from their full liability notwithstanding the reduction in the rent that the tenant pays under the CVA: Mytre Investments Ltd v Reynolds [1995] 3 All ER 588.          

7. Comment/ Conclusion

7.1. The recent rejection (19 February 2009) of the Stylo Shoes CVAs by their landlords demonstrates that it is possible for landlords to block disadvantageous CVAs. Those proposals would have enabled Stylo to pay turnover rents of just 3% (rising to 7% after 6 months). Based on the Group’s results, the payment on the basis of turnover rents would have led to a 75% reduction in the passing rent. “Landlord activism” blocked that unattractive outcome. 

7.2. Consequently, the landlord that is facing a disadvantageous CVA are well- advised to:

· Seek out other landlords with whom it may be possible to act in concert

· Attempt to maximize the value of its debt by submitting comprehensive evidence to the Chairman

· Analyse the impact of the CVA (i) in comparison with a liquidation (ii) upon different groups of shareholders

· Scrutinise the conduct of the CVA process and the meeting                       
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