Landlord Consents

Reasonableness, Good Faith, and Remedies

by Lori Mayer

Years ago, a colleague caught up in negotiations over his client’s proposed
alterations to leased space grumbled, “Every requirement for a landlord’s consent

is just an opportunity for extortion.” In contrast, recently a landlord client when
refusing to agree to a lease clause that he would not unreasonably withhold his

consent to various matters, complained, “Every time I agree to not unreasonably

withhold my consent I act perfectly reasonably but the tenant hauls me into

court and the judge tells me I'm being unreasonable.”

s is set forth in more detail below, case law

establishes that the universe of issues a land-

lord may consider in order to reasonably

withhold its consent likely is much smaller

than the universe of pertinent issues a typi-

cal landlord would consider to be reason-
able. On the other hand, when a lease gives a landlord broad
discretion to refuse to grant consents, or limits a tenant’s
remedies when a landlord refuses to grant a consent in breach
of a lease, the tenant can be left with no practical remedy, and
can remain at the mercy of its landlord.

Some Background: Is a Lease a Conveyance or a Contract?

In the past, a lease was considered a conveyance of an inter-
est in real estate, and the duties and obligations of the landlord
and tenant were dealt with according to the law of property
and not of the law of contracts. Under the law of property, the
landlord’s and tenant’s respective obligations under a lease
were considered to be independent of each other, which left
the tenant obliged to continue to pay rent even if the landlord
failed to perform its obligations under the lease.!

The New Jersey Supreme Court ruled, in Sommer v. Kridel,?
that a residential lease should be treated as a contract, and, in
Conklin Farm v. Leibowitz,* stated that a lease, whether residen-
tial or commercial, “is a set of mutually dependent covenants.”
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While the New Jersey Supreme Court never has expressly
declared a commercial lease to be solely a creature of contract,
some courts have stated that both commercial and residential
leases are considered contracts, not conveyances, under New
Jersey law.*

Whether or not a commercial lease retains some aspect of a
conveyance under New Jersey law, it appears that some legal
principles that follow from the ancient concept of a lease as a
transfer of real estate continue to be binding precedent. These
principles include the rule that restrictions on assignment and
sublet included in a lease are to be strictly construed,* and that
an assignment and sublet are totally distinct transactions, so that
a covenant against one does not include the other.® Nevertheless,
a landlord’s agreement to not unreasonably withhold its consent
has long been considered an independent, affirmative covenant
applied in accordance with the law of contracts,” the breach of
which gives rise to a full panoply of contract remedies.

What Factors May Be Considered if a Landlord May Not
Unreasonably Withhold Consent

When a lease prohibits a landlord’s unreasonable refusal to
consent to an assignment or sublet, the standard to be applied
in determining whether the landlord acted reasonably is an
objective one: “the action of a reasonable man in the land-
lord’s position.”
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A clause requiring the landlord’s rea-
sonable consent for an assignment or sub-
let is deemed to be for the protection of
the landlord’s ownership and operation of
the particular property involved, and not
for the general economic protection of the
landlord.” In this regard, in the case of a
shopping center or multi-tenant building,
the ‘property’ the landlord is permitted to
protect is not just the particular premises
that would be the subject of the assign-
ment or sublet, but the entire shopping
center or multi-tenant building."

Courts have ruled that a landlord who
is prohibited from unreasonably withhold-
ing its consent to an assignment or sublet
may not consider any of the following:*

° In general, any factors unrelated to

the property where the premises to
be assigned or sublet are located

e The fact that the proposed new ten-
ant or subtenant occupies space in
property owned by the landlord

e The fact that rent under the existing
lease is below market rates

e The landlord’s desire to enter into a
new lease with the proposed new
tenant or sub-tenant at a higher rent
than is provided for under the exist-
ing lease

e The fact that the proposed new use of
the premises is prohibited by the lease
if the proposed use is suitable for the
premises and general business area

Case law indicates that a landlord
required to act reasonably may consider
the following factors in deciding whether
to approve an assignment or sublet:

* The financial solvency of the pro-
posed new tenant or sub-tenant

¢ The nature of the business to be con-
ducted at the premises and its suit-
ability for the premises and general
business area

* The necessity of altering the premis-
es to suit the new tenant or sub-ten-
ant’s business
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e The proposed new tenant or sub-ten-
ant’s willingness to guarantee the pay-
ment of rent and performance of all
other tenant covenants under the lease

o At least in the case of a percentage
lease, the proposed new tenant or
sub-tenant’s skill and experience

No New Jersey court has specifically
ruled on the enforceability of lease
clauses that allow a landlord to consider
factors that otherwise would be consid-
ered unreasonable in deciding whether
to approve an assignment or sublet.
However, the general principle of con-
tract construction that a court will not
make a new contract for the parties to it,
or supply material stipulations or condi-
tions that contravene their agreements,
applies to leases."

When a Lease is Silent on the Issue of
Reasonableness

Regarding leases that neither require a
landlord to act reasonably in granting or
withholding consents nor specifically
allow a landlord to act in its sole discre-
tion, it appears that the current law in
New Jersey finds that the landlord is not
required to act reasonably in this circum-
stance." Nevertheless, some courts have
expressed doubts about this principle in
dicta.® Further, under New Jersey law, all
leases, both commercial and residential,
are deemed to include a covenant of
good faith and fair dealing,” which
places some limitation on the discretion
of a landlord that is not obligated to act
reasonably, or is specifically permitted to
act in his or her sole discretion, in grant-
ing or withholding consents.

If a landlord has the legal right to
refuse to consent to a proposed assign-
ment or sublet, the landlord is free to
propose lease amendments, including a
change in the rent, which will induce it
to grant its consent.'®

Good Faith and Fair Dealing
A covenant of good faith and fair

dealing is implied in every contract in
New Jersey.” ‘As a result of the existence
of this implied covenant, even if a party
is granted discretionary rights under a
contract, those rights are “tempered by
the implied covenant of good faith and
fair dealing and the reasonable expecta-
tions of the parties.”?

“[A] party exercising its right to use
discretion...under a contract breaches
the duty of good faith and fair dealing if
that party exercises its discretionary
authority arbitrarily, unreasonably, or
capriciously, with the objective of pre-
venting the other party from receiving its
reasonably expected fruits under the con-
tract.”* However, the covenant is not
breached when a party granted discretion
acts “based on its own reasonable beliefs
concerning business strategy.”*

Proof of bad motive or intention is
vital to establish a breach of the covenant
of good faith and fair dealing.® Contract
law does not require parties to behave
altruistically toward each other, and,
absent bad motive or intention, the
covenant of good faith and fair dealing is
not violated by a discretionary decision
that results in economic disadvantage to
the other party.*

A landlord can be guilty of unreason-
ably withholding a consent in breach of a
lease without being guilty of a breach of
the covenant of good faith and fair deal-
ing.® The former occurs if the landlord
refuses to grant a consent based on consid-
eration of improper factors, while the latter
requires subjective, improper motivation.

Remedies for Breach, Limitations on
Remedies, and Mitigation of Damages
It appears that all contract remedies
are available for breach of a lease, includ-
ing a landlord’s breach of its obligation
to not unreasonably withhold its con-
sent”® The remedies that have been
granted to a tenant for a landlord’s
unreasonable refusal to grant a consent
in breach of a lease have included termi-
nation of the lease by the tenant,” specif-
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ic performance,”® and money damages.? -

Damages for breach of a lease,
whether claimed by the landlord or the
tenant, and related burdens of proof, are
governed by general principles of con-
tract law. The measure of damages is the
reasonably foreseeable and quantifiable
injury suffered as a result of the default,®
and the party claiming damages general-
ly bears the burden of proving both that
there was a breach and what damages
were prokimately caused by the breach.”
However, it appears that a tenant claim-
ing a landlord unreasonably withheld a
consent in breach of a lease always bears
the burden of proving unreasonableness,
whether the issue is raised as an affirma-
tive claim or a defense or set-off.

The United States District Court for
the District of New Jersey, in Buck Con-
sultants, Inc. v. Glenpointe Associates, ruled
that a limitation on the tenant’s remedies
for the landlord’s unreasonable refusal to
grant a consent in breach of the lease is
enforceable.” The lease at issue provided
that the tenant’s sole remedy for the
landlord’s unreasonable refusal to grant a
consent in breach of the lease was the
granting of the withheld consent, unless
the landlord had acted in bad faith or
maliciously, in which case the tenant was
entitled to money damages.** In earlier
proceedings, the landlord had been
found to have acted unreasonably when
it refused to approve a proposed sublease.

Regarding the damages available to the
tenant under the lease, the court stated
that, if the landlord’s refusal had been
made in bad faith, the tenant could both
withhold rent for the sublet space and ter-
minate the lease.* However, if the land-
lord had not acted in bad faith, the court
stated, the tenant’s withholding of rent
for the sublet space was a violation of the
lease, and the tenant would be liable for
the difference between the rent it would
have collected under the rejected sublease
and the rent payable under the lease.*

The court gave no explanation for its
statement that, in the latter circumstance,
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the tenant would be entitled to a credit for
the lost sublet rent, notwithstanding the
lease clause denying all remedies other
than the granting of a consent to sublet (to
the, of course, long-gone sub-tenant). Per-
haps the court interpreted the provision to
give the tenant the right to be placed in
the economic situation that would have
subsisted if the consent to sublet had been
granted in a timely manner, given that the
remedy of retroactive consent was illusory
under the circumstances.

If a tenant breaches its obligations
under a lease, the landlord is obligated to
make reasonable efforts to mitigate its
damages,” and also bears the burden of
proof on this issue. If the tenant has vacat-
ed the property, the landlord is required to
prove that it “used reasonable diligence in
attempting to re-let the premises."*

The factors to be considered in deter-
mining whether the landlord has met
the burden of proof include whether the
landlord, either personally or through
an agency, offered or showed the prem-
ises to prospective tenants or advertised
them in local newspapers. The tenant
can attempt to rebut the landlord’s evi-
dence by showing that it proffered suit-
able tenants who were rejected. Howev-
er, there is no standard formula for
measuring whether the landlord has uti-
lized satisfactory efforts in attempting
to mitigate damages, and each case
must be judged upon its own facts.*

An lllustrative Case

The three Buck Consultants, Inc. v. Glen-
pointe Associates opinions® offer a good
illustration of the issue of reasonableness
in the context of a request for approval of
a sublet, and also address the interplay of
reasonableness and bad faith.

The Buck Consultants case involved
the refusal of a landlord, Glenpointe
Associates, to approve a proposed sublet
by Glenpointe’s tenant, Buck Consult-
ants, Inc., to Eisai Corporation of North
America. The structure at issue in the
case was a seven-story building contain-

ing approximately 350,000 square feet
of space. Esai already was leasing
approximately 100,000 square feet of
space in the building, half under a direct
lease with Glenpointe (the Esai lease)
and the balance under various subleases.
The Esai lease and subleases all expired
on Feb. 28, 2007. In September 2002,
Esai and Buck agreed that Esai would
sublease approximately 50,000 square
feet of Buck’s space for a term that
would expire on Feb. 28, 2007, at the
same time as the Esai lease and Esai’s
other subleases.

Glenpointe’s initial, formal rejection
of the sublease was based on a claim that
the Esai lease prohibited Esai’s sublease
of space in the building. However, there
was no such prohibition in the Esai
lease. Glenpointe later claimed that its
refusal to approve the sublease was rea-
sonable because of various economic
concerns relating to a single tenant
occupying close to half of the space in
the building. However, at the same time
it was asserting these concerns as
grounds for refusing to approve the sub-
lease, Glenpointe had offered to approve
the sublease if Esai would lease 99,000
square feet of space in the building for a
term of 15 years (later lowered to six
years), and also had offered to lease up to
240,000 square feet in the building to
Esai for a term expiring in 2010.

In its first decision, in 2004, the Fed-
eral District Court for the District of
New Jersey, on motions for summary
judgment, concluded that Glenpointe’s
refusing to
approve the sublet were pretextual, and
that Glenpointe had breached both the
lease provision that prohibited the

proffered reasons for

unreasonable withholding of consent to
a sublet and the implied covenant of
good faith and fair dealing.

On appeal, the Third Circuit affirmed
the district court’s ruling on the issue of
reasonableness, stating that Glenpointe’s
offer to lease up to 240,000 square feet to
Fisai for a term expiring in 2010 was
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inconsistent with its claims of serious
fears of the consequences of Eisai's vacat-
ing 150,000 square feet in 2007, and that
the facts indicated Glenpointe had with-
held consent based on the type of gener-
al economic concerns that are consid-
ered unreasonable under New Jersey law.

However, the Third Circuit disagreed
with the district court on the issue of
the covenant of good faith and fair deal-
ing. The Third Circuit ruled that the dis-
trict court’s decision on the issue was
made based on an inadequate record,
and held that the district court had
“blurred to the point of nonexistence
the fine line between unreasonable and
bad faith actions."*

To prove that Glenpointe had unrea-
sonably refused to approve the pro-
posed sublease in breach of the lease,
the Third Circuit stated, Buck only had
to “show that Glenpointe denied con-
sent to the sublease with only its own
general economic considerations in
mind.”* However, to establish a breach
of the covenant of good faith and fair
dealing, Buck was required to show that
Glenpointe had acted with the “subjec-
tive, improper motivation of depriving
Buck the benefit of its bargain.”*

On remand, the district court denied
Glenpointe’s motion for summary judg-
ment on the issue of the covenant of
good faith and fair dealing.

Implications for Landlords and
Tenants

When a lease, or any contract, is
being drafted, there always is a trade-off
between length and complexity, on the
one hand, and anticipating and cover-
ing the many issues that might arise
under the contract in the future, on the
other hand. Of course, the relative bar-
gaining power of the parties affects the
extent to which the contract will be
more favorable to one party or the
other, and there is a limit to the amount
of time and legal fees clients will devote
to negotiation of lease clauses that
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might never be an issue.

Obviously, the landlord would be
best protected by a lease that allowed it
to grant or withhold all consents in its
sole and absolute discretion, and limited
the tenant’s remedies for wrongful with-
holding of the consent to the granting
of the consent. Beyond this, there are a
myriad of factors the landlord might
desire to include in the lease for its pro-
tection in deciding whether to grant its
consent to particular matters. Such fac-
tors are particularly important in leases
where the landlord agrees to not unrea-
sonably withhold consent to an assign-
ment or sublease. .

Among other issues, the landlord like-
ly would want to be allowed to deny a
tenant’s request for an assignment or sub-
lease if the landlord has comparably sized
space available for a comparable term and
the proposed assignee or subtenant either
already is a tenant in the building or
already is negotiating with the landlord
for space in the building—considerations
that clearly would be prohibited if the
lease were silent regarding the issue.

In addition, the right to recapture
space proposed to be assigned or sublet
by the tenant would allow the landlord
to try to negotiate a direct lease with a
proposed assignee or subtenant at high-
er rents if the existing rents were at
below-market rates.

A tenant, of course, wants the land-
lord to be obligated to act reasonably
and promptly whenever the landlord'’s
consent is required, and wants to limit
the factors the landlord is permitted to
consider in deciding whether to grant or
withhold its ‘consent. A tenant also
wants a real and prompt remedy if a
landlord withholds a consent in breach
of a lease. Given the time and expense
of litigation, a lease clause that limits
the tenant’s remedy for the landlord’s
wrongful withholding of consent to the
granting of the consent denies the ten-
ant any remedy as a practical matter. If
the landlord insists on this type of

clause, the tenant should request that
all remedies, plus legal fees, be available
if the landlord acts in bad faith.

In all cases, a tenant probably would
like a lease to include time limits for
responding to requests for consents
under a lease, with the approval deemed
to have been granted if the landlord
does not respond within the required
time period. The tenant might be suc-
cessful in getting the landlord to agree
that specific alterations, such as non-
structural alterations that cost less than
a stated dollar amount, will not require
the landlord’s approval.

As a practical matter, a tenant can
avoid difficulties by obtaining required
approvals for planned alterations con-
temporaneously with the signing of the
lease, to the extent possible, and by set-
ting parameters for approvals in situa-
tions, like a sale of the business, that can
be anticipated. &2
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