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Some Thoughts on Commercial Leases

Entering into a commercial lease is one of the most significant and potentially hazardous decisions a management committee or board of trustees can make.  This is understandable bearing mind the long-term consequences of such a transaction and the technical nature of a typical commercial lease.  As with most things legal, it is a complex area and the present article does not seek to examine the minutiae of a lease transaction, but rather draw to your attention to some key issues and useful information.

But first a few basics.  A lease is a contractual arrangement between a freeholder and tenant for temporary, but exclusive, occupation of land. A lease must have a finite duration (although it can be renewed) and this is called the term.  The interest retained by the freeholder entitling reoccupation of the land when the term has expired, is called the reversion.  Leases for up to three years are often called tenancies, although this term is colloquially used to describe all types of leases.  The grant or transfer of a lease for over 7 years must be registered at the Land Registry.  Tenancies and leases take a variety of forms including: periodic; statutory; at will, and at sufferance.

A license differs from a lease or tenancy in that it does not confer exclusive possession, nor does it create any legal estate in land, but is merely a contract for the use of premises or land.  There is often confusion over the exact nature of what may be described as smaller transactions, say for example when a room is hired out in a village hall on a regular basis.  Exclusive possession is one of the defining characteristics of a lease and where there is a dispute each case will have to be examined on its facts.  The use of terms such as tenancy and rent may well be indicative that what purports to be a license, is in fact a lease - if in doubt seek advice before entering into the arrangement.

Charity lease transactions bring their own peculiar requirements by virtue of sections 36 to 40 of the Charities Act 1993.  These are dealt with in the Charity Commission publication Disposing of Charity Land (CC28), but can be briefly summarized as follows.  Where a charity grants a lease for 7 years or less without a premium or fine to a non-connected person (see the guidance), the trustees must obtain advice from a person they believe to have appropriate experience, consider that advice and satisfy themselves the lease terms are the best available.  For leases over 7 years granted to a non-connected person, the trustees have to obtain and consider a report from a suitably qualified surveyor, advertise the property if so advised and satisfy themselves as to the terms.  Section 37 of the Act imposes certain contractual statement and certificate formalities.

It should also be pointed out that trustees of unincorporated charities are subject to the duty of care imposed by section 1 of the Trustee Act 2000, which in essence requires trustees to exercise “such care and skill as is reasonable in the circumstances…” having regard to any special knowledge or professional expertise they may have, or hold themselves out to have.  This clearly applies to significant decisions including the negotiation of commercial leases.

Naturally, there are a million and one points to be aware of when negotiating leases, but if only 2 were stressed they would be:

· avoid giving personal guarantees covering any default by the organisation under the lease, and 

· read the repairing clause very closely – if it is a full repairing clause this will mean you have to put the building into full repair on reversion, even if it was in poor repair when you entered into the lease.

Rental income for residential dwellings and property used for relevant residential and charitable purposes (and the disposal of such), are VAT exempt.  Subject to certain conditions, landlords of commercial premises wholly or mainly used for standard or zero rated purposes, can opt to charge VAT on the rental income.  This written option to tax must be notified to HM Customs and Excise within 30 days and if not cancelled within 3 months, will thereafter be irrevocably applicable for 20 years.  All supplies relating to the premises including construction and sale, will then be standard rated. This option allows the landlord to recover VAT on all purchases of goods and services applicable to the property and the increased rent will not present a problem if the tenant is VAT registered, as the VAT can be reclaimed.  However, this is more problematic for those charities who are not registered and landlords should always take expert advice before making this decision.

The Landlord and Tenant Act 1954 imposes a regime that provides security of tenure for commercial tenants.  By a series of notice requirements and provisions relating to interim rent, compensation for improvements, etc it has long made the letting of commercial premises a complex and potentially costly exercise if not complied with.  Recently the Act has been amended to make it more ‘user friendly’, including the opportunity to opt out of its provisions without the necessity (and expense) of obtaining a court order.

The Department of Communities and Local Government (DCLG) has been keen to encourage a more equal and vibrant negotiating environment for commercial lease transactions.  In order to achieve this they have not only reformed the 1954 Act, but have issued, A Code for Leasing Business Premises (which supersedes the old, A Code of Practice for Commercial Leases in England and Wales).  The Code consists of three parts:

· 10 point requirements for landlords in order for their lease to be Code-compliant; 

· a guide for occupiers, explaining terms and providing helpful tips; and 

· a model Heads of Terms (which can be completed on line and downloaded). 

Unfortunately, the Code is little known in the voluntary sector but organisations would do well to consider it and, where possible, use it to support negotiations for commercial leases.  The DCLG website contains the Code, past research, and a host of fact sheets and guidance on negotiations – voluntary organisations are strongly encouraged to make full use of this resource.

In closing, it cannot be stressed too strongly that commercial lease transactions are one of those areas where the risk of financial loss and legal liability is very real.  It is rarely advisable to enter into any form of tenancy without expert advice – if in doubt, ask!
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The material is not intended to be a complete statement of the law, fact or procedure and should not be relied upon by you, or be conveyed to a third party, as such.  Nothing in this site constitutes legal or other professional advice.  You should always seek detailed advice from a lawyer or other suitable professional/expert before making a decision to act or refrain from acting based on a specific set of facts.

