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|. Introduction

What is the scope of a non-assignability provision in a commercial lease? How specific
must the non-assignability language be to cover collateral assignments for security as
well as absolute present assignments of possession and use? If the lease clause expressly
states only that the tenant will not assign its interest in the lease without prior notice to
and approval of the landlord, is this sufficient to prevent the tenant, without complying
with such notice and consent requirements, from assigning, mortgaging, or pledging its
leasehold interest as collateral to athird party who provides financing to the tenant?

These questions were answered in a recent ruling by the lllinois Appellate Court in a case
of first impression. While the case is a Rule 23 opinion and thus has no precedential
value, its reasoning may cause landlords to take another look at the specific language
contained in nonassignability provisions of commercial leases.

1. The Stonev. SSimmons Decision

On February 2, 1999, the Illinois Appellate Court, Second District, in Sone v. Smmons’,
issued an unreported opinion finding that a tenant’s collateral assignment of its interest in
the lease to a third-party lender, as security for the loan, did not constitute a violation of
the clause in the lease prohibiting assignment without the landlord’ s prior consent.

The litigation in Stone v. Smmons arose out of a dispute between two former business
partners. The plaintiff, and one of the defendants, Leonard Sandberg, were joint owners
of Metalex Corporation of Delaware, a Delaware corporation ("“Old Metalex”), which
operated a metals processing facility on property the corporation owned in Libertyville,
[llinois. In 1984, Mr. Sandberg purchased the plaintiff’s interest in Old Metalex, and the
plaintiff in turn purchased Mr. Sandberg’s interest in the Libertyville property. Old
Metalex, as tenant, then entered into a “second restated lease agreement” (“lease”) with
the plaintiff, as landlord, for the Libertyville facility.

Pursuant to the rental provision in the lease, Old Metalex was obligated to pay to the
plaintiff a “flat” annual rent, plus 50% of net rent received over base rent for the
occupancy of any subleased portion of the facility. The lease also required Old Metalex
to begin paying the plaintiff an additional amount of rent, based on a complicated rental-
adjustment formula, commencing February 1, 1989.

The parties disagreed on the calculation of the amount of additional rent that became due
under the formula, and the plaintiff filed the original lawsuit, against Mr. Old Metalex
and Mr. Sandberg, in Cook County Circuit Court in 1989. The lawsuit was subsequently



transferred to the Circuit Court of Lake County after the trial court determined that the
case was for forcible entry and detainer on property located in that county.

On August 1, 1989, Old Metalex transferred a portion of its interest under the lease to
New Metalex, as part of aleveraged buyout transaction whereby New Metalex purchased
the assets of Old Metalex, including its interest in the lease. The parties disputed whether
the transfer of Old Metalex’ s interest in the lease to New Metalex (labeled as a “sublease
agreement”) as part of the transaction was a sublease, as contended by Mr. Sandberg, or
an assignment as the plaintiff contended.

The transfer purported to convey the entire unexpired remainder of the lease, and OId
Metalex did not retain any reversionary interest in the property.? On July 20, 1990, the
sublease agreement was amended to create a reversionary interest in Old Metalex. On
June 20, 1990, the plaintiff filed a new lawsuit in Circuit Court in Cook County, and
voluntarily dismissed the pending lawsuit in Lake County. On January 30, 1991, the
Cook County trial court, in response to a motion to transfer by Mr. Sandberg, transferred
the case to Lake County.

The plaintiff amended his complaint on May 30, 1991 to state the following causes of
action and requests for relief: a declaratory judgment that Old Metalex was in default
under the lease for failing to obtain the written consent of the plaintiff to the assignment
of the lease from Old Metalex to New Metalex; a declaratory judgment that the collateral
assignment of the lease to Continental (which had loaned New Metalex $6 million as part
of the leveraged buyout transaction) without the plaintiff’s consent violated the
nonassignability provision of the lease; the right to terminate the option to purchase the
property contained in the lease because of the aleged defaults; breach of contract for
failure to pay rent due; the occurrence of a fraudulent conveyance resulting from the
leveraged buyout transaction; conspiracy to defraud the plaintiff in his attempts to collect
rent; an equitable quantum meruit clam for New Metalex’s use and occupancy of the
property; tortious interference with the lease; and recovery of the plaintiff's attorney’s
fees and costs.

The trial court held that the rental-adjustment clause in the lease was ambiguous and
found that there had been no “meeting of the minds.” The court found that Old Metalex
had breached the provision in the lease that required it to pay, as additional rent, 50% of
rent paid by a subtenant that was in excess of the pro-rata share of the rent owed to the
plaintiff.

The tria court also ruled that a “consulting contract” entered into between Old Metalex
and its subtenant was a “sham” to avoid the application of the additional-rent provision,
and awarded the plaintiff $60,000 in additiona rent (one-half of the $120,000 Mr.
Sandberg received under the contract). The tria court dismissed all of the remaining
counts of the plaintiff’s complaint. The appellate court affirmed the judgment of the
circuit court with respect to al of the foregoing issues.



[11. The Claims Against Continental

Four of the eight counts in the plaintiff’s complaint alleged wrongdoing by Continental.
The plaintiff did not contest the trial court’s dismissal of two of the counts against
Continental, so that only two others were preserved on appeal. The plaintiff specifically
alleged that the collateral assignment of the lease to Continental, as part of the leveraged
buyout transaction by which New Metalex acquired the business of Old Metaex,
breached “the clear and unambiguous anti-assignment provision found in . . . the Lease.”
(The operative clause in the lease stated that “ Tenant shall not assign this Lease without
prior notice or written consent of Lessor”).

Acknowledging that this was a case of first impression in Illinois, the appellate court
noted that “there is a dearth of authority in Illinois on the issue of whether a collateral
assignment would violate a prohibition against, or restriction of, the assignment of lease.”

The court, ruling on behalf of Continental, found persuasive the few cases that have dealt
specificaly with this issue. The court discussed the holding in Chapman v. Great
Western Gypsum Co.%, where the Supreme Court of California stated that “decisions in
other states where the lien theory of mortgages prevails clearly hold that a covenant
against assignment is not violated by the giving of a mortgage.”*

The court in Chapman noted that a covenant limiting the free aienability of property
must be strictly construed, and held that only a “technical” assignment, i.e., an
assignment that actually transfers present title to the mortgaged property, would be
prohibited by such a covenant. The n Chapman court further ruled that in a lien theory
state such as California, merely recording a mortgage against the property transfers no
title to the real property.”

The court also cited City of Gainesville v. Charter Leasing Corp.?, where the Florida
Appellate Court held that a mortgage would not violate a clause against assignment. The
court in City of Gainesville found that in a lien theory state such as Florida, a mortgage
on the leased property was not, under the terms of the lease, a “sublease, transfer or
assignment by the lessee of thislease or any . . . interest herein”; rather, it is a* species of
intangible property” that creates alien on the land but is not an interest in the land.

The appellate court, in Sone v. Smmons, stated that “[a] true assignment of an interest in
property divests the assignor of her of his entire interest in the property, but a ‘collateral’
assignment is instead a grant of alien as additional security for the mortgage loan,” citing
M. Ecker & Co. v. LaSalle National Bank’. In M. Ecker & Co., the Illinois Appellate
Court had noted that in a lien theory state such as lllinois, a “collateral” assignment of
rents is not a present assignment of rents, but instead is a grant of a lien as additional
security for the mortgage loan. This is so, the M. Ecker & Co. court held, even if the
assignment-of-rents provision is labeled as an “absolute” assignment, where the
mortgagor retains the right to receive the rents until a default occurs under the loan
documents and the assignment-of-rents clause was granted as additional security for the
mortgage.?



The appellate court upheld the ruling of the trial court that Continental’ s security interest
in the lease was in fact a collateral assignment, and found that the assignment did not
provide Continental with possession of the property unless and until a default occurred
under the loan. The appellate court also noted that the language in the assignment-of-
rents provision of the lease did not specifically prohibit collateral assignments without the
landlord’s written permission, and stated that collateral assignments are “different in
kind” from present assignments of title.

Continental’s attorneys also asserted that the collateral assignment of the ILease to it
actually created additional benefits for the plaintiff. Thiswas so, they argued, because of
the possibility that not only Old Metalex and New Metalex, but also Continental, could
be responsible for future rental payments if it enforced its rights and remedies under the
collateral assignment to protect its security interest.

The appellate court also agreed with the holding of the trial court that the plaintiff had
failed to provide sufficient facts to support its clam that Continental (or the other
defendants) had participated in a fraudulent conveyance regarding the leveraged buyout
of Old Metalex’s assets. The court found that the alleged acts complained of did not
constitute either “fraud in fact” or “fraud in law.”®

The court also found that adequate consideration existed, because Continental had in fact
loaned $6 million to New Metalex.’® Continental’s attorneys noted in their appellate
brief that New Metalex had paid the entire proceeds of the loan to Old Metalex in return
for the assets of Old Metaex (including its rights under the Lease). Continental’s
attorneys also argued that Continental was not a party to, nor even aware of, the
transaction that was the basis for the alleged fraudulent transaction, i.e., the subsequent
diversion and transfer of the $6 million from Old Metaex to Mr. Sandberg without
adequate consideration. **

V. Lessonsfor Landlords (and Lenders)

The holding of the appellate court in Stone v. Smmons should not be seen as shocking or
misguided. The law (although certainly not extensive) in other jurisdictions, and in
scholarly journals and treatises, generally supports the court’s analysis and ruling. As
pointed out by Continental’s attorneys in their appellate brief, the Restatement (Second)
of Property (Landlord and Tenant), states as follows: “[I]in jurisdictions which regard the
execution of a mortgage as establishing merely a lien on the mortgaged interest (‘lien
states'), the settled position is that such execution [of a mortgage by a tenant] is not
violative of arestraint on alienation.”*?

Another treatise, Friedman on Leases, notes that:“[a] covenant against assignment does
not prevent subletting. Nor does it prevent pledging or mortgaging the lease, though the
enforcement of the pledge or mortgage may vest title to the lease in a third person with
the same effect as if it had been assigned.”*

As the appellate court in Sone v. Smmons stated, the plaintiff could have prevented the
disputed collateral assignment of the Lease by drafting the assignment-of-lease provision



to specificaly cover such an event. As Continental’s attorneys pointed out in their
appellate brief, the following suggested language is contained in a formbook on
commercial leasing:

Tenant, for itself, its heirs, distributees, executors,
administrators, legal representatives, successors and
assigns, covenants that it will not assign, mortgage or
encumber this Lease, nor sublease, or permit the Premises
or any part of the Premises to be used or occupied by
others, without the prior written consent of Landlord in
each instance, which consent may be withheld for any
reason. 4

The author (when formerly employed as counsel for an institutional property owner and
lender) utilized the following lease provision to prohibit assignments (including
collateral assignments) by the tenant:

. Pronhibitions. Tenant for itself, its successors and
assigns, expressly covenants that is shall not by operation
of law or otherwise assign, sublet, hypothecate, pledge,
encumber or mortgage this Lease, or any part thereof, or
permit the Premises to be used by others without the prior
written consent of Landlord in each instance. For purposes
of this Article , “assignment” shall be considered to
include a change in the maority ownership or control of
Tenant if Tenant is a partnership or privately held
corporation. Any attempt by Tenant to assign, sublet,
hypothecate, pledge, encumber or mortgage this Lease
shall be null and void. The consent by Landlord to any
assignment, subletting, hypothecation, pledge,
encumbrance, mortgage, or use of the Premises by others,
shall not constitute awaiver of Landlord’s right to withhold
its consent to any other or further assignment, subletting,
hypothecation, pledge, encumbrance, mortgage, or use of
the Premises by others. Without the prior written consent
of Landlord, this Lease and the interest therein of any
assignee of Tenant herein, shall not pass by operation of
law or otherwise, and shall not be subject to garnishment of
sale under execution in any suit or proceeding which may
be brought against or by Tenant or any assignee of Tenant.
The absolute and unconditional prohibitions contained in
this Article and Tenant’'s agreement thereto are
material inducements to Landlord to enter into this Lease
with Tenant and any breach thereof shall constitute a
material default hereunder permitting Landlord to exercise



al remedies provided for herein or by law or in equity on a
default by Tenant.

(Emphasis added).
V. Conclusion

The holding of the appellate court in Stone v. Smmons, with respect to the issue of the
tenant’s ability to collateraly assign the ILease without the plaintiff’s permission was a
victory for Continental (and perhaps for tenants and lenders in general). Although the
court’s ruling is not surprising, it may turn out in fact to be a Pyrrhic victory.

As the court noted, “[t]he collateral assignment in the present case did not provide
Continental with possession of the property, unless the loan was in default.” The issue
then becomes this: What happens if and when the tenant defaults under the mortgage or
other security instrument and the secured creditor attempts to exercise its rights
thereunder and obtain possession and control of the property? When the mortgagee
actually obtains control and the right to possession, would the landlord then have the
right to declare a default under the lease for violation of the clause prohibiting
assignment, and prevent the mortgagee from taking possession? Would the landlord
want to exercise this right if the tenant is not paying rent, or would it prefer to have the
mortgagee take possession and become responsible for payment of the rent? (As noted
earlier in this article, Continental’s attorneys argued that the plaintiffs in Stone v.
Smmons would obtain the benefit of Continental as an additional source of payment of
the rental if it sought to enforce its security interest). These are questions that are
unanswered by the holding in Stone v. Smmons. The best approach is to address these
issues during the negotiation of a commercial lease, and carefully draft the non-
assignability provision to specifically cover collateral assignments of the lease.
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