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SUBLEASING CONCERNS
By Douglas Van Gessel, Esq., and Katharine E. Allen, Esq *

The sudden and dramatic softening of the local com-
mercial real estate market has led to a flood of sublease
space on the commercial real estate market. Although this
flood represents a potential windfall for those seeking to oc-
cupy commercial space, there are a number of legal pitfalls
and practical problems commonly overlooked by potential
sublessors and sublessees, who often rely on boilerplate
sublease forms when entering into subleases.

The most basic pitfall involves the legal status of the
parties to a sublease. It’s often a surprise to sublessors to
realize that they are not somehow released from their obli-
gations under the master lease, which continue in full force
and effect, notwithstanding the sublease. And a sublessee’s
rights pursuant to a sublease are entirely dependent upon
the existence of the master lease for the space. If the master
lease terminates, so does the sublessee’s rights to the sublet
space. Therefore, the sublessee must protect itself against
the potential loss of its sublet space and the associated costs
invested in the sublet space.

While the parties often assume that a sublease will be
easier to draft than a master lease, that is frequently not the
case. This article offers practical solutions designed to al-
low all of the parties to a sublease to successfully complete
the transaction.

Sublessor Concerns

First, it is important for the parties to determine
whether or not the master lease allows the sublease to oc-
cur. The landlord’s consent is almost always required for
an assignment or a sublease. In California, most leases
state that the landlord’s consent to a sublease is not to be
unreasonably withheld. For a lease in California entered
into after September 1983 which does not state the stan-
dard for a landlord’s consent to a sublease (i.e., whether
the landlord may withhold its consent to a sublease in its
sole discretion, or the landlord cannot unreasonably with-
hold its consent to a sublease), California law implies that
the landlord’s consent may not be unreasonably withheld.
Factors generally recognized by the courts as reasonable
concerns of the landlord include the net worth and busi-
ness reputation of the sublessee, and the proposed use of
the sublease premises by the sublessee.

It is important to review the master lease, however,
because less obvious requirements may give rise to a need
for landlord’s consent. For instance, many leases specify
that a tenant may not sublease space to an existing tenant
in the building or project, or to any entity with which the
landlord has negotiated a potential lease within the last six
months. Some leases also specify that the tenant may not
enter into a sublease at less than the fair market value rent
for the space or the rent otherwise being offered by the land-
lord in the building at the time of the request for consent to
the sublease. Given that sublease rents are often less than
those of direct lease transactions, such a requirement may
be difficult to surmount. The parties should also review
the master lease in order to determine the restrictions on
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use of the premises in order to ensure that the sublessee’s
proposed use of the sublet space is not in conflict with the
master lease. Leases typically provide that any rights of
the tenant to extend the lease term or expand the premises
do not apply to sublessees, which may be a deal-breaker
for the potential sublessee.

Many leases also provide a so-called recapture right of
the landlord, allowing the landlord to respond to a request
for a sublease by instead terminating the lease with respect
to the space proposed to be subleased. If such a recapture
right exists, it is important to determine the time period in
which the landlord may exercise the right, and to refrain
from spending any significant amounts with respect to the
sublease until it is certain that the recapture right will not
be exercised.

Sublessee Concerns

Terms of Master Lease

Given the dramatic swing in the commercial real estate
leasing market in the past months, it may make sense for
a sublessee to try to renegotiate some terms of a master
lease rather than living with the terms that its sublessor
was forced to accept in the pro-landlord market of the
past few years. Although these subjects will be discussed
in greater detail below, areas of particular concern to a
sublessee often concern late fees, default rates of interest,
the ability to make alterations to the sublease premises,
the allocation of responsibility for capital expenditures
and holdover rent provisions of the master lease passed
through to the sublessee.

Terms of the Sublease

Once the sublessee has determined that the terms of
the master lease will allow the sublease to occur, and that
incorporation of the terms of the master lease will be ac-
ceptable to the sublessee, the terms of the sublease itself
must be negotiated. The following is a list of some of the
issues requiring the attention of the sublessee:

1. Definition of the Sublet Space. Although the por-
tion of the premises subject to the master lease which is
to be subleased as sublet space is often shown on a floor
plan attached to the sublease, it is not uncommon for the
parties to fail to understand fully whether the sublet space
includes, or whether the sublessee at least has non-exclusive
use rights to, lobbies, common areas, plazas, patios and

lunchrooms servicing both the premises retained by the
(Continued on page 16.)
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(Subleasing Concerns, continued from page 4.)

sublessor and the sublet space. Also, it is currently a common
practice for sublessors to either lease or sell their furniture
and/or other equipment to their sublessees. In any particular
sublease, the parties should determine whether the sublessor
desires to sell or lease such furniture and/or other equipment
at the time of the sublease. If the sublessor sells such furni-
ture and/or other equipment to the sublessee, the sublessor
should deliver a bill of sale stating that the sublessor is the
owner of such items, and that the items are not currently
encumbered by any liens. The sublessee should have the
free right to remove such furniture and/or other equipment
from the sublet space at any time.

2. Condition of the Sublet Space. Is the sublet space
to be delivered on an “as-is” basis, or is it to be built-out by
the sublessor or the landlord? There are special issues as-
sociated with the landlord’s control of the build-out and/or
use of tenant improvement allowance for the sublet space.
If the sublessee is subleasing space which has not been sub-
stantially completed by the landlord, or is given a portion
of the tenant improvement allowance that is provided to the
sublessor by the landlord under the master lease for comple-
tion of the sublessee’s improvements, it is important for the
sublessee to obtain estoppel certificates or other statements
affirming the current status of construction and describing
the conditions that will be imposed on the sublessee’s use
of the tenant improvement allowance for completion of the
sublessee’s tenant improvements.

3. Sharing Functions of the Leased Premises. It is
important for the sublessor and the sublessee to allocate
responsibility with respect to services and utilities that are
provided jointly to both the sublessor’s premises and the
sublet space. Are the utilities that are provided to the sublet
space separately metered? If not, the parties should determine
whether a sub-meter should be installed and, if so, at whose
expense. In the alternative, the parties may determine a man-
ner for the equitable allocation of the cost of the utilities.
To the extent that the sublessor has the right as the tenant
under the master lease to choose certain utility providers,
the sublessee might consider requiring a say in that choice.
The sublessor and the sublessee should also consider how
to approach issues related to the cost of after-hours HVAC
or electrical systems.

4. Landlord’s Obligation to Provide Services for a
Sublet Space. Typically, a master lease specifies that the
landlord is to provide building services and utilities to the
tenant. These services include plumbing, electricity, water,
janitorial service and maintenance, and repair of common
areas. However, because a sublessee does not have a direct
contractual relationship with the landlord, it has no redress
against the landlord for the landlord’s failure to provide such
services or utilities to the sublessee or other occupants of the
building.

Attorneys will often negotiate over whether the subles-
sor must use “diligent,” “reasonable” or “best” efforts. In any
event, it is important for the sublessee to attempt to provide
in the sublease that the sublessee has the right to sue the
landlord in the name of the sublessor in order to ensure that
such services and utilities are provided to the sublet space.
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5. Protecting Sublessee from a Sublessor’s Default. A
sublessee should obtain a good understanding of the financial
strength of any proposed sublessor. Does the sublessor have
sufficient financial strength to perform its obligations under
the master lease? Will the sublessor be paying more rent
under the master lease than the sublessee will pay under the
sublease? If so, what, if anything, should be done to assure
the sublessee that the sublessor is in a financial position to
pay the difference in rent?

The following are strategies commonly used by sub-
lessees to protect themselves against defaults by sublessors
under master leases:

First, the sublessee might request a recognition agree-
ment from the landlord pursuant to which the landlord
agrees to recognize the sublease as a direct lease between
the landlord and the sublessee in the event that the tenant
defaults under the terms of the master lease. Landlords are
historically reluctant to provide recognition agreements,
because recognition agreements interfere with landlords’
ability to play the market in the hope of an increase in fair
market rental values.

If the sublessee is unsuccessful in obtaining a recogni-
tion agreement, it should at least attempt to obtain an agree-
ment from the landlord that the landlord will simultaneously
deliver to the sublessee a copy of any default notices that the
landlord provides to the tenant under the master lease and
that the sublessee will have the right to cure such defaults.

In addition or in lieu of a recognition agreement, a sub-
lessee might also bargain for the ability to pay the sublease
rent directly to the landlord in order to defeat the potential
diversion of the sublessee’s rent. The sublessee should obtain
an indemnity from the sublessor for damages resulting from
the sublessor’s defaults under the master lease.

Also, the sublessor should covenant to promptly provide
the sublessee with any notices of defaults and other matters
received by the sublessor. The sublessor should also agree
not to amend the master lease in any manner that would
adversely affect the sublessee.

6. Protecting Sublessee Against a Landlord’s Default.
Because the sublessee’s rights to the sublet space are depen-
dent upon the existence of the master lease, the sublessee
also has an interest in making sure that the master lease is
not terminated due to a failure of the landlord (i.e., the owner
of the building) to pay when due any debt encumbering the
sublet space. If the landlord fails to pay such debt, and the
lender forecloses as a result, any lease of the property which
was executed after the loan was made may be terminated
by law, unless the tenant in question has received a non-
disturbance agreement from that lender promising that the
lease will survive the foreclosure so long as the tenant is not
in default under the lease.

Subsequent to a foreclosure, a sublessee’s interest in its
sublease will rise or fall with the status of the master lease.
Therefore, a sublessee should make sure that such a non-
disturbance agreement has been granted to the sublessor.
This protection is especially important as the commercial
real estate market continues to soften.

7. Protection from Termination of the Master Lease.
(Continued on page 17.)
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Again, because the existence of the sublease is dependent
upon the existence of the master lease, the sublessee will
want to prevent the master lease from terminating for any
reason. The sublease should contain a covenant of the
sublessor not to terminate the master lease pursuant to a
separate agreement between the sublessor and the landlord.
The master lease may also provide that the sublessor, as the
tenant under the master lease, has the right to terminate the
master lease under certain circumstances if the premises are
affected by casualty or condemnation, or if there is an inter-
ruption of services to the premises. The sublessee should try
to control that decision to terminate, if at all possible.

8. Surrender Obligations. Ifthe sublessee will perform
an initial build-out of the sublet space, the sublessee should
consider incorporating an agreement into the sublease regard-
ing whether or not such build-out must be removed at the end
of the term of the sublease. The sublease should also include
a provision stating that the sublessee is not required at the
end of the term of the sublease (and the lease) to remove any
alterations made by the sublessor, or which were already in
the sublet space at the time the sublease term began.

9. Alterations. If the sublessee already has plans for
the alterations and intends to build out the sublet space, the
sublessee should obtain approval of those plans from the
landlord and the sublessor at the time the sublessee enters
into the sublease in order to eliminate the risk of later dis-
approval by the landlord and/or the sublessor. If the master
lease provides that the landlord is entitled to construction
management fees in connection with any alterations to the
premises, such fees should not be incorporated by reference
into the sublease (and construction management fees should
not be paid by the sublessee to the sublessor).

10.Parking. The sublease should discuss the subles-
see’s rights to use the parking spaces that are provided by
the master lease (or by a separate parking agreement). The
sublessor and the sublessee should consider how they will
police the parking areas to ensure that neither party is ex-
ceeding its share of parking rights.

11.Signage. The sublease should discuss what rights,
if any, the sublessee has to the sublessor’s signage on the
building directory, on the door to the sublet space, and, if
applicable, to the premises. The sublessee might also con-
sider having both landlord and the sublessor pre-approve
any signage actually contemplated by the sublessee.

Current market conditions provide users of space a
rare opportunity to sublease space at reduced rental rates.
However, the same market conditions have created an un-
precedented number of legal and practical pitfalls for the
unwary. The suggestions offered above, in combination with
the advice of seasoned real estate counsel, should help avoid
most of the concerns of the parties to a sublease.

*Doug Van Gessel is a partner with Sheppard Mullin
Richter & Hampton in San Francisco. His practice focuses
on real estate and business transactions. He can be reached
at dvangessel@sheppardmullin.com. Katey Allen is an associ-
ate at Sheppard Mullin Richter & Hampton in San Francisco.
Her practice emphasizes real estate and land use. She can be
reached at kallen@sheppardmullin.com.

DETAILS FOR CALENDAR

March 18, 2009

ADR Section Meeting, 12 — 1:30 pm

Speaker: To be announced.

Location: Seafood Peddler

The luncheon provides attendees with an interest-
ing presentation involving alternative dispute resolu-
tion topics, as well as one (1) hour of MCLE credit.
If you have questions or would like your email address added
to the ADR Section Announcements list, please contact The
Law Office of Robert B. Ingram at (415) 499-0800 or han-

nahleigh@ingramlawoffices.com.

March 18, 2009

Probate & Estate Planning Section Meeting, 12— 1:30 pm
Speaker: Philip Hayes, Bessemer Trust

Topic: State Fiduciary Income Tax

Location: The Rafael Corporate Center,

750 Lindaro, San Rafael

March 19, 2009

Real Property Section Meeting, 12 —1:30 pm

Location: Seafood Peddler

Topic: Mechanics Liens, Stop Notices, and Payment Bond
Claims During The Real Estate and Credit Erosion
Speaker: Mark J. Rice

For more information and to sign up, please contact sec-

tion co-chair Derek Weller at derek@derekwellerlaw.com or
call (415) 453-1375.

March 20, 2009

Intellectual Property Sec. Meeting, 12 -1:30 Brown Bag Lunch

1.5 hours of substance abuse CLE credit

Protect your intellectual capacity or “wetware”

New brain scanning technology shows the physical
results from the consumption of caffeine, nicotine, alcohol
and other lawyer staples. Free to IP Section Members, $35
dollars to all others.

Allman & Nielsen, P.C. 100 Larkspur Landing Circle,
Second Floor Conference Room, Larkspur

Questions - contact Steve Nielsen,
Patents.com or www.NielsenPatents.com

Steve@Nielsen-

March 23,2009

Probate & Trusts Mentor Group, 12-1:30 pm

An informal forum to further discuss issues addressed
at the monthly estate planning section meetings or any other
issues. Bring your lunch and interesting estate planning/trust
administration/probate issues to discuss, and snacks will be
provided.

Location: 802 B Street, San Rafael

Parking is available in the City of San Rafael parking lot
on B Street south of 4th Street.

March 27,2009

Diversity Section Meeting, 4:00 p.m.

Public Defender Office, Room 139, Marin Civic Center
Contact: Jose Varela 499-6333
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