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Abstract

The traditional law of leases imposed no duty on landlordshtiigate dam-
ages in the event of tenant breach, whereas the modern lagasés does. An
economic model of leases, in which absentee tenants may ynotantend to
breach, shows that the traditional rule promotes tenamsimient in the property
by discouraging landlord entry. In contrast, the modere qevents the prop-
erty from being left idle by encouraging landlords to ented ae-let abandoned
property. The model reflects the historic use of the tradalaule for agricultural
leases, where absentee use was valuable, and the emerdeheermdern rule
for residential leases, where the primary use entails naotis occupation.
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L ease Defaults and the Efficient Mitigation of Damages

1. INTRODUCTION

Leases represent fundamental tools in property markets. They also present an
interesting challenge to economists. In the event of breach or disagreement among the
parties, courts can construe the written and implied terms of lease agredifiergntly
depending upon whether the agreements are interpreted using the doctrines of property
law or using the doctrines of contract law. One example is the requirement thatitine vi
of a breach of a lease undertake reasonable efforts to mitigate the damagebrfeach.
Historically, courts viewed real estate leases from the perspective oftyrizpe which
imposes no such duty on the landlord. Courts in many states, however, are increasingly
interpreting residential leases according to the doctrines of contract lash ddwrequire
that landlords exert reasonable effort to re-let the leased property in the eappacgnt
abandonment by the tenant.

The law of leases currently straddles the boundary between property law and
contract law (Miceli, Sirmans, and Turnbull, 2001; Merrill and Smith, 2001, pp.820-833).
The challenge is to explain the evolving interpretation of some types of leasesatvhil
the same time explaining why the changes do not uniformly apply to all types of leases
This paper assesses the economic aspects of damage mitigation in the eveohairiatea
offers an explanation for the trend among states toward establishing a duty bytigside
landlords to mitigate their damages when tenants breach their leases.

Before turning to the analysis, it is appropriate to acknowledge at this point that
there are some economists who view the differences between property and comtract la

as arcane details that are irrelevant to market theory. The assumptioraisythat



voluntary agreement made by individuals or organizations are contracts, the terms of
which are uniformly enforced by courts. This view, however, overlooks the fact that not
all terms of an agreement are enforceable in the event of breach. The legplgwinci
applied by courts determine whether or not contracts are set aside entirely,ftc spec
terms of the agreement deemed unenforceable, regardless of the actual ihgent of t
parties at the time the agreement was made (Miceli, 2004, pp.1134h28)m,

institutions like legal doctrines matter in market transactions. As giiestroy the

mitigation requirement, the specific redress for breach of lease varm@sliaccto the

body of law applied by the court. At root, the task at hand is to explain why different
types of leases draw from different bodies of law.

The urban and real estate literature for the most part assumes the legakdoctri
underlying leases is given and presents no impediment to enforcing the agreements
(Brueckner, 1993; Cho and Shilling, 2007; Grenadier, 1995; Miceli and Sirmans, 1995).
This is understandable given the focus on commercial property leases, and the fact that
commercial property has not experienced as profound a change in legal doctrine as has
residential property. Nonetheless, questions about the changing functions of lease
doctrine are properly viewed as part of the broader question about how legal rules
underpin property markets and how they affect resource allocation in the urban context.
For example, Miceli, Sirmans, and Turnbull (2000) show how the rules used to resolve
conflicting claims to property title influence the pace and spatial pattern of laia
development. Likewise, Miceli, Sirmans, and Turnbull (2003) derive the effects of

adverse possession laws on land use decisions in a monocentric growing urban area,



while Baker et al. (2001) empirically examine how the range of feasible land use
opportunities in turn influence states’ adverse possession laws.

From the developing country perspective, Hoy and Jimenez (1991), De Meza and
Gould (1992), and Turnbull (2009) study urban squatting as an equilibrium outcome, a
feature arising from the private enforcement of property rights in lieu of faathadrse
possession rules. Informal residential rental markets in developing countriea offe
contrast to the US experience in the sense that the law establishes no laase that
enforceable by appealing to courts. Turnbull (2009) examines the consequences of
informal rental markets for longer term land use patterns. The resultsattubtvw the
lack of a legal doctrine governing leases makes it impossible to resolve manal hgz
both parties in the agreement. The unifying theme of this literature is that grapert
lease laws systematically affect land use patterns and the pace of urbapmewt!

The analysis in this paper is organized as follows. Section 2 begins the analysis
with a review of the law concerning mitigation of damages in leases. Section 3 then
develops a model of the trade-off between the traditional property and modern contract
rules. One possible explanation for the observed trend is that it reflects the vieuvtsf c
that the duty to mitigate should fall on the party who can replace the defaulting tenant a
lowest cost, and in modern leases, this is the landlord. While not dismissing this
possibility, our analysis offers a different perspective, focusing instead on litye ctbi
the landlord to use observed tenant behavior as an accurate signal of the tenant’s intent to
default. In this context the benefit of the traditional (no-mitigation) rule defieasthe
potential value of absentee use of property by tenants, coupled with the inability of

landlords and courts to accurately observe the intention of absentee tenants regarding



continued future use as opposed to true abandonment of the property. Thus, the
traditional, or property law, doctrine requiring no mitigation is appropriate when the
likelihood of tenant abandonment, conditional on his absence from the property, is low
(reflecting a high value of absentee use), while the contract law doctrine mgquiri
mitigation by the landlord is appropriate when the reverse is true.

It is also worth noting at the outset that, under traditional property law principles,
abandonment of the property and delinquency of rent are treated as separate issues, but
neither entitles the landlord to enter the premises. If a tenant fails to payhettier or
not she is present, the landlord can only sue for recovery of rent; he cannot enter the
property or evict the tenant (Cribbet, 1971, Chapter 4; Miceli et al., 2001). Thus, under
the traditional rule at least, delinquency of rent is not generally a religjlal sif an
intention to abandon. Consequently, we do not explicitly consider this issue in the
model.

Section 4 extends the basic analysis from Section 3 to residential and commercial
leases, and also considers the impact of heterogeneous tenants. Finally, section 5
concludes.

2. REVIEW OF THE RELEVANT LEGAL PRINCIPLES

Under the traditional law of leases, which predates contract law, the lease wa
conveyance. Once the landlord conveyed the property to the tenant, his duty was
complete; the tenant in effect was the owner of the property during the term ofsthe lea
Thus, if the tenant failed to take possession or abandoned the property, the landlord had
no duty to attempt to re-let it. Instead, he could simply “fold his hands and hold the

tenant for rent for the full term” (Cribbet, 1975, p.190).



The traditional “no-mitigation” rule, however, has been overtaken in many states
by the modern rule that requires landlords to take reasonable steps to re-let thg propert
in the event of tenant breach. This rule is based on the view that a lease is a contract, and
contract law requires mitigation by victims of bredcfthe problem the modern rule
creates for landlords, however, is the need to distinguish between tenants who have
legally abandoned the leased property, and those who are absent but not intending to
breach. In order to prove legal abandonment, the landlord must establish “an intention by
the tenant to abandon, plus conduct by which the intent is carried into effect” (Friedman,
1997, p.1092).

Imposing a duty to mitigate on landlords therefore often requires them to ascertai
the tenant’s unstated intent from the latter's conduct. The question is, what specific
conduct will be judged by the court ex post as reflecting an intention to abandon? Case
law has established that voluntary discontinuation of regular business operations on the
leased property, even for a period of years, will not, in itself, be so judged. For example,
in Berae v. Gormai(1969) the tenant had ceased commercial operations and even
missed a rental payment, but the court found no intention to abandon the lease based on
the tenant’s claim of an intention to re-open and the presence of saleable merchandise on
the premises. Similarly, iBmith v. Favilla(1979), the court found no abandonment had
occurred when the tenant, after construction of a pig barn, ceased pig farming but left
personal property in the barn. Even nonuse of a railroad spur for fourteen years was not
judged by the court as sufficient evidence of an intention to abandon the leased property.

(Simkin v. New York C.R. C4966). Finally, courts sometimes even refuse to accept the



apparently definitive act of “tossing the keys” to the landlord or his agent as evafence
the tenant’s intention to abandon.

All of this illustrates the fundamental trade-off underlying the choice betaee
rule that requires mitigation by landlords and one that does not. On the one hand,
efficiency dictates that landlords should mitigate damages by finding a naw iretize
event of true abandonmehiut on the other, mere absence of the tenant is not
inconsistent with continued efficient use of the property by that tenant. The traditional
(no-mitigation) rule therefore places priority on protecting the incumbent tsnagtit to
use the property in any way she sees fit (including absentee uses) by barring entry of
landlords during the term of the lease under almost any conditions (including, as noted,
non-payment of rent). The cost, however, is that the property may be left idle in the
event of true breach by the tenant. In effect, the traditional rule reflects ths court
preference, in the face of uncertainty about the tenant’s intent, to err in theodii@cti
protecting the tenant’s rights to the property.

In contrast, the modern rule places priority on re-letting the property in the event
of breach. The cost in this case is that some apparent breaches by tenants wll resul
their replacement by less efficient users of the property, given uncertaintytotghbot
landlord (ex ante) and the court (ex post) about the true intention of the tenant. The
modern rule therefore reflects the court’s decision to err in the direction of prgmoti
mitigation by the landlord.

The preceding argument suggests that the traditional and modern rules represent
imperfect (second-best) responses to the problem of tenant abandonment. But consider a

third rule that holds tenants liable for the losses due to a failure to mitigates thdgs



first inform landlords of their intention to abanddrSuch a rule should be able to
achieve the first-best outcome by encouraging tenants to reveal their privatesitndor,
thereby inducing landlords to enter and mitigate optimally. In fact, that is probaltly wha
happens in most cases, given the joint interests of the parties in resolving thee digput
of court. The difficulty, however, is that transaction costs and missing or judgment-proof
tenants—problems that are highly likely in the case of abandonment—uwiill often prevent
the necessary transfer of information. Thus, landlords and courts are left to infer the
intention of silent tenants, which takes us back to the trade-off described above. The
analysis in this paper highlights the role of the law in resolving these diffasdisc
which after all are the ones that end up in court.
3. THE MODEL

We begin with a simple model in which a risk-neutral landlord and tenant enter
into a lease for a piece of property. For concreteness, we focus initially on artaigic
context but later extend the results to residential and commercial leasesodéle
employs the following notation:

x = dollar investment in the property by the tenant;

V(x) = gross value of the leased property to the tenant as a functioiv'e0,

V7<(;

R = fixed rent for the lease period.
In the case of an agricultural or commercial tenangpresents crops or other
improvements of the property. For residential tenantsuld represent improvements

like painting the walls, but it could also reflect other location-specific inverstsnlike



taking a nearby job or joining a local health club, that would be less valuable if the tenant
were forced to relocate.

The rent for the lease period is agreed to before the start of the lease. Attthe st
of the lease, the tenant choogée maximize the expected value of the lease. In a world
in which tenants never breachwould therefore maximiz¥(x)—x—R, which yields the
first-order conditiorV~=1=0. We assume, however, that some breaches of the lease by
the tenant are unavoidable. For simplicity, we do not explicitly model the reasons for
such breach, but instead assume that they are exogenous and arise stochastieally. In t
event of a breach, we assume that the value of the initial tenant’s investment in the
property is zero to either the landlord or replacement tenants, tRas ispn-
salvageablé.

Suppose that after the tenant spends the investment in improvements to the
property, there are some states of the world in which he chooses (or needs) to be absent
from the property without necessarily intending to abandon it permanently blecthe
exogenous probability that such a state occurs. Thagdslhe probability that the
tenant remains on the property. This gives rise to a private information environment.
Although the landlord observes whether or not the tenant is absent, he cannot observe if
this absence represents a true breach of the lease—i.e., a permanent abandonment of the
property with the resulting loss d{x}—or whether it is consistent with continued use of
the property (and hence no lossuk)). Letp be theconditionalprobability that the
tenant’s absence represents a true beach,-gnthé probability that it does not. Thug
is the unconditional probability of a true breach, andplis the unconditional

probability of no breach.



In the event of the tenant’s absence, the landlord may enter (i.e., take possession)
and re-let the property. If he do&4x)is lost, but the new tenant obtains a value of
from the property (which we assume is the rent that he pays to the landlord net of the
landlord’s search cost). As noted, we treas independent af meaning that the new
tenant does not appropriate any portion of the original tenant’s investment in the
property. We also assume that
1) V(X)>v>0
in the neighborhood of the equilibrium valuexofT he first inequality ensures that
continued occupation by the original tenant is preferred to replacement by a new tenant
when breach has not occurred (for relewgntvhile the second implies that mitigation is
desirable when true breach has occurred.

We further assume that
(2) R>v,
or that the current tenant’s rent exceeds the value of the property to the new tenant (the
next best user). We expect this to be true for several reasons.yv Birsyjld be thought
of as an expected value that takes into account both the search costs involved in finding a
new tenant as well as the possibility that no tenant will be found. Second, if we assume
that the original tenant was (and continues to be) the highest valuer of the property, then
her rent should represent the highest bid available. Finvakflects the value of the
property as altered by the original tenant. This will tend to make it less valoablestv
user.

The sequence of events and payoffs to the parties are shown in Figure 1. First, the

tenant chooses his level of investmerthen nature moves, determining first whether the



tenant is absent from the property, and second, whether the tenant’'s absence represents a
breach. In the event the tenant is observed to be absent, the landlord decides whether or
not to enter and mitigate damages. The dashed line connecting the landlord’s two
decision nodes reflects the assumption that when the landlord makes his entry choice, he
does not know whether the tenant has truly breached the lease or is merely absent. At
each terminal point in the tree, the payoffs are shown, first for the tenant, then the

landlord, then the joint, or “social” return. In some cases, the payoffs for the landlord and
tenant include damage payments, representing the legal rules governing ter@dmt brea

and, when applicable, the landlord’s duty to mitigate. These will be specified below.

Social Optimum

As a benchmark, we begin by examining the socially optimal outcome in a world
where there is no uncertainty regarding the tenant’s breach. (That is, the landlord knows
which node he is at when he makes his decision of whether or not to enter the property
and take possession.) Note that neither the legal rules (as embodied by the damage
payments) nor the rent matter for this analysis since they are merefgtiaagments
(i.e., they do not appear in the social returns).

First, consider the landlord’s entry decision, given that the tenant has chosen some
level ofx and is observed to be absent from the property. (The landlord has no decision to
make in the state where the tenant remains present on the property.) Note thakfor any
the conditions in (1) imply that entry and mitigation are only desirable when the tenant
has truly breached. This reflects the assumption that, once the tenant has Sperg
the highest valuing user of the property in the no-breach state and therefore should not be

replaced. In this state, the social returi/(s)—x. However, mitigation is desirable in the
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breach state in order to salvage some value from the property, in which case the social
return isv-x.?

To establish a benchmark for evaluating the different legal rules, consider the
efficient level ofx given efficient mitigation. Recall thgp is the probability of breach
and qgpis the probability of no breach. Thus, the expected social value of the property
at the point whex must be chosen is given by
(3) (1-gp)V(X) + gpv—x.
The socially optimal choice oftherefore solves
(4) (1-gpV(x)-1=0.
Let x*(p) denote the solution to (4). Note tix&(p) is decreasing ip, reflecting a lower
optimal investment as the conditional probability of breach incréaSesostituting<*(p)
into (3) yields the maximized expected value of the lease:
(5) W¥(p) = (1-gp)V(x*(p)) + gpv — x*(p),
whereW*(p) is also decreasing m(see Figure 2). This expression will serve as a
benchmark for the outcomes under the two rules.
Equilibrium under the Traditional Rule

We now turn to the actual decisions of the parties when the landlord (and the
court) are uncertain about the tenant’s intent. We first consider the traditianal rul
Recall that this rule imposes no duty on landlords to mitigate damages in the event of
tenant breach. Rather, when the landlord observes an absentee tenant, he has the option
to enter and mitigate, or to sit tight and collect the full rent. The latter optioresnpl
that, in the event that the tenant fails to pay the rent and the landlord chooses not to enter,

the landlord is entitled to damages equal to the rem\8R. Consequently, by not
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entering, the landlord is assured of receiviygvhether or not the tenant has truly
breached?

Alternatively, the landlord can enter and attempt to re-let the property to a new
tenant. In the event of a true breach, the landlord receifresn the new tenant, but by
entering he risks extinguishing the original tenant’s rental obligation if thé¢ wews
the lease through the lens of property law and interprets landlord entry as acceptance
surrender (Cribbet, 1975, p.191). In order to highlight this distinguishing feature of the
traditional rule, we assume that landlord entry eliminates the tenant’s ebfitgtion
with certainty (i.e.Dg=0). Thus, if the landlord enters and re-lets the property in this
case, his returnis
(6) De+ v =v.

Suppose instead that the landlord enters when the tenant did not intend to breach.
In that case, the tenant may succeed in ejecting the landlord, in which case theigenancy
restored and the landlord collects the fentAlternatively, the court, given its inability to
observe the tenant’s true intent, may incorrectly interpret the lattera@das a breach,
in which case the landlord’s return is identical to that in (6). Ale¢ the probability that
the courtcorrectly ejects the landlord. (Thus;£is the probability of legal error—i.e.,
an incorrect interpretation of the tenant’s absence.) The landlord’s expectedn@tur
entry in the no-breach state is therefore
(7) AR+ (1=H(Detv) = AR + (1-Pv.

(Note that when3=1, this simply reduces R.) Weighting (6) byp (the probability of
breach given the tenant’s absence) and (7Hpyields the landlord’s expected return

from entry*?
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(8) R - [1-(1-p)A(R-v),

In general, this is less th&h(given (2)), reflecting the fact that, by entering, the landlord
risks losing his claim for damagesR#fv against the original tenant. As a resailt,

rational landlord will never enter under the traditional rule, since by staying out, he
retains a claim for the full rent against the original tenadote that this conclusion is

true even if5=1, for in that case, (8) becom@sp(R-v)<R Thus, even in the absence

of legal error the landlord will prefer not to enter in the event of tenant absence under the
traditional rule. Legal error will play a more pivotal role in our analysis of theéam

rule below.

Next consider the optimal choiceby the tenant, given the anticipated behavior
by the landlord (non-entry). The tenant’s expected value from the lease at the time she
choosex is given by
©) (1apV(x)-x-R

Since the resulting first-order condition is identical to (4), the tenant chooses the
efficient level of investmenk*(p). Intuitively, because the landlord never enters, the
tenant’s property rights are fully protected against the risk of unintended lossis,That
the tenant never runs the risk of being removed from the property if she vacates without
intending to abandon (breach). As a result, she invests efficiently in the property.

While the preceding shows that the traditional rule provides efficient incentives
for tenant investment by deterring landlord entry, the rule obviously does not provide the
correct incentives for mitigation in the event of true tenant breach. This can be seen by
noting that the joint value of the lease under the traditional rule, given the equilibrium

behavior of the patrties, is
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(10) W(p) = (1-gp)V(x*(p)) = X*(p),
which is less than the first-best value in (5) due to the absence of the expected value of
mitigation,qpv. Thus W'(p) deviates further from first-best the larger is the probability
that tenant absence is a sign of true breach. The relationship b&wgdmandW' (p) is
shown in Figure 2.
Equilibrium under the Modern Rule
Unlike property law, contract law imposes a duty on landlords to mitigate
damages in the event of tenant breach. Specifically, the landlord must exercise due
diligence in re-letting the property in the event of tenant abandonment. The law enforces
this obligation by awarding damages to the landlord that equal the rent less thelieasona
rental value of the property in the event of tenant breach, whether or not the landlord
actually obtains a new tenant. In terms of the model, this implieDgh&in=R -v.
Compared to the traditional rule, damages for breach in this case are theretore low
when the landlord does not ent®—{ < R), but higher when he doeR+{v > 0). While
the traditional rule deterred entry, we will see that the modern rule encourages i
Consider first the landlord’s entry decision when the tenant is observed to be
absent from the property. If he chooses not to enter, he receives tRafréd tenant
has not breached, but his damages are limited#drBv if the tenant has breached,
where the limitation reflects the duty to mitigateHis expected return from non-entry is
thus
(11) (I-p)R +p(R-v) =R - pv
Suppose instead that the landlord chooses to enter. If the tenant has truly

breached, the landlord recovers damagd3zeR-Vv from the original tenant, and rent of
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v from the new tenant, yielding a combined returiRofNote that in this case, the
landlord does not risk forfeiting his claim to damages from the original tenant by
entering, which is the key feature distinguishing the modern rule from the tradiibaal

If, however, the tenant has not breached, suppose, as above, that the tenant
succeeds in ejecting the landlord with probabjityout she will be found in breach with
probability 14, in which case she will owe damagesRefv. Since the landlord will
obtainv from a new tenant in the latter case, his overall expected return from entering in
the no-breach state [&R+(1-£)(De+v)=R. It follows that entry yields the landlord a
return ofR regardless of whether or not the tenant intended to breach. Since this exceeds
the return from non-entry in (11the landlord will always enter under the modern rule
based on contract lawOf course, this is precisely the purpose of the rule; namely, to
provide an incentive for landlords to enter and mitigate damages in the event of tenant
breach.

The problem with the modern rule in this real estate context is that it results in
“excessive” entry, given the landlord’s and court’s inability to observe an absentee
tenant’s intentions. It therefore reduces the security of the tenant’s propghttgtrihe
time that he makes his investment decision. To see this, note that when the tenant is
absent from the property but not intending to breach, she expects to lose possession with
probability -4 as a result of legal error. Thus, the expected value of the lease to the
tenant, given the anticipation of landlord entry under the contract rule, is

[(A-a)+a(1-p) AIV(X)-R] - alp+(1-p)(1-H)]De - X
(12) = [1-a)+a(1-p)AV(X) - R + dp+(1-p)A-A]v - x.

The tenant’s optimal choice gftherefore solves the first order condition

15



(13) [(1-a)+q(1-p)AVIx) -1=0.

Let X(p) denote the solution to (13), whexép) is decreasing ip. A comparison of (4)
and (13) shows that(p) < x* (p) for <1 andp<1. Thus, the tenant underinvests in the

property under the modern contract rule to the extent that there are possiblastates i
which she can lose possession without intending to breach. This represents the
inefficiency associated with a rule compelling landlord mitigation in a world of
uncertainty.

The resulting social value of the property under the modern rule is given by
(14) WY (p) =[(1-a) +q- p) BV (X(p)) +d p+ 1- p)L-B)IvV-X(p),
which is decreasing ip (see Figure 2.) It is important to note thaffl,
x(p) = x* (p) andW"(p)=W*(p) for all p. Thus, in the absence of legal error, the

modern rule achieves the first-best outcome. This is true because if courtfycorrec
perceive the intention of tenants, they can prevent excessive entry by the landlord by
simply expelling him whenever the tenant’s absence is not a sign of breach. In contrast
to the traditional rule, therefore, the possibility of legal erf&rl( is an important source
of inefficiency under the modern rule because it means that the court is unable to prevent
excessive landlord entry.
Comparing the Two Rules

In comparing the traditional property and modern contract rules, we note first that
both yield second-best outcomes. This is due to the landlord’s and court’s inability to
correctly distinguish between those states in which the tenant’'s absencentspassue
abandonment of the property (breach of the lease) and those in which it does not. As a

result, the law can at best provide an imperfect instrument: it can either nleyesceas
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to fully protect the tenant’s property rights, thereby encouraging efficienttmees ex

ante (the traditional rule); or it can induce entry, thereby guaranteeingeffraitigation

ex post (the modern rule). The preferred rule depends on which of these objectives has
the greater effect on the expected value of the property.

Formally, the relevant comparison is between (10) and (14). We have seen that
the traditional rule induces the tenant to make the efficient level of investxgni,but
that it provides no incentive for mitigation in the event of breach. Comparing the
resulting value of the property in (10) to the first-best level in (5), we see thatrtherf
can be written a8/ (p)=W*(p)—qpv. Thus, fop=0, W'(0)=W*(0), but forp>0,

W (p)<W*(p), where the difference between the two values is increasimg Tinus,

when tenant absence is never a sign of breach, the traditional rule yields thedfirst-
outcome. However, as the possibility of breach conditional on absence increases, the
outcome under the traditional rule diverges further from the first-best. This isishow
graphically in Figure 2.

As for the modern rule, the comparisor@f(p) andW*(p) is a bit more
complicated because (p) > X(p) for p<1. However, it is straightforward to show that
WH(p)>WM(p) for p<1 andf<1,"> and thaw*(1)=W"(1). Thus, the modern rule yields
the first-best outcome only in the extreme case where all tenant abseresggaref
breach; otherwise it results in a lower value of the property. This case is alsoishow
Figure 2.

The preceding implies that the valuation functigvigp) andW"(p) must cross at

a single, intermediate point shown fpyin Figure 2. As a result, whep< p,

W (p)>WM(p), but whenp > B, W' (p)<W"(p). Intuitively, when landlords and courts
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cannot observe the intent of tenants, the traditional rule is preferred when tenang¢ absenc
is not good evidence of an intention to breach the leasepjlomhereas the modern rule

is preferred when tenant absence is good evidence of such an intentign).(high

4. DISCUSSION OF THE RESULTS

Agricultural versus Residential and Commercial Leases

Traditionally, the law of leases primarily applied to leases of land faridgmal
use. In this context, extended absence of the tenant from the property is not neeessarily
sign of breach. For example, farmers may choose not to occupy land outside of growing
season or when certain fields are being left fallow as part of a practice obtaapn.

This suggests that for agricultural leages low, making the traditional rule more
efficient than the modern rule.

In contrast, modern residential leases are primarily for shelter, whichedjgne
entails continuous occupation. Thus, an extended tenant absence is more likely a sign of
an intention to abandon (i.e., the value of the option to leave the space vacant, while not
zero, is much lower than in the agricultural context). Also, location-specifictmeass
are probably less important for residential, as compared to commercial andtagic
leases. These reasons suggest that, consistent with the current legal tnevodletime
rule is more efficient for residential leases.

Commercial leasing appears to resemble more closely the agricultseal ca
because the option to leave land vacant is likely to be high, for example if it is used
primarily for storage or for use in unforeseen circumstances. This is congigtetite
greater tenacity of the traditional property rule for commercial leases.pifeceding

conclusions suggest that both the historical trend toward adoption of a duty to mitigate
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damages for residential leases, and the slower adoption of this rule for corhiteasss,
are consistent with economic efficiency.
Heterogeneous Tenants

We have assumed throughout the analysis that tenants are homogeneous, but
suppose tenants vary in the importance that they attach to location-specific ansstm
In this setting, the modern rule may have an advantage over the traditional rule in the
sense that landlords will disproportionately evict tenants with a low value of imyesti
because the latter will be more likely to be absent from the property. The resulhis
of screening process that selects for those tenants who place a relativeiglbhegbn
property-specific investments. This sort of favorable selection is not possibleth@der
old rule because eviction is not allowgd.
5. CONCLUSION

The traditional common law viewed leases through the lens of property law,
which, among other things, implied that landlords had no duty to re-let property during
the term of a lease in the event of tenant abandonment. Rather, the landlord could simply
sit tight and sue for the rent. The modern law of leases (at least in the resaerigat)
has changed this; leases are now viewed as contracts, and landlords have arvaffirmati
duty to mitigate damages. This paper has developed an economic model of leases to
explain this change in the law.

According to the model, the principal benefit of the traditional rule is that it gives
tenants secure property rights during the term of the lease, thereby encouragimgabene
investment in the property. This is especially valuable for tenants who value absentee

use. The offsetting cost is that the landlord is discouraged from entering artchgethet
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property when the tenant abandons it. The ideal rule would therefore permit landlord
entry only when a tenant’'s absence represents a true intention to breach. The problem is
that the tenant’s intent is often unstated and hence unobservable. Thus, the law must
choose whether the benefits of secure property rights outweigh the cost of leaving the
property idle in the event of breach.

In light of this trade-off, we showed that the traditional rule is preferred when the
value of absentee use by tenants is high (i.e., absence is not a good signal of breach),
while the modern rule is preferred when the reverse is true. This result acctradghve
the adoption of the modern rule for residential leases, where the primary use of the
property (for shelter) entails continuous occupation. In contrast, the emergence of the
traditional rule in the context of agricultural leases, and its tenacity fornrmode

commercial leases, are consistent with absentee use in both of these contexts.
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FOOTNOTES

1. For example, courts can invalidate contract terms deemmxhscionablethat is,
agreements deemed to be unfair to one of the parties ex post. Unconscionability is based
on the court’s interpretation of the nature of the contract terms and not on agent
incompetence, misinformation, duress, fraud or other criteria that also justifgseside
contracts or contract terms. Therefore, the unconscionability test raises si®lippsf
opportunism.

2. “As a general rule, a party cannot recover damages for loss that he could have been
avoided by reasonable efforts” Restatement (Second) of Contracts, § 350 (p. 127). Also
see the UCC, 2-715, which limits sellers’ liability to damages that “could nedmably

be prevented.”

3. See, e.gGangadean v. Ericksof1972) and Friedman (1997, pp.1092-1093).

4. For a general discussion of the desirability of mitigation, see Wittman (1981). In the
context of contract damages, see Goetz and Scott (1983) and Baird, et al. (1994, pp. 4-
75), and in the context of torts, see Shavell (1987, pp.158-159).

5. This is similar to the rule frotdadley v. Baxendalél854), which limits promisees’
damages for breach of contract unless they inform promisors that they will suffer
unusually large costs in the event of breach. See Bebchuk and Shavell (1991).

6. The qualitative conclusions of the model are unaffected by relaxing this assumption.
7. We abstract from consideration of the specific reason for tenant abandonment or
breach in order to focus on the issues of interest here. Our approach is not unusual. For

example, the mortgage valuation literature adopts both exogenous and endogenous
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borrower default models (Kau and Keenan, 1996; Vandell, 1996) as does the shopping
center lease valuation literature (Grenadier, 1995; Cho and Shilling, 2007).

8. Another benefit of mitigation, primarily in an urban setting, is the presence oivspill
benefits accruing to neighboring property owners from continuous occupation of the
property in question. In a commercial or retail context, these benefits could represe
inter-store externalities of the sort described in the literature on shoppimgscent
(Brueckner, 1993; Miceli and Sirmans, 1995). Likewise, in a residential context, they
could represent the enhancement of neighboring property values from continued upkeep
and maintenance of a given property. If present, this effect would simply amplify the
benefit of mitigation. We thank a referee for pointing out this dimension of the problem.
9. Thusx*(p) is maximized ap=0, the case where breach never occurs.

10. We ignore the litigation costs of collecting damages, or the possibility of tenant
bankruptcy.

11. Consider a more general characterization of the traditional rulex hesthe

probability that the landlord can recover damageR-afwhen he enters and mitigates

(i.e., he re-lets the property f@), while 1-a is the probability that he gets nothing. In

that caseDe= a(R-V), and entry yield®g+v=a(R-Vv)+v. The implications of this
formulation are shown in the next footnote.

12. In the case where (6) is givendR—-V)+v, (7) become$R+(1- S a(R-Vv)+v] and

(8) becomeR-(1-8(R-V), wheref=a+(1-a)(1-p)<1. For anyu<l (includinga=0,

as in the text) the landlord chooses not to enter under the traditional rule.
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13. Strictly speaking, the landlord’s duty is to exert reasonable efforts to locate a
tenant. We assume here that his efforts are always successful. Altéynatieecould
interpretv as the expected rent (net of search costs) from a new tenant.

14. Even if the court operated without error in this respect, there would still be a cost
associated with the need for court intervention to prevent excessive entry by thedlandlor
15. To see this, write (5) &*(p,x) for arbitraryx, and similarly write (14) ag/M(p,x)

for arbitraryx. It is easy to show th&t*(p,x)>W(p,x) for all x givenp<1 andp<1. It
follows thatW* (p) =W* (p,x* (p)) 2W* (p,X(p)) >W" (p,X(p)) =W" (p).

16. We thank a referee for pointing out this advantage of the modern rule.
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Tenant not abse

Tenant choosex

Tenant abse

Nature

No breac Breact

Landlorc

V(x)-x-R AV (X)-R—(1-)De—x —[—x -B-x
R BR+(1-p)(Detv) Dn Detv
V(X)—x LV (X)+H1-B)v—x —X V—X

FIGURE 1 Sequence of Events and Payoffs.
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W*(0)=W'(0)
w"(0)

WH(1)=W"(1)

FIGURE 2 Comparison of the Two Rules.
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FIGURE 1: Sequence of Events and Payoffs.

FIGURE 2: Comparison of the Two Rules.
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