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What are the debtor’s postpetition obligations
prior to assuming or rejecting a commercial
real estate lease?
What are the relevant assumption/rejection
deadlines and the consequences for failure to
meet these deadlines?

6

Section 365(a) of the Bankruptcy Code
A DIP/trustee, “subject to the court’s approval,
may assume or reject any executory contract or
unexpired lease of the debtor[.]”

7






The lease terminated pre-petition. Section 365(c)(3).
State law prohibits the assumption (based on relationship of the
parties; franchise rights – franchise agreement and lease considered
single contract – In re Karfakis, 162 B.R. 719 (Bankr. E.D. PA 1993)).
There is a nonmonetary, incurable breach. Section 365(b)(1)(A).
◦ An auto dealer “going dark.” In re Claremont Acquisition Corp.,
113 F.3d 1029 (9th Cir. 1997).
◦ A guitar manufacturer illegally using imported rosewood to make
guitars.
◦ Unlawful detainer actions against subtenants.
◦ Causing environmental hazards (e.g., dumping).
◦ Failure to close a sale/leaseback. In re Escarent Entities, L.P., 2011
WL 1659512 (5th Cir. Apr. 28, 2011).
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“The trustee shall timely perform all of the
obligations of the debtor…arising from and
after the order for relief…until such lease is
assumed or rejected.” Section 365(d)(3).

◦ Exception: Cannot satisfy any Section 365(b)(2)
obligations (penalty rate or penalty provision
relating to a nonmonetary default; ipso facto
clauses, etc.)
◦ Exception: The court may extend, for cause, the
time for performance of any obligation that arises
within 60 days after the petition date, but the
period “shall not be extended beyond such 60-day
period.”
9

Section 365(d)(3) generally encompasses
obligations for rents, taxes, insurance, common
area maintenance, utilities, repairs, clean-up
costs, late charges, interest and other monetary
obligations.
◦ E.g., In re Cukierman, 265 F.3d 846 (9th Cir. 2001); In re
National Refractors & Minerals Corp., 297 B.R. 614 (Bankr.
N.D. Cal. 2003); In re Far West Corp. of Shasta County, 120
B.R. 551 (Bankr. E.D. Cal. 1991).
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Courts primarily take one of three
approaches:
i.

Proration approach.

ii. Billing-date approach.
iii. Breakpoint approach
11

Debtor responsible for obligations that accrue
post-petition, regardless of when the debtor is
obligated to pay for them under the terms of the
lease.
◦

◦

Consistent with case law enacted prior to Section 365(d)(3).
Changes the terms between tenant and landlord.
See In re Cukierman, 265 F.3d 846 (9th Cir. 2001); In re
Handy Andy Home Improvement Centers, Inc., 144 F.3d
1125 (7th Cir. 1998) (taxes); In re Pacific-Atlantic Trading
Co., 27 F.3d 401 (9th Cir. 1994) (rent); In re Travel 2000,
264 B.R. 444, 448-49 (Bankr. W.D. Mich. 2001)(In re Best
Prods. Co., 206 B.R. 404 (Bankr. E.D. Va. 1997).
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Debtor responsible for post-petition payment of all
lease obligations that are billed post-petition, as
provided by the express terms of the lease, regardless
of the time period to which the obligation actually
relates.
◦

◦

Literally interprets the Code. Permits debtors to manipulate
obligations.
In re Montgomery Ward Holding Corp., 268 F.3d 205 (3d Cir.
2001); In re Koenig Sporting Goods, Inc., 203 F.3d 986 (6th
Cir. 2000); Ha-Lo Industries, Inc., 342 F.3d 794 (7th Cir.
2003); In re Burival, 613 F.3d 810 (8th Cir. 2010)
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The breakpoint is the date on which the debtor achieves
sales sufficient to trigger the percentage rent
obligation. Under this approach, if the breakpoint
occurs after the petition date, the debtor must pay all of
the percentage rent in full because it is all deemed to
have accrued post-petition. If the breakpoint is reached
pre-petition, the debtor need only pay percentage rent
that actually arose from post-petition sales as an option
period obligation.
◦ In re Kmart Corp., 286 B.R. 345 (Bankr. N.D. Ill.
2002); In re Petrie Retail, Inc., 233 B.R. 256 (S.D.N.Y.
1999); In re Revco D.S., Inc., 111 B.R. 626 (Bankr.
N.D. Ohio 1989).
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Q. Regardless of the approach employed by the
court, if a debtor fails to perform its Section
365(d)(3) obligations, when must these
obligations be paid?
A.

Courts take one of three approaches:

i. No super-priority
ii. Super-priority
iii. No super-priority, but immediate payment
subject to disgorgement if estate is rendered
administratively insolvent.

15

Super-priority not mentioned in Section 365; when
Congress wanted to give super-priority to certain
claims, it did so. See, e.g., 11 U.S.C. §§ 726(b),
364(c)(1) and 507(b). Recovery therefore limited to
Section 503 and creditor must wait to be paid along
with all other administrative claimants.
• In re Ames Department Stores, Inc., 306 B.R. 43, 81
(Bankr. S.D.N.Y. 2004) (expenses payable under Section
365(d)(3) have administrative priority but not implied
super-priorities which share pari passu with other
unpaid administrative expenses when estate is
administratively insolvent).

16

Landlord entitled to “timely” payment under
Section 365 and is therefore entitled to superpriority.


See, e.g., In re McCabe, 212 B.R. 21 (Bankr. D.
Mass. 1996). In re New Almacs, Inc., 196 B.R. 244
(Bankr. N.D.N.Y. 1996); In re Leisure Time Sports,
Inc., 189 B.R. 511 (Bankr. S.D. Cal. 1995).
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A vast minority of courts authorize the payment
of administrative rent claims subject to
disgorgement if the estate is subsequently
rendered administratively insolvent.


See, e.g., In re Microvideo Learning Systems, Inc.,
232 B.R. 602, 605 (Bankr. S.D.N.Y. 1999).; In re J.T.
Rapps, Inc., 225 B.R. 257, 260 (Bankr. D. Mass
1998); In re Tel-Central Communications, Inc., 212
B.R. 342 (Bankr. W.D. Mo. 1997); In re Buyer’s Club
Markets, Inc., 115 B.R. 700 (Bankr. D. Colo. 1990).

18



If the debtor is lessee, the lease must be
assumed within the earlier of:
◦ 120 days after the order for relief; or
◦ Entry of confirmation order.



The court may extend this period, for cause,
prior to the expiration of the 120-day period, for
90 days on the motion of the DIP or the lessor.
Section 365(d)(4)(A).
◦ A further extension may be granted “only upon prior
written consent of the lessor in each instance.” Section
365(d)(4)(B)(ii).



Failure to assume = surrender property
19
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III. Rejection of Unexpired Commercial Real
Estate Leases

1. The Right to Reject an Unexpired
Lease
“[T]he trustee, subject to the court’s approval,
may … reject any … unexpired lease of the
debtor.” 11 U.S.C. § 365(a)

22

2.

Procedure for Rejecting an Unexpired
Lease

The trustee or DIP may reject an unexpired real
property lease by
 Allowing an applicable deadline for lease assumption
to expire. See, e.g., 11 U.S.C. § 365(d)(4) (lease
“shall be deemed rejected” if not assumed or rejected
by applicable statutory deadline).
 Filing, and prevailing on, a motion for leave to reject
the lease under Bankruptcy Rule 6006.
 Providing for rejection in a Chapter 11 plan. See 11
U.S.C. § 1123(b)(2).
23

3.




What Is the Effective Date of a Lease
Rejection:
The trustee in a case involving a debtor/lessee may seek to have
the lease rejected retroactively, effective as of the filing of the
rejection motion (or, alternatively, the day on which possession of
the premises was surrendered to the landlord) in order to
minimize the estate’s liability for post-petition rent and other
charges under the lease.
A bankruptcy court may “when principles of equity so dictate …
approve a rejection of a nonresidential lease pursuant to section
365(a) retroactive to the motion filing date. … The power to grant
relief retroactively is derived from the bankruptcy court’s equitable
powers to ensure a fair outcome.” In re TW, Inc., No. 03-10785
(MFW), 2004 WL 115521, at *2 (D. Del. Jan 14, 2004) (citing and
quoting In re Thinking Machines, Inc., 67 F.3d 1021, 1028 (1st Cir.
1995). In the TW, Inc. case, the district court affirmed the
bankruptcy court’s denial of retroactive effect where “possession
of the Premises was not properly surrendered and … fault in this
regard, indisputably rested with the debtor.” TW, Inc., 2004 WL
115521, at *2.
24

4.

Consequences of Rejection of the Lease if
the Lessee is the Debtor



Rejection of a lease is deemed a breach of the lease
immediately prior to the commencement of the case. 11
U.S.C. § 365(g). Any resulting “claim arising from the
rejection” of the lease will be allowed or disallowed “the
same as if such claim had arisen before the filing of the
[debtor’s bankruptcy] petition.” 11 U.S.C. § 502(g).



Rejection does not necessarily mean that the lease is
terminated. In re Teleglobe Commc’n Corp., 304 B.R. 79
(D. Del. 2004) (“rejection” of a lease does not constitute
“termination” of the lease; since “termination” did not occur
prior to “rejection,” the debtor/lessee’s contractual repair
and removal obligations arising on termination were not
within the scope of 11 U.S.C. § 365(d)(3)).
25

5.


The § 502(b)(6) Damages Cap
If the debtor is the tenant, the landlord will have a claim for damages that
(at least if the trustee presses an objection to the landlord’s claim) will be
limited by 11 U.S.C. § 502(b)(6), which mandates disallowance of a
claim to the extent that:
(6) if such claim is the claim of a lessor for damages resulting from the
termination of a lease of real property, such claim exceeds –
(A) the rent reserved by such lease, without acceleration, for the
greater of one year, or 15 percent, not to exceed three years, of
the remaining term of such lease, following the earlier of –
i.

the date of the filing of the petition; and

ii.

the date on which such lessor repossessed, or the lessee
surrendered, the leased property; plus

(B) any unpaid rent due under such lease, without acceleration, on
the earlier of such dates;
26

6.




Mitigation of Damages
“[Section 502(b)(6)] was designed to compensate a landlord for his loss while
not permitting a claim so large (based on a long term lease) as to prevent
other unsecured creditors from recovering a dividend from the estate.” S.
Rep. 95-989, 95th Cong., 2d Sess. 63, reprinted in 1978 U.S.C.C.A.N. 5787,
5849, and quoted in In re Farley, Inc., 146 B.R. 739, 745 (Bankr. N.D. Ill.
1992). It reflects the fact that landlords, unlike trade suppliers and other
general unsecured creditors, get their property back and have the chance to
mitigate their damages by reletting.
Post-petition rent and other amounts paid by the trustee pursuant to section
365(d)(3), and rent received from the reletting of the premises after their
surrender to the landlord, do not reduce the “cap.” They do, of course,
reduce the landlord’s actual damages – possibly even to a level below the
“cap,” which simply marks the outer limit of the landlord’s potential allowed
claim. If the premises are relet immediately at an equal or greater rental, the
landlord may have no allowable claim for rejection damages at all. See In re
Goldblatt Bros., Inc., 66 B.R. 337, 347 (Bankr. N.D. Ill. 1986); see also In re
Fifth Ave. Jewelers, Inc., 203 B.R. 372 (Bankr. W.D. Pa. 1996).

27

7.

Security Deposits

 Somewhat anomalously, security deposits are subject
to a different rule. They are credited against the
landlord’s allowed claim (i.e., the claim determined by
applying the “cap”), rather than to the landlord’s actual
damages. S. Rep. No. 95-989, 95th Cong., 2d Sess.
63 (1978); In re Atl. Container Corp., 133 B.R. 980,
989 (Bankr. N.D. Ill. 1991). See also In re PPI
Enterprises (U.S.), Inc., 324 F.3d 197, 208-210 (3d Cir.
2003) (proceeds of letter of credit intended to serve as
security deposit applied against landlord’s allowed
claim as determined pursuant to section 502(b)(6)).

28

8.


Questions Raised by § 502(b)(6)
What was Congress thinking when it used the word
“termination” in subsection (b)(6)? Since we now know that
lease “rejection” is not the same as lease “termination,” is a
claim for “damages resulting from the termination” of a
lease of real property different from a “claim arising from the
rejection” of the lease? Cf. 11 U.S.C. § 502(g). In other
words, can the landlord avoid the “cap” by declining to
terminate the lease after its rejection? Despite the logical
appeal of this argument, the answer is probably “no”: “… if
the vast majority of reported opinions are correct, rejection
is equated to termination” for purposes of section 502(b)(6).
In re Mr. Gatti’s Inc., 162 B.R. 1004, 1013 (Bankr. W.D.
Tex. 1994).
29

8.


Questions Raised by § 502(b)(6) (Cont'd)
What do “damages resulting from the termination” of a lease of
real property encompass? Are they limited to “only those
damages which the lessor would have avoided but for the lease
termination?” See Atlantic Container, 133 B.R. at 987 (“damages
caused to the Premises by the debtor’s failure to fulfill its repair
and maintenance obligations are unrelated to the termination of
the lease” and hence are not subject to the “cap”); In re Best
Prods. Co., Inc., 229 B.R. 673 (Bankr. E.D. Va. 1998). Or are
they strictly limited to future rent? See In re Int’l Coins and
Currency, Inc., 18 B.R. 335, 338 (Bankr. D. Vt. 1982). Or do they
encompass all the lessor’s damages without distinction or
limitation? See In re McSheridan, 184 B.R. 91, 102 (9th Cir. BAP
1995) (“… rejection of the lease results in the breach of each and
every provision of the lease, including covenants, and § 502(b)(6)
is intended to limit the lessor’s damages resulting from that
rejection …. The distinction between past obligations and
damages “caused” by the termination is incorrect because all
damages due to nonperformance are encompassed by the
statute.”).
30

8.


Questions Raised by § 502(b)(6) (Cont'd)
What does the “rent reserved by such lease” encompass?
Does it include every charge under the lease? Is it anything
the parties designate as rent? See McSheridan, 184 B.R.
at 99-100:


We hold that the following three-part test must be met for a
charge to constitute “rent reserved” under § 502(b)(6)(A):
1) The charge must: (a) be designated as “rent” or “additional rent”

in the lease; or (b) be provided as the tenant/lessee’s obligation
in the lease;
2) The charge must be related to the value of the property or the

lease therein; and
3) the charge must be properly classifiable as rent because it is a

fixed, regular or periodic charge.
31

8.


Questions Raised by § 502(b)(6) (Cont'd)
Does “the rent reserved by such lease … for … 15 percent … of
the remaining term of the lease” mean (1) 15% of the aggregate
rent payable over the remaining lease term, or (2) the rent
payable over the first 15% of the remaining term? The question
matters if the rent increases (or decreases) over the remaining
term. While (2) might seem to be the plain meaning of the statute,
a surprising number of courts find the text ambiguous, and opt for
(1) on grounds of fundamental fairness. See In re Gantos, Inc.,
176 B.R. 793 (Bankr. W.D. Mich. 1995) (describing (1) as the
majority view); see also In re New Valley Corp., No. 98-982, 2000
U.S. Dist. LEXIS 12663 (D.N.J. Aug. 31, 2000). But see In re
Connectix Corp., 372 B.R. 488 (Bankr. N.D. Cal. 2007); In re IronOak Supply Corp., 169 B.R. 414 (Bankr. E.D. Cal. 1994) (adopting
(2) as the “plain meaning of the statute”); see also In re Ace Elec.
Acquisition, LLC, 342 B.R. 831 (Bankr. M.D. Fla. 2005).
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8.

Questions Raised by § 502(b)(6) (Cont'd)

 Does the “cap” apply to claims against
guarantors? Yes (if the guarantor is in
bankruptcy). In re Lindsey, 129 F.3d 117 (4th Cir.
1997).
 Does the “cap” apply if the claim is reduced to
judgment and/or secured by a lien? Yes. Id.

33

8.

Questions Raised by § 502(b)(6) (Cont'd)



Does the “cap” apply if the debtor is solvent? Yes. In re
Federated Dep’t Stores, Inc., 131 B.R. 808 (S.D. Ohio
1991). But see In re Integrated Telecom Express, 384 F.3d
108 (3d Cir. 2004) (solvent debtor may not file a Chapter 11
petition solely for purpose of taking advantage of section
502(b)(6); such petition is not filed in good faith); In re
Danrik, 92 B.R. 964 (Bankr. N.D. Ga. 1988) (“cap” did not
apply in case of solvent guarantor).



If the landlord’s allowed claim determined in accordance
with section 502(b)(6) is paid in full, is the claim “impaired”
for plan confirmation purposes? No. In re PPI Enterprises
(U.S.), Inc., 324 F.3d 197, 203-204 (3d Cir. 2003).
34

9.

What Happens if a Debtor Assumes a
Lease and Later Rejects It?

 If the debtor-tenant assumes a lease and is later
forced to reject the lease because it is unable to
meet its lease obligations, BAPCPA limits the
rights of a landlord to make an administrative
expense claim for the remaining amounts due
under the lease.
 Prior to BAPCPA, courts typically allowed
administrative expense claims on a dollar-fordollar basis, so that the debtor-tenant was
obligated to the lessor for the full sum remaining
due under the lease.
35

9.

What Happens if a Debtor Assumes a
Lease and Later Rejects It? (Cont'd)



BAPCPA limits the landlord’s administrative expense claim
to remaining amounts due under the lease for only a twoyear period “following the later of the rejection date or the
date of actual turnover of the premises.” 11 U.S.C.
§ 503(b)(7). The balance of the lessor’s claim for postrejection rent is relegated to the status of a general
unsecured claim that may be “capped” under § 502(b)(6).



The ultimate result of these provisions is that a lessor under
a lease with an outstanding term longer than two years that
is initially assumed and subsequently rejected may suffer
greater losses than it would have prior to the 2005
amendments.
36

10. Filing a Proof of Claim for Lease Rejection
Damages


Since “a claim arising from the rejection ... of an ... unexpired
lease of the debtor” will be allowed or disallowed “the same as if
such claim had arisen before the date of the petition,” 11 U.S.C. §
502(g), a lessor whose lease has been rejected will normally need
to file a proof of claim in order to share in any distributions from
the debtor’s estate. However, by the time the trustee makes the
decision to reject the lease, the general deadline for filing proofs
of claim (colloquially referred to as the “bar date”) may have long
passed. To remedy this problem, Bankruptcy Rule 3002(c)(4)
gives bankruptcy courts the discretion to set a separate bar date
for lease rejection claims. Customarily, the bar date for a lease
rejection claim will be the later of (i) the general bar date and (ii)
the thirtieth day after (a) entry of the order approving the rejection
of the lease, or (b) the date as of which the lease is deemed
rejected by operation of law because of the trustee’s failure to
assume the lease.

37

11. Consequences of Rejection of the Lease if
the Lessor is the Debtor




If the debtor is the landlord, the lessee may treat the lease as terminated, “if
the rejection by the trustee amounts to such a breach as would entitle the
lessee to treat such lease as terminated by virtue of its terms, applicable to
non-bankruptcy law, or any agreement made by the lessee …”. 11 U.S.C.
§ 365(h)(1)(A)(i). Alternatively, if the term of the lease has commenced, the
lessee “may retain its rights under such lease (including rights such as those
relating to the amount and timing of payment of rent and other amounts
payable by the lessee and any right of use, possession, quiet enjoyment,
subletting, assignment, or hypothecation) that are in or appurtenant to the
real property for the balance of the term of such lease and for any renewal or
extension of such rights to the extent that such rights are enforceable under
applicable non-bankruptcy law.” 11 U.S.C. § 365(h)(1)(A)(ii). If the lessee
elects to retain such rights, he may offset any damages for breach against his
rental obligations, but he will have no enforceable claim for damages against
the trustee for any amount over and above such setoff.
If the lease is a shopping center lease, rejection by the landlord “does not
affect the enforceability under applicable non-bankruptcy law of any provision
in the lease pertaining to radius, location, use, exclusivity, or tenant mix or
balance,” if the lessee remains in possession. 11 U.S.C. § 365(h)(1)(C).
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12. What Happens to the Rights of Sublessees
and Leasehold Mortgagees If a Lease is
Rejected?
 Subsection (h) now preserves not only the lessee’s
possessory rights, but “all rights under such
lease…that are in or appurtenant to the real
property…”. Moreover, subsection (h)(1)(D) provides
that “[I]n this paragraph [sic, presumably a reference to
subsection (h)], ‘lessee’ includes any successor,
assign or mortgagee permitted under the terms of such
lease.” Presumably, this means that a sublessee or
leasehold mortgagee can retain and exercise all such
rights even if the lessee elects to treat the lease as
terminated.
39

13. Can the Debtor/Lessor’s Real Estate be Sold
Free and Clear of the Lessee’s Interest?


Section 363 of the Bankruptcy Code authorizes a bankruptcy trustee
to sell property of the estate. Sales “other than in the ordinary course
of business” require prior notice and a hearing. 11 U.S.C. § 363(b).
If the debtor’s business is operated during the case, the trustee can
sell property of the estate “in the ordinary course of business, without
notice or a hearing, …”. 11 U.S.C. § 363(c)(1). Subsection (f) of
section 363 provides:
f)

The trustee may sell property under subsection (b) or (c) of this section
free and clear of any interest in such property of an entity other than the
estate, only if –
1)
2)
3)
4)
5)

such entity consents;
applicable nonbankruptcy law permits sale of such property free and clear
of such interest;
such interest is a lien and the price at which such property is to be sold is
greater than the aggregate value of all liens on such property;
such interest is in bona fide dispute; or
such entity could be compelled, in a legal or equitable proceeding, to
accept a money satisfaction of such interest.

40

13. Can the Debtor/Lessor’s Real Estate be Sold Free
and Clear of the Lessee’s Interest? (cont'd)



Does a trustee’s power to sell estate property “free and clear of any interest in
such property of an entity other than the estate” include the power to sell real
estate free and clear of leasehold interests?
Yes, says the United States Court of Appeals for the Seventh Circuit in
Precision Industries, Inc. v. Qualitech Steel SBQ, LLC, 327 F.3d 537 (7th Cir.
2003), at least if one or more of the conditions specified in subsection (f) are
satisfied. The court concluded that section 365(h) does not trump section
363(f): “… the statutory provisions themselves do not suggest that one
supersedes or limits the other,” and the absence in either section of any
“cross-reference indicating that the broad right to sell estate property free of
‘any interest’ is subordinate to the protections that section 365(h) accords to
lessees” suggests that Congress did not intend section 365(h) to limit section
363(f). The court went on to conclude that section 365(h) applies only when
a lease is rejected, and that a sale unaccompanied by a formal rejection of a
lease is merely a “repudiation” of the lease, and does not trigger
consideration of section 365(h). Finally, the court noted that the lessee could
protect its interest by requesting adequate protection pursuant to 11 U.S.C.
§ 363(e), which provides that, “on request of an entity that has an interest in
property … proposed to be … sold … by the trustee, the court, with or without
a hearing, shall prohibit or condition such … sale … as is necessary to
provide adequate protection of such interest.” Id. at 547.
41

13. Can the Debtor/Lessor’s Real Estate be Sold Free
and Clear of the Lessee’s Interest? (cont'd)






No, say a handful of lower court decisions: See, e.g., In re Haskell L.P., 321
B.R. 1 (Bankr. D. MA 2005); In re Taylor, 198 B.R. 142 (Bankr. D.S.C. 1996);
In re Churchill Props. III, L.P., 197 B.R. 283 (Bankr. N.D. Ill. 1996). (Each
holding that section 365(h) prevails over section 363(f)).
No, says a commentator: Michael St. Patrick Baxter, Section 363 Sales Free
and Clear of Interests: Why the Seventh Circuit Erred in Precision Industries
v. Qualitech Steel, 59 Bus. Law. 475 (2004) (section 363(l) clearly
subordinates all sales under sections 363(b) and (c) to the provisions of
section 365, including subsection (h); the Precision Industries court “ignored
the reality that a sale effecting the repudiation of a lease is tantamount to
rejection”; and the court’s holding effectively nullifies section 365(h)).
At the very least, it seems advisable for a trustee to give the lessee notice of
the trustee’s intention to sell free and clear of the lessee’s interests.
Otherwise, lessees may be unfairly lulled into complacency, particularly if (as
if often the case) parties in interest are told that a final decision on
assumption or rejection of leases will be deferred until a time after the sale
hearing.
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IV. Lease Assumption and Adequate
Assurance of Future Proformance
1. What Does Assumption Mean?
The trustee gets all the benefits of the lease,
but must assume all the burdens of the lease
as well; i.e., assumption binds the trustee to
perform all the debtor’s obligations under the
lease. See In re Nitec Paper Corp., 43 B.R.
492, 498 (S.D.N.Y. 1984).

43

2.

Conditions to Assumption
A lease cannot be assumed unless it retains some legal
vitality: “a bankruptcy filing cannot revive a lease … which
has been already terminated.” In re Telephonics, Inc., 85
B.R. 312, 315 (Bankr. E.D. Pa. 1988); see 11 U.S.C.
§ 365(c) (“The trustee may not assume or assign an …
unexpired lease of the debtor, whether or not such … lease
prohibits or restricts assignment of right or delegation of
duties, if - … (3) such lease is of nonresidential real
property and has been terminated under applicable nonbankruptcy law prior to the order for relief; …”.



Whether a lease has been effectively terminated prepetition is, of course, a question of state law, which may
vary from jurisdiction to jurisdiction.
44

2.


Conditions to Assumption (cont'd)
If the debtor is in default under a lease but the
lease has not been terminated, then, subject to
certain exceptions (discussed below), in order
to assume the lease, the trustee must:
i.

cure all defaults, or at least provide “adequate
assurance” that he will “promptly cure” all such
defaults;

ii.

compensate, or provide adequate assurance of such
compensation to, “a party other than the debtor to such
… lease, for any actual pecuniary loss to such party
resulting from such default;” and

iii.

provide “adequate assurance of future performance” of
the debtor’s obligations under the lease. 11 U.S.C.
§ 365(b)(1).
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3.

Defaults That Need Not Be Cured as a
Condition to Assumption



“Ipso facto” clauses. 11 U.S.C. § 365(b)(2),(A), (B) and (C).



Defaults relating to “the satisfaction of any penalty rate or penalty
provision relating to a default arising from any failure by the debtor
to perform non-monetary obligations under the … unexpired
lease.” 11 U.S.C. § 365(b)(2)(D). The pre-BAPCPA version of
section 365(b)(2) was interpreted by some courts as meaning that
the trustee was relieved from any obligation to pay monetary
penalties, but was not excused from curing non-monetary
defaults, even if they are inherently incurable. In re Claremont
Acquisition Corp., 113 F.3d 1029 (9th Cir. 1997); see Beckett,
2001 WL 767601 (historical default under lease provision
requiring tenant to maintain apartment in “clean, orderly and safe
condition” could not be cured, and therefore the lease could not
be assumed); but see In re Bankvest Capital Corp., 360 F.3d 291
(1st Cir. 2004) (non-monetary defaults need not be cured before
assumption of equipment lease; Claremont rejected).
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Defaults That Need Not Be Cured as a
Condition to Assumption
In the BAPCPA amendments, Congress sought to clarify the issue by adding
the word “penalty” before “provision” in the phrase “any penalty rate or
penalty provision relating to a default” in section 365(b)(2)(d), and by
expanding section 365(b)(1) to provide that, if there has been a default under
an unexpired lease, the trustee may not assume the lease unless, at the time
of assumption, the trustee


(A) cures, or provides adequate assurance that the trustee will promptly cure,
such default other than a default that is a breach of a provision relating to the
satisfaction of any provision (other than a penalty rate or penalty provision)
relating to a default arising from any failure to perform nonmonetary
obligations under an unexpired lease of real property, if it is impossible for the
trustee to cure such default by performing nonmonetary acts at and after the
time of assumption, except that if such default arises from a failure to operate
in accordance with a nonresidential real property lease, then such default
shall be cured by performance at and after the time of assumption in
accordance with such lease, and pecuniary losses resulting from such default
shall be compensated in accordance with the provisions of this paragraph;
[emphasis added to highlight language added by amendment].
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Defaults That Need Not Be Cured as a
Condition to Assumption

 In sum, the amendments to subsection (b) should
make it clear that non-monetary defaults (other than
those related to a penalty rate or penalty provision,
which is still covered under subsection (b)(2)(D)) need
not be cured (in line with Bankvest), but that the lessor
must be compensated for any resulting losses and the
default cannot continue after the lease is assumed.
For a fuller discussion of the impact of BAPCPA on the
trustee’s cure obligations prior to assumption, see
Robert N. H. Christmas, Designation Rights – A New,
Post-BAPCPA World, 25-1 Am. Bankr. Inst. J. 10
(2006).
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Adequate Assurance of Future
Performance – In General
The trustee or DIP bears the burden of showing that all the
requirements for assumption of an unexpired lease under
section 365 have been met, including the requirement of
“adequate assurance of future performance” under the
lease, where applicable. This term is not defined in the
Bankruptcy Code. The legislative history of section 365
indicates that Congress intended to give the term “a
practicable, pragmatic construction,” based on all the facts
and circumstances of each case. A trustee or DIP need not
prove that the debtor will “thrive and make a profit,” or
provide “an absolute guarantee of performance” under the
lease. It must simply “appear that the rent will be paid and
other lease obligations met.” In re M. Fine Co., Inc., 383
B.R. 565, 572 (Bankr. E.D. N.Y. 2008) (citing and quoting
from numerous other cases).
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Adequate Assurance of Future
Performance – In General
In determining whether “adequate assurance of future
performance” has been shown, courts have considered the
following factors:
 The debtor’s payment history;
 Presence of a guaranty;
 Presence of a security deposit;
 Evidence of profitability;
 A plan that would earmark money exclusively for the landlord;
 The general outlook in the debtor’s industry; and
 Whether the unexpired lease is at, or below, the prevailing
rate.



Id. at 573, citing other authorities.
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5.

Adequate Assurance of Future Performance
under Shopping Center Leases



Section 365 does not contain any general definition of “adequate
assurance of future performance.” However, the term is given
some specific statutory content in the shopping center context
pursuant to 11 U.S.C. § 365(b)(3) as follows:



Adequate assurance of future performance of a lease of real
property in a shopping center includes adequate assurance –
(A) of the source of rent and other consideration due under such lease,
and in the case of an assignment, that the financial condition and
operating performance of the proposed assignee and its guarantors,
if any, shall be similar to the financial condition and operating
performance of the debtor and its guarantors, if any, as of the time
the debtor became the lessee under the lease;
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Adequate Assurance of Future Performance
under Shopping Center Leases (cont'd)
(B) that any percentage rent due under such lease will not
decline substantially;
(C) that assumption or assignment of such lease is subject
to all the provisions thereof, including (but not limited
to) provisions such as a radius, location, use, or
exclusivity provision, and will not breach any such
provision contained in any other lease, financing
agreement, or master agreement relating to such
shopping center; and
(D) that assumption or assignment of such lease will not
disrupt any tenant mix or balance in such shopping
center.
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Lease Assignments



The trustee may assign the debtor’s rights under an unexpired
lease only if the trustee assumes the lease and provides
“adequate assurance of future performance by the assignee …
whether or not there has been a default in such … lease.” 11
U.S.C. § 365(f)(2). In the case of a shopping center lease, such
“adequate assurance” includes adherence to the specific
requirements of 11 U.S.C. § 365(b)(3).



Unless applicable law prohibits such an assignment without the
non-debtor party’s consent irrespective of what the lease itself
says, any provision in the lease that “prohibits, restricts, or
conditions the assignment of a lease is unenforceable against a
trustee.” Likewise, any provision in the lease or in applicable law
that “terminates or modifies, or permits a party other than the
debtor to terminate or modify such ... lease or a right or obligation
under such ... lease on account of an assignment of such lease” is
unenforceable against a trustee. 11 U.S.C. § 365(f)(3).
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Lease Assignments
These provisions will generally render unenforceable lease
provisions that require the lessee to share the proceeds of a lease
assignment with the lessor. See, e.g., In re Standor Jewelers
West, Inc., 129 B.R. 200 (B.A.P. 9th Cir. 1991) (provision in
commercial lease requiring tenant to pay landlord 75% of
appreciated value of the lease as a condition of assignment
unenforceable); Robb v. Schindler, 142 B.R. 589 (D. Mass. 1992)
(lease provision requiring turnover of 80% of proceeds of lease
assignment not enforceable).
Outside of the shopping center context (where an assignee’s
adherence to use restrictions is part of the “adequate assurance
of future performance” required by section 365(b)(3)), use
restrictions may be held unenforceable against a trustee if their
primary purpose appears to be to restrict the assignability of the
lease, or to deny the trustee some or all of the economic benefits
of the assignment. See, e.g., In re U.L. Radio Corp., 19 B.R. 537
(Bankr. S.D.N.Y. 1982) (lease term that required use of premises
as TV store not enforceable).
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Lease Assignments



Although section 365 does not expressly require court approval for
the trustee’s assignment of a lease, Bankruptcy Rule 6006 is
predicated on the assumption that approval is required. Given the
many potential issues regarding adequate assurance of the
assignee’s future performance and the enforceability of lease
provisions that may be construed as disguised restrictions on
assignability, this seems only common sense. Authorization to
assume and assign a lease is usually sought in a single motion, and
may be determined by a single order.



An order authorizing the trustee to assign an unexpired lease “is
stayed until the expiration of 10 days after the entry of the order,
unless the court orders otherwise.” Bankruptcy Rule 6006(d).



Assignment of a lease relieves the trustee and the estate from any
liability for any breach of the lease occurring after such assignment.
11 U.S.C. § 365(k).
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Designation Rights
In large retailer cases, trustees sometimes dispose of large
portfolios of potentially valuable but unwanted store leases by
selling “designation rights” to real estate brokers, who thereby
acquire the right to designate which leases will be assumed and
assigned to new lessees located through the brokers’ marketing
efforts, and which leases (i.e., the ones that turn out to be
unmarketable) will be rejected. Alternatively, the buyer of the
designation rights may itself be a potential assignee of the leases,
who simply needs additional time to analyze the lease portfolio
and select the leases it wants. In either case, the buyer pays a
premium to the trustee, and also undertakes to pay the carrying
costs for the leases during the marketing/review period. See In re
Ames Dep’t Stores, Inc., 287 B.R. 112 (Bankr. S.D.N.Y. 2002)
(holding that designation rights are property that can be sold in a
case under the Bankruptcy Code, and that the sale of such rights
does not involve an impermissible delegation of the trustee’s
fiduciary rights and responsibilities.)
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Designation Rights
Note, however, that BAPCPA’s time limitations on the
trustee’s right to assume or reject has made it more difficult
for the trustee to complete a designation rights sale without
the landlord’s involvement. Because these transactions can
take significant amounts of time to complete, the sevenmonth period provided under BAPCPA (assuming no
consensual extensions) will likely be insufficient. Therefore,
debtors will most often be required to obtain the landlord’s
consent to an extension of the time to assume or reject in
order to complete the transaction. Robert N. H. Christmas,
Designation Rights – A New, Post-BAPCPA World, 25-1
Am. Bankr. Inst. J. 10 (2006).
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