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Tis’ The Season For Retail Bankruptcies:
A Landlord’s Guide To Avoid The Post-Holiday Blues

By James S. Carr’

This articleoriginally appeared inthe January 18, 2005 issue of The New York Law Journal.

Empire Development Company Inc. just
finished celebrating the holiday season and the
one-year anniversary of its $60 million purchase
of Gotham Shopping Center, a high-end
regional shopping center located in New York,
when it received the news every landlord fears:
one of the four anchor tenants at Gotham
Shopping Center just filed for bankruptcy.
“This is the end of the world!,” thought
Empire’ s Chief Financial Officer, Bruce Wayne.
Mr. Wayne knew nothing about bankruptcy, but
he heard rumors about unlimited rights provided
to a debtor. He also knew the debtor owed
Empire at least three months of rent on the day
the debtor filed for bankruptcy. When Mr.
Wayne met with Empire' s bankruptcy attorney,
the attorney voiced his concern that Empire may
have to file for bankruptcy because it may not
be able to satisfy the loan payments to its lender
without the rental income from the debtor.
While learning that the debtor does in fact have
numerous rights, Mr. Wayne redized that
Empire has some important rights as well and
that the debtor’ s bankruptcy filing did not signal
the end of Empires world. Here are the
answers to the four questions Mr. Wayne asked.

Automatic Stay
" Can Empire recapture the premises?

No. Upon the filing of bankruptcy, an
automatic stay comes into effect that stops
amost al actions against the debtor and it
remains in effect until the end of the bankruptcy
case.! The automatic stay is intended to provide

the debtor with some “breathing room” from its
creditors to alow the debtor to develop a plan of
reorganization and to protect creditors from
each other by €iminating the otherwise
inevitable “race to the courthouse” to obtain the
advantage of being the first creditor to get a
judgment against the debtor.

Section 362(a) of the Bankruptcy Code
enumerates those actions that are stayed, such as
suing the debtor in a court other than the
bankruptcy court or continuing a suit already in
progress even if the litigation will have no
impact on the debtor’'s financial condition;
attempting to enforce a pre-petition judgment
against the debtor; terminating the lease;
applying the security deposit against the
outstanding rent without first obtaining relief
from the stay; and requiring the debtor to pay
pre-petition rent.

Section 362(b) of the Bankruptcy Code
lists those actions that are not stayed, such as
reclaiming possession of the premises if the
lease has expired by its stated terms or has been
properly terminated before the commencement
of the bankruptcy case.? The question of
whether the lease has been terminated prior to
the bankruptcy filing is determined by
examining the law of the state designated in the
lease. If the landlord believes the lease was
properly terminated prior to the debtor filing for
bankruptcy, the landlord, before initiating an
eviction action, should still seek relief from the
automatic stay in the bankruptcy court as a
prophylactic measure.®



The landlord can also enforce its rights
against nondebtor parties such as a guarantor,
and draw on a letter of credit because the
proceeds thereof are not property of the debtor’s
estate. When the issuer honors a proper draft
under a letter of credit, it does so from its own
assets and not from the assets of its customer —
the debtor — who caused the letter of credit to be
issued.?

The standard to get the stay lifted in this
situation is “cause” which is an intentionally
broad and flexible concept that permits the
bankruptcy court, as a court of equity, to
respond to the facts of each case.®> While cause
requires more than ssmple nonpayment of rent,
the landlord’'s desire to evict a debtor whose
lease has been terminated pre-petition is
sufficient cause for the bankruptcy court to
grant relief from the stay.®

Debtor’s Three Options
n What can the debtor do with the lease?

The debtor has three options. First, the
debtor can get rid of the lease — reject it. ’
Indeed, this is one of the primary benefits that
the Bankruptcy Code provides to retail debtors.
Before reecting the lease, the debtor must
obtain an order from the court authorizing the
rejection. If the debtor seeks a rejection date
prior to obtaining court approval, Empire should
object, arguing that the effective date of
rejection should be the date the court authorizes
the debtor to reject the lease 8 The debtor
should pay the rent through the effective date of
rgection and surrender possession of the
premises on or before the effective date of
rejection.  While the debtor is unlikely to
surrender possession of the premises in
accordance with the terms of the lease, Empire,
a a minimum, should require the debtor to
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ether remove al furniture, fixture and
equipment from the store prior to surrendering
possession or abandon the property to allow
Empire to dispose of it without liability to any
third party that may have an interest in the

property.

The debtor’ s second option is to keep the
lease — to assume it. If the debtor decides to
assume the lease, Empire will have little
leverage to block the assumption. To assume
the lease, the debtor is required to obtain court
approval, and, if there has been a default under
the lease, the debtor is required to (i) cure
promptly such default; (ii) compensate the
landlord for any actual pecuniary loss the
landlord suffered as a result of the default; and
(iii) provide adequate assurance of future
performance under the lease.®

Courts draw a distinction between curing
monetary and non monetary defaults. While the
debtor has limited flexibility regarding the
timing of satisfying the cure payment, the debtor
has greater flexibility in determining how and
when it will cure non-monetary obligations.*®
The second requirement (compensate the
landlord for any actual pecuniary loss) includes
paying Empire's attorneys fees assuming the
lease contains such a requirement and Empire
can demonstrate that it was required to incur
such fees as aresult of the debtor’s breach of the
lease  Legd fees incurred by Empire's
attorney for monitoring the bankruptcy case,
however, are not reimbursable in connection
with the debtor's assumption of the lease.’
Finally, providing adequate assurance of future
performance does not mean a guarantee of
future performance; rather, a demonstration that
rent will be paid and other |ease obligations will
be met is sufficient.'®* The debtor should have
little, if any, difficulty in satisfying this last
requirement.



The last of the debtor’s three options is
to sell the lease — to assign it.* If the debtor
selects this option, al of the requirements for
assumption apply.®  The obligation to
demonstrate adequate assurance of future
performance, however, is required by the
proposed assignee whether or not there has been
a default under the lease to protect the landlord
from the burden of a tenant who may likely
default in the future.
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proposed assignee can easly satisfy this
requirement by guaranteeing to pay the greater
of: (i) the percentage rent the debtor was paying
prior to the bankruptcy filing regardless of the
level of sadles generated by the proposed
assignee; and (ii) the actual percentage rent due
under the terms of the lease.

Third, and most importantly to the
shopping center landlord, the assignment of the
leese must be subject to al the provisions
thereof, such as a radius,

Since the lease is

located in Gotham Shopping
Center, which is a regiond
shopping center, adequate
assurance of future
performance is defined by the
following four requirements
of 11 U.SC. § 365()(3).
First, the financial condition
and operating performance of
the proposed assignee and its

Thelandlord’' s desire
to evict a debtor
whose |ease has been
terminated pre-petition
Is sufficient cause
for the bankruptcy court
to grant relief
from the stay.

location, use, or exclusivity,
and the assignment will not
breach any such provision
contained in any other lease,
financing agreement or
master agreement relating to
the shopping center. 8

Fourth, the
assignment must not disrupt

guarantors, if any, must be

any tenant mix or balance in

smilar to the financia

condition and operating performance of the
debtor and its guarantors, if any, as of the time
the debtor entered into the lease. The primary
purpose of this requirement is to provide
assurance for payment of future rent.’® In the
absence of an extensive operating history, the
proposed assignee’s future performance is
judged by, among other things, the financia
strength of its backers, and its operating
performance is judged by its principa’s
operating performance.*’

Second, the percentage rent due under
the lease must not decline substantially. The
proposed assignee, however, does not need to
satisfy this requirement unless the lease contains
a percentage rent provision and the debtor was
paying percentage rent prior to filing for
bankruptcy. If both conditions are present, the

the shopping center.®
Bankruptcy courts have held that the lease must
show a specific intent to create a tenant mix
with the other leases within the shopping center,
and they are generaly reluctant to use this last
requirement to uphold a landlord’s objection to
the assignment of a valuable lease.?°

Finally, in connection with the debtor’s
right to assign the lease, any provision in the
lease that prohibits, restricts or modifies the
lease upon assignment is unenforceable because
the Bankruptcy Code favors the maximization
of the value of the debtor’s assets, particularly a
lease for a desrable location and/or below
market rent.?’  Provisions that have been
invalidated as anti-assignment provisions
include: (i) a use restriction in a shopping mall
lease, requiring premises to be used as home
improvement  center;?? (i) a provision



increasing the rent on assignment;® (iii) a
provision requiring the tenant to pay a portion of
the purchase price to the landlord as a condition
to the assignment;** and (iv) a provision
granting the landlord a right of first refusa in
connection with any assignment.®

Deadlines and Extensions

n When will Empire find out if the debtor
is going to keep or get rid of the lease?

Section365(d)(4) of the Bankruptcy
Code requires the debtor to make its decision to
either reject, assume or assign the lease within
sixty days after the bankruptcy filing unless that
deadline is extended by the court based on the
debtor demonstrating cause. Congress when it
enacted section 365(d)(4) in 1984, imposed a
fixed deadline on the time to reject, assume or
assign leases to “remedy the long-term vacancy
or partia operation of space” by a bankrupt
shopping center tenant, thereby reducing the
“likelihood that provisions of the bankruptcy
code will themselves add to the economic
distress of retal merchants in shopping
centers.”? Notwithstanding  Congress's
intentions when enacting section 365(d)(4) of
the Bankruptcy Code, debtors routinely obtain
numerous extensions of the 365(d)(4) deadline
beyond the initia 60-day period.?” In fact,
many debtors request an open-ended extension
of the 365(d)(4) deadline to plan confirmation,
which was the law prior to the 1984
amendments to section 365 of the Bankruptcy
Code. While extensions to confirmation are
granted in the Southern District of New York,
most other jurisdictions limit extensions to 60 to
90 days at atime.?®

The landlord should always object to all
requests for openended extensions of the
365(d)(4) deadline.  Since extensions are
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routinely granted, the landlord should try to
reach an agreement with the debtor regarding
the requested extension so that the landlord can
get some consideration in return. For example,
the landlord should try to imit the duration of
the extension, require the debtor to continue to
operate during the extension and if the debtor
fails to comply, the debtor must immediately
reject or assign the lease, and obtain “holiday
protections’ if the requested extension covers
the months of September through January such
protections would require to the debtor, if the
debtor fails to rgject the lease by September 1,
to continue operating and paying rent through
January 31 of the following year. If the parties
are unable to reach an agreement, the landlord,
even though not required, should show in its
objection that it will be prgudiced by the
requested extension to get the court to limit the
duration of the extension.

Lease Obligations

" Is the debtor required to perform al
lease obligations while in bankruptcy?

No. There is a distinction between pre-
and post-petition obligations. The debtor is not
required (or even permitted) to perform pre-
petition obligations. Concerning the debtor’s
post-petition lease obligations, section 365(d)(3)
requires the debtor to “timely perform al the
obligations’ under the lease that arise on and
after the bankruptcy filing. Unfortunately, “all”
does not mean ALL.

Clearly, the debtor is required to perform
the financial obligations under the lease that
arise after the bankruptcy filing such as paying
rent and related charges.?® The landlord,
however, needs to be aware of the split in the
jurisdictions concerning when a lease obligation



arises under section 365(d)(3) of the Bankruptcy
Code.

A dight majority of jurisdictions follow
the “pro-ration” or “accrual method” which
allows the debtor to avoid paying during the
bankruptcy case any financial obligation that
became due after the bankruptcy filing, if the
obligation accrued prior to the bankruptcy
filing. Instead, the debtor can pro-rate the
obligation and pay during the bankruptcy case
only that portion of the obligation that accrued
after the bankruptcy filing.>® A substantia
minority of courts have adopted the “hilling
date” method which requires the debtor to pay
al financia obligations during the bankruptcy
case that become due after the bankruptcy filing
regardless of when the obligation accrued.*

The debtor is clearly not bound by an
“ipso facto” clause, which isa provision in the
lease that provides for the termination of the
lease as a result of the debtor’s bankruptcy
filing.32

One lease obligation the debtor can
avoid with the court's permission is the
prohibition against conducting going-out-of-
business (GOB) sales®* The rationale for
invalidating this type of provision is that it
contravenes the express intent of the Bankruptcy
Code to maximize the value of the debtor's
assets for al creditors While courts will allow
GOB sdles to be conducted in the debtor’s store
notwithstanding the existence of a lease
provision that prohibits GOB sales, courts
recognize the need to place reasonable
parameters upon GOB sales to provide adequate
safeguards to protect shoppi ng center landlords
and other tenantsin the mall.®* Some guidelines
to consider include: (i) restricting banners; (ii)
prohibiting the use of neon colors; (iii) limiting
the number of signs based on the sgquare footage
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of the store; (iv) limiting the number of signs
hanging in the window; (v) prohibiting
augmentation of the debtor's inventory with
non-debtor inventory, if doing so would violate
an exclusive use provision of another tenant in
the shopping center or the augmented inventory
is not the type of inventory sold in the shopping
center; (vi) meking sure the landlord and
customers have the name of a contact persor
(vii) meking sure the liquidator tracks sales, if
necessary, for percentage rent purposes, and
(viii) getting the space back promptly by
requiring the debtor to decide whether to reject
or assign the lease by the conclusion of the
GOB sde to minimize the impact of having a
dark store

Another lease obligation the bankruptcy
court will alow the debtor to avoid is the
operating covenant because such a provision
inhibits the debtor’s ability to assign the lease,
which in turn, impairs the debtor’'s ability to
reorganize. If the debtor's violation of the
operating covenant will harm the landlord
because having a dark anchor store will trigger
rent relief for other tenants in the mal, the
landlord should file a motion with the
bankruptcy court seeking to compel compliance
with the operating covenant or the regjection of
the lease so that the landlord can start the
process of locating a replacement tenant. While
the court should weigh the equities between the
landlord and the debtor, the bankruptcy court
favors debtors.

A fina provision the bankruptcy court
may not allow the debtor to avoid is the
maintenance and repair obligations under the
lease. In making its decision, the court will
consder whether (i) the item to be repaired
broke before or after the debtor filed for
bankruptcy; (ii) the repair is necessary to protect
the public from harm; (iii) the cost of repair; and



(iv) whether the debtor is likely to assume the
lease.

James S. Carr, a leading expert in the area of
retail bankruptcy cases, is a partner in the
Bankruptcy Department of Kelley Drye &
Warren LLP in New York.
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