COMMERCIAL LANDLORD ISSUES IN BANKRUPTCY
by Kevin M. Lippman and Jonathan L. Howell*

l. Introduction

The purpose of this article is to educate legal practitioners and real estate professionals
who are unfamiliar with the nuances of bankruptcy law about some of the common issues
commercial landlords are likely to face in the event a tenant files a petition for relief under the
Bankruptcy Code. While it is certainly helpful to have a familiarity with the provisions of the
Bankruptcy Code, for purposes of this article, it is certainly not necessary.

Because this article is intended to be a practical guide for nonbankruptcy professionals,
the article first discusses some basics of bankruptcy law and then discusses specific issues that a
commercial landlord will likely face in the same sequence as those issues will likely arise during
the course of the tenant's bankruptcy case. At the end, this article will address several
procedures, both preemptive and reactive, a commercial landlord may choose to implement to
mitigate damages resulting from a tenant's bankruptcy filing.

1. Bankruptcy Basics
A. The Bankruptcy Process

Bankruptcy cases involving leases are most likely to be filed under Chapter 7 (liquidation
cases for both individuals and businesses), Chapter 11 (reorganization cases, primarily for
business, but may include high-net worth individuals), or Chapter 13 (cases involving individuals
with regular income).? All bankruptcy cases are commenced upon the filing of the debtor's
petition.® For the most part, at least insofar as landlords are concerned, it does not matter much
whether a tenant's bankruptcy has been commenced under Chapter 7 or Chapter 11.* In fact, the
line between a Chapter 11 reorganization and a Chapter 7 liquidation, while still very much
distinct, has become somewhat blurred, as more and more practitioners are filing Chapter 11
petitions though they have no intention of reorganizing but, rather, simply want to liquidate,
while retaining control of the process.” Nevertheless, the following is a brief summary of
Chapter 7, Chapter 11, and Chapter 13.

! Kevin M. Lippman is a partner in the Reorganization/Corporate Finance group at Munsch Hardt Kopf & Harr, P.C.
Jonathan L. Howell is an associate in the Reorganization/Corporate Finance group at Munsch Hardt Kopf & Harr,
P.C. The Reorganization/Corporate Finance group at Munsch Hardt Kopf & Harr, P.C. has experienced attorneys in
all areas of bankruptcy, insolvency, and creditor's rights, with significant expertise in representing landlords in
bankruptcy cases and bankruptcy-related matters.

This article was written with the typical factual circumstances in mind. Every legal representation is different, and a
simple change in the factual circumstances of a particular client or case can be significant and lead to a different
result.

2 See 11 U.S.C. § 109; 2 PHILIP J. HENDEL, LEASE DRAFTING IN MASS.: IMPACT OF BANKR. ON THE LANDLORD-
TENANT RELATIONSHIP § 12.1.1 (2005).

¥11 U.S.C. § 301(a) (2008).

* Indeed, most issues confronted by commercial landlords in bankruptcy cases are governed by Chapters 3 and 5 of
the Bankruptcy Code, which apply in all cases administered under Chapters 7, 11, and 13. See 11 U.S.C. § 103(a);
David L. Pollack, Defaults, Landlord and Tenant Litigation and Bankruptcies, SNO13 ALI-ABA 1255, 1259 (2008).
® Pollack, supra, note 3, at 1259.
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1 Chapter 7

Commonly referred to as a "straight bankruptcy,” Chapter 7 is the most frequently filed
bankruptcy case.® In an individual's Chapter 7 bankruptcy case, all non-exempt property of the
debtor as of the petition date is collected and administered by a Chapter 7 trustee. The Chapter 7
trustee will examine the debtor's situation and determine whether the debtor is entitled to a
"discharge" of indebtedness.” A discharge—the ultimate goal of every debtor in bankruptcy—
extinguishes the liability of the debtor related to his, her, or its unsecured, prepetition debts.®
The Chapter 7 trustee serves as a custodian of the debtor’s assets and serves as a fiduciary for the
bankruptcy estate.” The Chapter 7 trustee will liquidate the debtor's nonexempt property and
make a pro rata distribution to creditors after payment of court fees and administrative
expenses. ™

2. Chapter 11

In a Chapter 11 case, business entities (including corporations, partnerships, etc.) and
high-net worth individuals can attempt to reorganize or liquidate while remaining in control of
their business operations, as a "debtor-in-possession."** Like a Chapter 7 trustee, a debtor-in-
possession owes fiduciary duties to the bankruptcy estate.*® The debtor-in-possession also has
the exclusive right to file a plan for its reorganization or liquidation for the first 120 days after
the commencement of the bankruptcy case.™® Once the 120-day period expires, however, the
debtor runs the risk of losing this privilege, unless the court, after notice and hearing, extends it
for "cause.""

Plans of reorganization or liquidation in Chapter 11 bankruptcy cases may differ
substantially in terms of substance.™ Most plans of reorganization or liquidation include
payments to creditors sometimes over the course of several years.'® But plans of reorganization
or liquidation may also include lump sum payments to creditors, new shares of stock for old
shares, or a sale of substantially all of the debtor's assets to another entity.!” In some instances,
creditors have the option of receiving new shares of stock in the newly reorganized debtor
entity.’® Although there are no stringent restrictions on the substance of a plan of reorganization
or liquidation, the plan itself must be accepted by similarly situated creditors whom together hold
claims totaling two-thirds in amount and over one-half in number.'® In certain circumstances, a

j See 2 HENDEL, supra note 1, § 12.2.1.
Id.
¥ See 11 U.S.C. 88 524, 727(b), 1141(d)(1), and 1328(a).
% See 2 HENDEL, supra note 1, § 12.3.
Seeid., §12.2.1.
1111 U.S.C. §§ 1101(1) and 1107(a); 2 HENDEL, supra note 1, § 12.2.2.
122 HENDEL, supra note 1, § 12.3.
311 U.S.C. § 1121(b)-(c); see id. § 12.2.2.
411 U.S.C. § 1121(d); See 2 HENDEL, supra note 1, § 12.2.2.
15 See 2 HENDEL, supra note 1, § 12.2.2.
16 See Douglas G. Baird & Edward R. Morrison, Serial Entrepreneurs and Small Business Bankruptcies, 105 Colum.
L. Rev. 2310 (2005).
17 See 2 HENDEL, supra note 1, § 12.2.2.
18 See id.
11 U.S.C. § 1126(d); see id.



plan may still be confirmed even though the foregoing voting threshold was not satisfied by a
class of similarly situated creditors.

3. Chapter 13

Chapter 13 cases involve individual debtors who have a regular source of income—
including individual's with sole proprietorships.?® There, the individual debtor proposes a plan
for the repayment of his or her debts, pursuant to which the debtor's creditors typically receive
payments over the course of three to five years.”* Like a debtor-in-possession in a Chapter 11
case, the debtor retains his or her assets, except that a trustee is automatically appointed to make
distributions to creditors in accordance with the plan for the repayment of debts.? Like Chapter
11, creditors are entitled to vote either for or against the plan.*® The plan must provide for a
distribution of property of a value not less than the amount of the allowed claims,* and it must
commit all of the debtor's disposable income for three to five years to satisfying the claims of
unsecured creditors.”> "Disposable income" is defined by the Bankruptcy Code as “current
monthly income . . . less amounts reasonably necessary to be expended for the maintenance or
support of the debtor or a dependent of the debtor or, for a domestic support obligation™ and "for
charitable contributions," as well as necessary business expenditures.?

Chapter 13 is meant to require debtors to satisfy more unsecured claims than debtors in
bankruptcy cases administered under Chapter 7 of the Bankruptcy Code.?” A Chapter 13
bankruptcy case may be commenced only by an individual with regular income whose
prepetition, unsecured debts are noncontingent, liquidated, unsecured, and equal less than
$336,900 and whose prepetition, secured debts are noncontingent, liquidated, and equal less than
$1,010,650.%

B. Types of Leases in Bankruptcy
1 Nonresidential Lease or Residential Lease

As a preliminary matter, the Bankruptcy Code distinguishes between "nonresidential”
and "residential” leases.”® Nowhere, however, does the Bankruptcy Code define either term.*
While, at first blush, the distinction seems rather intuitive, courts have had difficulty
characterizing leases in certain contexts, such as where a debtor's business is the operation of a
nursing home or the subletting of residential apartments.®* In such instances, the majority of

20 See 2 HENDEL, supra note 1, § 12.2.2.

2111 U.S.C. § 1322(d); see id.

%2 See 11 U.S.C. §8 1302-04; 2 HENDEL, supra note 1, § 12.3.

% See 11 U.S.C. § 1325(a)(5), (b)(1).

See 11 U.S.C. § 1325(b)(1)(A).

% See 11 U.S.C. § 1325(b)(1)(B).

%11 U.S.C. § 1325(h)(2).

2" 2 HENDEL, supra note 1, § 12.2.2.

%11 U.S.C. § 109(e).

# See, e.g., 11 U.S.C. § 365(d) (2008); 2 HENDEL, supra note 1, § 12.2.1.
%'See 11 U.S.C. § 101.

% See, e.g., In re Care Givers, Inc., 113 B.R. 263 (Bankr. N.D. Tex. 1989); In re Lippman, 122 B.R. 206 (Bankr.
S.D.N.Y. 1990); 2 HENDEL, supra note 1, § 12.1.1.
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courts look to the nature of the property itself in order to properly determine the character of a
lease—that is, whether people reside in the property.3* Other courts, however, look to the nature
of the lease in order to determine its character—i.e., whether it generates income for the debtor.®
Notwithstanding this apparent split amongst courts in the methodology used for characterizing a
lease, whenever the Bankruptcy Code refers to a lease as a "nonresidential real property lease™ or
"nonresidential” lease, it is always referring to a commercial lease.*

2 True Lease or Other Transaction

In addition to not defining the terms "nonresidential” and "residential,” the Bankruptcy
Code fails to define the term "lease."® This absence of a definition, coupled with the fact that
the Bankruptcy Code affords commercial lessors a heightened level of protection, has motivated
some debtor-tenants to take the position that their lessor is not entitled to a heightened level of
protection because the underlying transaction was actually a disguised mortgage arrangement or
joint venture.®® Most courts look to state law to decide this issue.®” Almost uniformly, state law
looks to the intent of the parties in determining whether a transaction is a "true" or "bona fide"
lease.®® In determining intent, however, a growing number of courts are looking past the parties'
stated intentions to the "economic substance™ of the transaction, or the parties' objective intent as
manifested under the terms of the transaction; e.g., which party ultimately receives the risks and
benefits of ownership under the terms of the transaction, the lessee or lessor.

Following this "economic substance” approach, if the transaction has any of the
following terms, it is less probable that it will be construed as a "true” or "bona fide" lease: (i)
the lease has an option to permit the "lessee" to buy the property for little or no cost at the end of
the lease term; (ii) the term is for the whole pecuniary life of the property; (iii) the rent is
structured for reasons other than for consideration to the lessor for use of the property (e.g., to
guarantee a specific rate of return); (iv) the cost of purchasing the property for the "lessor” was
unrelated to market value, or represents the sum needed to finance the "lease™; (v) the "lessor"
bought the land for sole purpose of its use by the "lessee™; (vi) the "lease™ was structured for
purposes of reducing taxes; or (vii) the obligations normally incurred by the land owner (e.g.,
property taxes and insurance) are being assumed by the "lessee."* Although in practice what
constitutes a "true” lease may not always be patently obvious, whenever the Bankruptcy Code
uses the term "lease," it is referring to a "true" or "bona fide" lease.*

% See, e.g., In re Care Givers, Inc., 113 B.R. at 267; In re Lippman, 122 B.R. at 210; 2 HENDEL, supra note 1, §
12.1.1.

% See, e.g., In re Sonora Convalescent Hosp., Inc., 69 B.r. 134, 135 (Bankr. E.D. Cal. 1986); 2 HENDEL, supra note
1,812.1.1.

% Compare 11 U.S.C. § 365(d)(1)-(2), with (d)(3)-(4); BLACK'S LAW DICTIONARY 405 (2d pocket ed. 2001).

% See 11 U.S.C. § 101.

% See 2 HENDEL, supra note 1, § 12.1.2.

%" See, e.g., Chicoine v. Omni Partners 11 (In re Omni Partners I1), 67 B.R. 793 (Bankr. D.N.H. 1986); see id.

% See, e.g., In re Omni Partners 11, 67 B.R. at 797; 2 HENDEL, supra note 1, § 12.1.2.

¥ See, e.g., City of San Francisco Mkt. Corp. v. Walsh (In re Moreggia & Sons, Inc.), 852 F.2d 1179 (9th Cir.
1988); In re PHC Assocs., 804 F.2d 193, 199 (2d Cir. 1986); 2 HENDEL, supra note 1, § 12.1.2.

%02 HENDEL, supra note 1, § 12.1.2; see also UAL Corp. v. HSC Bank USA (In re UAL Corp.), 307 B.R. 618, 631-3
(Bankr. N.D. IlI. 2004).

1 See 11 U.S.C. § 365; BLACK'S LAW DICTIONARY, supra note 6, at 405.
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I11.  The Bankruptcy Case and Issues Particular to Commercial Landlords

A bankruptcy case is commenced upon the filing by a debtor of a petition for bankruptcy
relief.> As a matter of law, two significant events occur upon the commencement of a
bankruptcy case: (i) the implementation of the "automatic stay" and (ii) the creation of "property
of the estate."*® In order for any creditor—including a commercial landlord—to make prudent
decisions throughout the course of a debtor's bankruptcy case, it is critical that it generally
understand both the scope of the automatic stay and property of the estate. Therefore, we shall
discuss each principle in turn.

A. The Automatic Stay
1 Generally

The automatic stay is a legal fiction that springs into effect automatically upon the filing
of a bankruptcy petition.** It operates as an injunction prohibiting any collection efforts against
the debtor or the property of the bankruptcy estate to satisfy prepetition debt, as well as staying
the commencement or continuation of any judicial proceeding against the debtor.”> The
automatic stay is a fundamental principle of bankruptcy law, and its purpose is to give the debtor
a "breathing spell.” The automatic stay prevents creditors from participating in a "race to the
courthouse” to compete for the repayment of debts.*® The automatic stay applies in bankruptcy
cases administered under Chapters 7, 11 and 13, and in both voluntary and involuntary cases.*’

2 What is Stayed

As previously mentioned, the automatic stay prohibits the continuation of most
prepetition collection or judicial actions, both formal and informal, against the debtor or
“property of the estate” (explained below).”® With respect to landlords in particular, the
automatic stay prohibits, among other things: (i) a demand for payment owed by the tenant that
arose before the bankruptcy case; (ii) termination of the lease agreement; (iii) eviction of the
tenant; and (iv) the application of any security deposit to amounts owed.*

With respect to a Chapter 13 case, the automatic stay prohibits creditors from acting,
commencing, or continuing any action to collect all or any part of a consumer debt from a co-
debtor.®® The co-debtor stay, however, does not prohibit creditors from pursuing a debt related

211 U.S.C. § 301(a).

* See 11 U.S.C. §8 362(a), 541(a).

* See 11 U.S.C. § 362(a); Pollack, supra, note 3, at 1257.

*See 11 U.S.C. § 362(a); Pollack, supra, note 3, at 1257.

%6 See Taylor v. Slick, 178 F.3d 698, 702 (3d Cir. 1999); Maritime Elec. Co., Inc. v. United Jersey Bank, 959 F.2d
1194, 1204 (3d Cir. 1984).

*" See Pollack, supra, note 3, at 1257.

“8 See 11 U.S.C. § 362(a); Christopher A. Camardello, Landlords, Tenants, and the New Bankruptcy Amendments,
62 Bench & B. Minn. 20, at 20 (2005).

9 See 11 U.S.C. § 362(a); Anton N. Natsis, Credit Enhancements in Commercial Leasing Transactions: Lessons
Learned from the Front Lines of Dot.com Bankruptcies & Proposed Legislative Resolutions, 35 Loy. L.A. L. Rev.
787, 800-01 (2002); K. Rodney May, et al., The Impact of Bankruptcy, Fla. Const. Law & Prac. § 16.6 (2003).

%0 See 2 HENDEL, supra note 1, § 12.3.3.
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to a Chapter 13 debtor's business obligation.”* Additionally, if the co-debtor actually received
the consideration, as opposed to the Chapter 13 debtor, the stay does not shield the co-debtor.>
The co-debtor stay remains in place until the case is dismissed or the debtor receives a discharge,
except in the event a creditor requests and is granted relief from the automatic stay.*

3. What Is Not Stayed

A lease agreement that expired or was terminated before the bankruptcy case is outside
the scope of the automatic stay.>* Theoretically, in such circumstances, a landlord could proceed
with its remedies without approval from the bankruptcy court.® So if, for example, a
commercial landlord is in the process of evicting a tenant when the tenant files for bankruptcy
relief, the landlord should be able to proceed with the eviction process.® However, practicably
speaking, because of the serious penalties for violating the automatic stay and the breadth of the
stay, a Iargglord should seek approval from the bankruptcy court before enforcing its rights under
the lease.

4. Relief from the Automatic Stay

To counterbalance the significant effect of the automatic stay, the Bankruptcy Code
provides a procedure allowing a commercial landlord to seek relief from the automatic stay so
that the landlord may enforce its state law remedies, such as an eviction action upon a tenant
defaulting under the terms of a lease.®® It should be noted, however, that a bankruptcy court will
often be reluctant to grant relief from the automatic stay unless the tenant has fallen behind in
payment of rent subsequent to the commencement of the bankruptcy case.*

5. Violations of the Automatic Stay

The automatic stay may be particularly frustrating for a commercial landlord, in that it
impairs a landlord's enforcement of its state law remedies. In the event a landlord undertakes
actions that violate the automatic stay, such actions are voidable or void (depending on the
jurisdiction).®®  Significantly, the automatic stay is also backed by the bankruptcy court's
contempt powers. Pursuant to section 362(h) of the Bankruptcy Code, an individual injured by
any "willful” violation of the stay is entitled to recover actual damages, attorney's fees, and,
where appropriate, punitive damages.®* A violation of the automatic stay is "willful" when the

*1 See id.

%2 See id.

> See 11 U.S.C. §8 362(c), 1301(c).

11 U.S.C. § 362(b)(10); see also Pollack, supra, note 3, at 1257.

% See 11 U.S.C. § 362(b)(10).

% See id.

 See 11 U.S.C. § 362(a). Acts in violation of the automatic stay may be rendered void or voidable. See, e.g.,
Soares v. Brockton Credit Union, 107 F.3d 969 (1st Cir. 1997); Easley v. Pettibone Mich. Corp., 990 F.2d 905 (6th
Cir. 1993). Furthermore, a willful and knowing violation of the automatic stay may result in actual or punitive
damages. 11 U.S.C. § 362(k)(1); see also In re Knaus, 889 F.2d 773 (8th Cir. 1989).

%8 See 11 U.S.C. § 362(d).

% See J. Ted Donovan, Commercial Real Estate Leases in Default: The Interplay of the Bankruptcy Code and State
Landlord/Tenant Law, 16 J. Bankr. L. & Prac. 2 Art. 5 (2007).

% See, e.g., Soares, 107 F.3d at 969; Easley, 990 F.2d at 905.

6111 U.S.C. § 362(k)(1); see also In re Knaus, 889 F.2d at 773.
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actor had actual knowledge of the bankruptcy case.®® At least some courts have held that neither
intent nor recklessness is a factor.®® Accordingly, a landlord should seek relief from the
automatic stay before taking any action that may arguably violate the stay, including a request
for payment or setoff of a deposit.®*

6. Ipso Facto Clause

Ipso facto clauses in a lease are unenforceable against a tenant who has filed for
bankruptcy relief.®> What is an ipso facto clause? Generally speaking, an ipso facto clause is a
lease provision that provides that the lease terminates or is modified solely because the tenant is
insolvent or files for bankruptcy relief.?*® Any landlord who relies on an ipso facto clause in
seeking amounts owed by the tenant that arose before the bankruptcy case will likely violate the
automatic stay and may suffer serious penalties as a result.®’

B. Property of the Estate
1 Generally

Like the automatic stay, property of the estate is a legal fiction that is created
immediately upon the filing of a tenant's petition for relief under the Bankruptcy Code.®®
Essentially, property of the estate consists of all legal and equitable interests of the debtor in
property as of the commencement of the tenant's bankruptcy case.®

2 What is Included

In the context of a bankruptcy case initiated by a commercial tenant, property of the
estate will include any right the tenant has under a lease that had not been terminated prior to the
filing of the bankruptcy petition.” Most importantly, this will include the right of the tenant to
possess the leased premises without interference from the commercial landlord.™

3 What is Not Included

Conversely, a lease that has been terminated before the commencement of the tenant's
bankruptcy case is not considered property of the estate.”” Since, as explained above, the
automatic stay does not protect actions against property that does not constitute property of the
estate, it follows then that the stay does not prohibit a commercial landlord from seeking to
obtain possession of the leased premises where the lease expired either before the filing of the

%2 See 11 U.S.C. § 342(g).

zj 2 HENDEL, supra note 1, § 12.3.3 (citing Fleet Mortgage Group, Inc. v. Kaneb, 196 F.3d at 268-69.).
See id.

% See 11 U.S.C. § 365(e).

% See, e.g., id.

%7 See 11 U.S.C. § 362(a) and (k).

%8 See 11 U.S.C. § 541(a).

%911 U.S.C. § 541(a)(1).

0 See 11 U.S.C. § 541(b)(2).

™ See id.

2 1d.



bankruptcy petition or expires during the course of the case.” Again, however, because the
consequences of violating the automatic stay are so severe, out an abundance of caution, the best
practice is to seek relief from the stay before taking any action to possess the leased premises.’

4. Use of Property of the Estate

A debtor tenant may use property of the estate, including, but not limited to, the debtor's
use of what is defined as "cash collateral."” Generally speaking, a debtor may use property of
the estate, other than cash collateral, without permission from the court if such use is in the
ordinary course of business.”® A debtor may use cash collateral—i.e., encumbered cash and cash
equivalents—if each entity with an interest in cash collateral consents to such use or the
bankruptcy court, after notice and a hearing, approves of the debtor's use.”” The debtor may use
property of the estate that is not cash collateral when such use is outside of the ordinary course of
business, if after notice and a hearing the bankruptcy court approves of such use.™

C. Use of Credit

In addition to being able to use property of the bankruptcy estate, a debtor tenant may
also obtain credit during the course of its bankruptcy case.” If, for example, a debtor is unable
to obtain unsecured credit in exchange for giving a postpetition lender an administrative expense
claim, the Bankruptcy Code allows a debtor to grant a postpetition lender a lien on
unencumbered property, a junior lien, and, under some circumstances, a priming lien.?® In
practice, postpetition lenders often secure liens on substantially all of the debtor's assets,
including leasehold interests, by agreeing to extend credit to a debtor.®* At times, postpetition
lenders even gain total control of a commercial property.®?

D. "First-Day"" Motions

Bankruptcy cases can move at a rapid pace.* This is particularly true at the beginning of
the bankruptcy case.?* Indeed, it is common practice for debtors to file emergency motions (i.e.,
motions with limited notice), scheduling hearings on the motions within a day or two.** Such
motions are commonly referred to as “first day” motions.®® The shortened notice on these
motions may result in creditors obtaining notice of the motions after orders have been entered on
these motions.?” Creditors, and landlords specifically, must therefore be attentive in monitoring

¥ See 11 U.S.C. § 362(b)(10).

™ See 11 U.S.C. § 362(k)(1).

> See, e.g., 11 U.S.C. § 363(a)-(c).
11 U.S.C. § 363(c)(1).

" See 11 U.S.C. § 363(a)-(b), (c)(2).
11 U.S.C. § 363(b)(1).

" See 11 U.S.C. § 364.

8011 U.S.C. § 364(c)-(d).

8 pollack, supra, note 3 at 1257-58.
8 gee id.

8 See id.

8 See id. at 1259.

% See id.

% See id.

8 See id.



these emergency motions and hearings to make sure that they do not impact their rights.®
Although first day motions usually address administrative matters (e.g., appointment of counsel,
administrative consolidation of cases, use of bank accounts), they can also address substantive
matters, including, but not limited to, debtor-in-possession financing and use of cash collateral.®

E. Tenant's Performance Obligations
1 Generally

A commercial tenant who seeks bankruptcy protection is required to perform all
obligations under an unexpired lease that arises after the bankruptcy filing, such as paying rent
and related charges, until the lease is rejected, assumed, or assigned.”® Although a court may
allow a tenant to postpone performance of its lease obligations for a sixty (60) day period after
the filing of the bankruptcy petition, the court may not postpone such performance beyond this
sixty (60) day period.*

2 Administrative Expense Priority Claim

A landlord is entitled to an administrative expense priority claim for unpaid obligations
owed to it that accrued after the bankruptcy case was filed.* Administrative expense claims are
paid before all other unsecured claims and typically are paid in full.%®

3. Maintenance Obligations

Enforcing maintenance obligations in leases can be difficult. The bankruptcy court will
consider a variety of factors, including: (i) whether the item to be repaired was broken before or
after the commencement of the bankruptcy case; (ii) whether the repair is necessary to protect
the public; (iii) the repair cost; and (iv) whether the tenant is likely to assume the lease.**

F. Rejection, Assumption, or Assignment
1 Generally
a. Choices

A tenant that files for bankruptcy relief, subject to court approval, may reject, assume or
assign any unexpired lease.” Questions as to whether a lease is "unexpired" are governed by the
terms of the lease and state law.”® For a debtor that has numerous locations, such as a national

% See id.

% See id.

% See 11 U.S.C. § 365(d)(3).

°1 See id.; John D. Ayers, et al., Bankruptcy Issues for Landlords & Tenants, 23 Am. Bankr. Inst. J. 16 (2004).

%2 See In re ZB Co., Inc., 302 B.R. 316, 319 (Bankr. D. Del. 2003); In re Garden Ridge Corp., 323 B.R. 136, 140-43
(Bankr. D. Del. 2005).

% See 11 U.S.C. §8 726(a)(1), 1129(a)(9)(A).

% See J. Kate Stickles & Patrick J. Reilley, Maintenance & Repair Damages: Are They Capped Under § 502(b)(6)?,
26 Am. Bakr. Inst. J. 36, at 61 (2007).

% See 11 U.S.C. § 365(a).

% See Ayer, supra, note 93, at 54.



retailer, the decision to reject, assume, or assign a lease, for reasons explained below, can be
difficult but result in a significant benefit.’

b. Timing

A commercial tenant in bankruptcy has 120 days to decide whether to reject, assume, or
assign a lease.”® This deadline, however, may be extended upon motion of the debtor and later
approval of the bankruptcy court, or upon the debtor receiving the landlord's written consent.*
Typically, the duration of the extension should be enough time so that the tenant may make an
informed decision about whether to assume, reject, or assign its lease.*®

If a commercial tenant fails to make a decision before the 120-day period expires, absent
an extension, the lease is automatically deemed rejected.’®* In the event the tenant seeks an
order extending the 120-day period to assume or reject, the tenant must demonstrate "cause™ as
to why the 120-period should be extended.'® Though the court will evaluate each commercial
lease on a case-by-case basis, the following factors weigh in favor a finding of "cause" for an
extension of the 120-day period for the tenant to assume or reject a lease: (i) there has not been
sufficient time for the tenant to adequately evaluate its financial situation, as well as the value of
the lease; (ii) the chapter 11 bankruptcy estate's primary asset is the lease, which will play a key
part in whether the tenant will be able to reorganize; (iii) the payments under the lease continue
to be made to the lessor in a timely fashion; (iv) the bankruptcy case involves numerous leases
and is significantly complex in and of itself; (v) there is a dispute as to whether the lease is a
"true™ or "bonafide™ lease; and (vi) the lease concerns a building built on the lessor's land and
built by the lessee, and a reversionary interest to the lessor.'® Conversely, the following factors
do not support a finding of "cause,” in evaluating whether an extension should be granted: (i) the
tenant's failure to pay rent; (ii) the tenant's failure to file a plan within a reasonable period of
time; and (iii) the tenant's occupation of the premises and/or failure to pay taxes caused losses
greater than any remedy that is available under the Bankruptcy Code.***

Generally speaking, bankruptcy courts accommodate the debtor early in a Chapter 11
case, since any assessment as to the likelihood of a successful reorganization will be
speculative.’® Of particular concern, the bankruptcy court may want to avoid the premature
assumption of a lease by a debtor/tenant, and with it the accrual of an administrative claim, that
will later be rejected.*®

9 See id. at 53-54.

%11 U.S.C. § 365(d)(4)(A).

%11 U.S.C. § 365(d)(4)(B).

100 See Ayer, supra, note 93, at 54.

10111 U.S.C. § 365(d)(4)(A)(i).

10211 U.S.C. § 365(d)(4)(A)(ii); see also Uzzi O. Raanan & Kim Tung, How Landlords Benefit from Recent
Bankruptcy Amendments, 29 L.A. Law. 12 (2007).

103 2 HENDEL, supra, note 1, § 12.3.1.

104 See id.

105 See id.

106 gee, e.g., In re ZB Co. Inc., 302 B.R. 316, 319 (Bankr. D. Del. 2003) (providing that unpaid postpetition rent for
occupied lease will afford the lessor an administrative claim); id. In addition, when a debtor assumes a lease, it will
also be required to pay cure amounts for outstanding defaults under the lease. 11 U.S.C. § 365(b)(1).
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If the bankruptcy court grants the motion, it is prohibited from extending the deadline for
more than 90 days, such that a tenant may have a total of 210 days to assume or reject a
nonresidential lease.” Once the 210-day deadline expires, the tenant will only be able to obtain
additional extensions if the landlord gives the tenant written consent to do s0.'%® If the tenant
fails to assume the lease before the deadline expires, the lease will be deemed rejected and the
tenant is required to immediately surrender the property to the landlord.'%°

C. Compel

Although the Bankruptcy Code gives a tenant 120 days to decide whether to reject,
assume, or assign a lease, a landlord may compel the tenant to make an earlier decision.**® To
do so, the landlord must file a motion demonstrating "cause” (e.g., failure to pay rent after the
bankruptcy case), and the bankruptcy court must subsequently grant the motion.™** Note that
while the tenant is making its decision, the landlord should insist on timely payment of rent,
common area and insurance charges, as well as other charges required under the lease.™?

2. Rejection
a. Standard

In deciding whether to allow a rejection of a lease, the bankruptcy court will likely defer
to the tenant's business judgment."* Simply put, the court will likely approve the motion to
reject the lease if it believes that doing so makes sense in terms of optimizing value and is in the
best interest of the bankruptcy estate.*** Usually, a tenant in bankruptcy will choose to reject its
lease if: (i) the tenant anticipates liquidating its assets, or (ii) the tenant has multiple locations
and considers a particular lease unduly burdensome, including rent that is above market.**®

b. Treatment

A lease rejection is treated as a breach of the lease that occurred before the bankruptcy
case.™® It requires the tenant to immediately surrender possession of the premises.'*’ Damages
caused by the lease rejection are limited to: (i) unpaid rent from the earlier of the date the tenant
filed for bankruptcy relief or the date the landlord repossessed the premises, plus (ii) the greater
of (a) one year's rent or (b) 15% of the rent owing (not to exceed three years worth).*®

97 See 11 U.S.C. § 365(d)(4)(B)(i).

1% See 11 U.S.C. § 365(d)(4)(B)(ii).

19 See 11 U.S.C. § 365(d)(4)(A).

119 gee 11 U.S.C. § 365(d)(2); see also Kimberly S. Winick, Tenant Letters of Credit; Bankruptcy Issues for
Landlords and Their Lenders, 9 Am. Bankr. Inst. L. Rev. 733, at 755 (2001).

1 See id.

112 See 11 U.S.C. § 365(d)(3).

3 In re Old Carco LLC, 406 B.R. 180, 188 (Bankr. S.D.N.Y. 2009).

114 See id; Ayer, supra, note 93, at 16.

115 See Ira L. Herman, Negotiating Commercial Leases: How Owners and Corporate Occupants Can Avoid Costly
Errors, 560 PLI Real 571, 523-24 (2008).

11611 U.S.C. § 365(g).

117 See, e..g., Cromwell Field Assocs. v. May Dep't Stores Co., 5 Fed. Appx. 186, 188 (4th Cir. 2001).

1811 U.S.C. § 502(b)(6).
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C. Claim Priority

Unless the landlord is holding a security deposit or is otherwise secured by a valid
security interest in other assets, the entire amount of the landlord's rejection claim is an
unsecured claim ranking in the same priority with other general unsecured claims.**°

In some instances, the tenant will assume a nonresidential, commercial lease and later
reject it.*? In such case, the landlord will likely receive an administrative claim for pecuniary
amounts owed, with the exception of penalties, for two years after the tenant's abandonment of
the premises or rejection of the lease.®™ Claims for the remaining amounts due will be
unsecured.'?

3. Assumption
a. Standard

In deciding whether to allow a tenant to assume a lease, the bankruptcy court will likely
defer to the tenant's business judgment.’®® As stated before, in applying the business judgment
standard, the court will probably approve the tenant's motion to assume a lease if the lease adds
value to the bankruptcy estate.***

Specifically, a tenant may choose to assume a lease if: (i) the tenant is reorganizing its
business and views the lease as a valuable asset to its business; or (ii) the tenant deems the lease
an unnecessary part of its reorganization plan but intends on selling or assigning it on a later
date.’® Whether a tenant is reorganizing its business or liquidating, it may opt to assign its lease
when the economics of the lease are below market.*?®

b. Cure

In order to assume a lease, a commercial tenant who has sought bankruptcy relief must
promptly cure all outstanding defaults under the lease, with certain exceptions.’?”  Defaults
under a lease that must be cured include most monetary defaults, both before and after the
bankruptcy case was commenced.'?® In addition, the tenant must also promptly reimburse the
landlord for any pecuniary losses suffered by the landlord as a result of such outstanding
defaults.’®  Calculating pecuniary losses to a commercial landlord, however, may prove

19 Jashua E. Luber, Letters of Credit and 11 U.S.C. § 502(b)(6)—Why the Fifth Circuit's Decision in In re
Stonebridge is Only Part of the Answer, 22 Emory Bankr. Dev. J. 679, 681 (2006).

120 Richard Lucas, et al., The Intersection of Chapter 11 and Real Estate, 25 Am. Bankr. Inst. J. 8 (2006).

121 See Camardello, supra, note 50, at 62.

122 See id.

123 | re OId Carco LLC, 406 B.R. 180, 188 (Bankr. S.D.N.Y. 2009).

124 See Ayer, supra, note 93, at 16.

125 See id.

126 See Marc W. Taubenfeld, The Bankruptcy Changes are Coming (and Some are Already Here), 52 Fed. Law 36,
38 (2005).

127 5ee 11 U.S.C. § 365(h).

128 See id.

129 See 11 U.S.C. § 365(b)(1)(B).
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difficult.”® Finally, if a commercial tenant chooses to assume a lease, it must also provide the
landlord with adequate assurance of its future performance under the lease.”! In terms of
defaults that a tenant need not cure before assuming a lease, courts may not agree on precisely
which exceptions apply, particularly with respect to nonmonetary defaults.*** However, many
nonmonetary defaults that have already occurred, like the discontinuation of the tenant's business
or a tenant's failure to meet performance obligations, are virtually impossible to cure.**

C. Shopping Center

If the lease is for space in a shopping center, to satisfy the requirement of adequate
assurance of future performance the tenant must demonstrate that: (i) the source of rent and, in
the case of an assignment of the lease, the financial condition and operating performance of the
proposed assignee and its guarantors (if any); (ii) any percentage rent due under the lease will not
decline substantially; (iii) the assumption or assignment of the lease (a) is subject to the lease
terms, and (b) will not breach any other provision in a related agreement; and (iv) will not disrupt
any tenant mix or balance in the shopping center.***

4. Assignment
a. Prerequisites

In addition to being able to assume or assign a lease, a tenant that files bankruptcy may
also assign the lease.”®® To do so, the tenant must first assume the lease.**® Therefore, if there
are defaults under the lease, the tenant must satisfy the requirements for assumption, such as
curing defaults, reimbursing the landlord for any losses on account of such defaults, and
providing the landlord with adequate assurance of future performance under the lease.™*’

b. Anti-Assignment Clause

Many leases may incorporate a provision that attempts to modify or terminate the lease
upon the tenant attempting to assign the lease. However, any anti-assignment provision is
ineffective against a tenant that has sought bankruptcy relief.**® Moreover, any assignment by
the tenant in bankruptcy will relieve the tenant of its obligation to the landlord.**

130 See Kenneth N. Klee & Laura L. Buchanan, Bankruptcy Practice after the Bankruptcy Act of 2005, 48 ALI-ABA
59, at 59 (2006).

31 See 11 U.S.C. § 365(f)(2).

132 See Lisa S. Gretchko, Landlord Beware! BAPCPA Affects Nonresidential Real Estate Leases, Too Am. Bankr.
Inst. 16, at 52 (2008).

133 See 11 U.S.C. § 365(b)(1)(A); Ayer, supra, note 93, at 55 n. 2.

134 See 11 U.S.C. § 365(b)(3).

135 See 11 U.S.C. § 365(f).

136 See 11 U.S.C. § 365(f)(2).

37 See 11 U.S.C. § 365(b)(1)(A).

138 See 11 U.S.C. § 365(f)(3).

139 See Hendel, supra, note 1, § 12.5.1.
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G. Enforcing Lien/Security Interests

1 Statutory Lien

A statutory lien securing payment of rent may be avoided by a tenant in bankruptcy."'*

However, avoidance of the statutory lien is not automatic.*** The tenant is required to file a
complaint against the landlord avoiding the statutory lien.**

2. Security Interest Provision

Many commercial leases have a clause granting the landlord a security interest in the
furniture, fixtures, and equipment within the leased premises. To perfect that security interest,
the landlord must timely file an appropriate UCC financing statement.'*® Absent the timely
filing of an appropriate UCC statement, the landlord will not have a perfected security interest in
the furniture, fixtures, and equipment.

3. Relief from the Stay

In the event the commercial landlord has filed a UCC financing statement, and it wants to
exercise its right to the property covered by this security interest, the landlord must obtain relief
from the stay to exercise its rights without running the risk of violating the automatic stay.**

H. Filing Proofs of Claim
1 Who Needs to File

Generally speaking, any entity that is owed a debt by the debtor should file a proof of
claim for the amount of the debt owed to it.*** This includes a landlord if the lease is rejected.

2 Bar Date

Following the commencement of a bankruptcy case, a deadline is set for creditors to file
proofs of claims, and this deadline is commonly referred to as the "bar date.” If a landlord does
not file a proof of claim, then it may not receive a distribution on account of its unsecured claim
arising from the rejection of the lease.'*® Proofs of claim in a Chapter 7 case or Chapter 13 case
must be filed within ninety (90) days after the date first set for the section 341 meeting of
creditors.'” It is not important whether the meeting is actually held on that date.!*®* Chapter 11

10 5ee 11 U.S.C. § 545(3).

141 See Fed R. Bankr. P. 7001(2).

12 See id.

143 See Hendel, supra, note 1, § 12.4.7.

4 Seeid. at § 12.3.3

1% See Fed. R. Bankr. P. 3002(a). In a chapter 11 case, a creditor that is not scheduled or is scheduled as disputed,
contingent, or unliquidated, fails to timely file a proof of claim, may not be treated as a creditor. Fed. R. Bankr. P.
3003(c)(2).

196 See Fed. R. Bankr. P. 3003(c)(2).

197 See Fed. R. Bankr. P. 3002(c).

18 See id.
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proofs of claim must be filed within the time period fixed by the bankruptcy court.**® Deadlines
in Chapter 11 vary from case to case, depending to some extent on the complexity of the case
and on the debtor's counsel's diligence in requesting that the court set a final date for filing.*
Once a landlord's proof of claim is filed, it may be amended.'™™ Most likely, the landlord will
need to amend the proof of claim if filed prior to the rejection of the lease.'*

3 Claim Amount

If a commercial landlord is owed any amount under the lease before the bankruptcy case
was commenced, then the proof of claim should include that amount.™®® In contrast, if there are
any amounts owed under the lease that accrue during the pendency of the bankruptcy case, such
amounts generally are an administrative expense claim and the commercial landlord should file a
motion for payment of this amount.™® In the event the tenant chooses to reject the lease, the
landlord should make sure the proof of claim incorporates the damages resulting from the
rejection.”®™ Most likely these damages will be incorporated by way of amendment.'*®
Calculation of rejection damages is discussed in detail above. Conversely, if the tenant assumes
the lease, then the tenant is required to pay all amounts past due under the lease, regardless of
whether it came due before or after the bankruptcy case commenced.™ Finally, if the lease
contains a provision requiring the tenant to pay for attorney's fees related to the enforcement of
the lease, then the proof of claim should also include the amount of attorney's fees expended by
the landlord in the bankruptcy case.**®

l. Avoidance Actions
1 Preferences

An avoidance action is a suit brought by a debtor against a creditor to recover or "avoid"
certain payments made before the bankruptcy case commenced.™® Subject to various defenses, a
landlord may have received a preference if payment was made for or on account of an antecedent
debt, within ninety (90) days before the filing of the bankruptcy petition and such payment
enables the landlord to receive more than it would have received if the case were a case under
Chapter 7, the transfer had not been made, and the debtor/tenant was insolvent at the time of the
payment.’® Among the most common defenses, which are available to landlords and other
creditors, are those known as the "ordinary course™ defense and "contemporaneous new value"

19 See Fed. R. Bankr. P. 3003(c)(3).

%0 See id.

151 See Hendel, supra, note 1, § 12.3.4.

152 See Fed. R. Bankr. P. 3002(c)(4) and 3003(c)(3); id.

153 See Hendel, supra, note 1, § 12.3.4.

> See, e.g., In re ZB Co. Inc., 302 B.R. at 319.

155 See 11 U.S.C. § 502(b)(6).

156 Hendel, supra, note 1, § 12.3.4.

157 See 11 U.S.C. § 365(b)(1)(A).

158 See Travelers Cas. & Sur. Co. of Am. v. Pac. Gas & Elec. Co., 549 U.S. 443 (2007); Centre Ins. Co. v. SNTL
Corp. (In re SNTL Corp.), No. 08-60001, 2009 WL 1758759 (9th Cir. June 23, 2009).
9 Hendel, supra, note 1, § 12.4.7.

160 5ee 11 U.S.C. § 547(b).
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defense.™® With respect to the "ordinary course" defense, a landlord has an affirmative defense
to a preference action if the payments in question were received either in the ordinary course of
dealing between the parties or based on the usual course of business in the industry.’®* With
respect to the "contemporaneous new value" defense, a landlord can assert as an affirmative
defense unpaid rent which accrued subsequent to the preferred payment to the landlord if such
rent accrued prior to the rejection of the lease.'®®

2 Fraudulent Transfers

Under the Bankruptcy Code, a fraudulent transfer is generally a payment that was made
by the debtor within two years before the bankruptcy case began, in which the debtor either
made the payment with the intent to defraud or did not receive reasonably equivalent value in
consideration for such payment.'® Importantly, a fraudulent transfer action may be brought in
conjunction with a fraudulent transfer action made pursuant to state law.®® If the action is made
pursuant to state law, the look back period to avoid a transfer as fraudulent will be governed by
applicable state law.

J. Mitigating the Harm
1 Security Deposit

There are many ways a commercial landlord can protect itself in the event a tenant files
for bankruptcy relief.’® One very common way a landlord may protect itself is to obtain a
security deposit when the lease is executed.’® A security deposit will make the landlord a
secured creditor to the extent of the amount deposited.*® Additionally, a landlord may use the
deposit to setoff any amounts owed under the lease in the event the lease is rejected.’®™ Before
exercising the setoff, however, the landlord must first obtain relief from the automatic stay.'™

2 Letters of Credit

In addition to requiring a deposit, a commercial landlord might also require a tenant to
provide a letter of credit.'* Indeed, a letter of credit is probably even more effective in
protecting a landlord in the event a tenant files bankruptcy than a security deposit.*’? Generally
speaking, a landlord may draw on a letter of credit free from interference from the bankruptcy
court.”™ Unlike a lease security deposit, a letter of credit is an agreement between the landlord
and the party posting the letter of credit, and any funds transferred to the landlord were property

161 See 11 U.S.C. § 547(c).

162 5ee 11 U.S.C. § 547(c)(2).

163 See 11 U.S.C. § 547(c)(4).

164 See 11 U.S.C. § 548(a)(1).

165 See 11 U.S.C. § 544(b)(1).

166 See Ayer, supra, note 93, at 55.
167 gee id.

168 gee id.

169 5ee 11 U.S.C. § 553(a).

170 5ee 11 U.S.C. § 362(a).

171 gee id.

172 gee id.

173 See Winick, supra, note 115, at 738.
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of the non-debtor/third-party.’* Therefore, most courts that have addressed the issue have

concluded that neither the letter of credit nor the transferred funds constitute property of the
estate and thus subject to the automatic stay.*"”

3. Third-party Guaranty

Another option to commercial landlords is to obtain a third-party guaranty of the tenant's
lease.'™ Like a letter of credit, a third-party guaranty allows the landlord to look to someone
other than a bankrupt tenant to satisfy the any default under the terms of the lease.'”” A third-
party guaranty is also usually outside the scope of the bankruptcy court's authority.'”® As such, a
landlord can utilize a third-party guaranty to maximize the recovery of prepetition amounts owed
to the landlord under a lease, with the added comfort of not becoming too involved in the
bankruptcy case.'"

4. Adequate Assurance or Liquidated Damages Provision

Another way commercial landlords are trying to protect themselves against exposure to
tenant bankruptcies is by defining "adequate assurance of future performance™ in the event the
tenant does in fact file for bankruptcy relief and later wants to assume the lease.’® While it is
unsettled as to whether a bankrupt tenant must abide by any prepetition provision as to what
constitutes adequate assurance of future performance, if such adequate assurance terms are
reasonable, they will likely be persuasive to a judge if there is an adequate assurance dispute.'®

As mentioned above, a bankrupt tenant, who seeks to assume a lease, must cure any
pecuniary damages suffered by the landlord as a result of the tenant's default, yet such damages
may be difficult to calculate.’®® One way to alleviate any subjectivity to calculating such
pecuniary damages is by incorporating a liquidated damages provision into the lease setting forth
the amount of pecuniary losses that would result from the tenant's failure to operate its business
in accordance with the lease.™®

5. Rent Relief to Debtor

A commercial landlord that is hoping that a bankrupt tenant will assume the lease, but is
unsure as to whether the tenant will choose to do so, might decide to take a more practical
approach by lowering the tenant's rent or deferring rent payments.*®* If a landlord does decide to
lower or defer rent payments in order to entice a bankrupt tenant to assume the lease, the

74 See id.

175 See Winick, supra, note 115, at 738; 11 U.S.C. §§ 362, 541.

176 See Ayer, supra, note 93, at 55.

177 See id.

'8 Seeid.; 11 U.S.C. § 541.

179 See Avyer, supra, note 93, at 55; 11 U.S.C. § 362(a).

180 See Avyer, supra, note 93 at 55.

181 See id.

182 See Klee, supra, note 135, at 59.

183 Ayer, supra, note 93, at 55.

184 James S. Carr, et al., 2006 Gaining Ground: The Landlord Perspective on Retail Bankruptcy Cases in the Wake
of 2005 Bankruptcy Amendments, 531 PLI/REAL 965, 996 (2006).
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landlord should always try to get something in return for its relief, such as confirmation that the
tenant will in fact assume the lease or cure any prepetition defaults.'®®

6. Duty to Mitigate

A landlord has a duty to make reasonable efforts to minimize the damages that the
landlord suffered from the tenant's rejection of the lease.’® The extent of the landlord's duty to
mitigate depends on the remedy the landlord selects for the tenant's breach.’®” The tenant may
not sue the landlord for a failure to comply with the landlord's duty to mitigate; instead, the
landlord's failure to mitigate its damages only limits the landlord's recovery against the tenant.*®®
Finally, the tenant has the burden of demonstrating that the landlord has failed to mitigate its
damages, and that the amount of the damages the landlord could have avoided had the landlord
not failed to mitigate its damages.'®

7. Monitoring the Bankruptcy Case

Whatever protections a commercial landlord implements to mitigate the harm against a
tenant that has sought bankruptcy relief, the landlord will want to monitor the bankruptcy case
and, specifically, the tenant's compliance with the terms of the lease during the pendency of the
case.™ If the tenant is unable to satisfy its obligations under the lease, the landlord may want to
move for relief from the automatic stay so that it may terminate the lease and take steps to evict
or reqlléf'St that the court compel the tenant to perform under the lease or to reject or assume the
lease.

V. Conclusion

In sum, it is important for every real estate professional to have some familiarity with
bankruptcy law and the common issues that confront commercial landlords when a tenant files
for bankruptcy relief. This article attempts to serve as a practical guide for nonbankruptcy
professionals, discussing the issues that a commercial landlord will likely face, as well as
various procedures a commercial landlord may implement to mitigate any resulting harm, when a
tenant commences its bankruptcy case.

185 See id.

186 See Pollack, supra, note 3, at 1259.
187 See id.

188 See id.

189 See id.

19 Ayer, supra, note 93, at 59.

91 See id.
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