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BACKGROUND:  Bankruptcy Code §365 governs executory contracts and unexpired leases.  

As a general proposition, the Bankruptcy Trustee or Chapter 11 Debtor-in-Possession (“DIP”) has the right to reject, assume, or assume and assign unexpired leases in bankruptcy.  §365(a)


In the Code, the term “lessee” includes successors, assigns and mortgagees of the property under the lease.  §365(h)(2)

CREDITOR IS LANDLORD--DEBTOR IS TENANT:


Chapter 7 & residential real estate (or personal property):  The lease must be assumed within 60 days after the bankruptcy is filed or it is deemed rejected.  That time frame can be extended for “cause;” however, the request for extension must be made within first the 60 day period. §365(d)(1)


Chapter 11, 12, 13 & residential real estate (or personal property): Generally, the lease can be assumed any time before the plan is confirmed. 
§365(d)(2).


Non-residential real estate lease:    If the Debtor is the Tenant, the lease must be assumed within 120 days after the bankruptcy was filed or by the time the plan is confirmed, whichever occurs first, or it is deemed to have been rejected. § 365(d)(4)(A)


Extension of Time:   On Motion made by the Debtor within the first 120 days after filing the case, the Court can extend the time for 90 days for cause.  Any further extension thereafter requires the Landlord’s written consent.

Stay relief is not available to permit the Landlord to return to the state court suit.  Rather, under B.R.6006, a party to the lease may ask the Court to set an earlier date for assuming/ rejecting the lease.  In re Winn Dixie Stores, Inc., 345 B.R.402 (Bankr.M.D.Fla. 2006) [Funk, J].    The request is made by motion, which commences a “contested matter.”  Any Order entered in the contested matter is subject to a 10 day stay, unless the Court Orders otherwise.  



The Landlord may require an assignee/Tenant to post a deposit on similar terms as the Debtor.

PERFORMANCE UNDER THE LEASE DURING BANKRUPTCY:

The Landlord cannot be required to provide any services before the lease is assumed, unless compensation is paid for those services pursuant to the lease.  §365(4)


Until the lease is assumed or rejected, the Debtor must perform under the lease post-petition, BUT for cause, the Court may permit the Debtor to remain in possession without performing its obligations under the lease for no more than 60 days.  § 365(d)(3)  

The Landlord may accept performance under the lease in bankruptcy without waiving its claims against the Debtor. 

WHAT ABOUT THE AUTOMATIC STAY?


The filing of a bankruptcy case automatically stays most actions, as set forth in Code §362(a); however, §362(b) provides exceptions to the stay:

-
The stay does not apply to a Debtor’s lease of non-residential real property which expired under the stated term of the lease before commencement of or during the bankruptcy; therefore, the Landlord may bring an action to obtain possession of such property. [§362(b)(10)]

-
The stay does not apply if, before the bankruptcy petition is filed, the Landlord obtained a judgment for possession in an eviction, unlawful detainer, or similar proceeding against the Debtor as to residential real property in which the Debtor resides as a Tenant. [§362(b)(22) and (l)]  

The stay terminates 30 days after the bankruptcy petition is filed unless, with the bankruptcy petition, the Debtor certifies, under penalty of perjury, as follows and serves the certification on the Landlord:



(A) Under applicable non-bankruptcy law, after the judgment for possession was entered, the Debtor would be permitted to cure the entire monetary default that gave rise to the judgment for possession; and



(B) The Debtor (or an adult dependent of the Debtor) has deposited with the Clerk of the Court, any rent that would become due during the 30-day period after the filing of the bankruptcy petition.


If the Debtor complies and files the certification, under penalty of perjury, with the Court and serves it on the Landlord, the automatic stay will continue past the initial 30 day period, unless the Court Orders grants stay relief.
The Landlord’s remedy is to file an objection to the Debtor’s certification and to serve the objection on the Debtor.  Then, the Court must hold a hearing, within 10 days after the filing and service of such objection, to determine whether the Debtor’s certification is true.

If the Court upholds the Landlord’s objection, the stay expires, and the Landlord may complete the process to recover possession of the property.  The Clerk of the Court immediately is directed to serve a certified copy of the Court's Order upholding the Landlord's objection on the Landlord and the Debtor.

Moreover, if a Debtor’s bankruptcy petition reflects the existence of a judgment for possession of the residential rental property in which the Debtor resides, and if the Debtor does not file a certification, the Landlord may complete the process to recover possession of the property.  The Clerk of the Court immediately must serve upon the Landlord and the Debtor a certified copy of the docket, reflecting the absence of a filed certification.

If the Landlord has obtained a judgment for possession of residential real property in which the Debtor resides as a Tenant, the Debtor must so indicate on the bankruptcy petition and provide the name and address of the Landlord who obtained that pre-petition judgment and so state on any certification the Debtor files.


If the Debtor makes the required payments, the Clerk of Court must arrange for prompt transmittal of the deposited rent to the Landlord.
-
The stay does not apply to an eviction action that seeks possession of the residential real property in which the Debtor resides as a Tenant where the eviction is based on endangerment of such property or the illegal use of controlled substances on the property; however, the Landlord first must file with the Court, and serve upon the Debtor, a certification under penalty of perjury, that such an eviction action has been filed, or that the Debtor, during the 30-day period preceding the date of the filing of the certification, has endangered property or illegally used or allowed a controlled substance to be used on the property; [§362 (b)(23) and (m)]

This section applies 15 days after the date on which the Landlord files and serves the certification described above; however, if the Debtor files with the Court an objection to the truth or legal sufficiency of the certification and serves the objection upon the Landlord, the Court must hold a hearing within 10 days after the filing and service of such objection to determine whether the situation giving rise to the Landlord's certification existed or has been remedied.  If the Debtor can demonstrate to the Court’s satisfaction that the situation giving rise to the Landlord's certification did not exist or has been remedied, the stay remains in effect until terminated under §362(d).  
On the other hand, if the Debtor cannot demonstrate to the Court’s satisfaction that the situation giving rise to the Landlord's certification did not exist or has not been remedied, no stay relief is required; the Landlord may proceed with the eviction. The Clerk of the Court immediately must serve upon the Landlord and the Debtor a certified copy of the Court's Order upholding the Landlord's certification. 
If the Debtor fails to file an objection to the Landlord’s certification within 15 days, the Landlord may complete the process to recover full possession of the property. The Clerk of Court immediately must serve on the Landlord and the Debtor a certified copy of the docket indicating such failure.

ASSUME/ASSIGN:

The Debtor cannot assume a lease of non-residential real estate that was terminated under state law before the bankruptcy case was filed. §365(c)(3).

If a pre-petition default exists, but the lease was not terminated pre-petition, the lease still cannot be assumed unless, at the time of assumption, the Debtor proves the following:  §365(b)(1)

(A)
The default is cured or the Debtor provides adequate assurance of a prompt cure of the monetary default (other than a penalty) [a non-monetary default that is impossible to cure need not be cured].

-
“Prompt cure” generally means within one year.  In re Uniq Shoes Corp., 316 B.R.748 (Bankr.S.D.Fla. 2004). [Cristol, J].

-
If the default is on a non-residential real estate lease, cure for failure to operate requires commencement of operations under the lease immediately on assumption.

(B)
The Debtor compensates or provides adequate assurance of prompt 

compensation to a party other than the Debtor for actual monetary loss 

arising from the lease default, and

(C)
The Debtor provides adequate assurance of future performance.  

Assumption of the lease includes the right to exercise any renewal options, even though outside bankruptcy, renewal would have been prohibited because of the Tenant’s non-payment/breach of the lease.  In re Fifth Taste Concepts Las Olas, LLC, 325 B.R.42 (Bankr.S.D.Fla.2005). [Hyman, J].  But see: A split of authority exists on this issue.

No cure is required if the default is for breach of an insolvency clause, or is for filing bankruptcy or for appointment of a trustee or receiver or if the default is for non-payment of a penalty for a non-monetary default.  Furthermore, lease termination on such grounds is not permitted in bankruptcy.  §§365(b)(2) and (e)(1)


Assignment and assumption do not have to be allowed in two narrow circumstances:  §365(e)(2)

-
If non-bankruptcy law allows it and the other party does not consent to the assumption/assignment; or

-
If it actually is an agreement to make a loan.

A lease cannot be terminated due to an assumption/assignment, even if the lease says it can be terminated on assignment. §365(f)(3).


Assumption and assignment releases the Debtor and the Estate from any liability for breach of the lease after the assignment.  §365(k)

MULTIPLE CONTRACTS, INCLUDING A LEASE:


Where the parties have entered into more than one contract, the Debtor may want to assume one and reject another.  Whether the Debtor must assume or reject all of the contracts or whether it can treat each one individually often is a question of fact, determined on a three-part test:

-
What is the nature and purpose of the agreements in dispute;

-
What was the consideration for the contracts; was it separate and distinct;

-
Whether the obligations under the contracts were interrelated.  Byrd v. Gardinier, 974 F.2d (11th Cir.1987); In re Apache Products Co., 293 B.R. 545 (Bankr.M.D.Fla.2003). [Paskay, J].
TENANT VACATED PRE-PETITION

Even if the Tenant vacated the leased premises pre-petition, if the lease was not terminated according to state law pre-petition, the Debtor must pay rent for the first 60 days or until the lease is rejected; therefore, reject the lease immediately on filing the bankruptcy petition.  


-
In re Kirsch, 242 B.R.77 (Bankr.M.D.Fla.1999). [Funk, J].  In a Chapter 13, the Court granted the Landlord an administrative expense claim equal to 60 days’ rent.  Recognizing the result seemed “socially unjust,” the Court followed the majority of Courts, which grant the Landlord the right to administrative rent even though the Tenant had vacated the premises.  The Chapter 13 Debtor’s only recourse would have been to have rejected the lease immediately on filing the bankruptcy petition.  


-
In re CHS Electronics, Inc., 265 BR 339 (Bankr.S.D.Fla. 2001). [Mark, J].  The same result occurred with a Chapter 11 Debtor which had vacated the premises, but had not rejected the lease.  The Court recognized that § 365(d)(3) grants administrative expense priority to the Landlord’s rent claim for the 60 days after the filing even though the Debtor received no post-petition benefit from the lease.  


-
In re Florida Lifestyle Apparel, Inc., 221 B.R.897 (Bankr.M.D. Fla.1997). [Jennemann, J].  This case contains an excellent discussion of the interface between Florida Landlord/Tenant law, with the 3 options available when a Tenant breaches the lease, and the Bankruptcy Law.  In following the majority view, the Court granted the Landlord an administrative expense claim even though the Tenant had vacated the premises pre-petition.

LEASE REJECTION:


Rejection constitutes a breach, not a termination, of the lease. §365(g)


(1)
The breach is deemed to have occurred pre-petition. 


(2)
If the lease is assumed and then it is rejected, the breach occurs as of the time of rejection.


(i)
If the lease was assumed and then the case was converted, the breach by virtue of the rejection is deemed to have occurred as of the date before conversion.



(ii)
If the assumption was after conversion and then the lease was rejected, the breach is effective as of the rejection date.

CREDITOR IS TENANT-- DEBTOR IS LANDLORD  §365(h)(1)


If the breach would entitle the Tenant to treat the lease as having been terminated under non-bankruptcy law, rejection can be treated as termination.


If the lease was commenced before bankruptcy, the Tenant may retain its rights under the lease for the balance of the term, plus any renewals.


If the Tenant remains in possession, it may offset against its rent, the value of any damages caused by the Landlord’s non-performance after the rejection date; however, the Tenant has no other rights against the Debtor’s estate for damages from non-performance

SALES FREE AND CLEAR


Pursuant to §363(f), a Debtor may sell real estate “free and clear” of all liens, encumbrances and “interests” in that property.  A debate existed as to which should prevail §365 [regarding lease assumption/rejection] or §363(f) [regarding sales free and clear].  The Court in Precision Ind., Inc. v. Qualitech Steel SBQ, LLC, 327 F.3d 537 (7th Cir.2003), resolved the issue, upholding a Bankruptcy Court Order authorizing a sale of the Debtor’s property free and clear of the Lessee’s possessory.


An unreported case provides a painful lesson for the practitioner. In re F.F.Station, LLC, 2007 EL 4898367 (Bankr.M.D.Fla. 12/2/07) [Briskman.J].
The lease granted the Tenant the right to be reimbursed for more than $300,000 in build-out costs, but it required the Tenant to make demand from payment on the Landlord and to provide supporting data.  The Landlord/future Debtor approved the plans and the Tenant began construction.  Two weeks later, the Landlord filed Chapter 11.  The Debtor sought and obtained an Order allowing it to sell the property “free and clear” under § 363(f)(1) or(4).  The Tenant participated in the Bankruptcy Case proceedings and ultimately signed a lease with the Buyer; however, that lease did not provide a build-out allowance.


The Debtor used the purchase money to pay 4 liens, but refused to pay the Tenant’s unsecured claim for breach of the lease, to wit, the build-out costs.  The Tenant’s proof of claim lacked attachments, such as invoices, to document its costs, but more importantly, the Tenant had failed to make demand on the Debtor/ Landlord, as required by the lease.  Furthermore, since the Tenant continued to incur expenses during the bankruptcy, even though it knew and participated in the Case, it incurred those costs at its own peril.  The Court declared the language of the lease controlled, and since the Tenant had not made demand pursuant to the terms of the lease, its claim for payment had not been perfected.  [The case also discusses the “accrual” vs. “billing date” approaches to determining whether a particular invoice constitutes a pre-petition/unsecured claim or a post-petition/ administrative expense claim.  In the end, however, neither of those approaches was relevant because the Tenant failed to make proper demand; hence, the Debtor owed nothing under the lease.]
SHOPPING CENTER LEASES


Adequate assurance of future performance, in a shopping center lease, includes adequate assurance of the sources of rent and other consideration,


In the case of assignment, the assurance also must relate to the assignee’s financial condition and operating performance, such that the assignee is similarly situated to the Debtor, at the time it became a Tenant.  §365(b)(3)(A).

Also, the Debtor must prove the percentage rent from the assignee will not diminish substantially.  §365(b)(3)(B)


Moreover, the assumption/assignment is subject to all provisions regarding location, radius, use, exclusivity and it cannot breach any other provision in any lease, financing agreement or master agreement in the center.  Put another way, assumption/assignment cannot disrupt the tenant mix or balance in the center.  § 365(b)(3)(C) and (D)


Similarly, rejection does not change the enforceability of the lease terms as to radius, use, location, exclusivity, tenant mix or balance under non-bankruptcy law.  §365(h)(1)(C)

ALLOWANCE OF CLAIMS


Lease rejection is treated as a pre-petition claim.  §502(g)


The Landlord’s claim for damages due to the Tenant’s rejection of the lease is capped at:


The unpaid rent due as of the earlier of the bankruptcy petition filing or surrender date, plus damages equal to:

-
1 year’s rent, or

-
15% of the remaining lease term, not to exceed 3 years.

(without acceleration) § 502(b)(6)  

For a good analysis of the methodology to calculate these damages, See:  In re Clements, 185 B.R.895(Bankr.M.D.Fla.1995). [Funk, J].  Taxes, professional fees, maintenance and insurance costs, which were provided as addition rent under the lease were included in the calculation of the Landlord’s allowable claim.

In a guarantee situation, if the first Debtor/Tenant rejects the lease and the second Debtor/guarantor later filed bankruptcy, the damages cap runs from the date when the first Debtor/Tenant rejected, not from the date the second Debtor/ guarantor filed.  In re Henderson, 305 B.R.581 (Bankr.M.D.Fla.2003).[Paskay, J].


The 15% limitation is in terms of time, not rent; therefore, if the remaining lease term is more than 20 years, the damages claim will not be more than 15% of the 20 years, to wit, 3 years.  In re Ace Electrical Acquisition, LLC, 342 B.R.831 (Bankr.M.D.Fla.2005). [Briskman, J].


The Landlord also has an administrative expense claim for unpaid rent and other charges under the lease occurring after the bankruptcy filing as an actual cost of preserving the estate. §503(b)(1) 
In addition, the Landlord has an administrative expense claim for non-payment of rent on non-residential real estate if the lease was assumed and then rejected.  The claim equals the amount due under the lease (except under a penalty term) for 2 years after the latter of the rejection date or the date of turnover of the property. §503(b)(7).  The balance of the claim is unsecured under §502(b)(6).

