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On April 20, 2005, President Bush signed the Bankruptcy Abuse Pre-

vention and Consumer Protection Action of 2005 (the “Act”) into law.

While the media has primarily focused on how the Act impacts an indi-

vidual’s ability to obtain a discharge of debts through chapter 7 of the

Bankruptcy Code,
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 the Act also includes provisions that will have a sig-

nificant impact on business reorganizations under chapter 11.

This article addresses the most significant aspects of the Act that mate-

rially alter the Bankruptcy Code’s provisions governing a single asset re-

alty entity’s chapter 11 case, as well as the rights of lessors and lessees

with respect to commercial real property leases. Given that the Act

amends the Bankruptcy Code, this article describes the applicable pre-

Act Bankruptcy Code provisions and the relevant aspects of the Act as

they pertain to such provisions. This article also discusses certain practi-

cal issues that participants in the commercial real estate industry may

wish to consider in light of such amendments. Although certain provi-

sions of the Act apply to cases pending as of the date of its enactment, the

amendments discussed in this article will only apply to bankruptcy cases

filed on or after October 17, 2005.
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SINGLE ASSET REAL ESTATE CASES

 

Single-asset real estate bankruptcy cases typically share a common

storyline. The single asset real estate (SARE) borrower is unable to satis-

fy its non-recourse mortgage obligations due to a downturn in market

conditions. The mortgagee commences a foreclosure proceeding under

applicable state law, and the borrower files for chapter 11 protection on

the eve of the foreclosure sale in order to obtain the benefit of the Bank-

ruptcy Code’s automatic stay, which prevents such sales from proceed-

ing.

 

3 The typical SARE chapter 11 case is essentially a two party dispute

– borrower and mortgagee – and does not involve certain of the principal
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goals of the chapter 11 process such as preserving jobs and the debtor’s

going concern value.4 The primary issue in the chapter 11 case is whether

the lender will take control of the property. Accordingly, the outcome of

this dispute will not materially impact the number of employees neces-

sary to operate and maintain the property and, in light of overall market

conditions, will not materially affect the value of the property.5

In order to address the abuse of the chapter 11 process, particularly the

automatic stay, by SARE debtors, Congress amended the Bankruptcy

Code in 1994 to provide for special rules applicable to certain SARE

debtors’ bankruptcy cases.6 Pursuant to this prior amendment, the pre-

Act Bankruptcy Code defined “single asset real estate” as:

real property constituting a single property or project, other than

residential real property with fewer than 4 residential units, which

generates substantially all of the gross income of a debtor and on

which no substantial business is being conducted by a debtor other

than the business of operating the real property and activities inci-

dental thereto having aggregate noncontingent, liquidated secured

debts in an amount no more than $4,000,000[.]7

As the pre-Act Bankruptcy Code’s definition of “single asset real estate”

was expressly limited to a property or project that had secured debt of no

more than $4 million, the special rules applicable to the automatic stay in

a single asset real estate case had, as a practical matter, limited applica-

tion.8 As discussed below, a key component of the Act’s amendments is

the deletion of this dollar limitation.

The 1994 amendments to the Bankruptcy Code enacted specific rules

applicable to a secured lender’s request to lift the automatic stay in a sin-

gle asset real estate bankruptcy case. Pursuant to these rules, the bank-

ruptcy court was required to grant relief from the automatic stay unless,

within 90 days after the commencement of the bankruptcy case, (i) the

debtor “has filed a plan of reorganization that has a reasonable possibility

of being confirmed within a reasonable time;” or (ii) the debtor begins

making monthly payments to the secured lender “in an amount equal to

interest at a current fair market rate on the value of the creditor’s interest

in the real estate.”9 The bankruptcy court was authorized to extend this

90-day period for “cause” and was required to grant any such extension

within that 90-day period.10
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The Act amends these provisions in several material respects. First, the

$4 million secured debt limit set forth in the definition of “single asset

real estate” has been deleted.11 Accordingly, the automatic stay provisions

applicable to single asset real estate cases will be applicable to all such

cases, regardless of the amount of secured debt.

Second, with respect to the debtor’s ability to prevent the lifting of the

automatic stay by making monthly payments, such payments must be “in

an amount equal to interest at the then applicable nondefault contract rate

of interest” under the applicable credit agreement.12 In this manner, the

secured lender will obtain the benefit of its bargained for nondefault in-

terest rate and is no longer faced with the risk that the bankruptcy court

could determine that the “fair market rate” is lower than the contract rate.

Third, and perhaps most important, the debtor has the discretion to

make monthly payments from rents or other income generated from the

property and may do so without prior bankruptcy court approval or no-

tice to the secured creditor, even if the creditor has a valid security in-

terest in such rents or income.13 This provision is a substantial departure

from the Bankruptcy Code’s requirement that a debtor may only use

cash that is subject to a creditor’s security interest upon first receiving

the creditor’s consent or bankruptcy court approval to use such cash.14

Absent this amendment, a SARE debtor would only be permitted to use

cash subject to a security interest (defined as “cash collateral” by the

Bankruptcy Code)15 over the secured creditor’s objection by demon-

strating adequate protection of such security interest.16 Pursuant to this

amendment, a secured lender may very well find itself unable to prevent

a debtor from using the income generated from the property to make

monthly interest payments, even as scheduled maintenance or improve-

ment projects (which would maintain or improve the property’s value)

are delayed due to a lack of funds. In this case, the secured lender may

wish to consider asserting that it is entitled to adequate protection of its

underlying security interest in the real property, the value of which may

be declining due to, among other things, the debtor’s inability to proper-

ly maintain the property due to inadequate cash flow.17 Of course,

whether the bankruptcy court will determine that the secured lender is

entitled to adequate protection, and whether the SARE debtor is able to

provide adequate protection, will depend on the particular facts before

the court in each instance.18

Finally, with respect to when the debtor is required to file a plan of reor-

ganization or commence monthly payments, the debtor must do so within
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the later of the 90-day period noted above and 30 days after the bankruptcy

court determines that these automatic stay provisions regarding single asset

real estate apply.19 It is useful to note that this 30-day deadline does not in-

clude a carve-out for the bankruptcy court to extend this deadline for cause.

Accordingly, if there is a dispute as to whether the single asset real estate

provisions apply in a particular bankruptcy case, and should that litigation

extend beyond the initial 90-day period of such case, the debtor is apparent-

ly unable to obtain an extension of the 30-day period to either file a qualify-

ing plan of reorganization or to begin making monthly interest payments.

Therefore, a SARE debtor faced with this situation, and believing that there

is cause to extend the 90-day period, would be well served to seek such re-

lief during such period, even while continuing to contest the applicability of

the single asset real estate provisions.

TIME PERIOD TO ASSUME OR REJECT NONRESIDENTIAL 
REAL PROPERTY LEASES

Frequently, among a chapter 11 debtor’s principal assets – particularly

if the debtor is a retailer – are its nonresidential real property leases. Pur-

suant to Section 365 of the Bankruptcy Code, the debtor-lessee may elect

to reject the lease, assume the lease, or to assume and assign the lease to a

third party.20

If the debtor rejects the lease, the rejection is treated as a breach of the

lease that occurred immediately prior to the filing of the bankruptcy peti-

tion, and the lessor holds a claim that is subject to limitation pursuant to a

formula set forth in the Bankruptcy Code.21 As a general matter, in order

for a debtor to assume a lease, the debtor must either cure, or provide ad-

equate assurance that it will promptly cure, any defaults under the lease

and compensate the lessor for losses arising from such defaults.22 As dis-

cussed below, the Act clarifies the debtor’s obligation to cure non-mone-

tary defaults under the lease. In addition, the debtor must provide ade-

quate assurance that it will be able to perform under the assumed lease.23

Under the pre-Act Bankruptcy Code, the debtor-lessee had an initial

60-day period within which to elect to reject or assume its unexpired

leases.24 The Bankruptcy Code provides that in the event that the debtor

does not make this election within this time period, the lease is auto-

matically deemed rejected.25 However, the bankruptcy court may ex-

tend this period “for cause,”26 and it was not uncommon in large and

complex chapter 11 cases for a bankruptcy court, pursuant to a series of
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extensions, to ultimately extend this period through the conclusion of

the bankruptcy case.27

In requesting such extensions, the debtor typically asserts that it re-

quires additional time to test its business plan and to determine which

locations are profitable. In addition, where a debtor is reasonably confi-

dent that a location may not be profitable, the debtor may request addi-

tional time to market the lease so that the debtor’s estate may obtain the

value of a below market lease by assigning it to a third party. Lessors,

particularly shopping center lessors, have asserted that the lengthy ex-

tensions create uncertainty regarding the status of their property, partic-

ularly with regard to the risk of having a “dark store” during the critical

holiday shopping period.

The Act significantly limits the debtor’s ability to obtain an extension

of its time to assume or reject its nonresidential leases. The Bankruptcy

Code, as amended, provides for the initial 60-day period to be extended

to 120 days, and the Bankruptcy Court may thereafter only extend the pe-

riod for an additional 90 days.28 The Bankruptcy Court may further ex-

tend this 210-day period (i.e., 120 days plus 90 days) on a lease-by-lease

basis, but only with the “prior written consent of the lessor in each in-

stance.”29 As the House Committee Report on the Act noted, “this provi-

sion is designed to remove the bankruptcy judge’s discretion to grant ex-

tensions of time for the retail debtor to decide whether to assume or reject

a lease after a maximum period of 210 days from the time of [the com-

mencement of the bankruptcy case].”30

This modification will have a significant impact on debtors, such as re-

tailers, who must analyze their operations at numerous locations in order

to develop a business plan that becomes the foundation for the negotia-

tions regarding a plan of reorganization. Taking the case of a retailer that

files for chapter 11 protection during the first quarter of a calendar year,

the 210-day period will not permit the retailer to experience the following

complete holiday shopping season without having to either first obtain

each applicable lessor’s consent for a further extension of this time period

or, with respect to the leases with respect to such consent is not obtained,

to elect to reject or assume such leases.

The Act does not set any specific requirements or parameters for the

terms pursuant to which a debtor and a lessor may agree to an extension

of this time period. However, the Bankruptcy Code provides that any pro-

posed use of a debtor’s property outside the ordinary course of the debt-

or’s business must be approved by the bankruptcy court.31 As a general
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matter, a debtor must demonstrate a sound business purpose for the pro-

posed action.32 Assuming that entering into, and performing under, an

agreement to extend the time to reject or assume a nonresidential lease

would not be in a debtor’s ordinary course of business, the bankruptcy

court would then apply the foregoing standard in considering approval of

agreements to extend this time period.

A significant risk associated with assuming a lease before a debtor’s

business plan is fully tested in the marketplace is that the debtor may sub-

sequently determine that its decision to assume was a mistake. If the

debtor rejects a lease that it has previously assumed, courts in pre-Act

cases have held that the lessor’s damage claim was an administrative

expense33 and was therefore required to be paid in full before any distri-

bution under a plan of reorganization is made in respect of unsecured

claims.34 Furthermore, such claim was not subject to the Bankruptcy

Code’s limitation on damages arising from the rejection of a lease for

nonresidential real property.35 Given this result, the Court of Appeals for

the Second Circuit has noted that:

bankruptcy courts will rarely find that assuming liability for all fu-

ture rent under a long-term lease is in the best interests of the estate

– including the interest of the general creditors – unless the rental

terms are highly advantageous. They will therefore block assump-

tion of such leases except in unusual cases.36

The Act addresses this concern by amending the Bankruptcy Code to

provide that the lessor’s administrative claim arising from the rejection of

a previously assumed contract is limited to the obligations under the lease

for the 2-year period following the later of the rejection date and the date

of actual turnover of the premises. The Act further provides that the les-

sor’s administrative claim may not include any amounts arising under the

lease relating to a failure to operate or any penalty provisions.37 This ad-

ministrative claim is not subject to reduction or setoff for “any reason

whatsoever except for sums actually received or to be received from an

entity other than the debtor,”38 such as a new tenant for the subject pre-

mises. The remaining claim of the lessor under the lease is treated as a

prepetition claim and is subject to the damages limitation formula set

forth in the Bankruptcy Code. While this provision mitigates the cost as-

sociated with an ill-advised assumption of nonresidential real property

leases, a debtor’s missteps with respect to assumption of these leases

could very well materially reduce the recoveries for unsecured creditors.
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CURE OF NONMONETARY DEFAULTS UNDER 
NONRESIDENTIAL REAL PROPERTY LEASES

As noted above, in order to assume a lease, a debtor must cure, or

provide adequate assurance that it will promptly cure, defaults under

unexpired leases.39 Under the pre-Act Bankruptcy Code, courts did not

establish a consistent standard with respect to whether a debtor was re-

quired to cure monetary defaults, often referred to as historical defaults,

such as failing to continuously operate as required by the lease prior to

the filing of the bankruptcy petition.40 Unlike a missed payment under a

lease, which can be cured by the payment of money, it is not possible to

cure a historical default (i.e., the debtor cannot correct the fact that it

did not conduct business in a certain location where the lease included a

prohibition on “going dark”). Accordingly, where a court concluded

that a debtor was required to cure any historical defaults, that debtor

was effectively prevented from assuming that lease.41

The Act clarifies the requirement that a debtor cure nonmonetary de-

faults under leases of real property, providing that a debtor is not required

to cure such defaults “if it is impossible for the [debtor] to cure such de-

fault by performing nonmonetary acts at and after the time of assump-

tion.”42 However, if such nonmonetary default occurred under a lease for

nonresidential real property, the default must be cured by “performance

at and after the time of assumption in accordance with such lease.”43 As

discussed below, this provision may have the effect of restricting a debt-

or’s ability to assume and assign its nonresidential real property leases to

third parties. The Act also clarifies the requirement that the debtor must

compensate the lessor for any pecuniary losses resulting from such non-

monetary defaults, other than penalty rates or penalty provisions set forth

in the lease relating to such defaults.44

Regarding the requirement that the nonmonetary default be cured by

performance at and after assumption, consider the case where a retail

debtor has, in violation of a continuous operation provision, failed to

operate in a certain leased premises prior to the bankruptcy case. The

lease is below market, and the debtor seeks to assume and assign the

lease to a third party in order to capture the lease’s value for the benefit

of the debtor’s creditors. Given that the proposed assignee would likely

need to build out the space to meet its requirements, the assignee would

not be able to immediately conduct business at that location. Placing

this situation within the context of the requirement discussed above, the

debtor, in seeking to assume and assign the lease, may therefore not be
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able to convince a court that the assignee would immediately cure the

debtor’s default of failing to continuously operate in those premises. As

described below, certain courts, in the context of an assignment of a

lease of nonresidential property, have permitted the debtor to assign

such a lease notwithstanding that the assignee will not comply with all

of the lease’s terms and conditions. In this manner, this amendment may

have the effect of preventing assumption and assignment of a lease

where the debtor failed to comply with a nonmonetary obligation, and

the assignee is unable to cure such default.

ASSUMPTION AND ASSIGNMENT OF 
SHOPPING CENTER LEASES

Section 363(f)(1) of the Bankruptcy Code provides that, subject to

certain exceptions not applicable to the present discussion, the debtor

may assign a lease or executory contract to a third party notwithstand-

ing a provision in the applicable agreement, or in applicable law, “that

prohibits, restricts, or conditions the assignment of such contract or

lease[.]”45Courts have employed this provision to conclude that cer-

tain lease terms that restrict the permitted use of the premises are de

facto anti-assignment provisions and are therefore not enforceable in

connection with the assignment of a lease and the assignee’s future

use of the premises.46

The Bankruptcy Code includes specific requirements regarding ade-

quate assurance of future performance that apply with respect to the as-

sumption, or assumption and assignment, of a lease of real property in a

shopping center.47 These include adequate assurance that (i) percentage

rent “will not decline substantially[,]” (ii) the tenant will be subject to the

lease’s provisions, including those regarding radius, location, use, or ex-

clusivity, and (iii) the shopping center’s tenant mix or balance will not be

disrupted. Courts, however, have not employed a consistent approach re-

garding whether the pre-Act Section 363(f)(1) permits assignment not-

withstanding that the assignee will not satisfy such shopping center re-

quirements, such as with respect to the use of the premises.48 The Act

amends Section 363(f)(1) so that it is expressly subject to the satisfaction

of such requirements.49 As noted in the House Committee Report, “as-

sumption or assignment of a lease of real property in a shopping center

must be subject to the provisions of the lease, such as use clauses.”50
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CONCLUSION
The Act’s amendments of the Bankruptcy Code will have a material

impact on SARE cases, and the negotiations between lessors and debtor-

lessees under nonresidential real property leases with respect to the debt-

or’s assumption, rejection, or assumption and assignment of the same.

The amendments substantially restrict the bankruptcy court’s discretion

with respect to extensions of a debtor’s period to assume or reject leases

and to approve assignments of leases for premises in shopping centers. In

this manner, the amendments include several material provisions that

strongly favor the secured creditor of a SARE debtor and the lessor of

nonresidential real property. However, as is the case with any amendment

to a statute, the true test of the Act’s impact can only be measured as

courts apply the new rules to disputes between debtors, secured creditors,

lessors and other parties in interest in chapter 11 cases over the next sev-

eral years.
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