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In this article, the author explores the damages available to a landlord after a tenant
under a non-residential lease enters bankruptcy and rejects the lease.

A debtor's rejection of a non-residential

lease results in two claims for a landlord:

1) a claim for unpaid pre-petition rent;

and

2) another claim for post-petition future

damages under Section 502(b)(6).

There is no cap on pre-petition rent. Deci-

sions regarding pre-petition rent have fo-

cused on what constitutes rent (usually “ad-

ditional rent”). These include, for example,

building allowance, property damages, HVAC,

utilities, and repairs.

As to post-petition damages, the Bank-

ruptcy Code limits rent to the greater of 15

percent of the remaining term of the lease, or

three years. Here, several issues have arisen

from the language in the Code. Primarily, how

does one calculate the amount? Does 15

percent refer to an amount under the lease

or 15 percent of the time under the lease?

There are decisions that go both ways. Three

other issues that arise in the context of lease

rejection in bankruptcy relate to “stub rent,”

a landlord's duty to mitigate, and payment of

post-petition, pre-rejection rent.

Executory Contracts and Unexpired
Leases

11 U.S.C. § 365 governs the treatment of

“executory contracts” and unexpired leases

in bankruptcy. Generally speaking, Section

365(a) provides a trustee or debtor in pos-

session with broad authority to assume or

reject unexpired leases. The decision to as-

sume or reject an unexpired lease is a matter

within the debtor's “business judgment.”1

Under the business judgment test, a court

should approve a debtor's proposed rejec-

tion if such rejection will bene�t the estate.2

Moreover, a debtor's decision to reject an

executory contract or unexpired lease should

be approved “except upon a �nding of bad

faith or gross abuse of the [debtor's] busi-

ness discretion.”3 In cases under any chapter

of the Bankruptcy Code, a lease of nonresi-

dential real property is deemed rejected if it

is not timely assumed. This power is speci�-

cally limited with respect to the rejection to
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leases of real property “so as to preclude

eviction of the lessee.”4

Section 502(b)(6)

A lessor of real property is “entitled to one

claim and that claim is limited by Section

502(b)(6).”5 Under Section 502(b)(6), a les-

sor's claim resulting from the termination of a

real property lease has only two components:

1) a capped claim for postpetition future

“rent reserved” under Sect ion

502(b)(6)(A); and

2) a claim for prepetition “unpaid rent

due” under Section 502(b)(6)(B).6

A landlord must prove its claim as to both

the occurrence and the amount of damages.7

Ultimately, the landlord has the burden of

persuasion.8

Future Rent

Section 502(b)(6) of the Bankruptcy Code

limits a commercial landlord's claim for lease

rejection damages, by disallowing such a

claim to the extent that it exceeds:

(A) the rent reserved by such lease, with-

out acceleration, for the greater of one

year, or 15 percent, not to exceed

three years, of the remaining term of

such lease, following the earlier of—

(i) the date of the �ling of the peti-

tion; and

(ii) the date on which such lessor

repossessed, or the lessee sur-

rendered, the lease property, plus

(B) any unpaid rent due under such lease,

without acceleration, on the earlier of

such dates.9

In other words, a landlord has a claim for

the greater of one year's rent or 15 percent

of the remaining term of the lease, not to

exceed three years. For example, if the

remaining term is six years, the landlord will

have a claim for up to one year's rent (which

is greater than 15 percent of the remaining

term). If the remaining term of the lease is 30

years, 15 percent would be 4.5 years. Ac-

cordingly, the claim would be capped at three

years.

Section 502(b)(6) is not a formula for

determining allowable damages.10 Rather,

Section 502(b)(6) limits a landlord's claim for

unpaid rent.11 First the amount of the claim

must be ascertained,12 then the limitation is

applied. If a landlord has no claim for remain-

ing rent, Section 502(b)(6) does not grant

that landlord any additional claim. In In re

Highland Superstores, Inc.,13 the court dis-

cussed a four-step process courts usually

go through to determine a landlord's rejec-

tion claim. The court calculates the total rents

due under the lease from the earlier of the

petition date or the date the premises were

repossessed; then the court determines

whether 15 percent of the rent is higher than

one year's rent; if it is higher, the 15 percent

is compared to three years rent under the

lease; �nally, on the basis of these calcula-

tions, the court determines the amount of

damages. The Third Circuit has noted that

the Section 502(b)(6) cap “re�ects Con-

gress's intent to limit lease termination claims

to prevent landlords from receiving a windfall

over other creditors.”14 As such, the �rst step

is to determine what constitutes “rent re-

served” under the lease.

The Bankruptcy Code does not de�ne the

term “rent reserved.” In the Third Circuit, the

most commonly used test for determining

what is included in rent reserved is set forth

in Kuske.15
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Under the McSheridan test, a charge must

meet three requirements to be considered

“rent reserved.” The charge:

1) must (a) be designated as “rent” or

“additional rent” in the lease; or (b) be

provided as the tenant's/lessee's

obligation in the lease;

2) must be related to the value of the

property or the lease thereon; and

3) must be properly classi�able as rent

because it is a �xed, regular or periodic

charge.16

To avoid attempts to sidestep the limitations

imposed by Congress in Section 502(b)(6),

the court “has a duty to make an indepen-

dent determination of what constitutes ‘rent

reserved’ because labels alone may be

misleading.”17

How to Calculate Rent

Another question that has arisen in calcu-

lating a landlord's claim is whether 15 percent

of the “remaining term” of the lease under

Bankruptcy Code § 502(b)(6) is 15 percent

of the dollar amount of rent remaining to be

paid, or 15 percent of the time remaining

under the lease.

In In re Andover Togs, Inc.,18 the court com-

mented that the view that the phrase “remain-

ing term” refers to the rent remaining to be

paid under the lease is the majority view. Af-

ter an extensive review of the analysis

provided by other courts, the Andover court

concurred that a landlord[‘s claim is deter-

mined by calculating 15 percent of the rent

remaining to be paid.19 Similarly, in In re

Gantos, Inc.,20 the court opined that the ma-

jority of case law supports the position that

the § 502(b)(6) damage cap is a function of

rent, not time. The court rejected the deb-

tor's claim that 15 percent refers to time

remaining under the lease, and held that it

was reasonable for the landlord to receive

damages for the rent for which the parties

had bargained.21

On the other hand, in In re Allegheny Int'l,

Inc.,22 the court based the landlord's dam-

ages on 15 percent of the time remaining

under the lease, rather than the amount of

rent reserved. A�rming the bankruptcy court,

the district court noted that 15 percent

means time because the statute references

time periods when discussing damages

limitations.23 Similarly, in In re Iron-Oak Sup-

ply Corp.,24 the court concluded that Con-

gress meant the phrase “remaining term” to

be a measure of time, not rent.25 In Heller,

there was a $2 million di�erence when using

rent versus time to calculate rent.

Pre-Petition Rent

While McSheridan discussed rent in the

context of Code § 502(b)(6)(A), other courts

have extended McSheridan to apply to the

term “rent” in § 502(b)(6)(B) (pre-petition

rent). For example, in In re Smith,26 the court

noted that: “Although the B.A.P. [in McSheri-

dan] was solely concerned with

§ 502(b)(6)(A), this test has been applied to

claims under § 502(b)(6)(B).”

In Smith, the court held that an unamortized

building allowance, which required a landlord

to contribute up to $28,500 toward construc-

tion work, failed to meet all of the elements

of the McSheridan test.27 With respect to the

second prong of the McSheridan test, the

Smith court stated: “[a]bsent default, Land-

lord had no expectation of recouping any part

of the $28,500.00, so the building allowance

cannot be related to the value of the prop-

erty or the Lease.”28

On the other hand, in In re Q-Masters,

The Real Estate Finance Journal

The Real Estate Finance Journal E Winter 2013/2014
© 2014 Thomson Reuters

62



Inc.,29 the court addressed § 502(b)(6)(B) and

allowed the landlord's claim for property

damage as part of the rent owed under

§ 502(b)(6)(B). Likewise, in In re Clements,30

the bankruptcy court was “persuaded that all

sums due under the lease at the time of the

�ling of the petition should be included as

part of [the landlord's] claim.” Under

§ 502(b)(6)(B), the court included and allowed

legal expenses, taxes, insurance and mainte-

nance expenses.31

Several other courts have not limited

claims for damages arising prior to the �ling

of the petition. For example, in In re Bob's

Sea Ray Boats, Inc.,32 the landlord �led a

claim, including a portion of damages to the

property. The court agreed with other courts

that had held that § 502(b)(6) applies only to

the time period following termination.33 Sec-

tion 502(b)(6) “does not address damages

wholly collateral to the termination event—

such things as waste, destruction or removal

of leasehold property.”34 The court held that

the damages asserted by the landlord had

nothing to do with the kind of damages

restricted by § 502(b)(6), and allowed the

claim.

In In re Best Products Co., Inc.,35 the

landlord �led a claim including deferred main-

tenance damages. After an extensive review

of the history of § 502(b)(6) and several deci-

sions, including In re Mr. Gatti's, Inc.,36 and

McSheridan, the court concluded that any

damages caused by the debtor's failure to

maintain the premises was unrelated to the

lease termination, and therefore were not

restricted by § 502(b)(6).37 The court dis-

agreed with courts holding that § 502(b)(6)

limits damages resulting from rejection to all

damages resulting from nonperformance of

the tenant's obligations under the lease.38

“The rulings of the bankruptcy courts in Mr.

Gatti's and McSheridan, while not unreason-

able, strike me as resting upon a somewhat

tortured analysis of the relevant code

sections.”39

In fact, the Best Products court concluded

that most cases do not follow the restrictive

rationale of Mr. Gatti's and McSheridan.

“Rather, the weight of authority in reported

opinions where landlords have actually

claimed damages for such items as mainte-

nance and repairs is that these damages do

not result ‘from the termination of a lease of

real property’ and are therefore not subject

to the cap of § 502(b)(6)(A).”40 The court al-

lowed the claim for deferred maintenance

damages �nding that any damages caused

by the debtor's failure to ful�ll its repair and

maintenance obligations were unrelated to

the lease termination.41

In In re Atlantic Container Corp.,42 the

landlord sought to recover, inter alia, for

repair and maintenance expenses required to

remedy physical damage caused by the deb-

tor's failure to perform necessary

maintenance.43 The court concluded that

maintenance damages were not the type of

damages contemplated in the phrase “dam-

ages resulting from the termination of a

lease.”44 “Any damages caused to the Prem-

ises by the Debtor's failure to ful�ll its repair

and maintenance obligations are unrelated to

the termination of the lease.”45

Mitigation

Whether or not a landlord whose tenant is

in bankruptcy has a duty to mitigate dam-

ages also remains an open issue. Some

states do not require a commercial landlord

to mitigate damages upon a tenant's default.46

For example, if a tenant abandons the prem-

ises prior to expiration of the lease, the

landlord is not required to relet the premises
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for the tenant's bene�t.47 Notwithstanding the

foregoing, some courts have concluded that,

once a tenant is in bankruptcy, a landlord

must attempt to mitigate its damages.

In In re Handy Andy Home Improvement

Centers, Inc.,48 the court commented that a

landlord has a duty to mitigate, citing In re

Bob's Sea Ray Boats, Inc.49 Neither of these

courts explained the basis for �nding a duty

to mitigate, nor do the decisions explain

whether the courts were applying state law

related to mitigation. Similarly, in D.H. Over-

myer Co., Inc. (Ohio) v. Irving Trust Co.,50

notwithstanding the fact that New York law

does not impose a duty to mitigate, the

district court rejected application of New

York law on the issue of mitigation, stating

‘[the landlord's] claim that the bankruptcy

court should have applied New York law on

the subject of mitigating damages is

rejected.”

In Matter of Parkview-Gem, Inc.,51 the

district court actually applied the common

law of both Missouri and Tennessee, noting

that the law “appears to be that a landlord

has no duty to mitigate his damages when a

tenant defaults on a lease. Applying Missouri

law, the court held that if a landlord treats a

default as a lease termination, the landlord

then has a duty to mitigate.52

Other courts have applied state law in

determining whether or not a duty to mitigate

exists. In In re Andover Togs, Inc.,53 the court

applied New York law to conclude that the

landlord “has no duty under its commercial

lease with Andover to mitigate its damages.”54

In In re Episode USA,55 the court concluded

that a Chapter 11 debtor-guarantor could

not assert a mitigation defense, because New

York law did not recognize a duty to mitigate

after breach of a commercial lease. Bank-

ruptcy Judge Garrity's reasoning consisted

of a single statement: “In any event, New

York does not recognize a duty to mitigate

damages by reletting premises after breach

of a commercial lease.”56 In support, the court

cited two New York state court decisions,

and another decision from the bankruptcy

court for the Southern District of New York.

Stub Rent

When a tenant under a non-residential real

property lease �les a petition under the

Bankruptcy Code, obviously the landlord

would like to receive all of its post-petition

rent as an administrative expense. On the

other hand, to the extent possible, the

debtor/tenant would rather that the landlord's

claim be classi�ed as a pre-petition unse-

cured claim. One issue that has been debated

heavily is whether rent that is due for the

month of the �ling is pre-petition rent or post-

petition rent. While the Bankruptcy Code

provides no clear answer to this dilemma,

there are two schools of thought represented

in the various bankruptcy court and appellate

decisions on this issue.

Billing Date Approach

The �rst approach views the billing date on

the lease as the operative date to determine

whether rent is a pre-petition or post-petition

expense. Adoption of this approach favors

the debtor/tenant which might choose to �le

a bankruptcy petition several days after the

�rst of the month to avoid having to pay

administrative rent for one entire month.

Under the billing date approach, § 365(d)(3)

only applies to obligations for which the pay-

ment date arises after the petition date pur-

suant to the terms of the lease. This ap-

proach has been adopted by three circuit

courts of appeal57 which have issued
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opinions. Under this approach, an obligation

arises on the date “when one becomes

legally obligated to perform.” Montgomery

Ward.58 This literal approach distinguishes

between having the obligation arise under

the terms of the lease and having a mere

claim, which claim may have its origin in a

breached obligation of the debtor which was

required to be paid prior to the order for

relief.59

In re Montgomery Ward Holding Corp.60

involved the debtor's obligation to reimburse

the landlord for real estate taxes. Although

the landlord's liability accrued in large part

prior to the petition date, the debtor's reim-

bursement obligation arose post-petition.61

While the landlord argued that the invoices

were payable as obligations arising from the

lease, the debtor asserted that it should only

pay real estate taxes attributable to the post-

petition period.62 The bankruptcy court ruled

for the debtor and the district court a�rmed.63

The Third Circuit reversed, holding that the

tax obligation arose post-petition and had to

be paid in full.64 According to the Third Circuit:

“The clear and express interest of § 365(d)(3)

is to require the trustee to perform the lease

in accordance with its terms.”65 Under this

analysis, it is di�cult to justify a proration

approach.66 The Third Circuit acknowledged

its reluctance in rejecting the proration ap-

proach, considering various other courts' op-

posite conclusion, but noted that: “It is not

our role, however, to make arguably better

laws than those fashioned by Congress.”67

In In re Ha-Lo Industries, Inc.,68 the debtor

appealed the lower court's order that the

debtor pay its former landlord the remainder

of a full month's rent due under an o�ce

lease which covered a post-rejection period

too. Under the terms of the lease, rent was

due on the �rst day of each month.69 After �l-

ing a bankruptcy petition in July, the debtor

sought to reject the lease e�ective November

2.70 On November 1, the debtor made a

partial lease payment representing the three

days in November that the premises would

be occupied.71 The landlord accepted the rent

but demanded payment for the balance of

November.72 Upon the debtor's refusal, the

landlord sought and obtained an order com-

pelling immediate payment of administrative

rent for the balance of November.73 The

district court a�rmed.74

The Seventh Circuit agreed that rent was

due for the entire month because the debtor

was obligated to pay for the month on the

�rst day of the month.75 The Seventh Circuit

distinguished a prior pro-ration decision

(Handy Andy)76 because that case involved

non-rent (i.e., real estate taxes).77 However,

the Seventh Circuit Court of Appeals viewed

rent as “a charge for the consumption of a

resource during the administration of the

lease” as opposed to pre-paid real estate

taxes which is a risk cost relating to the pre-

petition period.78

The Seventh Circuit pointed out that the

debtor controlled the timing and could have

rejected the lease e�ective October 31,

rather than November 2.79 Accordingly, “we

agree with the Sixth Circuit that equity as

well as the statute favors full payment.”80

The Sixth Circuit considered “stub rent” in

In re Koenig Sporting Goods, Inc.,81 where

the debtor appealed from a judgment award-

ing the landlord a full month's rent. The lease

required the debtor to pay rent on the �rst

day of the month.82 The debtor sought to

reject the lease e�ective the second day of

the month and the landlord moved for pay-

ment of a full month's rent.83 The Sixth Circuit
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noted that under the lease payment was due

in advance for the entire month.84 Because

the debtor controlled the rejection date, the

Sixth Circuit concluded that both equity and

the Bankruptcy Code favored the landlord.85

Pro-Rata Approach

The second approach treats rent on an ac-

crual basis so that a claim can be pro-rated

based on the bankruptcy �ling date. In a ju-

risdiction that has adopted the second ap-

proach, a debtor/tenant will be liable for a

pro-rated share of administrative rent, deter-

mined from the date of �ling through the end

of the month. Courts that have adopted this

approach usually rule that payment of admin-

istrative rent must be made currently rather

than be allowed to accrue until the end of the

case.

Under this approach, known as the accrual

method, obligations under § 365(d)(3) are

prorated, based on pre-petition and post-

petition accruals. Several courts followed this

approach based on adherence to the case

law under the old Bankruptcy Act and an al-

leged concept of fairness.86

Under this view, a debtor is required by

Section 365(d)(3) to timely pay those

amounts due under a lease that pertain to

the bene�ts realized by the estate during the

post-petition, pre-rejection period regardless

of when the payment(s) became due. In other

words, the obligations arising under a lease

are prorated based upon whether and to the

extent that they relate to bene�ts that were

enjoyed by the debtor on a pre-petition basis

or a post-petition, pre-rejection basis.87

For example, in In re Furr's Supermarkets,88

the bankruptcy court ordered the debtor only

to pay the pro-rated portion of rent. The

Tenth Circuit Bankruptcy Appellate Panel af-

�rmed, believing the pro-ration rate to be the

better interpretation of Section 365(d)(3).89

The Tenth Circuit Bankruptcy Appellate Panel

concluded that pro-ration is more consistent

with the legislative purpose underlying Sec-

tion 365(d)(3).90 The court expressed a

concern that adopting the billing rate ap-

proach would eliminate the priority of pre-

petition claims.91 Reading Section 365(d)(3)

in context led to the conclusion that Section

365 protects landlords from the status of in-

voluntary creditors and entitles them to pay-

ment for rent that accrues post-petition.92

In In re Dunn Indus., LLC,93 the debtor �led

a petition for Chapter 11 bankruptcy protec-

tion on June 2, 2004. The debtor/lessee had

an obligation under its lease agreement to

reimburse its landlord for certain Maryland

real property taxes paid by the landlord on

the debtor's behalf, which taxes were pay-

able by the landlord yearly in advance. On or

about July 21, 2004, the landlord provided

the debtor with an invoice for the real prop-

erty taxes for the period July 1, 2004 through

June 30, 2005, which the landlord had

recently paid on the debtor's behalf. The

debtor maintained that its real property tax

reimbursement obligation accrued and, there-

fore, arose under Section 365(d)(3) only for

each day that the debtor occupied the lease-

hold premises on a post-petition, pre-

rejection basis. Accordingly, the debtor

argued that it should only be liable for the

real property tax payments on a monthly,

pro-rated basis post-petition until the lease

is assumed, assumed and assigned, or

rejected.94

In addressing the issue, Judge Derby

concluded that Section 365(d)(3) is ambigu-

ous and that the “better reasoned and more

equitable approach” is the application of the

majority's accrual approach for the classi�ca-
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tion and treatment of the debtor's real prop-

erty tax reimbursement obligation under its

lease.95 Central to the court's conclusion to

apply the accrual approach was the concern

that the application of the billing date ap-

proach to Section 365(d)(3) would result in

an impermissible, judicially-created exemp-

tion to the de�nition and treatment of “claims”

pursuant to various provisions of the Bank-

ruptcy Code.96

In Travel 2000, the debtor �led a voluntary

petition under Chapter 11 of the Bankruptcy

Code on February 2, 2001 and took the po-

sition that since rent for February of 2001

was “due” pre-petition, 11 U.S.C. § 365(d)(3)

did not compel payment of rent for the post-

petition period of February 2-28, 2001.97 The

court analyzed both approaches and adopted

the proration approach.98 In so holding, the

court cited to the remarks of Senator Orrin

Hatch in the legislative history of 11 U.S.C.

§ 365(d)(3):

[T]he landlord is forced to provide current
services—the use of his property, utilities,
security, and other services without current
payments. No other creditor is put in this
position.... The bill would lessen these prob-
lems by requiring the trustee to perform all
the obligations of the debtor under a lease of
nonresidential real property at the time
required in the lease. This timely performance
requirement will insure that debtor-tenants
pay their rent, common area charges, and
other charges on time pending the trustee's
assumption or rejection of the lease.99

In Travel 2000, the court concluded, there-

fore, that although the “responsibility to pay

rent crystallized on the �rst of the month...

the Debtor's obligation arose each day in the

month of February.”100 The court therefore

held that the landlord was entitled to be paid

on a pro rata basis under 11 U.S.C.

§ 365(d)(3).101

The proration approach is also consistent

with the view of the courts which have ad-

dressed “other rent” items, such as real

property taxes and common area mainte-

nance fees.102

Immediate Payment of Administrative
Rent

As noted, several courts have required im-

mediate payment of post-petition rent. In In

re MHI, Inc.,103 a commercial landlord sought

payment of a post-petition rent under Sec-

tion 365(d)(3) of the Bankruptcy Code. Even

though the debtor had never occupied the

space, the landlord contested it was entitled

to administrative rent until the lease was

rejected.104 The bankruptcy court concluded

that under the then recent changes to the

Bankruptcy Code, the landlord was entitled

to the relief it sought.105 The bankruptcy court

concluded that Section 365(d)(3) (requiring

timely performance) was added speci�cally

to protest lessor of non-residential real

property.106

Similarly, in In re Dieckhaus Stationers of

King of Prussia, Inc.,107 the landlord sought

immediate payment of all rent due until the

surrender of the premises. The court found

that the claim entitled the landlord to immedi-

ate payment of administrative rent.108 Review-

ing the legislative history of 1984 “shopping

center” amendments to the Bankruptcy Code

led the court to conclude that Congress

sought to ease the burden on commercial

landlords.109 Further, Congress clearly envi-

sioned that tenants would pay their rent on

time.110 Accordingly, administrative rent

claims should be paid immediately unless

good cause is shown for withholding

payment.111
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