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he Bankruptcy Code offers a debtor

myriad tools to facilitate an effective

reorganization. Two of the most fun-

damental devices include the permis-
sive revaluation of executory contracts and
unexpired leases under § 365 and the recon-
ciliation of claims against the estate under §
502. While factually distinct, the intersection
of the two sections has sparked a great deal of
litigation and academic debate. One particular
point of contention centers on the application
of § 502(b)(6)’s cap of a landlord’s claim for a
bankrupt tenant’s rejection of a nonresidential
lease. On April 16, Judge Kevin J. Carey of
the U.S. Bankruptcy Court for the District of
Delaware issued an opinion in [n re Filene’s
Basement that should curtail at least a por-
tion of the dispute.

Background

Filene’s Basement historically owned and operated off-price retail
stores throughout the country. In November 2011, the company
filed a petition under Chapter 11 of the Bankruptcy Code to finalize
its affairs and to maximize the value of its real estate for the benefit
of creditors.

Prior to the petition date, Filene’s leased retail space in Wash-
ington, D.C., pursuant to a lease agreement with Connecticut/
DeSales LLC as landlord.! In December 2011, Filene’s rejected the
lease pursuant to Bankruptcy Code § 365.2 Absent rejection, the
lease would have expired on Jan. 31, 2019.3

Following rejection of the lease, the landlord timely filed a proof
of claim against Filene’s for, among other things, rejection damages,
subject to the Bankruptcy Code § 502(b)(6) cap.* The landlord
calculated the statutorily capped rejection damages as the total
rent due for the remaining term multiplied by 15 percent.” Filene’s
objected to the claim on the basis that § 502(b)(6) caps rejection
damages at 15 percent of the remaining term of the lease rather
than at 15 percent of the remaining rent due under the lease. The
difference in the parties’ respective positions represented approxi-
mately $105,000.

Bankruptcy Code § 502
Pursuant to Bankruptcy Code § 365, a debtor in a bankruptcy pro-
ceeding may reject any unexpired lease of nonresidential real prop-
erty.® Although the Bankruptcy Code does not specify the standard
by which to assess a debtor’s decision to reject a lease, courts typical-
ly use a business judgment test and refrain from second guessing
the debtor if rejection will benefit the estate.” If a debtor carries its
burden on rejection, the lease is deemed to have been breached, and
the debtor is relieved from future performance.®

Under the current Bankruptcy Code, rejection of a lease gives
rise to a claim for damages in favor of the landlord. However, much
of the debate in this area historically focused on what, if any, aspects
of a landlord’s claim should be allowed. For instance, prior to 1934,

a landlord’s claim for premature lease termination damages was

not recognized as a viable claim, because it was considered purely
contingent and incapable of proof.” As a result, landlords could not
recoup any damages for post-termination rent. The 1934 and 1938
amendments rectified that inequity. Pursuant to the amendments,
landlords received distributions for future rents, subject to certain
limitations that were designed to prevent large unearned rent claims
from diluting a debtor’s dividend to unsecured creditors.'’ Specifical-
ly, landlord claims for future rent in liquidation cases were capped at
“the year next succeeding” surrender or reentry.!! Similarly, claims
by landlords in rehabilitation cases were capped at “the three years
next succeeding” surrender or reentry.'?

The reasoning behind the lease rejection damages limitations im-
posed by the 1934 and 1938 amendments was carried forward in the
1978 amendments. Congress believed the earlier compromise appro-
priately compensated landlords for their loss while precluding a pool
of substantial claims that would prevent other general unsecured
creditors from recovering a distribution from the estate.'® Eventually,
the Bankruptcy Code was amended to include the current percent-
age calculation, which provides that a landlord’s claim is limited to
the rent reserved by the lease, without acceleration, for the greater
of either one year or 15 percent, not to exceed three years, of the
remaining lease term following the earlier of (i) the petition date and
(ii) the date of surrender or reentry.!*

The Rent vs. Time Debate and Filene’s Decision
Debtors and landlords have long disputed whether § 502(b)(6)’s
reference to 15 percent points to the amount of time remaining in
the term of the lease or the remaining amount of rent due under the
lease. It is easy to see why the varying interpretations have pro-
duced so much litigation and debate. Indeed, the difference between
the two positions, as demonstrated in Fzlene’s, can be significant,
because leases commonly contain rent and other cost escalation
clauses. Landlords commonly seek to use the rent approach to take
advantage of the escalation clauses over the lifetime of the lease.
In response, debtors frequently seek to cap landlord claims using
the time approach, so that only those escalators applicable in the
first 15 percent of the term, up to a maximum of three years, can be
captured. As noted by Judge Carey in the Filene’s decision, each
position finds support in modern case law. On the one hand, courts
in jurisdictions like California,'® Colorado,'® Florida,'” and Pennsyl-
vania'® have applied the time approach. On the other hand, courts in
continued on page 88
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Illinois," Michigan,? and New York,?' have
found the rent approach to be more consis-
tent with congressional intent.

To resolve this split, the court focused its
analysis on the text of the statute—“the rent
reserved by such lease, without acceleration,
for the greater of one year, or 15 percent,
not to exceed three years, of the remaining
term of such lease.” Judge Carey conclud-
ed that a natural reading of this language
supports utilizing the time approach over
the rent approach for three reasons. First,
comparing the greater or lesser of two things
is only possible when using parallel units.
Because the first element of the § 502(b)

(6) comparison is temporal (one year), the
second element (remaining term) must
necessarily refer to time. Second, allowing a
rent-based claim would render the “with-
out acceleration” prohibition meaningless
in situations where escalation clauses are
present.* Finally, according to the court,
the time approach is more constituent with
the clear congressional intent from prior
versions of the statute that expressly limited
damages based on temporal measurements.

While the Third Circuit has yet to weigh
in on the time vs. rent debate, the court’s
decision in Filene’s likely means that debt-
ors in Delaware can successfully foil future
rent-based landlord claims.?* However,
until Congress clarifies the meaning of §
502(b)(6), a split of authority will remain,
notwithstanding the Filene’s decision.?* As
always, practitioners must know the law of
the jurisdictions in which they appear for
their clients. ®
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