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Using powers granted by the Bankruptcy Code, tenants in bankruptcy who are
leasing multiple properties from the same landlord may be able to “cherry pick,”
continuing performance under some leases and rejecting others. How can

landlords lessen this risk?

Landlords who lease multiple properties to the same or
related tenants face unique risks in the event that the
tenant or tenant group files bankruptcy. Among the
special powers granted to debtors and trustees in bank-
ruptcy is the power to decide whether to assume a lease
and continue performance under it or reject the lease
and no longer perform under it.* In the context of
multiple related leases, these powers could allow a
bankrupt tenant to assume those leases with pricing ot
other terms favorable to the tenant, while rejecting
leases that are favorable to the landlord but unfavor-
able to the tenant. The risk of such a result is unaccept-
able to most landlords, who often entered into the
multiple leases as part of a single integrated business
deal, with risk for both landlord and tenant spread over
a number of properties. The landlord loses the benefit
of its bargain when the debtor tenant is allowed to use
its bankruptcy to ‘‘cherry pick’’ the good leases. How
great is this risk, and what steps can a landlord take to
alleviate it in drafting a lease? This article addresses
two approaches to the problem, and the treatment those
approaches have received in the courts.

First, this article discusses whether a landlord that
is leasing multiple properties to a single tenant can bind
the lease for each property under a single master lease,
so that if the tenant becomes. subject to a bankruptcy
proceeding, it must assume or reject the lease for all
properties as a single unit, rather than assuming the
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lease for certain properties and rejecting it for other
properties. Although the answer to this question ulti-
mately turns on state law rules governing the sever-
ability of leases and contracts, and is therefore likely to
vary from state to state, it is possible to gain some gen-
eral guidance on the issue by looking at bankruptcy
court decisions. ,

The second issue addressed is whether bankruptcy
courts will enforce cross-default provisions in separate
leases, so that rather than allowing a debtor to assume
favorable leases and reject unfavorable ones, the debtor
is forced to cure defaults under all leases subject to the
cross-default provision, or reject them all. The case
law suggests that while many bankruptcy courts are
not inclined to enforce these provisions, other courts
will enforce them when the underlying lease agree-
ments are sufficiently intertwined.

Severability Of Individual Leases Under A
Master Lease

Bankruptcy law determines when a debtor in bank-
ruptcy may assume and reject leases.? It is well estab-
lished under bankruptcy law that a debtor cannot retain
the beneficial aspects. of a single contract while reject-
ing the contract’s burdens; rather, the debtor must ei-
ther assume or reject the entire contract.® The issue of
whether tenants can engage in piecemeal assumption
or rejection of properties under a master lease thus
hinges on whether the components of the master lease
can be severed; that is, whether the court will accept
the argument of a debtor or bankruptcy trustee that a

38 THE REAL ESTATE FINANCE JOURNAL/SPRING 2003




document which appears to be a single lease should be
treated for assumption or rejection purposes as multiple
separate leases.

State law governs. issues of lease severability.*
Because contract law varies from state to state, there
exists no uniform test for evaluating the severability of
master leases. As noted in 17 Am. Jur. 2d Contracts
§ 325, ““[n]o formula has been devised which furnishes
a test for determining in all cases what contracts are
severable and what are entire.”” Severability of con-
tracts is often determined using an open-ended ‘‘facts
and circumstances approach.’’® This approach leaves
bankruptcy courts free to focus on the characteristics
of each lease that they determine to be most indicative
of the parties’ intent, and correspondingly makes it dif-
ficult to positively predict the outcome of cases involv-
ing issues of lease severability.

Nevertheless, there are a number of factors that
courts generally consider important in determining
whether a lease or executory contract is severable. The
following paragraphs discuss these factors. Because
the particular factors that a court will consider depend
on state law and, to some extent, the proclivities of that
court, all courts may not give the same weight to each
factor, and not every court will consider each of the
factors discussed below.

Parties’ Intent

As a general matter, ‘‘the intention of the parties is the
governing principle in contract construction.’’® Most
courts seem to agree that-‘ ‘the most important factor in
determining whether a contract is ‘entire’ or ‘divisible’
is the intent of the parties.”’” To determine whether a
lease is severable under this ‘‘intent test,”’ the court
asks ‘‘whether the parties assented to all the promises
[in the contract] as a single whole, so that there would
have been no bargain whatever, if any promise or set
of promises were struck out.”’® However, the means by
which courts ascertain the parties’ intent differ from
case to case. Courts will certainly consider an express
statement by the parties that they intend to enter into a
"single indivisible agreement, but when such a state-
ment is not present—and often even when such a state-
ment is present—courts will seek to discern the par-
ties’ intent by looking to key terms of the agreement
and the surrounding circumstances.

Courts may begin by looking to whethér the lease
or contract contains, on its face, a clear statement that
the parties intended to create a single, non-severable
agreement.? For example, the parties may include in a

‘master agreement an explicit statement that the parties
intend for it to be a single, integrated and indivisible
contract. They might even go further and state that in
the event of a bankruptcy of either party, that party
would be required to assume or to reject the entire
agreement. If multiple documents are at issue, the par-
ties may include cross-references between the various
documents, conditioning them upon one another and

making clear that although there is more than one doc-
ument, the documents are intended to constitute col-
lectively a single contract.® Conversely, to the extent
that multiple documents do not expressly incorporate
or refer to one another, courts may note the absence of
that factor in finding the agreements severable.!!
While a clear statement by the parties that an agree-
ment is intended to be non-severable is a factor courts
will consider in their analysis, such a statement will
not prevent severance of a master lease if a court
concludes that, despite the parties’ express statement,
the terms of the agreement and other facts and circum-
stances indicate that it actually consists of severable
obligations. Accordingly, courts have severed leases

and contracts despite language clearly indicating the

parties’ intent to create a unified contract.? Another
court held that if ‘‘a document purports to contain a
single contract but in reality contains separate sever-
able agreements ... the debtor may reject a severable
executory agreement.’’ 18

In sum, bankruptcy courts tend to elevate substance
over form. For that reason, bankruptcy courts are
unlikely to rely solely on the parties’ stated intent
where it appears that, based on the terms of the agree-
ment, the parties actually intended an arrangement that,
in substance, would more appropriately be character-
ized as a series of separate leases. Nonetheless, a clear
statement of the parties’ intent is probably helpful,

" since bankruptcy courts have noted that the parties’

stated intent is at least a factor to be considered in the
severability analysis.

Terms Of Contract As Indicative - Of Intent

As noted above, even where parties have expressly
stated their intent, courts may not be willing to base
their analysis solely on that statement. Rather, they
will also consider the terms of the contract and sur-
rounding circumstances in an effort to infer intent.!4
One treatise has listed the contractual terms that courts
will find most informative when analyzing the parties’
intent with regard to severability:
(i) whether the leases ... are coterminus [sic]; (ii) whether
rent provisions establish the same rent for each lease, one
rental payment for all leases, or appropriate different rent-
als for each building; (iii) whether notice of termination
of one lease constitutes termination of all leases; (iv)
whether leases could be assigned or sublet to a party that
does not propose to take an assignment or sublease of all
properties; and (v) whether separate consideration sup-
ports each lease agreement.'® v
If the court determines that the parties did not intend
to bind all individual leases or lease subsections under
a single non-severable master lease, it is likely to allow
the tenant in a bankruptcy proceeding to assume or
reject the lease with respect to each property
individually. The following sections discuss how the
factors listed above may be analyzed by a court.

Are Lease Agreements Coterminous?
In analyzing severability, a number of bankruptcy
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court decisions have focused on whether leases or other
agreements are coterminous.'® For example, a court
found that one factor indicating that a franchise agree-
ment and lease were ‘‘inextricably interwoven and for
all practical purposes comprise[d] a single contractual
relationship’’ was that they were coterminous.!” Where
leases or other agreements are not coterminous, courts
point to that factor as one basis for finding agreements
to be separate and distinct.’® Although lease agree-
ments must usually be conterminous in order to be
considered a single lease, this fact alone may not
prevent courts from severing them in a bankruptcy
proceeding.®

Because it is not particularly difficult to examine the
terms of the leases in a master lease and determine
whether this factor is present, courts do not devote a
large amount of time to its analysis. Nevertheless, its
importance should not be discounted with regard to a
master lease that governs multiple properties. For each
property under the lease, the lease term and any exten-
sion periods should be coterminous with any other
property governed by the same master lease.

Apportionment of Rent

Another key factor in determining the severability
of lease agreements bound under a master lease is
whether rent is apportioned among the lease agree-
ments or properties. Courts are less likely to sever a
master lease requiring a single payment for multiple
properties than a master lease referencing independent
payments for each property.?® Courts have held that the
absence of apportioned consideration for lease agree-
ments under a master lease ‘‘clearly indicates [these
agreements] havé no independent identity.’”?* When
lease agreements do not contain individual provisions
for rent, they ‘‘do not make economic sense taken
alone’’ and should not be severable.?? A state court ad-
dressing the severability of a lease of four signs held
that, because the lease involved ‘‘a single instrument
for all four signs’’ and ‘‘provided for a single monthly
rental,’’ rather than apportioning the rental among the
signs, the contract was indivisible.? -

However, where other factors suggest that the par-
ties intended the agreement to be divisible, a court may
look past the fact that the agreement calls for a single
payment, especially if the parties have expressly al-
located rent to individual properties. For example, one
court held that even though a master lease called for a
single rent payment for all leased properties, this fact
““had little significance since such payments could be
allocated at any time using an allocation that was in
place for just such purpose.’’?*

Similarly, in Integrated Health Services the court
considered whether three leases and a non-competition
agreement were supported by separate consideration,
i.e., whether rent was apportioned.?® The court empha-
sized the fact that each lease had a separate rental pay-
ment obligation and the non-competition agreement

had its own payment obligation, and found that they
did not constitute an integrated agreement even though
the amount of rental payment obligations was tied to,
and could be reduced by, payment on the related non-
competition agreement.26

Termination of Leases

In evaluating the severability of master leases and
contracts, courts also consider whether the termination
of an individual lease or contract effects the termina-
tion of the entire contract. If the landlord or tenant has
the ability to terminate what purports to be a single
integrated master lease with respect to. some of the
demised properties, but not others, that would likely be
a factor suggesting that the leases are severable.
However, if termination can occur only with respect to
the entire lease even if a default relates only to one
particular property, that would be a factor suggesting
the lease should not be severable.

In Convenience US4, a master lease contained sev-
eral such provisions that lead the court to conclude it
was a severable agreement. First, the lease provided
that if one property were condemned, the lease would
terminate only with respect to the condemned
property.?” Similarly, destruction beyond repair of a
building on leased property would terminate the lease
only as to that property.2® Finally, the master lease
contained a provision granting the landlord the right to
sell or otherwise transfer any number of the leased
properties at any time during the lease term.?® The court
reasoned that with respect to each of these provisions,
the parties could have provided for termination of the
entire lease, rather than termination only as to the af-
fected property.®® In the court’s view, the parties’
choices reflected the economic realities of their bar-
gain: the master lease was in substance an economi-
cally separable agreement, and each of the provisions
indicated an intent to have a divisible contract.?*

Thus, a landlord that wants to minimize the chance
that its master lease will not be severed should make
sure that the termination provisions in the master lease
apply to all of the properties, regardless of the default
or other event that gives rise to the termination.%?

The case law suggests that this issue could arise in
one of two other circumstances in a leasehold context.
First, courts have found that where multiple agiee-
ments are, by their nature, ‘‘inextricably intertwined,”’
the termination of one agreement will effectively con-
stitute termination of related agreements. For example,
In re Karfakis involved the severability of a franchise
agreement and a lease.?® The debtor-tenant executed
the franchise agreement and the lease on the same
day.3* The lease related to a location for the operation
of a Dunkin’ Donuts, and the franchise agreement
permitted the tenant to operate a Dunkin’ Donuts at the
leased premises.®® The court held that the contracts
were not severable because ‘‘one agreement [was] of
no utility without the other.’’%¢ Without the franchise
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agreement, the tenant could not fulfill its obligations
under the lease, and without the lease it could not fulfill
its obligations under the franchise agreement. Thus, a
termination of one of the contracts should result in
termination of both—not only because the parties
included that provision in the agreement, but also
because linking the agreements in that manner makes
business sense given the interrelated nature of the two
contracts, since there would be no purpose to either
contract once the other contract was terminated. To the
extent contractual arrangements depend upon each
other in this way, the contract may be protected from
severance in a bankruptcy proceeding.3”

Although the Karfakis case is not directly relevant
to the issue of a master real property lease for several
properties, it is probably relevant by analogy. To the
extent that a landlord can persuade a court that there is
a compelling business relationship between the various
property leases, such that the leases would not make
sense separately, or would not have been entered into
separately, the risk of severability is reduced. Natu-
rally, this will depend on the nature and use of the
leased properties, and the relationship between the
properties’ uses. In appropriate cases it may be worth-
while to explain the nexus between the properties and
their uses in the master lease document, and the fact

_that because of this nexus the parties would not have
“entered into the leases or other contracts on a separate
basis.

The second scenario will arise in circumstances
where, rather than governing multiple properties within
a single master lease, a landlord enters into separate
leases for each property and then attempts to link them
with an overarching master lease, and with cross-
default provisions in each of the subsidiary leases. In
this way, a landlord could attempt to prevent tenants
from terminating individual leases, and force them to
either cure defaults relating to all of the properties or
terminate the leases with respect to-all properties. The
general question of the enforceability of cross-default
provisions in bankruptcy is discussed in more detail
below. In the present context, it should be noted that
this method of linking leases may not be independently
effective as a factor preventing severance, as courts
have held that, ‘‘in the bankruptcy context, cross-
default provisions do not integrate otherwise separate
transactions or leases.’’®® Nevertheless, courts have
pointed to cross-default clauses as one factor indicat-
ing the non-severability of an agreement.?® As these
cases show, courts are split on the significance of cross-
default provisions. Some, such as Karfakis and East-
hampton Sand & Gravel, seem to take a cross-default
provision as evidence that agreements are interrelated.
In contrast, other courts will not enforce such provi-
sions absent other, independent evidence that the
agreements are interrelated.*? ’ A

Although the cross-default factor typically arises in
cases where there is more than one lease agreement
(perhaps linked by an overarching master lease), a sim-

ilar analysis appears relevant where a single master
lease agreement is used. While a cross-default clause
does not make sense in the context of a single agree-
ment, it does make sense for the agreement to make
clear that any default under the master lease is a default
under the entire master lease, giving the landlord rem-
edies with respect to the entire lease, even if the default
relates to only a single property under the lease. Partial
defaults that relate to individual properties and afford
remedies only with respect to those particular proper-
ties would seem to undercut the concept of an inte-
grated master lease.

Does The Master Lease Permit the Tenant to
Assign or Sublease?

One treatise suggests that another factor that may merit
consideration is whether the master lease may be as-
signed or subleased only as a unit, or whether this may
be done on an individual basis.** If a lease agreement
purports to create a master lease, but permits the tenant
or tenants to sublet individual properties under the
master lease, rather than requiring the entire premises
subject to the master lease be sublet as a whole, courts
could view this as evidence that the master lease is
severable. It does not appear that this factor has been
relied upon to any significant extent in the case law.
However, a landlord trying to avoid severance of a
master lease should permit assignment or subleasing
only as to the entire premises, absent a compelling
business reason to do otherwise.

Separate Consideration For Each Lease

A lease or contract (or a part of a master lease) that is
supported by ‘‘separate and distinct’’ consideration,
may indicate to a court that the parties intended it to be
a separate agreement or transaction, which should be
able to be assumed or rejected separately.??

A situation could arise where individual leases or
contracts (or individual parts of what purports to be a
master lease) are supported by separate consideration.
This might occur, for example, where separate busi-
ness deals, reached independently and for unrelated
reasons, are wrapped into a single ‘‘master contract’’
or ‘‘master lease’’ for the purpose of trying to assure
that they are rejected together or assumed together. In
such a case, the separate consideration for the agree-
ments at issue is likely to be a factor in favor of finding
severability.

For example, in the Gardinier case, the debtor
sought to assume, as one agreement, its contractual

_obligations to (i) sell real property, and (ii) pay a

brokerage commission related to the sale.*® The credi-
tors’ committee objected, arguing that the debtor
should assume the land sale agreement but reject the
brokerage contract, on the theory that the brokerage
contract, while incorporated in the same document as
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the sale contract, was actually a separate agreement.*
The court agreed with the committee, finding that the
consideration paid to the broker by the seller was
completely separate and distinct from the consideration
that flowed between buyer and seller.#* The debtor in
the case was allowed to assume the contract for the

sale of land and reject the brokerage agreement, even

. though they were part of a single document.

In In re Integrated Health Services, Inc., the debtor
sought to assume three leases of health facilities, under
which the debtor was the tenant, and reject a non-
competition agreement entered into simultaneously
with the leases.*® The bankruptcy court allowed the
debtor to reject the non-competition agreement and as-
sume the leases, finding that the leases were severable
from the non-competition agreement.*” As noted
above, one element that was important to the court’s
analysis was that the rental payment obligation to the
landlord under each of the leases was separate from
the payment obligation to the individual under the non-
competition agreement.*® But another factor appears to
have been the court’s belief that the non-competition
agreement was a separate business deal from the real
estate leases, and that the separate payment constituted
distinct consideration for that agreement.

This factor is probably somewhat less likely than
others discussed herein to be applied in the context of
a master real estate lease, but it does illustrate the
importance of making clear in the master lease that the
entire transaction is a single integrated deal, with no
separate consideration, and the risk of adding into a
master lease separate or unrelated business arrange-
ments in an effort to try to require such arrangements
to be assumed or rejected along with the master lease.

Surrounding Facts And Circumstances

The foregoing cases show that courts will attempt to
determine the parties’ intent with regard to severability
of master agreements both from the parties’ stated
intent and also from the terms of the contract itself. In
addition to those considerations, courts may also
consult other factors not necessarily contained within
the documents themselves. As with the analysis of
lease terms, no single factor will be determinative, and
different courts will attribute different weight to each
factor. Further, to the extent that a court can satisfy
itself of the parties’ intent based on the language and
terms of the agreement, it may not consider attending
facts and circumstances at all.*?

One factor courts may consider is whether all ele-
ments of the contract were included in a single docu-
ment, signed at the same time by all parties. Where
this is the case, the contract is more likely to be treated
as non-severable.’® While a single document may
indicate a non-severable contract, the presence of
countervailing factors cannot be discounted, and other
bankruptcy courts have held that ‘‘a single document
may contain two distinct contracts which may be

separately enforced.’’! On the other hand, a court may
also find that multiple documents constitute a single,
non-severable agreement.5? In cases where multiple
documents are involved, a court may look to whether
they were executed simultaneously as a factor support-
ing the finding that they constitute a single agreement.5

The underlying subject matter of the agreement may
also be an important factor. For example, in Conve-
nience USA, the subject matter of the master lease was
27 convenience stores in 18 different cities, each of
which could be operated separately and
independently.®* Thus, the court found that based on
the nature of the properties, the lease could be divided
into separate and independent leases for purposed of
assumption and rejection in bankruptcy.

As another example of looking to surrounding facts
and circumstances, one court considered the fact that
leases for different floors of an office building were
““contracts for different spaces,”” and that ‘‘one [lease]
agreement is not the subsidiary of the other.’’%® The
debtor was the lessee of three floors of an office build-
ing and sought to reject leases for two of the floors and
to assume and assign the lease for the third floor.5® The
court found that leases for separate floors should not be
construed as a single instrument, and allowed the
debtor to assume and assign the lease for one floor
while rejecting the others.5” The surrounding circum-
stances, namely the fact that the properties were
economically and physically separable, was a basis for
the court’s finding that the leases could be treated inde-
pendently under Section 365.58

“Business Establishment” Severability Test

The forgoing tests and general principles governing
severability are based on state law. In a 1999 decision,
a bankruptcy court in California articulated and ap-
plied a severability test with an independent basis in
federal bankruptcy law.5® Plitt Amusement involved a
company’s lease of three theaters from a single
landlord. In the bankruptcy proceeding, the landlord
argued that the three lease agreements were ‘one indi-
visible, nonseverable transaction’’ that must be as-
sumed or rejected in its entirety.®® In analyzing the
case, the court first noted that, unlike partnership and
corporation law, bankruptcy law may not be super-
ceded by agreement of the parties and therefore is not
‘‘subject to artful drafting.”’$! The court stated that the
‘‘chief purpose’’ of bankruptcy law ‘is to relieve debt-
ors of their improvident agreements.’’®? Accordingly,
it is important for a trustee or debtor-in-possession to
be able to “‘pick and choose’” advantageous executory
contracts and leases, within the limits of Section 365.8
With these policy goals in mind, the court formulated
its ‘‘business establishment’” severability test.8

The ‘‘business establishment’’ test grants the
debtor-in-possession or trustee the right “‘to assume or
reject a lease independently as to each business estab-
lishment that is property of the estate.’’®® A ‘‘business
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establishment’’ is ‘‘what the business community
ordinarily treats as a business entity or as a unit of
commerce.’ % The court noted that a separate business
establishment will not always exist merely because a
debtor’s business is spread out over multiple geo-
graphic sites; each geographic site ‘‘must constitute a
business that can, and typically does, operate
separately.’’®” The court held that the three theater
leases could be individually assumed or rejected by the
tenant, regardless of whether the landlord intended the
leases to form a single integrated agreement, because
each theater constituted a separate ‘ ‘business establish-
ment”’ under the court’s approach.5®

The court illustrated its reasoning with the follow-
ing hypothetical:

Consider a business consisting of 666 retail establish-
ments, each operated on leased property. Suppose that the
debtor has purchased the entire business from a third
party, who has retained a lessor or sublessor interest in
each of the properties. Further suppose that, in conse-
quence of intervening circumstances, many but not all of
the leases have turned out to be improvident. By artful
drafting the seller could try to prevent the debtor from as-
suming the profitable business locations, and rejecting the
unprofitable, and argue that the debtor could only assume
or reject the entire 666-store transaction. In the section
365 context, such an argument would make no sense: it
would altogether frustrate the ability of the debtor to
rehabilitate the business by assuming the profitable por-
tions of the business. Where a debtor has purchased
multiple business establishments from a seller in the same
transaction, artful drafting of the sales documents cannot
be used to circumvent section 365.5°

Although the Convenience USA case does not men-
tion or cite to Plitt Amusement, a portion of the Conve-
nience USA case appears to invoke a business establish-
ment test.” As noted above, in analyzing the subject
matter of a master lease agreement to determine

“whether that agreement would be severable under state
law, the court considered the fact that the master lease
governed ‘‘27 separate and distinct convenience stores
located in 18 different cities and scattered over a wide
area of North Carolina.”’™ Because it appeared to the
court that the stores could be operated separately and
independently of each other, the court found that the
lease could be divided into separate leases for one or
more of the properties.” In essence, the court found
that each convenience store constituted a separate
““business establishment.”’

The scope and limits of the ‘‘business establish-
ment”’ test are not clearly defined in Plitt Amusement,
although it has the potential to be quite expansive. It
seems to.allow a bankruptcy court to largely disregard
the way in which the lease is drafted and the parties’
intent, and instead to focus on the question of whether
separate properties are operated in an integrated way
or as separate, stand-alone businesses. This is a pro-
debtor test, which would make it difficult to draft a
master lease for separate properties that is likely to be
upheld. It suggests, however, that where there is a busi-

ness relationship between the separate properties that
are included under a master lease, such that they might
properly be considered to be part of a single business,
that fact should be set forth in the master lease
document.

Because the case also found the leases severable
under state law, it is not clear how this test, indepen-
dently based on a policy interpretation of federal bank-
ruptcy law, might be reconciled with state law in a case
where state law clearly established the non-severability
of a particular lease or contract.”™

Enforceability Of Cross Default Provisions

The foregoing sections address the use of a single
master lease governing multiple properties. Another
approach landlords sometimes use in an effort to link
leases to the same or related tenants, and avoid piece-
meal assumption or rejection, is to incorporate cross
default clauses in each lease, which provide that a

~ default under any of the leases is a-default under all of

them. The landlord’s hope is that by including this pro-
vision, the tenant who desires to assume any of the
leases must cure defaults under all of the leases, includ-
ing those leases which the tenant might otherwise
choose to reject. A number of bankruptcy court deci-
sions hold that landlords may not use cross-default pro-
visions to ensure that, in the event of a bankruptcy,
tenants must assume and cure the default on all leases,
or reject all leases containing cross-default provisions.
Some courts, however, acknowledge that cross-default
provisions are not per se invalid, and may be enforced
when they are an integral part of the transaction.
Cross-default provisions in a leasehold context may
be preempted or prohibited by three sections of the
bankruptcy code.™ First, cross-default provisions may

" be unenforceable because a debtor’s ability to assume

and assign leases may be limited only as provided in
Section 365(c) of the Bankruptcy Code,” and not by
the terms of a private agreement. Under Section
365(f)(1), a trustee may assign a lease even if the
landiord and tenant included provisions in the lease
prohibiting the tenant from assuming or assigning the
lease in the event of bankruptcy. In Sambo’s, the bank-
ruptcy court held that, because ‘‘[a]ny contractual re-
striction on assignment other than those specified in
§ 365(c) is proscribed by § 365(f),”’ cross-default pro-
visions are not enforceable in a leasehold context.™
Secondly, cross-defaunlt provisions may be unen-
forceable in a leasehold context because Section
365(e)(1)(A) prohibits contractual provisions that are
conditioned on the financial condition of the debtor.™
In Sambo’s, the bankruptcy court held that, because a
debtor’s inability to perform under a lease is indicative
of the debtor’s financial condition, ‘‘cross-default pro-
visions operate as financial condition clauses.”’™ The
court noted that the use of cross-default provisions had
been proposed as an artful way of requiring tenants to
cure the default on all leases and assume them as a
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group, or reject them all, without expressly including
contractual provisions conditioned on the financial
condition of the debtor.”™ In evaluating attempts to
employ this strategy, courts have held that landlords
should not be able to circumvent the intent of Section
365(e)(1)(A) by artfully drafting leases so that all are
linked by cross-default provisions. Following the
court’s reasoning in Sambo’s, bankruptcy courts have
held that cross-default provisions are not enforceable
where they affect a debtor’s right to assume and assign
unexpired leases.®?

A final argument against cross-default provisions in
the leasehold context is that they permit a landlord to
claim damages in excess of the maximum amount
established by Section 502(b)(6), which limits the
maximum amount a landlord is entitled to recover as
damages when a debtor rejects a lease under Section
365. Linking all leases with cross-default provisions
requires tenants to cure defaults on all leases before
they can assume any individual lease, and this puts
landlords ‘‘in a position of recovering an amount in
excess of that allowed by [Section 502(b)(6)].”"8!

The unfavorable light in which some bankruptcy
courts have cast cross-default provisions stems from a
concern that such provisions limit a debtor’s flexibility
in administering the estate. Indeed, it appears that
bankruptcy courts may be stretching to find a justifica-
tion in the Bankruptcy Code for declining to enforce
cross-default provisions in order to maximize a debt-
or’s flexibility. In explaining their concern with cross-
default provisions, bankruptcy courts have stated that,
if cross-default provisions were given effect, ‘‘[d]ebt-
ors would be unable to assume and assign any of [their
contracts] without assuming al/ of them and in so do-
ing, curing all defaults under all the [contracts].”>®
Courts ﬁndlng that cross-default provisions are unen-
forceable in bankruptcy have argued that they “‘imper-
missibly restrict the Debtors’ ability to assume some
of the [contracts] and reject others.””®® The persuasive-
ness of this policy-based rationale should not be
discounted.

At the same time, however, some courts have stated
that cross-default provisions are not unenforceable as a
matter of law. These provisions may be enforced where
the parties knowingly assented to a single transaction,®

or where the cross-default provision was an integral .

part of the overall transaction.®® To establish that a
cross-default provision was an integral part of the over-
all transaction, a landlord should be able to show ‘ei-
ther: (1) special consideration furnished by the lessor
in connection with the provision; or (2) prejudice to
the lessor’s lease bargain by its nonperformance.’’8¢
One court has held that “‘{blefore enforcing such a
provision ... a court should carefully scrutinize the
facts and circumstances surrounding the particular
transaction to determine whether enforcement of the
provision would contravene an overriding federal
bankruptcy policy and thus impermissibly hamper the
debtor’s reorganization.’’®” While recognizing the case

law holding particular cross-default clauses unenforce-
able, the Kopel court reasoned that cross-default
clauses should only be unenforceable in certain cir-
cumstances, namely, when a creditor is attempting to
use them to force a debtor to assume unrelated obliga-
tions and thus improve its overall recovery:

An overriding principle can be gleaned from these and
similar cases: Federal bankruptcy policy is offended
where the non-debtor party seeks enforcement of a cross-
default provision in an effort to extract priority payments
under an unrelated agreement. A creditor cannot use the
protections afforded it by section 365(b) (which requires
curing of defaults and adequate assurances of future pay-
ments as a precondition to assumption of an executory
contract or unexpired lease) in order to maximize its
returns by treating unrelated unsecured debt as a de facto
priority obligation.®®

The Kopel court ultimately articulated the follow-
ing test:

where the non-debtor party would have been willing,
absent the existence of the cross-defaulted agreement, to
enter into a centract that the debtor wishes to assume, the
cross-default provision should not be enforced. However,
enforcement of a cross-default provision should not be
refused where to do so would thwart the non-debtor
party’s bargain.8?

The court in Kopel upheld the cross-default provi-
sion in bankruptcy, finding that the cross-default provi-
sion in that case—which linked a contract for the sale
of a business with a lease of the related property—was
an integral part of the transaction.®® Since there is no
federal policy that requires severance of a lease condi-
tion solely because it makes a debtor’s reorganization
more feasible, the cross-default would be enforced.”
The debtor was therefore required to cure arrears under
a note before assuming the related lease.®2

More recently, the Fifth Circuit Court of Appeals
substantially adopted the reasoning in Kopel to enforce
a cross-default provision linking a mortgage, lease and
pharmacy management agreement.% In Liljeberg, the
debtor and its lender had entered into five separate
agreements related to the construction, lease, and
operation of a hospital complex, along with a pharmacy
management agreement and a mortgage securing the
construction loan.** The pharmacy management agree-
ment contained a cross-default clause which linked that
agreement to defaults under ‘‘any other contractual
agreement’’ to which the debtor and lender were both
parties.®® The debtor ultimately breached certain
mortgage covenants when it defaulted on the note
secured by the mortgage, and a judicial lien attached.%

The appellate court reversed as clearly erroneous
the district court’s ruling that the mortgage and phar-
macy agreement were not sufficiently interrelated to
enforce the cross-default provision.?” The court found
that there was ‘‘ample support for the conclusion that
the lease and collateral mortgage of the hospital are
interrelated with the pharmacy agreement and that
there would have been no pharmacy agreement without
the lease of the hospital or the loan secured by the col-
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lateral mortgage.’’% Thus, because the lease, mortgage
and pharmacy agreements were all part of an integrated
transaction, the lender/lessor’s bargain would have
been ‘‘thwarted’’ if the debtor were allowed to assume
the pharmacy agreement after the occurrence of incur-
able defaults on its obligations under the mortgage.?®

The Wheeling-Pittsburgh case also noted that al-
though a court may not enforce a cross-default clause
to the extent it interferes with a debtor’s ability to as-
sume executory contracts and unexpired leases, a bank-
ruptcy proceeding does not completely invalidate these
clauses.’® In other words, the cross-default clause is
not excised from the lease or contract because of the
bankruptcy proceeding. Rather, it is inapplicable only
during the instant bankruptcy case for the purposes of
disposition of the unexpired lease.'® If the debtor as-
sumes the lease or contract containing the cross-default
provision, that provision will remain a part of the lease
post-bankruptcy. Although this reasoning leaves open
the possibility that the cross-default provisions would
be enforceable outside of bankruptcy, or post-
bankruptcy with respect to those leases or contracts
that are not rejected, this may be of limited use to the
landlord, since it is in the bankruptcy context that the
cross-default provision is likely to be most important.

Thus, the case law suggests that courts are reluctant
to enforce a cross-default provision when doing so
would hinder the debtor’s right to assume and reJect
contracts and leases under Section 365, and/or seri-
ously impair the debtor’s prospects for reorganization.
However, courts will not completely disregard the
bargained-for rights of creditors, and to the extent that
a creditor can show that a cross-default provision was
an integral part of the transaction at issue, the T & H
Diner, Kopel and Liljeberg cases suggest that those
rights may be enforceable,

Conclusion

Mainly due to variations in state law and in the facts
and circumstances of each case, the case law does not
reveal an unassailable method for drafting master lease
agreements containing lease arrangements for several
independent properties, so that, in the event of a bank-
ruptcy, the tenant must assume or reject the lease in
toto. However, the cases do suggest that there are pro-
visions to include, and others to avoid, to reduce the
risk that a tenant or tenant group in bankruptcy will be
able to selectively assume and reject favorable and
unfavorable leases. To the extent possible, landlords
should anticipate these risks in structuring such a leas-
ing arrangement and drafting the necessary documents.

The master lease should clearly and conspicuously
state that it is the parties’ intent to enter into a single,
non-severable lease agreement. This statement of
intent will not prevent a court from severing a lease it
finds to contain, in substance, separate agreements, but
it is relatively easy to include and some courts have
indicated they will give such a statement weight in
their overall analysis.

In setting the terms of a master lease, it is important
to make the material terms for each individual prop-
erty the same. There should be a single lease term for
the master lease rather than separate terms for each
property. Similarly, the rent should not be apportioned
among the individual properties. Typically, as a busi-
ness matter, it will be necessary for landlords to appor-
tion rent among multiple properties in some manner in
order to calculate the appropriate overall rent. How-
ever, to reduce the risk that the lease will be severed in
bankruptcy, the apportionment should not be made ex-
plicit in the lease. Rather, the lease should state only a
single, aggregate rent. Similarly, where rent is deter-
mined by a percentage of a tenant or tenant group’s
revenue generated at the leased premises, it would be
better, where possible, if the percentage were of the
aggregate revenue of all properties covered by the
master lease, rather than revenue for individual
properties. Along the same lines, the lease should not
allow the tenant to assign or sublease various proper-
ties individually to different assignees or subtenants.
This is another indication of whether the master lease
consists of several, independent agreements or is an
integrated whole. Finally, the master lease should make
clear that a default under any portion of the lease, with
respect to any individual property, will constitute a
default under the entire lease. A lease that explicitly
provides for partial defaults, as to individual proper-
ties, is bad precedent for arguing before a bankruptcy
court that the debtor tenant should not be allowed to
‘‘cherry-pick’’ from among individual properties.
Similarly, events of termination under the lease should
generally terminate the entire lease, with respect to all
properties. Finally, where there is a business relation-
ship between the various properties covered by the
master lease, so that they are part of a single business
establishment or enterprise, that should be stated in the
lease.

With regard to cross-default provisions linking sep-
arate leases, there is less a landlord can do with respect
to drafting, as the courts will look at the substance of
the parties’ bargain rather than the form of the
agreements. To the extent that such clauses operate as
a significant restriction on the ability of a debtor to
reorganize successfully, by forcing the debtor to adopt
an all-or-nothing approach with regard to lease as-
sumption and rejection, courts will generally hold them
unenforceable and allow debtors to assume those that
are beneficial to a reorganization and reject the others.
This is especially true where a creditor attempts to link
otherwise unrelated contracts or leases simply by
inserting cross-default clauses.

On the other hand, courts have shown a willingness
to uphold cross-default provisions where they are an
integral part of transaction and the contracts at issue
are legitimately related to one another, such that fail-
ing to enforce them would deprive a creditor of its
bargain. In other words, to the extent it appears that in-
dividual leases linked by cross default clauses were in
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reality an integrated bargain, such that the landiord
would not have entered into one agreement without the
others, a court would be more likely to enforce the
cross-default. It may be helpful to point out in the
agreements that contain cross-default provisions that
the cross-default term was a material part of the par-
ties’ bargain, and a material inducement to the landlord
to enter into the transaction. If this is stated in the
contract, and is credible, it may improve the chance
that the cross default provision will be enforced. Courts
also may be more likely to enforce a cross-default pro-
vision where doing so will not be fatal to the debtor’s
prospects for a successful reorganization.
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