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BY DAVID S. KUPETZ

Filing Bankruptcy by Solvent Tenants to Cap Landlords’ Claims

BANKRUPTCY CODE SECTION 502(b)(6) provides a cap on claims of
landlords for damages under long-term real property leases. Businesses
such as retail chain stores often file reorganization cases under chap-
ter 11 of the Bankruptcy Code in order to take advantage of this cap
when closing unprofitable locations. These cases generally involve
insolvent entities that are facing many difficult financial issues and
challenges.

Courts recently have addressed whether a solvent entity may
commence a chapter 11 reorganization solely to reject its one and only
real estate lease and limit its landlord’s lease termination damages
claim. While courts uniformly recognize
that chapter 11 is available to solvent enti-
ties, in two recent decisions—In re Integrated
Telecom Express, Inc.! and In re Liberate
Technologies’—the use of chapter 11 by
solvent entities solely to apply the Section
502(b)(6) cap was limited to situations in
which the debtor was facing some level of
financial distress.

The Section 502(b)(6) cap is designed to limit lease termination
claims to prevent landlords from receiving a windfall at the expense
of other creditors. Depending upon the length of a lease, the landlord’s
claim for future rent could be enormous and dramatically diminish
the return to other unsecured creditors.3 Section 502(b)(6) limits
the claim of a lessor for damages resulting from the termination of
a lease of real property to:

(A) 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, following the earlier of—

(i) the date of the filing of the petition; and

(ii) the date on which such lessor repossessed, or the lessee sur-

rendered, the leased property; plus

(B) Any unpaid rent due under such lease, without accelera-

tion, on the earlier of such dates.

The Section 502(b)(6) cap should be a relatively simple calculation.
First, the court calculates the total rent reserved* under the lease from
the earlier of the date of the tenant’s bankruptcy filing or the date on
which the landlord repossessed or the lessee surrendered the leased prop-
erty. Second, the court calculates 15 percent of the total due under the
lease. Third, the court compares this 15 percent amount to the rent
reserved under the lease for one year following the earlier of the
bankruptcy filing or repossession or surrender of the leased property.
The cap is the greater of the two, subject to the 15 percent amount
not exceeding the amount of three years of rent. For example, in a sce-
nario in which the debtor is current on all lease payments and has five
years remaining, and the rent reserved under the lease is $100,000 per
month, the total amount of future rent is $6 million, of which 15 per-
cent is $900,000. The rent reserved for one year is $1.2 million, so the
cap is $1.2 million. If instead of five years there are 10 years remain-
ing under the same lease, the total amount of future rent is $12 mil-

18 Los Angeles Lawyer April 2005

lion, and 15 percent of this amount is $1.8 million. Since the 15 per-
cent amount is greater than the amount of rent reserved for one year
and is less than rent for three years, the landlord’s claim would be
capped at $1.8 million.

Solvent Chapter 11 Filings

There is no question that insolvent entities may file bankruptcy to take
advantage of this cap. However, access to bankruptcy protection is
not conditioned on insolvency.’ A debtor does not have to demon-
strate insolvency under either a balance sheet test (liabilities in excess

The common thread that runs through the case law is that the question

of good faith is based on the totality of the circumstances.

of assets) or under a liquidity test (unable to pay its debts as they come
due).6 While the Bankruptcy Code does not limit chapter 11 relief to
insolvent debtors or those who suffer any particular form of finan-
cial distress, courts have held that this “does not mean that all sol-
vent firms should have unfettered access to Chapter 11.”7

The lack of any bankruptcy solvency test is rooted in the reality
that, at times, solvent entities suffer from financial distress.8 In fact,
“[i]t is not uncommon for debtors to be solvent under the balance sheet
test, and yet to have severe financial problems.”® Congress rightfully
believed that entities should be eligible for relief under chapter 11
before becoming insolvent under a balance sheet test: “The prospects
for reorganizing a debtor in financial difficulty are much better when
the debtor is still solvent than after it becomes insolvent.”10
Accordingly, the absence of an insolvency requirement allows enti-
ties to enter chapter 11 before facing a financially hopeless situation.

Nevertheless, to safeguard the integrity of the purpose of chap-
ter 11, courts have created a good faith doctrine.!! If a chapter 11
bankruptcy petition is not filed in good faith, a bankruptcy court may
dismiss the petition “for cause” or convert the chapter 11 case to a
chapter 7 liquidation case pursuant to Bankruptcy Code Section
1112(b).12 The good faith determination is made on a case-by-case
basis that focuses on the totality of the circumstances and involves
a fact-intensive inquiry.13

In examining the question of good faith, courts generally address
two primary areas: 1) whether the bankruptcy petition serves a legit-
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imate bankruptcy purpose, such as preserv-
ing a going concern (along with employees’
jobs) by avoiding the piecemeal liquidation of
the enterprise or otherwise maximizing the
value of the debtor’s estate, and 2) whether
the petition was filed simply to create delay,
harass or impose hardship on creditors, or
otherwise obtain a tactical advantage in liti-
gation.!* The Third Circuit Court of Appeals
has explained the development of the judi-
cially created good faith requirement:
It is easy to see why courts have
required Chapter 11 petitioners to act
within the scope of the bankruptcy
laws to further a valid reorganizational
purpose. Chapter 11 vests petitioners
with considerable power—the auto-
matic stay, the exclusive right to pro-
pose a reorganization plan, the dis-
charge of debts, etc.,—that can impose
significant hardship on particular cred-
itors. When financially troubled peti-
tioners seek a chance to remain in
business, the exercise of those powers
is justified. But this is not so when a
petitioner’s aims lie outside those of the
Bankruptcy Code.15
The majority of chapter 11 debtors are
insolvent and, in those cases, the good faith
doctrine is generally not implicated. In con-
trast, when the debtor is solvent and files a
chapter 11 petition in order to use Section
502(b)(6) to cap its sole landlord’s claim,
thereby enhancing the recovery of the debtor’s
shareholders (as opposed to its creditors),
courts have struggled with the application
of the good faith doctrine. In chapter 11
cases involving multiple leases, the issue is less
likely to arise since these cases will involve
more than just a two-party dispute, and there
is a greater likelihood of more complicated
financial issues and problems.

Recent Case Law

Prior to 2004, courts examining whether the
commencement of a bankruptcy case for the
purpose of using a particular provision in the
Bankruptcy Code constituted bad faith found
that, absent other factors, it did not.16 Against
that backdrop, it is important to understand
the reasoning of Integrated Telecom Express!”
and Liberate Technologies,'8 in which the
Third Circuit Court of Appeals and a
Northern District of California bankruptcy
court, respectively, held that filing chapter 11
solely to use Section 502(b)(6) to cap a single
landlord’s lease termination damage claim
does not, by itself, establish good faith.

In Integrated Telecom Express, the Third
Circuit addressed a situation in which “a
Chapter 11 petition [was] filed by a financially
healthy debtor, with no intention of reorgan-
izing or liquidating as a going concern, with
no reasonable expectation that Chapter 11

proceedings will maximize the value of the
debtor’s estate for creditors, and solely to
take advantage of a provision in the
Bankruptcy Code that limits claims on long-
term leases....”1? The debtor had $105.4 mil-
lion in cash and $1.5 million in other assets
at the time it filed its chapter 11 petition.
The landlord asserted a claim of approxi-
mately $26 million. The debtor listed other
miscellaneous liabilities of approximately
$430,000 and had exposure in connection
with a class action lawsuit of up to $5 million
(any liability in excess of that amount was
covered by insurance). Thus, the debtor was
not suffering financial distress and was highly
solvent and cash rich at the time it filed a
chapter 11 petition. Applying the Section
502(b)(6) cap, the landlord’s claim would be
reduced from $26 million to $4.3 million, and
the shareholders of the debtor would enjoy the
benefit of this reduction. In addition, the case
involved a smoking gun—a board resolution
and letter of counsel composed prior to the
bankruptcy filing stating that, if the land-
lord was unwilling to settle, the debtor would
file a chapter 11 petition and cap the land-
lord’s claim under Section 502(b)(6).

The Third Circuit found that the chapter
11 petition was not filed in good faith since the
debtor was not in financial distress, and the fil-
ing would not preserve any value for the
debtor’s creditors that would have been lost
absent the filing. According to the appeals
court:

To be filed in good faith, a petitioner

must do more than merely invoke some

distributional mechanism in the

Bankruptcy Code. It must seek to cre-

ate or preserve some value that would

otherwise be lost—not merely distrib-
uted to a different stakeholder—out-
side of bankruptcy. This threshold
inquiry is particularly sensitive where,

as here, the petition seeks to distribute

value directly from a creditor to a com-

pany’s shareholders.20

The Third Circuit determined that the
question of good faith was antecedent to the
application of Section 502(b)(6), stating:
“§502(b)(6) and the legislative policy under-
lying that provision assume the existence of
a valid bankruptcy, which, in turn, assumes
a debtor in financial distress.”2! Finding that
the petition was not filed in good faith, the
Third Circuit dismissed it.

The Third Circuit distinguished Integrated
Telecom Express from its earlier decision in
Solow v. PPI Enterprises (U.S.), Inc. (In re PPI
Enterprises (U.S.), Inc.)*? and from the Ninth
Circuit’s decision in Platinum Capital, Inc. v.
Sylmar Plaza, L.P. (In re Sylmar Plaza, L.P.)%3
on the grounds that the debtors in those cases
were in financial distress and may actually
have been insolvent. In PPI, the debtor

claimed to have been insolvent, although this
depended on whether claims of insiders were
allowed. The Third Circuit in PPI held that a
chapter 11 petition and liquidating chapter 11
plan filed for the primary purpose of capping
a landlord’s lease termination damages claim
did not contravene the good faith require-
ment. In its Integrated Telecom Express deci-
sion, the Third Circuit stated that “PPI stands
for the proposition that an insolvent debtor
can file chapter 11 in order to maximize the
value of its sole asset to satisfy its creditors
while at the same time availing itself of the
landlord cap under §502(b)(6).”24

Also, in Integrated Telecom Express the
Third Circuit distinguished Sylmar Plaza as a
case in which solvency was at issue and chap-
ter 11 was used to maximize value for cred-
itors. The appeals court stated that “although
the debtors appear to have come out solvent
in Sylmar Plaza, there is no indication that
they would have come out solvent had the
bank’s claim not been limited, or that solven-
cy was a foregone conclusion when the peti-
tion was filed.”2%

Although Sylmar Plaza did not involve
Section 502(b)(6), the Ninth Circuit in that
case addressed a plan in which the sole pur-
pose was to enable the debtors to “cure and
reinstate” an obligation under Bankruptcy
Code Section 1124(2). In so doing, the debtor
avoided an approximately $1 million con-
tractual liability for default interest owed to
the debtor’s secured creditor bank. The Ninth
Circuit rejected the bank’s argument that a
chapter 11 plan lacked good faith when it left
the debtors solvent while allowing them to
reverse and avoid paying default interest to
the bank, stating that “[g]iven the specific
power to cure defaults, it makes no sense to
treat a plan invoking that power as lacking
good faith.”26

The Northern District bankruptcy court’s
finding in Liberate Technologies?” that fil-
ing bankruptcy solely to use Section 502(b)(6)
did not constitute the requisite good faith
emerged from a situation in which the debtor
had ongoing business operations that were
suffering significant losses and faced several
pending lawsuits. However, the debtor had
$212 million of unrestricted cash on hand
and had total liabilities between approximately
$59 million and $167 million, depending upon
the outcome of the pending litigation.
Accordingly, the debtor’s cash exceeded its
liabilities by between $45 million and $153
million. Further, the debtor had received an
offer from an entity willing to purchase the
debtor’s business assets without a bankruptcy
filing.

Facing a motion to dismiss the chapter 11
petition as a bad faith filing, the debtor
asserted that it needed bankruptcy relief
because of pending litigation, operational
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losses, its desire to cap its landlord’s lease ter-
mination damage claim, and problems in
selling its assets. The bankruptcy court
rejected each of these reasons. The court
found that the pending litigation did not
create a present need for bankruptcy relief
because 1) it did not threaten the continua-
tion of the debtor’s business, 2) the debtor
might never incur significant liabilities from
the lawsuits, and 3) the debtor could pay
any judgments without liquidating business
assets. The court further found that the
debtor’s lack of profitability and the prospect
of further losses did not show a present need
for bankruptcy relief when the debtor had the
present ability to pay all its debts without
liquidating business assets. Moreover, the
debtor’s own evidence showed that the debtor
did not need chapter 11 protection to effect
a sale of its assets as a going concern, accord-
ing to the court. Also, the court noted that
allowing the chapter 11 case to proceed
would impose real hardship on the debtor’s
landlord since the debtor sought to reduce the
amount of the landlord’s claim from $45
million due under state law to the capped
sum of $8 million allowed under Section
502(b)(6). In dismissing the chapter 11 case,
the court found that the debtor’s proposed
use of Section 502(b)(6) was simply a neu-
tral factor that did not establish either good
faith or bad faith.

Chameleon Systems and Chapter 7

By contrast, in In re Chameleon Systems,
Inc.,28 an earlier decision, another Northern
District bankruptcy court held that a solvent
debtor could use chapter 11 to cap lease
damages. The debtor in that case filed its
chapter 11 petition for the purpose of reject-
ing its sole real estate lease and then cap-
ping the landlord’s lease termination damage
claim under Section 502(b)(6). The debtor had
no ongoing operations, no income, and no
employees other than a consultant it had
hired to wind down its affairs, liquidate its
assets, and settle various obligations owed to
creditors. The debtor had in excess of $4
million in its bank accounts and, other than
its $4 million-plus obligation to its landlord,
the debtor’s total outstanding obligations
amounted to approximately $25,000. Unlike
Integrated Telecom Express and Liberate
Technologies, the debtor would have been
insolvent if the landlord’s claim was not
capped. However, if the Section 502(b)(6)
cap were to be applied, the debtor would
have cash substantially in excess of the amount
of its debt.

Prior to filing its chapter 11 petition, the
debtor attempted to surrender possession of
the premises to the landlord and to negotiate
a termination of the lease, but the parties
were not able to reach an agreement. There
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were approximately three years remaining
before the lease would expire, and the debtor
did not want to continue paying the landlord
the monthly rent through the expiration date
despite the fact that it had adequate funds to
do so. In its decision, the bankruptcy court
summarized applicable California landlord-
tenant law:

Under California law...[the landlord]

had the option of accepting the sur-

render of the property and then hav-
ing the state court fix the damages for
the breach of the lease. This would
have adjudicated the total damages
suffered by...[the landlord] as a result

of the breach of the lease. Rather than

pursue this course of action...[the land-

lord] elected its other option, to con-
tinue to consider...[the debtor] its ten-

ant and to seek to collect rent on a

monthly basis...[for approximately

another three years].2?

After filing its chapter 11 petition, the
debtor filed a motion seeking to reject the
lease and cap the landlord’s claim at $1.816
million. The landlord responded by filing a
motion requesting that the bankruptcy court
dismiss the case as a bad faith filing. While
recognizing that reorganization of an ongo-
ing business or the liquidation of assets are
valid purposes for filing chapter 11, the
Chameleon Systems court noted that, in this
case, there was no ongoing business, and the
liquidation of assets had been completed
prior to the filing of the chapter 11 petition.
The court focused on whether the debtor’s fil-
ing was a legitimate use of the Bankruptcy
Code or whether the debtor was attempting
to unreasonably deter and harass creditors
simply as a litigation tactic.3? The court
acknowledged that:

[TThe resolution of this dispute involves

a possible windfall no matter what

the decision. If the court decides in

favor of the debtor and allows the
bankruptcy to continue the claim will

be capped and it appears that addi-

tional funds will flow to shareholders

of the debtor. On the other hand if the

case proceeds under California law,

the debtor is presented with a Hobson’s
choice. Chameleon must stay in exis-
tence for another two or three years, or
pay...[the landlord] now whatever it
demands to terminate the lease regard-
less of what might happen in terms of

mitigation later in 2004, 2005 or 2006.

In the latter case, if the property is

rented in the next 2 years for any

amount the landlord will receive a

windfall and the debtor will not be in

existence to complain. Either way there

is the possibility of a windfall.3!

Ultimately, the court found that if the case

had been filed under chapter 7 of the
Bankruptcy Code, the landlord’s claim would
be capped—Dbecause bad faith does not con-
stitute cause to dismiss a chapter 7 case—and
the fact that the debtor was solvent and filed
under chapter 11 should not change that
result.

Chameleon Systems suggests that, when a
debtor is liquidating its assets, a potential
means for completely avoiding the good faith
issue would be for the debtor to file under
chapter 7 instead of chapter 11. Section
502(b) is not tethered to chapter 11. It applies
equally to chapter 7 cases. The problem,
however, is that entities other than individu-
als do not receive a discharge in chapter 7 or
liquidating chapter 11 cases.32 Moreover,
according to one bankruptcy court and
echoed by others, “the Bankruptcy Code sim-
ply does not contemplate that equity security
holders will share in the distribution of the
estate in cases under Chapter 7—any sur-
plus is to be distributed to the debtor.”33

In Liberate Technologies, the court
explained that “Section 502(b)(6) limits dis-
tributions in the bankruptcy case; it does not
preclude enforcement of the liability outside
of bankruptcy where there is no discharge.”3*
As a result, in a case in which the debtor does
not obtain a discharge, capping a landlord’s
claim in the bankruptcy estate under Section
502(b)(6) may not prevent the landlord, after
all creditors have been paid in full, from seek-
ing its share of surplus funds returned to the
debtor. This result might be avoided, even in
a liquidating chapter 11 case, if the debtor suf-
ficiently continues in business under its plan
in order to obtain a discharge.3’

Another problem with the chapter 7
approach is that, unlike chapter 11, an inde-
pendent trustee is automatically appointed to
marshal and distribute the debtor’s assets,
and this may not appeal to the board of dir-
ectors of a debtor of questionable solvency if
millions of dollars of cash remain on hand.
However, chapter 7 is an option that should
influence the negotiations between the parties.
A better understanding of the alternatives
might even help the parties avoid any sort of
excursion into bankruptcy jurisdiction.

The common thread that runs through
the case law is that the question of good faith
is based on the totality of the circumstances.
This requires a fact-intensive inquiry on a
case-by-case basis. In situations in which 1)
a petition is filed solely as a litigation tactic
in a two-party dispute or 2) the sole intent of
a solvent debtor that is not suffering from
financial distress is to avail itself of the Section
502(b)(6) cap, the recent decisions suggest
that the court may find the requisite good faith
lacking. Accordingly, counsel should advise
debtors to find other bona fide reasons for fil-
ing a chapter 11 petition and to continue to
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