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Lease Termination Payments:  Hidden Risks for Landlords

What’s worse than a tenant with a long-term lease bailing out on the landlord and only paying a lease

termination fee that’s a fraction of the landlord’s loss?  If you answered, “Getting sued by the tenant’s

future bankruptcy trustee and having to repay that termination fee to the bankruptcy estate,” you’d be

right.  This is the consummate double-insult to a landlord faced with defaulting tenants and is

occurring with a fair degree of frequency in this economic climate, particularly for large retail tenants

with multiple leases.  





What Went Wrong??





A recent case reviewed by the 11th Circuit Court of Appeals involved a tenant that paid the landlord a

lease termination payment, and then promptly filed bankruptcy.  The bankruptcy trustee sued the

landlord for the return of the lease termination payment.  The Court ruled against the landlord and

required the return of the lease termination fee because it had been paid to the landlord within 90

days prior to the filing of the tenant's bankruptcy.  The trustee’s contention was that the termination

fee was a “preference," the essential elements of which are: 


(1) a payment by the tenant to or for the benefit of the landlord, 


(2) within 90 days prior to the filing of the bankruptcy petition, 


(3) while the tenant was insolvent, 


(4) on account of a pre-existing debt, 


(5) that enables the landlord to receive more than it would have if the tenant had filed a chapter 7

liquidation.  





For tenants in precarious financial conditions, none of these criteria is difficult to prove factually, and in

the case reviewed by the 11th Circuit Court, the only element in question was whether the lease

termination fee was a payment on account of a "pre-existing debt."





The Arguments…





The trustee argued that yes, the payment was on account of a pre-existing debt, the lease.  The lease

had been signed and entered into well before the payment of the termination fee, and the liability

under the lease constituted the “debt” which was settled by the payment of the fee.  The debt

pre-existed the payment; hence, argued the trustee, it’s a preference.  The landlord argued instead

that the debt was the monthly accrual of each month’s rent, and since the termination fee was paid on

account of future as-yet-unaccrued obligations (and not past arrearages), it wasn’t paid on account of

a pre-existing debt.  The appellate court wasted no time in ruling in favor of the trustee and ordered

the landlord to repay the full amount of the termination fee to the bankruptcy estate.





While this was a case of first impression for the 11th Circuit (which covers Florida, Alabama and

Georgia), the holding of that court has been the law in the 9th Circuit (which includes California) for

many years.  Indeed, the 11th Circuit based its opinion in part upon the holding in a prior 9th Circuit

Bankruptcy Appellate Panel case.   However, it isn’t where the lease is located – or even where the

debtor is located -- that governs what Court’s law is applicable.  Rather, it's the location of the Court

where the tenant files its bankruptcy petition.  For most cases, that is the famously pro-debtor forum

of the Delaware bankruptcy courts, which are part of the 3rd Circuit Court of Appeals.  The 3rd Circuit

has not definitively ruled on this issue, but given the liberal bent of that jurisdiction, it is not difficult to



