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Absent Sublease Recognition Agreement, the Rejection
of a Prime Lease in a Bankruptcy Case Leaves a Sublessee
Largely Out in the Cold

By Marc D. Rosenberg and Daniel N. Zinman

As a recent decision by Bank-
ruptcy Judge Robert Drain of the
United States Bankruptcy Court for
the Southern District of New York
(the “Bankruptcy Court”) in the
A&P bankruptcy case highlights,!
sublessees are largely powerless to
remain in possession of the subleased
premises when the sublessor rejects
its primary lease in the sublessor’s
bankruptcy case, at least in the ab-
sence of a sublease recognition agree-
ment between the sublessee and the
primary lessor.

Background

When A&P, a longtime supermar-
ket operator, commenced its second
bankruptcy case in approximately
five years, it did so with the goal
of winding down its business and
liquidating its assets. It simply could
not profitably operate as a supermar-
ket chain any longer. Among its most
valuable assets were hundreds of
real property leases for properties on
which A&P operated its supermar-
kets. A&P’s primary secured lenders
agreed to fund A&P’s orderly liquida-
tion, provided that it was conducted
in accordance with strict sale related
milestones reflected in the parties’
financing agreements. Promptly after
filing for bankruptcy, the Bankruptcy
Court granted A&P permission to
conduct a sale process for its real
estate leases designed to monetize the
value of such assets.?

One of the leases subject to the
sale process (the “Supermarket
Lease”) covered a property located
in New York City that had an initial
term expiring in 2024, with renewal
options totaling nearly another 24
years.® A&P had previously sub-
leased about 9% of the property to a

third party (the “Supermarket Sub-
lease”) for five years, plus renewals
for an additional 8.5 years. After con-
ducting a thorough sale process, A&P
decided to reject the Supermarket
Lease pursuant to an agreement with
the primary lessor (the “Landlord”).4

Typically, if the rent provided
for under a lease is above market, no
one would bid on the lease and the
lessee would reject the lease, leaving
the lessor with an unsecured claim
for breach of the lease.” If the rent
due under the lease is below market,
however, the lessee could assume and
assign the lease to a third party for
value. Here, the Landlord was suffi-
ciently concerned with the possibility
that a third party might pay value to
acquire the Supermarket Lease that
the Landlord agreed to pay A&P to
reject the Supermarket Lease in con-
sideration for two payments: $10.5
million after entry of a final order
approving the lease rejection and an
additional $10.5 million (minus any
litigation costs incurred in connec-
tion with any eviction action) after
the sublessee under the Supermarket
Sublease (the “Sublessee”) had sur-
rendered or been dispossessed of the

property.

A&P filed a motion seeking the
Bankruptcy Court’s approval of its
decision to reject the Supermarket
Lease. To approve a debtor’s deci-
sion to reject an unexpired lease,
bankruptcy courts typically apply a
“business judgment” test—similar
to a state law “business judgment”
standard of review of corporate
decision making—but one in which
the court is quite deferential to the
views of the major stakeholders in
the bankruptcy case.” Here, only the
Sublessee objected to the motion.
Given the support of the other stake-

holders in the case and the fact that
the Landlord’s bid represented the
only bid A&P received for the Super-
market Lease, the Bankruptcy Court
readily agreed that A&P exercised
good business judgment in rejecting
the Supermarket Lease in exchange
for the payments from the Landlord.
The more difficult questions facing
the court concerned the Sublessee’s
post-rejection possessory rights. The
Sublessee made a series of arguments
in support of its contention that it had
the right to continue to possess the
subleased premises, notwithstanding
A&P’s rejection of the prime lease.

The Voluntary Surrender
Doctrine

First, the Sublessee relied upon
New York’s voluntary surrender
doctrine, which is a fact-based com-
mon law exception to the general
rule that a sublease does not survive
the termination of the prime lease.
The voluntary surrender doctrine
applies to protect the sublease where
the landlord and the tenant agree to
the voluntary surrender of the prime
lease® and is intended to prevent
the landlord and prime lessee from
colluding to deprive the subtenant of
its rights under the sublease. The doc-
trine does not protect the sublease,
however, from the termination of the
prime lease because of the prime les-
see’s breach.’

One example of the application
of the voluntary surrender doctrine
is the seminal case of Eten v. Lyster,1°
in which a landlord paid a tenant to
surrender his lease and vacate the
premises and then sued the sublessee
for possession. The New York Court
of Appeals ruled that although the
“expiration of the term of the [prime]
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lease in any of the ways provided for”
in the prime lease (e.g., expiration of
the term or a breach of lease by the
lessee) would have ended the sub-
lease, the prime lease came to an end
because of the surrender of the lease
by the prime lessee.!! Accordingly,
the subtenant was entitled to contin-
ued possession and the prime lessor
became the immediate landlord of the
subtenant under the same terms and
conditions as the sublease.!?

In the A&P case, the Sublessee
argued that the agreement between
the Landlord and A&P to reject the
Supermarket Lease in exchange for
a monetary consideration from the
Landlord was effectively the same
as the voluntary surrender in Eten v.
Lyster and its progeny. Despite the
fact that both A&P and the Sublessee
requested that the Bankruptcy Court
issue a binding ruling on the ap-
plication of the voluntary surrender
doctrine, the Bankruptcy Court ruled
that it was precluded from doing
so under the decision of the United
States Court of Appeals for the
Second Circuit in Orion Pictures.** In
Orion, the Second Circuit held that a
motion to reject a lease under section
365 of the Bankruptcy Code is a sum-
mary proceeding, under which there
is no prolonged discovery or lengthy
trial with respect to disputed factual
issues. Given those limitations, the
Bankruptcy Court refused to issue
a binding ruling on whether the
voluntary surrender doctrine applies
in the context of a section 365 lease
rejection motion, leaving the issue to
be resolved in state court between the
primary Landlord and the Sublessee.

The Bankruptcy Court did
express a non-binding view of the
merits, however. Given that one-half
of the consideration payable by the
Landlord to A&P was contingent
upon removal of the Sublessee from
the premises, the Bankruptcy Court
considered the likelihood of the Land-
lord’s success on the issue in order to
rule on whether A&P was exercising
good business judgment in agreeing
to the Landlord’s terms.™

The Bankruptcy Court ruled that
A&P did exercise good judgment in
this regard, concluding that it be-
lieved that a state court would likely
rule that the voluntary surrender
doctrine is not triggered by a lease
rejection pursuant to section 365 of
the Bankruptcy Code. The Bankrupt-
cy Court believed that the rejection
was not “voluntary” given that A&P
was pursuing an expedited liquida-
tion strategy and that A&P, after a
thorough marketing process, agreed
to accept valuable consideration from
the Landlord to reject a lease. Also, a
rejection of the contract under section
365 amounts to a breach of the lease,
not a termination.'® If other courts
follow the Bankruptcy Court’s views
on the application of the voluntary
surrender doctrine, absent actual col-
lusion between the prime lessor and
prime lessee, a sublessee would not
be able to use the voluntary surren-
der doctrine to protect its sublease in
the event of a rejection of the primary
lease by the primary lessee.

The Application of Section
365(h)(1)(A)(ii) to the Sublessee

In the alternative, the Subles-
see argued that section 365(h) of the
Bankruptcy Code protected its pos-
sessory rights. Section 365(h) con-
tains statutory protections for lessees
where lessors reject their leases in
bankruptcy. Under section 365(h)(1)
(A)(i1), if a debtor rejects an unex-
pired lease of real property in which
the debtor is the lessor, then:

if the term of such lease
has commenced, the lessee
may retain its rights under
such lease (including rights
such as those relating to
the amount and timing of
payment of rent and other
amounts payable by the
lessee and any right of use,
possession, quiet enjoy-
ment, subletting, assign-
ment, or hypothecation)
that are in or appurtenant
to the real property for the

balance of the term of such
lease and for any renewal
or extension of such rights
to the extent that such
rights are enforceable un-
der applicable bankruptcy
law.16

Thus, if a debtor-lessor rejects a lease,
the lessee may elect to remain in
possession of the subleased premises
for the balance of the term plus any
renewals, with rent due at the con-
tractual rate.

The Sublessee argued that A&P’s
rejection of the primary lease amount-
ed to the rejection of the Supermarket
Sublease, granting the Sublessee the
right to remain for the balance of
the Supermarket Sublease plus any
renewals under section 365(h)(1)(A)
(i1). The Bankruptcy Court disagreed.
When A&P rejected the primary
lease, it was obligated to surrender
the premises to the Landlord pursu-
ant to section 365(d)(4). Interpreting
section 365(h)(1)(A)(ii) such that the
Sublessee was entitled to remain in
possession of the subleased prem-
ises for the balance of the Sublease’s
term (plus renewals) would cause a
conflict with the requirement of the
primary lessee—A&P—to surrender
the entire premises immediately.

The Sublessee could hardly stay in
the subleased premises after A&P
had surrendered the premises to the
Landlord.”

The Bankruptcy Court made one
additional point in this regard. Recall
that section 365(h)(1)(A)(ii) states that
the lessee may retain its rights “under
such lease.” Thus, the Subtenant is
limited to retaining its rights under
its Sublease. Subject to a favorable
state court ruling on the voluntary
surrender doctrine, the Bankruptcy
Court ruled that the Sublessee no lon-
ger had any rights once A&P surren-
dered the premises to the Landlord.
Although, as noted above, a rejection
of the lease pursuant to section 365
is a breach of the lease, not a termi-
nation, the Bankruptcy Court nev-
ertheless held that the requirement
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that A&P surrender the premises “is
tantamount to termination as far as
the subtenant’s rights” under the
Sublessee.'® Once A&P rejected the
Supermarket Lease and surrendered
the premises, the Subtenant no longer
had any meaningful right to pos-
session from A&P. According to the
Court, “a proper reading of section
365(h)(1)(A)(ii)’s reference to the
[Sublessee’s] rights “under such [sub]
lease” and section 365(d)(4)’s surren-
der requirement show that section
365(h) does not give the subtenant a
meaningful election to remain in its
former subtenancy when the debtor
has rejected the overlease first or
simultaneously with the sublease.
The Sublessee retained the right to
seek relief against the Landlord in
state court, but given the Bankruptcy
Court’s views concerning application
of the voluntary surrender doctrine
to the facts presented, the Sublessee’s
prospects do not seem overly bright.

719

Sublessee’s Rights Under
Section 363(e)

The Sublessee also attempted to
invoke the Bankruptcy Code’s protec-
tions for holders of property interests
when a debtor sells property, arguing
that A&P’s rejection of the Super-
market Lease should be properly
characterized as a sale. Under section
363 of the Bankruptcy Code, a debtor
in possession, such as A&P, can seek
to sell its property free and clear of
all interests. That right, however, is
subject to a number of restrictions, in-
cluding section 363(e), which requires
that the court “prohibit or condition
such use, sale or lease as is necessary
to provide adequate protection” of a
third party’s interest in the property
being sold, used, or leased.

As the Bankruptcy Court pointed
out, however, nowhere did A&P
describe its lease rejection motion as a
“sale,” nor did A&DP seek relief under
section 363 of the Bankruptcy Code.
Thus, the Bankruptcy Court could
have ruled that there was no sale and

ended its discussion of this issue. The
Bankruptcy Court chose, however,

to address this issue to the extent
that the A&P could be said to have
“sold” the Supermarket Lease to the
Landlord.

In so doing, the Bankruptcy
Court distinguished the case before
it—in which the debtor was propos-
ing to reject a lease—from a situation
where the primary lessor of real prop-
erty is the debtor and is seeking to
sell the underlying real property free
and clear of the lessee’s interest in the
real property. In the latter case, there
is a split of authority as to whether
a debtor can sell real property free
and clear of a lease without affording
the lessee the protections of section
365(h);?° however, that was not the
situation here. To the extent that
anything was being “sold,” according
to the Court, it was the Supermarket
Lease, not the underlying real proper-
ty. In contrast, the Bankruptcy Court
held that the Sublessee’s property
interest was in the Sublease and the
real estate subleased pursuant to it.
A&P was not “selling” that property,
nor was it using or leasing it. Instead,
A&P was rejecting the lease. Accord-
ingly, the Bankruptcy Court held that
the sublessee had no interest in prop-
erty entitled to adequate protection.

Conclusion

As the foregoing discussion
makes clear, a sublessee is unlikely to
be able to remain in possession of the
subleased premises if the sublessor
rejects the primary lease in its bank-
ruptcy case. To the extent possible, a
sublessee, in negotiating a sublease,
should require a sublease recognition
agreement with the primary land-
lord whereby the primary landlord
agrees to recognize the sublease if the
primary lease is rejected or otherwise
breached by the tenant/sublandlord
under circumstances not caused by
the subtenant.?!
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