Golden Gate University School of Law
GGU Law Digital Commons

Publications

2004

Landlords draws upon letters of credit in

bankruptcy: Redback Networks v Mayan
Networks, 2004

Roger Bernhardt
Golden Gate University School of Law, rtbernhardt@ggu.edu

Follow this and additional works at: http://digitalcommons.law.ggu.edu/pubs
b Part of the Property Law and Real Estate Commons

Recommended Citation

Faculty Scholarship

Bernhardt, Roger, "Landlords draws upon letters of credit in bankruptcy: Redback Networks v Mayan Networks, 2004" (2004).

Publications. Paper 326.
http://digitalcommons.law.ggu.edu/pubs/326

This Article is brought to you for free and open access by the Faculty Scholarship at GGU Law Digital Commons. It has been accepted for inclusion in

Publications by an authorized administrator of GGU Law Digital Commons. For more information, please contact jfischer@ggu.edu.


http://digitalcommons.law.ggu.edu?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
http://digitalcommons.law.ggu.edu/pubs?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
http://digitalcommons.law.ggu.edu/facultyschol?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
http://digitalcommons.law.ggu.edu/pubs?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/897?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
http://digitalcommons.law.ggu.edu/pubs/326?utm_source=digitalcommons.law.ggu.edu%2Fpubs%2F326&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:jfischer@ggu.edu

Landlords draws upon letters of credit in bankruptcy:
Redback Networks v Mayan Network¥)04
Roger Bernhardt

Draw upon letter of credit given as security for lase by debtor reduced amount of
landlord’s allowed claim under 11 USC 8502(b)(6) wén debtor pledged cash to bank to
secure letter of credit.

Redback Networks, Inc. v Mayan Networks Corp. (In re Mayan Networks Corp.) (BAP 9th Cir
2004) 306 BR 295

In January 2000, Debtor subleased a large comnhebaiéding from Landlord. Debtor
provided two forms of security for the sublease5H/833 in cash and a letter of credit for
$648,966 issued by Bank. Debtor pledged over $880¢ash to Bank to secure the letter of
credit. In November 2001, Debtor filed a Chapterp#tition and moved to reject the sublease.
Landlord filed a general unsecured claim for damsagyésing from the rejection of the sublease
and an administrative claim for post-petition relndlord agreed to apply the cash security
deposit to reduce its allowed claim as capped byUBC 8§502(b)(6). Under 8502(b)(6),
Landlord was limited to post-petition rent of oneay. The bankruptcy court held that the
allowed claim as capped by 8502(b)(6) should beced by the amount of the letter of credit.
Landlord appealed, maintaining that it should bk @b apply the proceeds from the letter of
credit to its damage claim before application & §02(b)(6) cap.

The bankruptcy appellate panel affirmed, findingttB502(b)(6) was ambiguous because it
was not clear whether the allowable claim is thaltamount of damages that a landlord may
recover or the amount that the landlord may clagairsst the bankruptcy estate in addition to
any security that has been recovered. The coutaiega that, although it was clear that security
deposits are to be applied after the 8502(b)(6) tays reducing the unsecured claim that a
landlord may have against the estate, the quesgimained whether the letter of credit was to be
treated like a security deposit.

The court determined that the letter of credit $thdne treated as a security deposit. Although
the court agreed that the letter of credit waspnoperty of the estate, the court characterized tha
fact as a “red herring,” pointing out that nothingthe statute or in case law suggested that the
limitation in 8502(b)(6) applied only to amountsathare paid directly from property of the
estate. The appropriate analysis should look tcetffext that the draw upon the letter of credit
had on property of the estate: In this case, tf®$®0 cash pledged to Bank was property of the
estate and was used in effect to pay Landlord. ddwet concluded that inserting the Bank
between Debtor and Landlord could not change tiheature of the arrangement, which was to
provide a security deposit. Because the letteredit was the equivalent of a security deposit, it
applied after the 8502(b)(6) cap.

THE EDITOR’S TAKE: In this case, the landlord drew on a letter oflitrgposted by the

tenant as security for the lease, that was smiéar the amount of its rent claim and also

smaller than a year’s rent. The landlord was peeahito draw down the full letter of credit



(since it was owed more than that), and was thestdd as an unsecured creditor for the
balance owing to it. That result changes if the parative numbers are different.

For example, suppose the annual rent is $1 mibiod the landlord’s rent claim is for
$800,000, and she holds a letter of credit for $iilion (i.e., greater than either the rent
claim or the annual rent, unlike the facts Mayan Networks). She may draw down
$800,000 of her letter of credit to cover her daesagAnd the bank that issued the letter
may then either look to its own collateral for remeent, or else go after the tenant in
bankruptcy for the $800,000 it paid to the landlprd

Suppose the annual rent is $1 million and the dd# rent claim is for $1.8 million,
and she holds a letter of credit for $600,000s Itlear that she can draw down the entire
letter, but what happens next? She does not halaira for $1.2 million, because it is
capped by the annual rent (under 11 USC 8502(bdf6$L million; but is she allowed $1
million or only $400,000—+¢€., does the draw on the letter count against th@ tagt year,
although the Third Circuit held that the draw oe thtter does count against the cap, the
Ninth Circuit BAP held, invoung v Condor Sys., Inc. (In re Condor Sys., Inc.) (BAP 9th Cir
2003) 296 BR 5, that it did not. But here the BARits Condor Systems to cases where the
issuer of the letter of credit was not a securedlitor of the debtor. That means that in a
normal lease-security case where the tenant pestgit/ to the bank in order to have it
issue a letter of credit to the landlord, a drawttom letter of credit will be applied against
the cap. Thus, in this scenario, the landlord hdg a $400,000 allowed claim remaining
(assuming there are sufficient assets in the ténaankruptcy estate to make any of this
matter).

Suppose the annual rent is $1 million and the ¢k is still $1.8 million, but now the
letter of credit is for $1.2 million. Notwithstandj the cap, the landlord may draw on the
letter in full. Because of the independence prilgsihe letter of credit is not part of the
tenant’s estate and a third party issuer is natepted by the cap. However, since the draw
on the letter of credit by the landlord is crediwghinst the cap, that is the extent of the
landlord’s recovery—she cannot even get the proaktien cents on the dollar for the
remaining $600,000 that she is owed. Additional issuer’s right to reimbursement from
the tenant is also subject to the cap; so the bartkwas unsecured, may have to pay the
landlord $1.2 million and be able to recover onlyrsillion from the tenant’s estate. (All of
this is also true in a scenario in which the lettecredit exceeds both the rent claim and the
annual rent.) -Roger Bernhardt
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